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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q
( QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE

SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended: September 30, 1998

OR

9 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the transition period from  to 

Commission file number: 1-12718

FOUNDATION HEALTH SYSTEMS, INC.
(Exact name of registrant as specified in its charter)

Delaware 95-4288333
(State or other jurisdiction of (I.R.S. Employer Identification No.)
incorporation or organization)

21600 Oxnard Street, Woodland Hills, CA 91367
(Address of principal executive offices) (Zip Codes)

(818) 676-6978
Registrant’s telephone number, including area code

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by
Section 13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such
shorter period that the registrant was required to file such reports), and (2) has been subject to such filing
requirements for the past 90 days. Yes ( No 9

Indicate the number of shares outstanding of each of the issuer’s classes of common stock as of the
latest practicable date:

As of November 10, 1998, 117,143,066 shares of Class A Common Stock, $.001 par value per share,
were outstanding (exclusive of 3,194,374 shares held as treasury stock) and 5,047,642 shares of Class B
Common Stock, $.001 par value per share, were outstanding.
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PART I—FINANCIAL INFORMATION

Item 1. Financial Statements

FOUNDATION HEALTH SYSTEMS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(Amounts in thousands)

September 30, December 31,
1998 1997

(Unaudited)

Assets

Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 389,896 $ 559,360
Securities available for sale . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 523,780 553,001
Premiums receivable, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 257,966 224,383
Amounts receivable under government contracts . . . . . . . . . . . . . . . . . . . 275,378 272,060
Deferred taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 248,399 213,695
Reinsurance and other receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 153,168 130,875
Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 132,313 223,900
Net assets of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . 273,362 267,713

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,254,262 2,444,987
Securities held to maturity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,209 12,885
Property and equipment, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 408,017 427,149
Goodwill and other intangible assets, net . . . . . . . . . . . . . . . . . . . . . . . . 1,017,089 1,044,727
Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 179,980 146,602

Total Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,870,557 $4,076,350

Liabilities and Stockholders’ Equity

Reserves for claims and other settlements . . . . . . . . . . . . . . . . . . . . . . . . $ 874,820 $ 967,815
Unearned premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 134,469 244,340
Notes payable and capital leases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,043 3,593
Amounts payable under government contracts . . . . . . . . . . . . . . . . . . . . 71,554 78,441
Accounts payable and other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . 395,635 470,483

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,478,521 1,764,672
Notes payable and capital leases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,431,360 1,308,979
Other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 112,755 106,725

Total Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,022,636 3,180,376

Stockholders’ Equity:
Common stock and additional paid-in capital . . . . . . . . . . . . . . . . . . . . . 634,892 628,735
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 308,969 370,394
Unrealized investment losses, net of taxes . . . . . . . . . . . . . . . . . . . . . . . . (109) (7,324)
Common stock held in treasury, at cost . . . . . . . . . . . . . . . . . . . . . . . . . (95,831) (95,831)

Total Stockholders’ Equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 847,921 895,974

Total Liabilities and Stockholders’ Equity . . . . . . . . . . . . . . . . . . . . . . $3,870,557 $4,076,350

See Notes to Condensed Consolidated Financial Statements.
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FOUNDATION HEALTH SYSTEMS, INC.

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

(Unaudited)

Third Quarter Ended
September 30

1998 1997

Revenues
Health plan premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,852,797 $1,446,122
Government contracts revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 242,584 228,863
Specialty services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98,132 89,013
Investment and other income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,441 29,381

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,213,954 1,793,379

Expenses
Health plan services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,661,460 1,221,798
Government contracts health care services . . . . . . . . . . . . . . . . . . . . . . . . 188,501 163,398
Specialty services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,327 77,267
Selling, general and administrative . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 263,026 194,391
Amortization and depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,599 23,992
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,626 15,452

2,253,539 1,696,298

Asset impairments and other charges related to FPA Medical Management . 28,130 —
Restructuring charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,183 —
Other charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,674 —

87,987 —

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,341,526 1,696,298

Income (loss) from continuing operations before income taxes . . . . . . . . . . . (127,572) 97,081
Income tax provision (benefit) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (38,953) 37,278

Income (loss) from continuing operations . . . . . . . . . . . . . . . . . . . . . . . . . . . (88,619) 59,803
Income from discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 9,098

Net income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (88,619) $ 68,901

Basic and diluted earnings (loss) per share:
Continuing operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (0.73) $ 0.49
Discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 0.08

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (0.73) $ 0.57

Weighted average common and common stock equivalent shares outstanding:
Basic . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 122,133 121,281
Diluted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 122,133 121,908

See Notes to Condensed Consolidated Financial Statements.
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FOUNDATION HEALTH SYSTEMS, INC.

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

(Unaudited)

Nine Months Ended
September 30

1998 1997

Revenues
Health plan premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,566,749 $4,304,421
Government contracts revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 705,573 698,517
Specialty services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 283,942 244,549
Investment and other income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,035 89,333

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,626,299 5,336,820

Expenses
Health plan services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,864,056 3,606,501
Government contracts health care services . . . . . . . . . . . . . . . . . . . . . . . . 544,138 520,798
Specialty services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,394 209,833
Selling, general and administrative . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 769,880 612,368
Amortization and depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 94,945 73,480
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,680 47,575

6,571,093 5,070,555

Asset impairments and other charges related to FPA Medical Management 78,130 —
Restructuring charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,183 149,400
Gem costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 57,500
Other charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,674 196,709

137,987 403,609

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,709,080 5,474,164

Loss from continuing operations before income taxes . . . . . . . . . . . . . . . . . . (82,781) (137,344)
Income tax benefit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (21,356) (38,979)

Loss from continuing operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (61,425) (98,365)
Income from discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 25,619

Net loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (61,425) $ (72,746)

Basic and diluted earnings (loss) per share:
Continuing operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (0.50) $ (0.79)
Discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 0.21

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (0.50) $ (0.58)

Weighted average common and common stock equivalent shares outstanding:
Basic . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 121,903 123,947
Diluted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 121,903 123,947

See Notes to Condensed Consolidated Financial Statements.
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FOUNDATION HEALTH SYSTEMS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Amounts in thousands)
(Unaudited)

Third Quarter Nine Months EndedEnded September 30September 30,
1998 1998 1997

Cash Flows from Operating Activities:
Net loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (88,619) $ (61,425) $ (72,746)
Adjustments to reconcile net loss to net cash provided by

(used in) operating activities:
Amortization and depreciation . . . . . . . . . . . . . . . . . . . . . . 32,599 94,945 73,480
Changes in net assets of discontinued operations . . . . . . . . . (3,059) (6,634) (44,189)
Asset impairments and other charges related to FPA

Medical Management . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000 57,000 —
Other changes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,729 14,018 8,700

Change in assets and liabilities, net of effects from acquisition
of businesses:
Premiums receivable and unearned subscriber premiums . . . 17,722 (143,454) (124,701)
Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,480 (50,676) (175,013)
Amounts receivable/payable under government contracts . . . 23,692 (10,205) 212
Reserves for claims and other settlements . . . . . . . . . . . . . . 21,247 (92,995) (120,062)
Accounts payable and accrued liabilities . . . . . . . . . . . . . . . 59,286 (44,977) 120,254

Net cash provided by (used in) operating activities . . . . . . . . . . . 112,077 (244,403) (334,065)

Cash Flows from Investing Activities:
Sale or maturity of securities available for sale . . . . . . . . . . . . 175,940 600,914 536,329
Purchases of securities available for sale . . . . . . . . . . . . . . . . . (133,599) (567,382) (298,726)
Maturity or redemption of securities held to maturity . . . . . . . 2,229 5,841 2,380
Purchases of securities held to maturity . . . . . . . . . . . . . . . . . (723) (3,517) (2,274)
Purchases of property and equipment . . . . . . . . . . . . . . . . . . . (28,317) (105,580) (75,681)
Acquisition of business, net of cash acquired . . . . . . . . . . . . . — — (16,114)
Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,683 10,360 98,546

Net cash provided by (used in) investing activities . . . . . . . . . . . 20,213 (59,364) 244,460

Cash Flows from Financing Activities:
Proceeds from exercise of stock options and employee stock

purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440 12,789 16,036
Proceeds from issuance of notes and other financing

arrangements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 125,560 579,582
Repayment of debt and other liabilities . . . . . . . . . . . . . . . . . (3,520) (4,046) (538,381)
Purchase of treasury stock . . . . . . . . . . . . . . . . . . . . . . . . . . . — — (108,287)

Net cash provided by (used in) financing activities . . . . . . . . . . . 6,920 134,303 (51,050)

Net increase (decrease) in cash and cash equivalents . . . . . . . . . 139,210 (169,464) (140,655)
Cash and cash equivalents, beginning of period . . . . . . . . . . . . . 250,686 559,360 487,938

Cash and cash equivalents, end of period . . . . . . . . . . . . . . . . . $ 389,896 $ 389,896 $ 347,283

See Notes to Condensed Consolidated Financial Statements.
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FOUNDATION HEALTH SYSTEMS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

The following notes should be read in conjunction with the notes to the consolidated financial
statements and the management’s discussion and analysis of financial condition and results of operations
as of December 31, 1997 and 1996 and for each of the three years in the period ended December 31, 1997
included in the Foundation Health Systems, Inc. (the ‘‘Company’’) Annual Report on Form 10-K for the
year ended December 31, 1997. Such consolidated financial statements and the management’s discussion
and analysis give retroactive effect to the FHS Combination which was accounted for as a pooling of
interests and to the proposed sale of the Company’s workers’ compensation operations which has been
accounted for as discontinued operations, all further described below.

Note 1 Basis of Presentation

In the opinion of management, the accompanying condensed consolidated financial statements
include all adjustments necessary for a fair presentation of the consolidated financial position of the
Company and the consolidated results of its operations and its cash flows for the interim periods
presented. All adjustments presented in these condensed consolidated financial statements are of a normal
recurring nature except as discussed in Notes 2 and 3 below. Although the Company believes that the
disclosures in these financial statements are adequate to make the information presented not misleading,
certain information and footnote disclosures normally included in financial statements prepared in
accordance with generally accepted accounting principles have been condensed or omitted pursuant to the
rules and regulations of the Securities and Exchange Commission applicable to quarterly reports on Form
10-Q. Results of operations for the interim periods are not necessarily indicative of results to be expected
for the full year. Certain prior period amounts have been reclassified to conform with the current period
presentation.

The condensed consolidated financial statements give retroactive effect to the April 1, 1997 merger
transaction (the ‘‘FHS Combination’’) involving Health Systems International, Inc. (‘‘HSI’’) and Founda-
tion Health Corporation (‘‘FHC’’). The FHS Combination was accounted for as a pooling of interests for
accounting and financial reporting purposes. The pooling of interests method of accounting is intended to
present, as a single interest, two or more common stockholder interests which were previously independent
and assumes that the combining companies have been merged from inception. Consequently, the Com-
pany’s condensed consolidated financial statements have been prepared and/or restated as though HSI and
FHC always had been combined for all periods presented.

The condensed consolidated financial statements give retroactive effect to reflect the Company’s
workers’ compensation business as discontinued operations. On May 5, 1998, the Company entered into a
definitive agreement to sell such workers’ compensation insurance operations (see Note 4). The accompa-
nying financial statements also have been restated to reflect the effects of the discontinued operations.

Note 2 Asset Impairment

On July 19, 1998, FPA Medical Management, Inc. (‘‘FPA’’) filed for bankruptcy protection under
Chapter 11 of the federal Bankruptcy Code. FPA, through its affiliated medical groups, provided services
to approximately 150,000 of the Company’s affiliated members in Arizona and California. FPA has
indicated that it will discontinue its medical group operations in these markets. As a result, the Company
will have to find new tenants for, or sell, the 14 healthcare facilities it currently leases to FPA in these
markets and make other arrangements for provider services to the Company’s affiliated members.
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FOUNDATION HEALTH SYSTEMS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 2 Asset Impairment (Continued)

Management’s analysis of this situation indicates that the likely replacement lease terms from these
properties will be inadequate to enable the Company to sell the facilities and recover their carrying value.
Based on management’s best estimate of recovery for the real estate and the impairment of notes
receivable and other Company assets due to the FPA bankruptcy filing, the Company recorded a charge of
$50 million during the second quarter ended June 30, 1998. The Company recorded an additional
$28.1 million charge during the third quarter ended September 30, 1998 which was primarily related to
additional impairment in the value of real estate assets leased to FPA. Elements of the second and third
quarter charges include approximately $57 million for real estate asset impairments, approximately
$10 million for a note receivable impairment and approximately $11.1 million for other items.

Note 3 Merger, Restructuring and Other Costs and Gem Costs

Net restructuring costs of $149.4 million were recorded during the year ended December 31, 1997
related to the FHS Combination and the restructuring of the Company’s Eastern Division health plans. As
of September 30, 1998, $88.1 million of the net restructuring charge has resulted in cash outlays and
$21.2 million is expected to require future outlays of cash. In addition, $70.4 million of merger costs,
$118.6 million of other costs and $57.5 million of premium deficiency costs of Gem Insurance Company
were recorded during 1997. It is expected that $10.6 million of these other charges will require future
outlays of cash.

During the third quarter ended September 30, 1998, excluding the $28.1 million related to the FPA
bankruptcy (see Note 2), the Company recorded $146.9 million of restructuring and other charges. These
charges were primarily related to severance costs of $21.2 million related to staff reductions in selected
health plans and the corporate centralization and consolidation; other special charges totaling $38.7 mil-
lion related to the adjustment of amounts due from a hospital system that filed bankruptcy totaling
$18.6 million, premium deficiency reserves for certain of the Company’s non-core health plans totaling
$12.0 million, $8.1 million related to other items; and other charges, mostly related to contractual
adjustments included primarily in health care costs totaling $87.0 million. As of September 30, 1998,
$23.4 million of the total $175 million has resulted in cash outlays and $64.4 million is expected to require
future outlays of cash.

Note 4 Discontinued Operations

The Company revised its strategy of maintaining a presence in the workers’ compensation insurance
business and thereby adopted a plan to discontinue this segment of its business through divestiture of its
workers’ compensation insurance subsidiaries. As a result, the Company is reporting its workers’ compen-
sation insurance segment as discontinued operations for each period presented in the condensed consoli-
dated financial statements. Consistent with the foregoing, on May 5, 1998 the Company entered into a
definitive agreement to sell its workers’ compensation insurance operations to Superior National Insurance
Group, Inc. The transaction is expected to close in the fourth quarter of 1998 and is expected to yield the
Company, following the settlement of various contractual obligations, approximately $200 million in cash
without giving effect to expected positive tax considerations.
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FOUNDATION HEALTH SYSTEMS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 4 Discontinued Operations (Continued)

The following sets forth the summarized balance sheets as of September 30, 1998 and December 31,
1997 and results of operations for the third quarter and nine-month periods ended September 30, 1998 and
1997 for the workers’ compensation insurance companies to be sold (in thousands):

September 30, December 31,
1998 1997

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,288,970 $1,260,335
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,030,992 1,000,815

Net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 257,978 259,520
Amounts to reconcile to net assets from discontinued operations:

Elimination of net notes payable and other net receivables . . . . . . . . . . . 112,589 107,193
Loss on disposition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (97,205) (99,000)

Net assets from discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . $ 273,362 $ 267,713

Third Quarter Ended Nine Months Ended
September 30, September 30,

1998 1997 1998 1997

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $59,383 $138,320 $291,047 $406,541
Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,315 127,749 301,610 377,406

Income (loss) before income taxes . . . . . . . . . . . . . . . . . . . 14,068 10,571 (10,563) 29,135
Provision (benefit) for income taxes . . . . . . . . . . . . . . . . . . 3,755 1,473 (8,768) 3,516

Net income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,313 9,098 (1,795) 25,619
Income (loss) after measurement date anticipated in loss

on disposition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,313 — (1,795) —

Net income from discontinued operations . . . . . . . . . . . . . $ — $ 9,098 $ — $ 25,619

The loss on disposition of $99 million recorded at December 31, 1997 included the anticipated results
of operations through the disposal date and therefore the net income (loss) of $10.3 million and
$(1.8) million for the third quarter and nine-month periods ended September 30, 1998, respectively, are
not reflected on the Company’s condensed consolidated statements of operations for those respective
periods.

Note 5 Comprehensive Income

Effective January 1, 1998, the Company adopted SFAS No. 130 ‘‘Reporting Comprehensive Income.’’
This standard requires that an enterprise report, by major components and as a single total, the change in
its net assets during the period from non-owner sources which is defined as net income plus direct
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FOUNDATION HEALTH SYSTEMS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 5 Comprehensive Income (Continued)

adjustments to stockholders’ equity such as unrealized investment adjustments. The Company’s compre-
hensive income pursuant to such standard is as follows (in thousands):

Three Months Ended Nine Months Ended
September 30, September 30,

1998 1997 1998 1997

Net income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(88,619) $ 68,901 $(61,425) $(72,746)
Other comprehensive income, net of tax:

Unrealized gains (losses) on securities not included in
net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,039 4,064 7,215 (6,698)

Comprehensive income (loss) . . . . . . . . . . . . . . . . . . . . . . $(82,580) $ 72,965 $(54,210) $(79,444)

Note 6 Earnings (Loss) per Share

Basic earnings (loss) per share excludes dilution and reflects income or loss divided by the weighted
average shares of common stock outstanding during the periods presented. Diluted earnings (loss) per
share is based upon the weighted average shares of common stock and dilutive common stock equivalents
(all of which are comprised of stock options) outstanding during the periods presented; no adjustment to
income is required. Common stock equivalents arising from dilutive stock options are computed using the
treasury stock method.

A reconciliation of shares used to calculate basic and diluted earnings per share is as follows (in
thousands):

Three Months Ended Nine Months Ended
September 30, September 30,

1998 1997 1998 1997

Weighted average outstanding shares during the period . . . . . . 122,133 121,281 121,903 123,947
Additional common shares issuable under employee stock

option plans using the treasury stock method . . . . . . . . . . . . 9 627 149 501
Excluded antidilutive common shares . . . . . . . . . . . . . . . . . . . (9) (149) (501)

Weighted average outstanding shares during the period
assuming exercise of stock options . . . . . . . . . . . . . . . . . . . 122,133 121,908 121,903 123,947

Note 7 Commitments and Contingencies

On November 5, 1998, the Company entered into a definitive agreement to sell its health plan
subsidiaries in Louisiana, Oklahoma and Texas. The transaction is subject to various closing conditions,
including the receipt of all necessary regulatory approvals and certain financial contingencies, and is
expected to close in early 1999.

On November 6, 1998, the Company amended the terms related to its $1.5 million revolving credit
facility. The amendment provides for less restrictive financial covenants and revises the interest rate. The
interest rate is at the applicable LIBOR rate plus margin based on the Company’s unsecured credit rating
at the time of the borrowing. As of November 10, 1998, the rate was LIBOR plus 1.25%.
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FOUNDATION HEALTH SYSTEMS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 7 Commitments and Contingencies (Continued)

Complaints have been filed in federal and state courts seeking an unspecified amount of damages on
behalf of an alleged class of persons who purchased shares of common stock, convertible subordinated
debentures and options to purchase common stock of FPA at various times between February 3, 1997 and
May 15, 1998. The complaints allege that the Company and certain former officers violated federal and
state securities laws by misrepresenting and failing to disclose certain information about a 1996 agreement
between the Company and FPA, about FPA’s business and about the Company’s 1997 sale of FPA common
stock held by the Company. Management believes these suits are without merit and intends to vigorously
defend the actions.

The Company and certain of its subsidiaries are also parties to various legal proceedings, many of
which involve claims for coverage encountered in the ordinary course of its business. Management believes
that the final outcome of these proceedings will not have a material adverse effect upon the Company’s
results of operations or financial condition.

Note 8 Recently Issued Accounting Pronouncements

Statement of Financial Accounting Standards No. 131, ‘‘Disclosures About Segments of an Enterprise
and Related Information’’ (‘‘SFAS 131’’) was issued in June 1997 and establishes annual and interim
reporting standards for an enterprise’s business segments and related disclosures about its products,
services, geographic areas and major customers. SFAS 131 only requires additional disclosures and will
have no effect on the financial position or results of operations; however, it is likely that more segments
will be reported in the notes to the consolidated financial statements. SFAS 131 is effective for fiscal years
beginning after December 15, 1997, and the Company plans to adopt it as of December 31, 1998.

Statement of Financial Accounting Standards No. 132, ‘‘Employers Disclosures About Pensions and
Other Postretirement Benefits’’ (‘‘SFAS 132’’) was issued in February 1998 and revises current pension and
other benefit plan disclosures. SFAS 132 only requires additional disclosures and will have no effect on the
financial position or results of operations. SFAS 132 is effective for fiscal years beginning after Decem-
ber 15, 1997, and the Company plans to adopt it as of December 31, 1998.

Statement of Position 97-3, ‘‘Accounting by Insurance and Other Enterprises for Insurance-Related
Assessments’’ (‘‘SOP 97-3’’) was issued by the American Institute of Certified Public Accountants in
December 1997 and provides guidance for determining when an insurance company or other enterprises
should recognize a liability for guaranty-fund assessments and guidance for measuring the liability. SOP
97-3 is effective for 1999 financial statements. The adoption of SOP 97-3 is not expected to have a material
effect on the financial position or results of operations of the Company.
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ITEM 2: MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Foundation Health Systems, Inc. (the ‘‘Company’’) is an integrated managed care organization which
administers the delivery of managed health care services. Through its subsidiaries, the Company offers
group, individual, Medicaid and Medicare health maintenance organization (‘‘HMO’’) and preferred
provider organization (‘‘PPO’’) plans; government sponsored managed care plans; and managed care
products related to bill review, administration and cost-containment, behavioral health, dental, vision and
pharmaceutical products and services.

Consolidated Operating Results

The Company’s net loss from continuing operations for the third quarter ended September  30, 1998
was $(88.6) million, or $(.73) per diluted share, compared to net income from continuing operations for
the same period in 1997 of $59.8 million, or $0.49 per diluted share.

During the third quarter ended September 30, 1998, the Company recorded restructuring and other
charges totaling $175 million on a pre-tax basis. The total $175 million charge included $87.0 related
primarily to premium deficiency reserves for the Company’s Medicare operations in the Northeast
division, payment disputes with provider groups, and costs associated with contract terminations and
exiting rural markets, $21.2 million of restructuring charges, $28.1 million in real estate and asset
impairments related to the FPA Medical Management, Inc. (‘‘FPA’’) bankruptcy, $18.6 million related to
the bankruptcy of a large hospital system, and the balance of $20.1 million which is primarily premium
deficiency reserves related to certain of the Company’s non-core health plan operations.

Excluding the third quarter charges described above and the results of discontinued operations for the
1997 quarter, the basic and diluted earnings per share for the third quarters ended September 30, 1998 and
September 30, 1997 were $.24 and $.49, respectively.

The Company’s net loss from continuing operations for the nine months ended September 30, 1998
was $(61.4) million, or $(.50) per diluted share, compared to a net loss from continuing operations for the
same period in 1997 of ($98.4) million, or $(.79) per diluted share. Excluding the third quarter charges
described above in 1998, and the merger, restructuring, and other costs of $346.1 million, Gem costs of
$57.5 million and the results of discontinued operations in 1997, the basic and diluted earnings per share
for nine months ended September 30, 1998 and September 30, 1997 were $.71 and $1.31, respectively.

Revenues and Health Care Costs

The Company’s revenues for the third quarter and nine months ended September 30, 1998 as
compared to the same periods in 1997 grew by $420.6 million and $1,289.5 million or 23.5% and 24.2%,
respectively. Growth in revenues for the third quarter and nine months ended September 30, 1998 was due
primarily to the acquisitions that occurred in the fourth quarter of 1997, including Physicians Health
Services, Inc. (‘‘PHS’’), FOHP, Inc. (‘‘FOHP’’), and PACC HMO, Inc. and PACC Health Plans, Inc.
(collectively, ‘‘PACC’’). Excluding these acquisitions, revenues grew by $42.1 million and $162.5 million for
the third quarter and nine months ended September 30, 1998, respectively. The growth from existing
businesses was due to increases in premium rates in virtually all markets and significant increases in
Medicaid enrollment in the California Division.

Specialty Services Division revenue increased for the third quarter and for the nine months ended
September 30, 1998 as compared to the same periods in 1997 by $9.1 million and $39.4 million or 10.2%
and 16.1%, respectively, primarily due to increased revenue from new contracts, drug manufacturer
rebates, the Company’s behavioral health plans, and bill review, cost containment and administrative
services businesses, which were offset by certain contract terminations.
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The increase in revenues for the third quarter of 1998 included increased Government Contracts
Division revenue resulting from CHAMPUS contract downward price adjustments occurring in the third
quarter of 1997.

Investment and other income for the third quarter and nine months ended September 30, 1998 was
$8.9 million and $19.3 million lower as compared to the same periods in 1997 as a result of 1997 interest
income and gain on redemption of the notes receivable from FPA and the gain on the sale of FPA common
stock included in the second quarter of 1997. The third quarter and nine months ended September 30,
1997 also included a one-time gain on sale of certain Medicaid contracts and rental income from FPA.

The Health Plan medical care ratio (‘‘MCR’’) (medical costs as a percentage of health plan revenues)
for the third quarter and nine months ended September 30, 1998 increased to 89.7% and 87.4%,
respectively, from 84.5% and 83.8% for the respective periods in 1997. Excluding the other charges
included in operations ($57.1 million of the $87.0 million) during the third quarter of 1998, the MCR
would have been 86.4% and 86.3% for the third quarter and nine months ended September 30, 1998,
respectively. The increase in the MCR was primarily due to higher pharmacy costs in all divisions and
benefit cost increases which exceeded premium rate increases.

Selling, General and Administrative Costs

The Company’s selling, general and administrative (‘‘SG&A’’) expenses increased by $68.6 million and
$157.5 million or 35.3% and 25.7% for the third quarter and nine months ended September 30, 1998 as
compared to the same periods in 1997. The increase in SG&A expenses is primarily due to additional
SG&A expenses associated with the acquisitions that occurred in 1997. The administrative expense ratio
(SG&A as a percentage of health plan and government contracts revenue) increased to 12.6% and 12.3%
for the third quarter and nine months ended September 30, 1998 from 11.6% and 12.2%, respectively, for
the comparable periods in 1997. Excluding the other charges reflected in operations ($10.8 million of the
$87.0 million) during the third quarter of 1998, the administrative expense ratio would have been 12.0%
and 12.1% for the third quarter and nine months ended September 30, 1998, respectively. The change in
this ratio is the result of continued focus on cost control and continued benefits of integration synergies
from acquisitions, offset by increased expenditures related to consolidation and integration of the
Company’s administrative facilities.

Amortization and Depreciation

Amortization and depreciation expense increased by $8.6 million and $21.5 million for the third
quarter and nine months ended September 30, 1998 as compared to the same periods in 1997. This was
primarily due to higher levels of intangibles and fixed assets as a result of the acquisition of companies that
occurred in the fourth quarter of 1997 and increased expenditures on fixed assets primarily related to
consolidation and integration of the Company’s administrative facilities.

Asset Impairments Related to FPA Medical Management

On July 19, 1998, FPA filed for bankruptcy protection under Chapter 11 of the federal Bankruptcy
Code. FPA, through its affiliated medical groups, provided services to approximately 240,000 of the
Company’s members in Arizona and California. FPA indicated that it will discontinue its medical group
operations in these markets.

The Company recorded a $50.0 million charge in the second quarter ended June 30, 1998 related to
the FPA bankruptcy. Asset impairment and other charges related to the FPA bankruptcy totaled $28.1
million in the third quarter of 1998. These charges primarily related to real estate assets leased to FPA.
Elements of the second and third quarter 1998 charge include approximately $57 million for real estate
asset impairments, approximately $10 million for a note receivable from FPA and approximately $11.1
million for other items related to FPA.
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Interest Expense

Interest expense increased by $8.2 million and $20.1 million for the third quarter and nine months
ended September 30, 1998, respectively, as compared to the same periods during the prior year. The
increase in interest expense was due to higher debt levels associated with the Company’s revolving lines of
credit. The additional borrowings were incurred for general corporate purposes as well as the purchase of
PHS, FOHP and PACC in the fourth quarter of 1997.

Income Tax Provision

The effective tax benefit rate on income (loss) from continuing operations for the third quarter and
nine months ended September 30, 1998 of (30.5%) and (25.8%) changed from the effective tax provision
(benefit) rate of 38.4% and (28.4%) for the same periods in 1997 because of the charges recorded in 1998
and 1997 from merger, restructuring, other costs and Gem costs, portions of which were not deductible for
tax purposes. The effective tax provision rate differs from the statutory federal rate of 35% due to state
income taxes and tax-exempt income, offset by non-deductible goodwill amortization.

Line of Business Reporting

The Company currently operates in the managed health care segment. The managed health care
segment’s continuing operations are in three primary lines of business: (i) health plan operations;
(ii) government contracts; and (iii) specialty services. Discontinued operations include the workers’
compensation insurance segment.

Continuing Operations

Health Plans

Revenues generated by the Company’s Health Plan operations increased $406.7 million or 28.1% for
the third quarter ended September 30, 1998 and $1,262.3 million or 29.3% for the nine months ended
September 30, 1998 compared to the same periods in 1997. The primary reason for the increase is the
acquisitions that occurred in the fourth quarter of 1997 including PHS, FOHP and PACC which contrib-
uted approximately $378.5 million and $1,127.0 million, respectively, in revenue during the third quarter
and first nine months of 1998. In addition, Medicaid enrollment growth in the California division and
premium rate increases in the aggregate for all divisions contributed to the overall increase in revenues for
the health plans.

The MCR for the Company’s Health Plan operations increased to 89.7% and 87.4% for the third
quarter and nine months ended September 30, 1998 as compared to 84.5% and 83.8% in the same periods
in 1997. These increases were primarily a result of pharmacy cost increases in all divisions, benefit cost
increases which exceeded premium rate increases and the charges recorded in the third quarter of 1998.
The third quarter of 1998 charges totaling $57.1 million represented 3.3% and 1.1% of the increase for the
third quarter and nine months ended September 30, 1998, respectively.

The Company’s Commercial product lines are profitable and have been adding membership in the
aggregate over the prior year. Premium rate increases in the Commercial line of products contributed to
revenue increases for the third quarter and nine months ended September 30, 1998 compared to the same
periods in 1997 in all divisions of the Company, but were partially offset by enrollment decreases in
Commercial HMO markets in California and the health plans in the western and central states. Commer-
cial health care costs on a per member per month basis have increased 13.9% and 9.6% in the third quarter
and nine months ended September 30, 1998, respectively, as compared to the same periods in 1997.

The Company’s Medicare product lines in the California market are profitable, but are experiencing
lower margins than in the prior year. The Medicare products in the Company’s Northeast health plans
have shown an underwriting loss of approximately $23.5 million for the nine months ended September 30,
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1998. Medicare premium rates and enrollment have increased in the Northeast markets, but enrollment
rates are expected to slow. Medicare health care costs in the California and Northeast markets continue to
increase faster than premium rates.

Medicaid enrollment in the California division has increased significantly resulting in a 35.2% and
56.0% increase in member months in the third quarter and nine months ended September 30, 1998,respec-
tively, compared to the same periods in 1997. However, Medicaid premium rates have decreased in all
markets. Medicaid health care costs have remained steady or decreased on a per member per month basis
in all of the Company’s markets except for several of its Western health plans, which have experienced
higher costs due to several high cost claims.

Government Contracts and Specialty Services

Government Contracts Division revenue increased by $13.7 million or 6.0% for the third quarter
ended September 30, 1998 compared to the same period in 1997. The increase in revenue was primarily
due to decreased revenue in the third quarter of 1997 resulting from retroactive price adjustments and the
related risk sharing provisions of CHAMPUS contracts. Government Contracts Division revenue for the
nine months ended September 30, 1998 increased $7.1 million or 1.0% compared to the same period in
1997 primarily due to the retroactive pricing adjustment in the third quarter which reduced contract prices
because of lower than anticipated health care costs. The price adjustment feature of the CHAMPUS
contracts results in reduced revenues when health care costs decline more than anticipated.

Revenues generated by the Company’s Specialty Services Division for the third quarter of 1998
increased by $9.1 million or 10.2% as compared to the third quarter of 1997 and increased by $39.4 million
or 16.1% for the nine months ended September 30, 1998 compared to the same period in 1997. These
increases are primarily the result of higher drug manufacturer rebates, new business as a result of the FHS
Combination, and continued growth in the Company’s managed behavioral health network and bill review
cost containment businesses.

Government contracts and specialty services costs as a percentage of government contracts and
specialty services revenues increased to 80.1% in the third quarter of 1998 from 75.7% in the third quarter
of 1997. This ratio for the nine months ended September 30, 1998 was 78.3% compared to 77.5% for the
nine months ended September 30, 1997. Prior to the third quarter of 1998 charge of $14.6 million, this
ratio was 75.8% in the third quarter of 1998 and 76.8% for the nine months ended September 30, 1998.
This decrease for the nine months ended September 30, 1998 is primarily due to increased revenues from
drug rebates coupled with reduced administrative expenses as a percentage of revenue in the bill review
cost containment business, partially offset by the 1997 revenues resulting from Medicaid administrative
contract revenue activity with only administrative costs and no associated health care costs.

Discontinued Operations

Workers’ Compensation Insurance Business

The Company revised its strategy of maintaining a presence in the workers’ compensation insurance
business and thereby adopted a plan to discontinue this segment of its business through divestiture of its
workers’ compensation insurance subsidiaries. As a result, the Company is reporting its workers’ compen-
sation insurance segment as discontinued operations. Consistent with the foregoing, on May 5, 1998 the
Company entered into a definitive agreement to sell its workers’ compensation insurance operations to
Superior National Insurance Group, Inc. The transaction is expected to close in the fourth quarter of 1998
and is expected to yield the Company, following the settlement of various contractual obligations,
approximately $200 million in cash without giving effect to expected positive tax considerations.
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Revenue

Total workers’ compensation revenue in the third quarter of 1998 of $59.4 million is $78.9 million or
57.1% less than the third quarter of 1997. Net earned premium of $43.2 million in the third quarter of 1998
is $83.9 million or 67.5% less than the net earned premium of $127.1 million in the third quarter of 1997.
The decrease in premium is due primarily to the implementation of a quota share reinsurance treaty
effective May 1, 1998. Under terms of this quota share agreement, gross premium earned on all policies
with estimated annual premium in excess of $25,000 at policy inception along with 100% of the associated
net losses and allocated loss adjustment expenses are ceded to the reinsurer, with a 33.5% ceding
commission returned to the Company. In the third quarter of 1998, $98.5 million of earned premium was
ceded under this quota share reinsurance treaty.

For the nine months ended September 30, 1998, total revenue of $291.0 million was $115.5 million or
28.4% less than the same period in 1997. Net earned premium for the nine months ended September 30,
1998 of $255.5 million is $117.9 million or 31.6% less than the same period in 1997, primarily as a result of
the aforementioned quota share treaty. During the first nine months of 1998, earned premium of $154.8
million was ceded under the 1998 quota share treaty.

Costs

Workers’ compensation costs of $36.9 million, including general and administrative costs, decreased
$84.9 million or 69.7% in the third quarter of 1998 compared to the same period in 1997. The decrease is
primarily due to a ceding commission of $33.0 million under the quota share treaty mentioned above.

For the nine months ended September 30, 1998, total workers’ compensation costs, including general
and administrative costs, of $278.9 million are $81.0 million or 22.5% less than the same period in 1997.
The decrease is primarily due to a ceding commission on the quota share reinsurance treaty of $51.9
million.

Net Income (Loss)

The loss on disposition of $99.0 million recorded at December 31, 1997 included the anticipated
results of operations through the disposal date and therefore, the net income (loss) of $10.3 million and
($1.8) million for the third quarter and nine months ended September 30, 1998 is not reflected in the
Company’s condensed consolidated statement of operations for these periods.

The following tables present financial information reflecting the Company’s continuing operations for
its primary lines of business:
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FOUNDATION HEALTH SYSTEMS, INC.

LINE OF BUSINESS FINANCIAL INFORMATION

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

Third Quarter
Ended

Third Quarter Ended September 30,
September 30, 1998 1997

Categorization
Amount or of Total Amount or

Percent Charges Percent

Revenues
Health plan premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,852,797 $ 4,500 $1,446,122
Government contracts revenues . . . . . . . . . . . . . . . . . . . . . . 242,584 228,863
Specialty services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98,132 89,013
Investment and other income . . . . . . . . . . . . . . . . . . . . . . . . 20,441 29,381

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,213,954 4,500 1,793,379

Expenses
Health plan services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,661,460 (57,063) 1,221,798
Government contracts health care services . . . . . . . . . . . . . . 188,501 (14,600) 163,398
Specialty services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,327 77,267
Selling, general and administrative (‘‘SG&A’’) . . . . . . . . . . . . 263,026 (10,850) 194,391
Amortization and depreciation . . . . . . . . . . . . . . . . . . . . . . . 32,599 23,992
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,626 15,452

2,253,539 (82,513) 1,696,298

Asset impairments and other charges related to FPA Medical
Management . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,130 (28,130) —

Restructuring charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,183 (21,183) —
Other charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,674 (38,674) —

87,987 (87,987) —

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,341,526 (170,500) 1,696,298

Income (loss) from continuing operations before income taxes . (127,572) 175,000 97,081
Income tax provision (benefit) . . . . . . . . . . . . . . . . . . . . . . . . (38,953) 57,645 37,278

Income (loss) from continuing operations . . . . . . . . . . . . . . . . $ (88,619) $ 117,355 $ 59,803

Operating ratios:
Health plan medical care ratio . . . . . . . . . . . . . . . . . . . . . . . 89.7% (3.3)% 84.5%
Government contracts and specialty services medical care

ratio . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80.1 (4.3) 75.7
SG&A as a percent of health plan and government contracts

revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.6 (0.6) 11.6
Health plan per member per month:

Health plan premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 143.79 $ 0.35 $ 138.44
Health plan services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 128.95 $ (4.43) $ 116.96
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FOUNDATION HEALTH SYSTEMS, INC.

LINE OF BUSINESS FINANCIAL INFORMATION

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

Nine Months
Ended

Nine Months Ended September 30,
September 30, 1998 1997

Categorization
Amount or of Total Amount or

Percent Charges Percent

Revenues
Health plan premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,566,749 $ 4,500 $4,304,421
Government contracts revenues . . . . . . . . . . . . . . . . . . . . . . 705,573 698,517
Specialty services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 283,942 244,549
Investment and other income . . . . . . . . . . . . . . . . . . . . . . . . 70,035 89,333

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,626,299 4,500 5,336,820

Expenses
Health plan services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,864,056 (57,063) 3,606,501
Government contracts health care services . . . . . . . . . . . . . . 544,138 (14,600) 520,798
Specialty services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,394 209,833
Selling, general and administrative (‘‘SG&A’’) . . . . . . . . . . . . 769,880 (10,850) 612,368
Amortization and depreciation . . . . . . . . . . . . . . . . . . . . . . . 94,945 73,480
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,680 47,575

6,571,093 (82,513) 5,070,555

Asset impairments and other charges related to FPA Medical
Management . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78,130 (78,130) —

Restructuring charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,183 (21,183) 149,400
Gem costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — — 57,500
Other charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,674 (38,674) 196,709

137,987 (137,987) 403,609

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,709,080 (220,500) 5,474,164

Income (loss) from continuing operations before income taxes . (82,781) 225,000 (137,344)
Income tax provision (benefit) . . . . . . . . . . . . . . . . . . . . . . . . . (21,356) 77,320 (38,979)

Income (loss) from continuing operations . . . . . . . . . . . . . . . . . $ (61,425) $ 147,680 $ (98,365)

Operating ratios:
Health plan medical care ratio . . . . . . . . . . . . . . . . . . . . . . . 87.4% (1.1)% 83.8%
Government contracts and specialty services medical care

ratio . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78.3 (1.5) 77.5
SG&A as a percent of health plan and government contracts

revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.3 (0.2) 12.2
Health plan per member per month:

Health plan premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 142.09 $ 0.11 $ 139.02
Health plan services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 124.15 $ (1.45) $ 116.48
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FOUNDATION HEALTH SYSTEMS, INC.

LINE OF BUSINESS INFORMATION

CONTINUING OPERATIONS
(In thousands)

September 30, 1998
September 30,Percent 1997Increase

Enrollment (Decrease) Enrollment

Health Plan
Commercial . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,377 20.1% 2,812
Medicare risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 323 24.7 259
Medicaid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 554 41.0 393

4,254 22.8 3,464
Government

CHAMPUS PPO and indemnity . . . . . . . . . . . . . . . . . . . . . . . 822 (14.6) 963
CHAMPUS HMO . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 766 12.0 684

1,588 (3.6) 1,647

Combined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,842 14.3% 5,111
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Liquidity and Capital Resources

Certain of the Company’s subsidiaries must comply with minimum capital and surplus requirements
under applicable state laws and regulations, and must have adequate reserves for claims. Certain subsidiar-
ies must maintain ratios of current assets to current liabilities of 1:1 pursuant to certain government
contracts. The Company believes it is in compliance with these contractual and regulatory requirements in
all material respects.

The Company regularly evaluates cash requirements for current operations and commitments, and for
capital acquisitions and other strategic transactions. The Company may elect to raise additional funds for
these purposes, either through additional debt or equity, the sale of investment securities or otherwise, as
appropriate.

Government health care receivables and payables are best estimates of payments that are ultimately
collectible or payable. Since these amounts are subject to government audit and negotiation, amounts
ultimately collected may vary from current estimates. Additionally, the timely collection of such receivables
is also impacted by government audit and negotiation.

For the nine months ended September 30, 1998, cash used in operating activities was $244.4 million
compared to $334.1 million in the same nine month period of 1997. This use of cash for operating activities
in 1998 was due primarily to the timing of receipt of payments under federal and state Medicare and
Medicaid contracts, a reduction of claims inventory, payments for merger, restructuring and other costs,
regulatory deposits required in the Northeast, CHAMPUS contract bid price adjustment payments and
physician risk sharing payments. For the quarter ended September 30, 1998, cash provided by operating
activities was $112.1 million.

Net cash used by investing activities was $59.4 million during the first nine months of 1998 as
compared to $244.5 million of net cash provided by investing activities during the same period in 1997. The
change is due primarily to higher net purchases of securities available for sale and higher capital spending
during the 1998 period as well as FPA’s redemption of a note payable in the June 1997 quarter carried as an
other asset on the Company’s balance sheet.

Net cash generated from financing activities was $134.3 million in the nine months ended Septem-
ber 30, 1998 as compared to $51.1 million used for financing activities during the same period in 1997. The
net change in the first nine months of 1998 compared to the same period in 1997 was due primarily to
additional borrowings under the revolving line of credit primarily for capital contributions to acquired
subsidiaries in the Northeast, payments to regulated subsidiaries in the discontinued operations segment
under corporate tax sharing agreements and loan repayments to the Government Contracts subsidiary to
cover bid price adjustment payments and other cash needs of that subsidiary. Additionally, no purchases of
treasury stock or debt repayments were made in 1998 as had occurred in the 1997 period.

The Company has a $1.5 billion credit facility (the ‘‘Credit Facility’’) with Bank of America as
Administrative Agent for the Lenders thereto, which was amended by Amendments dated April 6, July 31,
and November 6, 1998 with the Lenders (the ‘‘Amendments’’). All previous revolving credit facilities were
terminated and rolled into the Credit Facility on July 8, 1997. At the election of the Company, and subject
to customary covenants, loans are initiated on a bid or committed basis and carry interest at offshore or
domestic rates, at the applicable LIBOR Rate plus margin or the bank reference rate. Actual rates on
borrowings under the Credit Facility vary, based on competitive bids and the Company’s unsecured credit
rating at the time of the borrowing. As of September 30, 1998, the Company was in compliance with the
financial covenants of the Credit Facility, as amended by the Amendments. The Credit Facility is available
for five years, until July 2002, but it may be extended under certain circumstances for two additional years.
Due to operating and investing requirements, the outstanding balance under the Credit Facility has
increased from $1.265 billion at December 31, 1997, to $1.39 billion at September 30, 1998 ($1.38 billion at
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June 30, 1998). As of November 10, 1998, the same amount was outstanding under the Credit Facility, with
interest at LIBOR plus 1.25%.

The Company’s subsidiaries must comply with certain minimum capital requirements under applica-
ble state laws and regulations. The long-term portion of principal and interest payments under the
California Wellness Foundation Notes issued by the Company in connection with the Health Net
conversion is subordinated to Health Net meeting tangible equity requirements under applicable Califor-
nia statutes and regulations. As of September 30, 1998, the Company’s subsidiaries were in compliance
with minimum capital requirements.

Legislation has been or may be enacted in certain states in which the Company’s subsidiaries operate
imposing substantially increased minimum capital and/or statutory deposit requirements for HMOs in such
states. Such statutory deposits may only be drawn upon under limited circumstances relating to the
protection of policyholders. The Company’s HMO subsidiary operating in New Jersey was required to
increase its statutory deposits by approximately $51 million in 1998 pursuant to such legislation.

The Company 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 develop health care-related businesses, assuming that the Company com-
pletes its previously announced workers’ compensation divestiture on schedule and substantially achieves
its financial performance objectives for the balance of 1998. Such cash adequacy also assumes that no
substantial additional statutory deposits are imposed upon the Company’s operating subsidiaries prior to
successful completion of these assumptions. In the event these assumptions are not achieved, the Company
may be required to pursue alternate financing arrangements in order to maintain adequate liquidity.

Impact of Inflation and Other Elements

The managed health care industry is labor intensive and its profit margin is low; hence, it is especially
sensitive to inflation. Increases in medical expenses or contracted medical rates without corresponding
increases in premiums could have a material adverse effect on the Company.

Various federal and state legislative initiatives regarding the health care industry have been proposed
during recent legislative sessions, and health care reform and similar issues continue to be in the forefront
of social and political discussion. If health care reform or similar legislation is enacted, such legislation
could impact the Company. Management cannot at this time predict whether any such initiative will be
enacted and, if enacted, the impact on the financial condition or results of operations of the Company.

The Company’s ability to expand its business is dependent, in part, on competitive premium pricing
and its ability to secure cost-effective contracts with providers. Achieving these objectives is becoming
increasingly difficult due to the competitive environment. In addition, the Company’s profitability is
dependent, in part, on its ability to maintain effective control over health care costs while providing
members with quality care. Factors such as health care reform, integration of acquired companies,
regulatory changes, utilization, new technologies, hospital costs, major epidemics and numerous other
external influences may affect the Company’s operating results. Accordingly, past financial performance is
not necessarily a reliable indicator of future performance, and investors should not use historical records to
anticipate results or future period trends.

The Company’s HMO and insurance subsidiaries are required to maintain reserves to cover their
estimated ultimate liability for expenses with respect to reported and unreported claims incurred. These
reserves are estimates of future payments based on various assumptions. Establishment 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 actual experience, which in the past has resulted and in
the future could result in loss reserves being too high or too low. The accuracy of these estimates may be
affected by external forces such as changes in the rate of inflation, the regulatory environment, the judicial
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administration of claims, medical costs and other factors. Future loss development or governmental
regulators could require reserves for prior periods to be increased, which would adversely impact earnings
in future periods. In light of present facts and current legal interpretations, management believes that
adequate provisions have been made for claims and loss reserves.

Reference is also made to the disclosures contained under the heading ‘‘Cautionary Statements’’
included in the Company’s various filings with the Securities and Exchange Commission and the docu-
ments incorporated by reference therein, which could cause the Company’s actual results to differ from
those projected in forward looking statements of the Company made on behalf of the Company. In
addition, certain of these factors may have affected the Company’s past results and may affect future
results.

Year 2000

The Company recognizes that the arrival of the Year 2000 requires computer systems to be able to
recognize the date change from 1999 to 2000 and, like other companies, is assessing and modifying its
computer applications and business processes to provide for their continued functionality.

The Year 2000 issue is the result of computer programs being written using two digits rather than four
to define the applicable year. Any of the Company’s computer programs that have time sensitive software
may recognize a date using ‘‘00’’ as the year 1900 rather than the year 2000. This could result in a system
failure or miscalculations causing disruptions of operations, including, among other things, a temporary
inability to process transactions, prepare invoices or engage in normal business activities. In addition, the
year 2000 problems of the Company’s providers and customers, including governmental entities, can affect
the Company’s operations, which are highly dependent upon information technology for processing claims,
determining eligibility and exchanging information.

Project Status. The Year 2000 effort for the Company has the highest priority of technology projects.
The project has dedicated resources with multiple teams to address unique systems environments. Uniform
project management techniques have been adopted with overall oversight responsibility residing with the
Company’s Chief Technology Officer, assisted by a special project manager hired by the Company.
Selected systems will be retired with the business functions being converted to Year 2000 compliant
systems. A number of the Company’s systems include packaged software from large vendors that the
Company is closely monitoring to ensure that these systems will be Year 2000 compliant. The Company
believes that vendors will make timely updates available to ensure that all remaining software is Year 2000
compliant. The remaining systems’ compliance with Year 2000 will be addressed by internal technical staff.
The Company has engaged IBM to assist in the program management of the project. The Company has
also retained legal consultants to assist in the review of insurance and the Company’s obligations and
rights, and intends to retain a technical consultant to help develop contingency plans.

The Company has divided its Year 2000 effort into five phases: (1) Assessment and Strategy,
(2) Detailed Analysis and Planning, (3) Remediation, (4) Testing and Implementation and (5) Certifica-
tion. The Company believes that Phase 1 is almost complete. The Company’s geographical and specialty
service divisions are conducting a detailed internal self-assessment as to their compliance, needs, risks and
contingency planning, which will then be reviewed and prioritized at the corporate level. The Company
believes that it has completed approximately 80% of Phase 2, approximately 30% of Phase 3 and
approximately 15% of Phase 4 relating to its internal technology. The Company has established the third
quarter of 1999 to complete all phases and is endeavoring to accelerate completion ahead of that time.

Third Parties. The Company has commenced an inventory of third party relationships, identifying
them and analyzing their strategic importance to the Company and their Year 2000 readiness. The
Company expects to complete its risk assessment for third parties in the fourth quarter of 1998. There can
be no assurances that the systems of other companies on which the Company relies will be compliant on a
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timely basis, or that the failure by a third party to be compliant would not have a material adverse effect on
the Company.

Costs. The Company is evaluating on an ongoing basis the related costs to resolve its potential Year
2000 problems. The Company currently estimates that the total cost for the project will exceed $17 million,
excluding the costs to accelerate the replacement of hardware or software otherwise required to be
purchased by the Company, and the use of existing personnel to assist in the project. In this quarter, the
first quarter in which the Company separately tracked the costs relating to the project, the Company has
expended approximately $5.3 million relating to, among other things, the cost to repair or replace software
and related hardware problems, cost of assessment, analysis and planning and internal and external
communications.

However, notwithstanding the foregoing, the costs of the project and the timetable in which the
Company plans to complete the Year 2000 compliance requirements are based on estimates derived from
utilizing numerous assumptions of future events including the continued availability of certain resources,
third party modification plans and other factors. There can therefore be no assurance that these estimates
will be achieved and actual results and costs could differ materially from these estimates.

Certain insurance coverages for defense costs associated with Year 2000 litigation have already been
secured under the Company’s Directors and Officers Liability Insurance policy and will be re-evaluated
upon renewal of that policy. At this time it is unclear as to extent of existing insurance coverage, if any, the
Company may have to cover potential Year 2000 costs and liabilities under its other insurance policies. The
Company is currently analyzing the availability of such coverage under other existing and future insurance
policies and products.

Contingency Planning. An important part of the Company’s Year 2000 project involves identifying
worst case scenarios and seeking to develop contingency plans. Each geographical and specialty services
division of the Company is ranking its critical business functions in one of four categories, from the most
important (a function which is vital to the line of business and which has a significant impact on the
Company’s reputation and critical daily operations, for which an alternative must be immediately avail-
able), to the least important (a function which has a negligible effect on the Company’s provision of
services and reputation and for which alternatives are readily available). In addition to acting to address
the most critical problems first in its remediation effort, the Company will also seek to develop its
contingency plans to prioritize the most critical business functions. The Company has just begun its efforts
in this area.

Risks. The Company is highly dependent upon its own information technology systems and that of its
providers and customers. The Company or third party’s failure to correct a material Year 2000 problem
could result in a failure of or interruption in the Company’s business activities and operations. Such
interruptions and failures could materially and adversely affect the Company’s results of operations,
liquidity and financial condition. Due to the general uncertainty inherent in the Year 2000 problem,
resulting in part from the uncertainty of the readiness of third-party providers and customers, the
Company is not able at this time to determine whether the Year 2000 problems will have a material adverse
effect on the Company’s results of operations, liquidity or financial condition. The Company’s Year 2000
project is expected to reduce significantly the Company’s level of uncertainty and the possibility of
significant or long-lasting interruptions of the Company’s business operations; however, the Company
believes that it is impossible to predict all of the areas in which material problems may arise.

Forward-looking statements contained in this Year 2000 section should be read in connection with the
Company’s cautionary statements identifying important risk factors that could cause the Company’s actual
results to differ materially from those projected in these forward-looking statements, which cautionary
statements were previously filed with the Company’s Annual Report on form 10-K for the year ended
December 31, 1997.
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ITEM 3: QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Continuing Operations

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

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

The Company uses a value-at-risk model to assess the market risk of its investments. The estimation
of potential losses that could arise from changes in market conditions is typically accomplished through the
use of statistical models which seek to predict risk of loss based on historical price and volatility patterns.
The Company’s measured value at risk for its investments from continuing operations, using a 95 percent
confidence level, was approximately $3.3 million at September 30, 1998.

The Company’s calculated value-at-risk exposure represents an estimate of reasonably possible net
losses that could be recognized on its investment portfolios assuming hypothetical movements in future
market rates and are not necessarily indicative of actual results which may occur. It does not represent the
maximum possible loss nor any expected loss that may occur, since actual future gains and losses will differ
from those estimated, based upon actual fluctuations in market rates, operating exposures, and the timing
thereof, and changes in the Company’s investment portfolios during the year.

In addition, the Company has some interest rate market risk due to its borrowings. Notes payable,
capital leases and other financing arrangements totaled $1.4 billion at September 30, 1998 and the related
average interest rate was 6.1% (which interest rate is subject to change pursuant to the terms of the Credit
Facility). See a description of the Credit Facility under ‘‘Liquidity and Capital Resources.’’ The table below
presents the expected cash flows of market risk sensitive instruments at September 30, 1998. These cash
flows include both expected principal and interest payments consistent with the terms of the outstanding
debt as of September 30, 1998 (dollars in thousands).

1998 1999 2000 2001 2002 Beyond Total

Long-term Borrowings
Fixed Rate . . . . . . . . . $ 4,329 $ 4,329 $ 26,680 $ 2,540 $ 2,540 $10,161 $ 50,580
Floating Rate . . . . . . . 83,051 83,817 83,817 83,817 1,431,909 — 1,766,411

Total . . . . . . . . . . . . . . . $87,380 $88,146 $110,497 $86,357 $1,434,449 $10,161 $1,816,991
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Discontinued Operations

The Company has entered into a definitive agreement to sell its risk-assuming workers’ compensation
insurance businesses which represent a separate segment of business. Therefore the results of these
businesses have been reported as discontinued operations.

The Company’s measured value-at-risk of its investments from discontinued operations at a 95
percent confidence level, at September 30, 1998 was approximately $3.1 million.

The discontinued operations businesses do not have any significant interest rate risk due to debt.
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Part II. Other Information

Introduction

As referenced in Part I above, the current operations of Foundation Health Systems, Inc. (the
‘‘Company’’) are a result of the April 1, 1997 merger transaction (the ‘‘Merger’’ or the ‘‘FHS Combina-
tion’’) involving Health Systems International, Inc. (‘‘HSI’’) and Foundation Health Corporation (‘‘FHC’’).
Pursuant to the Merger, FH Acquisition Corp., a wholly owned subsidiary of HSI (‘‘Merger Sub’’), merged
with and into FHC and FHC survived as a wholly owned subsidiary of HSI, which changed its name to
‘‘Foundation Health Systems, Inc.’’ and thereby became the Company. Pursuant to the Agreement and
Plan of Merger (the ‘‘Merger Agreement’’) that evidenced the Merger, FHC stockholders received 1.3
shares of the Company’s Class A Common Stock for every share of FHC common stock held.

In connection with the Merger, the Company amended its Certificate of Incorporation to change the
name of the Company as referenced above and to increase the number of authorized shares of the
Company’s Common Stock to 380,000,000 shares consisting of 350,000,000 shares of Class A Common
Stock and 30,000,000 shares of Class B Common Stock.

In connection with the Merger, the Company also, among other things, amended the Company’s By-
Laws to effect certain changes to the governance provisions of the Company following the Merger,
including provisions related to the structure of the Company’s Board of Directors and the committees of
the Company’s Board of Directors. Except in certain circumstances, during a transition period following
the consummation of the Merger and up to, but not including, the election of directors at the Company’s
May 2000 Annual Meeting of Stockholders, the Company’s Board of Directors is to consist of 11 members
to be designated as set forth in the Company’s Certificate of Incorporation and By-Laws. Pursuant to such
designations the Company’s Board of Directors is currently comprised of the following ten members (there
currently exists one vacancy on the Board of Directors which vacancy is in the process of being filled): J.
Thomas Bouchard, George Deukmejian, Thomas T. Farley, Patrick Foley, Earl B. Fowler, Roger F.
Greaves, Richard W. Hanselman, Malik M. Hasan, M.D., Richard J. Stegemeier and Raymond S. Troubh.
As set forth under the heading ‘‘Recent Developments’’ below, Dr. Hasan has agreed that, in connection
with his recent retirement, he will resign from the Board of Directors sometime between September 30,
1998 and March 1, 1999.

Item 1. Legal Proceedings

Medaphis Corporation

On November 7, 1996 the Company’s predecessor, HSI, filed a lawsuit against Medaphis Corporation
(‘‘Medaphis’’) and its former Chairman and Chief Executive Officer Randolph G. Brown, entitled
HEALTH SYSTEMS INTERNATIONAL, INC. V. MEDAPHIS CORPORATION, RANDOLPH G.
BROWN AND DOES 1-50, case number BC 160414, Superior Court of California, County of Los
Angeles. The lawsuit arises out of the acquisition of Health Data Sciences Corporation (‘‘HDS’’) by
Medaphis. In July 1996, HSI, the owner of 1,234,544 shares of Series F Preferred Stock of HDS,
representing over sixteen percent of the total outstanding equity of HDS, voted its shares in favor of the
acquisition of HDS by Medaphis. HSI received as the result of the acquisition 976,771 shares of Medaphis
Common Stock in exchange for its Series F Preferred Stock. Pursuant to the Merger Agreement, the
Company succeeded to the interests of HSI in the Medaphis lawsuit, and the Company has been
substituted for HSI as plaintiff in the suit.

In its complaint, the Company alleges that Medaphis was actually a poorly run company with sagging
earnings in its core business, and had artificially maintained its stock prices through a series of acquisitions
and accounting maneuvers which provided the illusion of growth while hiding the reality of its weakening
financial and business condition. The Company alleges that Medaphis, Brown and other insiders deceived
the Company by presenting materially false financial statements and by failing to disclose that Medaphis
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would shortly reveal a ‘‘write off’’ of up to $40 million in reorganization costs and would lower its earnings
estimate for the following year, thereby more than halving the value of the Medaphis shares received by
the Company. The Company alleges that these false and misleading statements were contained in oral
communications with the Company, as well as in the registration statement and the prospectus provided by
Medaphis to all HDS shareholders in connection with the HDS acquisition. Further, despite knowing of
the Company’s discussions to form a strategic alliance of its own with HDS, Medaphis and the individual
defendants wrongfully interfered with that prospective business relationship by proposing to acquire HDS
using Medaphis stock whose market price was artificially inflated by false and misleading statements. The
Company alleges that the defendants’ actions constitute violations of both federal and state securities laws,
as well as fraud and other torts under state law. The Company is seeking either rescission of the
transaction or damages in excess of $38 million. The defendants have denied the allegations in the
complaint, and the Company is vigorously pursuing its claims against Medaphis.

Recently the Company moved to disqualify the law firm representing certain of the individual
defendants. The trial court granted the Company’s motion, and the law firm and its clients have appealed
such decision. In addition, the trial court granted a stay of the case in order to permit the law firm to
appeal. Argument on the appeal was held on November 10, 1998. Prior to the stay the case was in the early
stages of discovery, and no trial date has yet been set.

FPA Medical Management, Inc.

Since May 1998, several complaints (the ‘‘FPA Complaints’’) have been filed in federal and state
courts seeking an unspecified amount of damages on behalf of an alleged class of persons who purchased
shares of common stock, convertible subordinated debentures and options to purchase common stock of
FPA Medical Management, Inc. (‘‘FPA’’) at various times between February 3, 1997 and May 15, 1998. The
FPA Complaints name as defendants FPA, certain of FPA’s present and former officers and directors, FPA’s
auditors, the Company and certain of the Company’s former officers. The FPA Complaints allege that the
Company and such former officers violated federal and state securities laws by misrepresenting and failing
to disclose certain information about a 1996 transaction between the Company and FPA, about FPA’s
business and about the Company’s 1997 sale of FPA common stock held by the Company. The Company
has filed a motion to dismiss all claims asserted against it in the consolidated federal class actions but has
not formally responded to the other complaints.

Management believes these suits against the Company and its former officers are without merit and
intends to defend the actions vigorously.

Miscellaneous Proceedings

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

Item 2. Changes in Securities

Revolving Credit Facility

On July 8, 1997 the Company entered into a Credit Agreement with the banks identified therein (the
‘‘Banks’’) and Bank of America National Trust and Savings Association (‘‘Bank of America’’), in its
capacity as the Administrative Agent, pursuant to which the Company obtained an unsecured five-year
$1.5 billion revolving credit facility maturing on July 7, 2002. The Credit Agreement replaced (i) the
Company’s prior Amended and Restated Credit Agreement, dated as of April 26, 1996, with Bank of
America, as agent, providing for a $700 million unsecured revolving credit facility and (ii) FHC’s prior
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(A) Revolving Credit Agreement, dated as of December 5, 1994, with Citicorp USA, Inc., as agent,
providing for a $300 million unsecured revolving credit facility and (B) Revolving Credit Agreement, dated
as of December 17, 1996, with Citibank, N.A., as administrative agent, providing for a $200 million
unsecured revolving credit facility.

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
Company and its subsidiaries may, so long as no event of default exists: (i) declare and distribute stock as a
dividend; (ii) purchase, redeem or acquire its stock, options and warrants with the proceeds of concurrent
public offerings; and (iii) at any time after the consummation of the contemplated sale of the Company’s
workers’ compensation insurance business, declare and pay dividends or purchase, redeem or otherwise
acquire its capital stock, warrants, options or similar rights with cash subject to certain specified
limitations.

Under the Credit Agreement, as amended pursuant to the First Amendment and Waiver to Credit
Agreement dated as of April 6, 1998, the Second Amendment to Credit Agreement dated as of July 31,
1998 and the Third Amendment to Credit Agreement dated as of November 6, 1998 (collectively, 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 Charges
Coverage Ratio); (ii) obligated to limit 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,
mergers, consolidations, loans, leases, joint ventures, contingent obligations and certain transactions with
affiliates; (iv) permitted to sell the Company’s workers’ compensation insurance business and other
businesses and assets, provided that 100% of the net proceeds with respect to the sale of the workers’
compensation insurance business and 50% of the net proceeds in excess of $10 million in any given
calendar year with respect to the sale of all other businesses and assets shall be applied towards repayment
of the outstanding Loans, and with the exception of the net proceeds of the workers’ compensation
business sale, the amount of the required repayments will also permanently reduce the Commitments
under the Credit Agreement by such amounts until the Commitments are reduced to an amount not
greater than $750 million; and (v) permitted to incur additional indebtedness in an aggregate amount not
to exceed $1,000,000,000 upon certain terms and conditions, including mandatory prepayment of the
outstanding Loans with a certain portion of the proceeds from the issuance of such indebtedness, resulting
in a permanent reduction of the aggregate amount of Commitments under the Credit Agreement by the
amount so prepaid. The Amendments also provided for an increase in the interest and facility fees under
the Credit Agreement. A copy of the Third Amendment is included as Exhibit 10.65 to this Quarterly
Report on Form 10-Q.

Shareholder Rights 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 Company’s Class A Common Stock and Class B Common
Stock (collectively, the ‘‘Common Stock’’), to stockholders of record at the close of business on July 31,
1996 (the ‘‘Record Date’’). The Board of Directors of the Company also authorized the issuance of one
Right for each share of Common Stock issued after the Record Date and prior to the earliest of the
Distribution Date (as defined below), the redemption of the Rights and the expiration of the Rights and in
certain 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 Company and Harris Trust and
Savings Bank, as Rights Agent (the ‘‘Rights Agreement’’), the Rights will separate from the Common
Stock in the event any person acquires 15% or more of the outstanding Class A Common Stock, the Board
of Directors of the Company declares a holder of 10% or more to the outstanding Class A Common Stock
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to be an ‘‘Adverse Person,’’ or any person commences a tender offer for 15% of the Class A Common
Stock (each event causing a ‘‘Distribution Date’’).

Except as set forth below 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 from the Company
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 15% or more of the outstanding Class A
Common Stock, or the Board of Directors of the Company declares a holder of 10% or more of the
outstanding Class A Common Stock to be an ‘‘Adverse Person,’’ the Rights (subject to certain exceptions
contained in the Rights Agreement) will instead become exercisable for Class A Common Stock having a
market value at such time equal to $340.00. The Rights are redeemable under certain circumstances at $.01
per Right and will expire, unless earlier redeemed, on July 31, 2006.

A copy of the Rights Agreement has been filed with the Securities and Exchange Commission as
Exhibit 99.1 to the Company’s Registration Statement on Form 8-A (File No. 001-12718). In connection
with its execution of the Merger Agreement for the FHS Combination, the Company entered into
Amendment No. 1 (the ‘‘Rights Amendment’’) to the Rights Agreement to exempt the Merger Agreement
and related transactions from triggering the Rights. In addition, the Rights Amendment modifies certain
terms of the Rights Agreement applicable to the determination of certain ‘‘Adverse Persons,’’ which
modifications become effective upon consummation of the transactions provided for under the Merger
Agreement. This summary description of the Rights does not purport to be complete and is qualified in its
entirety by reference to the Rights Agreement.

Item 3. Defaults Upon Senior Securities

Not applicable.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of the Company’s security holders during the quarter ended
September 30, 1998.

Item 5. Other Information

Cautionary Statements

In connection with the ‘‘safe harbor’’ provisions of the Private Securities Litigation Reform Act of
1995, the Company has previously filed with its Annual Report on Form 10-K for the year ended
December 31, 1997 certain cautionary statements identifying important risk factors that could cause the
Company’s actual results to differ materially from those projected in forward-looking statements of the
Company made by or on behalf of the Company.

The Company wishes to caution readers that these factors, among others, could cause the Company’s
actual financial or enrollment results to differ materially from those expressed in any projected, estimated
or forward-looking statements relating to the Company. The factors should be considered in conjunction
with any discussion of operations or results by the Company or its representatives, including any forward-
looking discussion, as well as comments contained in press releases, presentations to securities analysts or
investors, or other communications by the Company.

In making these statements, the Company was not and is not undertaking to address or update each
factor in future filings or communications regarding the Company’s business or results, and is not
undertaking to address how any of these factors may have caused changes to discussions or information
contained in previous filings or communications. In addition, certain of these matters may have affected
the Company’s past results and may affect future results.
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Recent Developments

The California Wellness Foundation

Pursuant to the Amended Foundation Shareholder Agreement, dated as of January 28, 1992 (the
‘‘CWF Shareholder Agreement’’), by and among the Company, the CWF and certain stockholders (the
‘‘HNMH Stockholders’’) of HN Management Holdings, Inc. (a predecessor to the Company) (‘‘HNMH’’)
named therein, the CWF is subject to various volume and manner of sale restrictions specified in the CWF
Shareholder Agreement which limit the number of shares that the CWF may dispose of prior to
December 31, 1998. The CWF and the Company are also party to a Registration Rights Agreement dated
as of March 2, 1995 (the ‘‘CWF Registration Rights Agreement’’) pursuant to which the CWF has the right
to demand registration for sale in underwritten public offerings of up to 8,026,298 shares of Class B
Common Stock.

Under the relevant provisions of California law, when a corporation converts from nonprofit to for-
profit corporate status, the equivalent of the fair market value of the nonprofit corporation must be
contributed to a successor charity that has a charitable purpose consistent with the purposes of the
nonprofit entity. The CWF was formed to be the charitable recipient of the conversion settlement when
Health Net (a subsidiary of the Company) effected a conversion from nonprofit to for-profit status, which
occurred in February 1992 (the ‘‘Conversion’’). In connection with the Conversion, Health Net issued to
the CWF promissory notes in the original principal amount of $225 million (the ‘‘CWF Notes’’) and shares
of Class B Common Stock (which immediately prior to the business combination involving HNMH and
QualMed, Inc. were split to become 25,684,152 shares of Class B Common Stock then held by the CWF).
While such shares are held by the CWF, they are entitled to the same economic benefit as Class A
Common Stock, but are non-voting in nature. If the CWF sells or transfers such shares to an unrelated
third party, they automatically convert to Class A Common Stock. As of September 30, 1998, approxi-
mately $18.3 million in principal of the CWF Notes remained outstanding.

On February 25, 1998, the CWF notified the Company of its intention to sell up to 8,026,000 shares of
Class B Common Stock pursuant to the CWF Registration Rights Agreement in an underwritten public
offering. Pursuant to the terms of the CWF Registration Rights Agreement, the Company upon receipt of
a notification under such agreement must prepare and file a registration statement with respect to such
shares with the Securities and Exchange Commission as expeditiously as possible but in no event later than
90 days following receipt of the notice, subject to certain exceptions. Pursuant to the terms of a letter
agreement dated June 1, 1998 between the CWF and the Company (the ‘‘Letter Agreement’’), the
Company provided its consent under the CWF Registration Rights Agreement to permit the CWF to sell
certain shares of Class B Common Stock in private sales transactions (subject to the terms and conditions
set forth in such Letter Agreement) in lieu of such underwritten public offering. Effective June 18, 1998,
the CWF sold 5,250,000 shares of Class B Common Stock to unrelated third parties in accordance with the
Letter Agreement, which shares of Class B Common Stock sold by the CWF automatically converted on a
one-for-one basis into shares of Class A Common Stock. Pursuant to the terms of the Letter Agreement,
all of such 5,250,000 shares sold reduced the number of shares subject to registration under the CWF
Registration Rights Agreement on a one-for-one basis. As a result of such sales, the CWF currently holds
5,047,642 shares of Class B Common Stock.

As of December 31, 1998, the various volume and manner of sale restrictions contained in the CWF
Shareholder Agreement referred to above expire pursuant to the terms of such agreement.

Sale of Workers’ Compensation Business

The Company revised its strategy of maintaining a presence in the workers’ compensation insurance
business as a result of various adverse developments arising in 1997 in the workers’ compensation
insurance business, primarily related to the workers’ compensation claims environment in California. As
discussed in the Company’s Annual Report on Form 10-K for the year ended December 31, 1997, such
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adverse developments resulted in the need for the Company to strengthen its workers’ compensation
reserves at the end of 1997. These developments also led the Company to adopt a plan to discontinue this
segment of its business, through divestiture of its workers’ compensation risk-assuming insurance
subsidiaries.

In this connection, on May 5, 1998 the Company entered into a definitive agreement (the ‘‘Workers’
Compensation Sale Agreement’’) to sell its risk-assuming workers’ compensation insurance operations (the
‘‘Workers’ Compensation Operations’’) to Superior National Insurance Group, Inc. of Calabasas, Califor-
nia (‘‘Superior National’’). The transaction, subject to customary closing conditions including regulatory
approvals, is expected to close in the fourth quarter of 1998 and is expected to yield the Company,
following the settlement of various contractual obligations,  approximately $200 million in cash without
giving effect to expected positive tax considerations.

As required under the terms of the Workers’ Compensation Sale Agreement, the Company has
obtained a commitment from a third party reinsurance company to purchase reinsurance that will cover up
to $150 million of adverse loss development in the Workers’ Compensation Operations for losses incurred
through December 31, 1997. Such reinsurance coverage was increased by $25 million for adverse loss
development in exchange for additional purchase price consideration pursuant to the terms of the
Workers’ Compensation Sales Agreement at Superior National’s request. A copy of the Workers’ Compen-
sation Sale Agreement was filed as Exhibit 10.66 to the Company’s Quarterly Report on Form 10-Q for the
quarter ended March 31, 1998.

In addition to the sale of the Workers’ Compensation Operations, the Company and Superior
National have agreed to a contract under which the Company’s administrative services businesses that
currently provide certain services to the Workers’ Compensation Operations would continue to provide
such services and additional services to Superior National for a period of five years after closing. The
Company estimates that, based on past results and the expected contribution from Superior National’s
operations, this five-year service agreement will create additional total revenue in the range of $40 to $50
million for the Company’s administrative service subsidiaries over such five-year term.

Other Potential Divestitures

On November 4, 1998, the Company entered into a definitive agreement to sell its HMO operations in
the states of Texas, Louisiana and Oklahoma to AmCareco, Inc. As previously disclosed, the Company had
been reviewing a possible exit plan to exit its HMO operations in these states due to inadequate returns on
invested capital. As part of the sale transaction, which is expected to close in early 1999, the Company will
retain a minority equity position in the buyer, and will enter into various services agreements with the
buyer to provide various transition services post-closing. The transaction is subject to regulatory approval,
certain financing contingencies and standard closing conditions.

The Company has decided to review the possibility of divesting its direct ownership of two Southern
California hospitals, a 128-bed hospital located in Los Angeles, California, the East Los Angeles Doctors
Hospital, and a 200-bed hospital located in Gardena, California, the Memorial Hospital of Gardena.
Direct ownership of these two hospitals is not consistent with the Company’s business philosophy to
manage health care through contracts with independent providers of medical services. The Company is
presently responding to inquiries of parties which have expressed an interest in purchasing these hospitals.

As described in its Annual Report on Form 10-K for the year ended December 31, 1997, the Company
continues to evaluate the profitability realized or likely to be realized by its existing businesses and
operations, and is reviewing from a strategic standpoint which of such businesses or operations should be
divested.
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FPA Medical Management, Inc.

On July 19, 1998, FPA Medical Management, Inc. (‘‘FPA’’) filed for bankruptcy protection under
Chapter 11 of the federal Bankruptcy Code. FPA, through its affiliated medical groups, provided services
to approximately 240,000 of the Company’s affiliated members in Arizona and California. FPA has
indicated that it will discontinue its medical group operations in these markets.

As a result, the Company will have to find new tenants for, or sell, the 14 healthcare facilities it
currently leases to FPA in these markets and make other arrangements for provider services to the
Company’s affiliated members. The Company believes that the likely replacement lease terms from these
properties will be inadequate to enable the Company to sell the facilities and recover their carrying value.

Based on management’s best estimate of recovery for the real estate and the impairment of notes
receivable and other Company assets due to the FPA bankruptcy filing, the Company recorded a charge of
$50 million during the second quarter ended June 30, 1998. The Company recorded an additional
$28.1 million charge during the third quarter ended September 30, 1998 which was primarily related to
additional impairment in the value of real estate assets leased to FPA. Elements of the second and third
quarter charges include approximately $57 million for real estate asset impairments, approximately
$10 million for a note receivable impairment and approximately $11.1 million for other items.

In 1996, Foundation Health Corporation (‘‘FHC’’), a predecessor to the Company, sold certain
medical groups and IPAs to FPA for approximately $220 million in total consideration. As part of the
transaction, FHC retained ownership of the related medical clinics and leased them to FPA. FPA was
contractually committed to a deferred purchase of these clinics at a purchase price equal to the Company’s
book value in the assets. It is the value of these clinics that is being written down in connection with the
above-referenced charges. As part of the total consideration for the FPA transaction FHC received
approximately four million shares of FPA common stock and secured notes. The Company sold all of these
shares in the second quarter of 1997 for $79 million and, during the same period, FPA redeemed all of such
notes.

Headquarters Designation

On June 25, 1998, the Board of Directors of the Company formally designated Los Angeles,
California as the corporate headquarters of the Company, with the physical offices of such corporate
headquarters to be located in Woodland Hills, California.

Executive Officer Changes

On August 7, 1998, the Company announced that Malik M. Hasan, M.D. had retired as Chief
Executive Officer of the Company and that Dr. Hasan would continue as non-executive Chairman of the
Board of Directors of the Company until sometime between September 30, 1998 and March 1, 1999, at
which time Dr. Hasan would resign as Chairman of the Board of Directors and as a director. In connection
with such retirement, the Company and Dr. Hasan entered into an Early Retirement Agreement which
provided for, among other matters, the termination of Dr. Hasan’s Employment Agreement with the
Company and for certain payments and releases.

Due to Dr. Hasan’s retirement, Jay M. Gellert, formerly President and Chief Operating Officer of the
Company, became President and Chief Executive Officer of the Company as of August 7, 1998. As a result,
Mr. Gellert is directly responsible for the Company’s strategic direction with all senior line and staff
management reporting directly to him. The Company also announced that a new Chairman of the Board
of Directors will be named when Dr. Hasan leaves the post next year.

Effective November 2, 1998, Karen Coughlin became President of FHS Northeast Division.
Ms. Coughlin was formerly with Humana where, most recently, she was in charge of one of Humana’s two
main operating divisions.
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Item 6. Exhibits and Reports of 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 among Health Systems
International, Inc., FH Acquisition Corp. and Foundation Health Corporation (filed as
Exhibit 2.5 to the Company’s Annual Report on Form 10-K for the year ended
December 31, 1996, which is incorporated by reference herein).

2.2 Agreement and Plan of Merger, dated May 8, 1997, by and among the Company,
PHS Acquisition Corp. and Physicians Health Services, Inc. (filed as Exhibit 2.2 to the
Company’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 October 20, 1997, by and
among the Company, PHS Acquisition Corp. and Physicians Health Services, Inc. (filed
as Exhibit 2.3 to the Company’s Quarterly Report on Form 10-Q for the quarter ended
September 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 Company’s Registration Statement on Form S-8 (File No. 333-24621),
which is incorporated by reference herein).

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

4.1 Form of Class A Common Stock Certificate (included as Exhibit 4.2 to the Company’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 Form of Class B Common Stock Certificate (included as Exhibit 4.3 to the Company’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).

4.3 Form of Indenture of Foundation Health Corporation (FHC) (filed as an exhibit to
FHC’s Registration Statement on Form S-3 (File No. 33-68684), which is incorporated
by reference herein).

4.4 Form of Senior Notes of FHC (filed as an exhibit to FHC’s Registration Statement on
Form S-3 (File No. 33-68684), which is incorporated by reference herein).

10.1 Employment Agreement, dated August 28, 1993, by and among QualMed, Inc.,
HN Management Holdings, Inc. and Malik M. Hasan, M.D. (filed as Exhibit 10.18 to
the Company’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).

10.2 Employment Agreement, dated August 28, 1993, by and among QualMed, Inc.,
HN Management Holdings, Inc. and Dale T. Berkbigler, M.D. (filed as Exhibit 10.20 to
the Company’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).

10.3 Severance Payment Agreement, dated as of April 25, 1994, among the Company, Health
Net and James J. Wilk (filed as Exhibit 10.9 to the Company’s Annual Report on
Form 10-K for the year ended December 31, 1994, which is incorporated by reference
herein).
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10.4 Severance Payment Agreement dated March 31, 1997 between the Company and Health
Net and James J. Wilk (filed as Exhibit 10.4 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended March 31, 1997, which is incorporated by reference
herein)

10.5 Severance Payment Agreement, dated as of April 25, 1994, among the Company,
QualMed, Inc. and B. Curtis Westen (filed as Exhibit 10.10 to the Company’s Annual
Report on Form 10-K for the year ended December 31, 1994, which is incorporated by
reference herein).

10.6 Letter Agreement dated April 23, 1997 between B. Curtis Westen and the Company (filed
as Exhibit 10.6 to the Company’s Quarterly Report on Form 10-Q for the quarter
ended March 31, 1997, which is incorporated by reference herein).

10.7 Amendment No. 1 to Employment Agreement dated as of April 25, 1994, by and among
the Company, QualMed, Inc. and Malik Hasan, M.D. (filed as Exhibit 10.16 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 1994, which
is incorporated by reference herein).

10.8 Amended and Restated Employment Agreement, dated March 10, 1997, by and between
the Company and Malik M. Hasan, M.D. (Filed as Exhibit 10.3 to the Company’s
Annual Report on Form 10-K for the year ended December 31, 1996, which is
incorporated by reference herein).

10.9 Amendment No. 1 to Employment Agreement dated as of April 27, 1994, by and among
the Company, QualMed, Inc. and Dale T. Berkbigler, M.D. (filed as Exhibit 10.17 to
the Company’s Annual Report on Form 10-K for the year ended December 31, 1994,
which is incorporated by reference herein).

10.10 Office Lease, dated as of January 1, 1992, by and between Warner Properties III and
Health Net (filed as Exhibit 10.23 to the Company’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).

10.11 The Company’s Second Amended and Restated 1991 Stock Option Plan (filed as
Exhibit 10.30 to Registration Statement on Form S-4 (File No. 33-86524) which is
incorporated by reference herein).

10.12 The Company’s Second Amended and Restated Non-Employee Director Stock Option
Plan (filed as Exhibit 10.31 to Registration Statement on Form S-4 (File No. 33-86524)
which is incorporated by reference herein).

10.13 The Company’s Employee Stock Purchase Plan (filed as Exhibit 10.33 to the Company’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).

10.14 The Company’s Performance-Based Annual Bonus Plan (filed as Exhibit 10.35 to
Registration Statement on Form S-4 (File No. 33-86524) which is incorporated by
reference herein).

10.15 Deferred Compensation Agreement dated as of March 3, 1995, by and among Malik M.
Hasan, M.D., the Company and the Compensation and Stock Option Committee of the
Board of Directors of the Company (filed as Exhibit 10.31 to the Company’s Annual
Report on Form 10-K for the year ended December 31, 1994, which is incorporated by
reference herein).
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10.16 Trust Agreement for Deferred Compensation Arrangement for Malik M. Hasan, M.D.,
dated as of March 3, 1995, by and between the Company and Norwest Bank Colorado
N.A. (filed as Exhibit 10.32 to the Company’s Annual Report on Form 10-K for the
year ended December 31, 1994, which is incorporated by reference herein).

10.17 Registration Rights Agreement dated as of March 2, 1995 between the Company and The
California Wellness Foundation (filed as Exhibit No. 28.2 to the Company’s Current
Report on Form 8-K dated March 2, 1995, which is incorporated by reference herein).

10.18 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 September 30, 1995,
which is incorporated by reference herein).

10.19 Amended and Restated Credit Agreement dated as of April 26, 1996 among the
Company, Bank of America National Trust and Savings Association, as Agent, and
financial institutions party thereto (filed as Exhibit 10.1 to the Company’s Current
Report on Form 8-K dated May 3, 1996, which is incorporated by reference herein).

10.20 Amendment No. 1 to Credit Agreement dated as of May 10, 1996 among the Company,
Bank of America National Trust and Savings Association, as Agent, and financial
institutions party thereto (filed as Exhibit 10.32 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended March 31, 1996, which is incorporated by reference
herein).

10.21 Amendment No. 2 to Credit Agreement dated as of May 28, 1996 among the Company,
Bank of America National Trust and Savings Association, as Agent, and financial
institutions party thereto (filed as Exhibit 10.33 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1996, which is incorporated by reference
herein).

10.22 Amendment No. 3 to Credit Agreement dated as of January 31, 1997 among the
Company, Bank of America National Trust and Savings Association, as Agent, and
financial institutions party thereto (filed as Exhibit 10.33 to the Company’s Annual
Report on Form 10-K for the year ended December 31, 1996, which is incorporated by
reference herein).

10.23 Credit Agreement dated July 8, 1997 among the Company, 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 Company’s Quarterly Report on Form 10-Q for the
quarter ended June 30, 1997, which is incorporated by reference herein).

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

10.25 Employment Letter Agreement dated May 28, 1996 between Michael D. Pugh and
QualMed, Inc. (filed as Exhibit 10.35 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1996, which is incorporated by reference
herein).

10.26 Employment Letter Agreement dated June 4, 1996 between Arthur M. Southam and the
Company and Health Net (filed as Exhibit 10.36 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1996, which is incorporated by reference
herein)
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10.27 Employment Letter Agreement dated July 3, 1996 between Jay M. Gellert and the
Company (filed as Exhibit 10.37 to the Company’s Quarterly Report on Form 10-Q for
the quarter ended September 30, 1996, which is incorporated by reference herein).

10.27 Rights Agreement dated as of June 1, 1996 by and between the Company and Harris
Trust and Savings Bank, as Rights Agent (filed as Exhibit 99.1 to the Company’s
Registration Statement on Form 8-A (File No. 001-12718) which is incorporated by
reference herein).

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

10.29 Amended and Restated Employment Agreement, dated December 16, 1996, by and
among the Company, Foundation Health Corporation and Kirk A. Benson (filed as
Exhibit 10.2 to the Company’s Registration Statement on Form S-4 (File No.
333-19273), which is incorporated by reference herein).

10.30 Consulting Agreement, dated as of May 1, 1997, between the Company, FHC and
Allen J. Marabito, (filed as Exhibit 10.35 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1997, which is incorporated by reference
herein).

10.31 1990 Stock Option Plan of Foundation Health Corporation (filed as Exhibit 4.5 to the
Company’s Registration Statement on Form S-8 (File No. 333-24621), which is
incorporated by reference herein).

10.32 1992 Nonstatutory Stock Option Plan of Foundation Health Corporation (filed as
Exhibit 4.6 to the Company’s Registration Statement on Form S-8 (File No. 333-24621),
which is incorporated by reference herein).

10.33 1989 Stock Plan of Business Insurance Corporation (as Amended and Restated Effective
September 22, 1992) (filed as Exhibit 4.7 to the Company’s Registration Statement on
Form S-8 (File No. 333-24621), which is incorporated by reference herein).

10.34 Managed Health Network, Inc. Incentive Stock Option Plan (filed as Exhibit 4.8 to the
Company’s Registration Statement on Form S-8 (File No. 333-24621), which is
incorporated by reference herein).

10.35 Managed Health Network, Inc. Amended and Restated 1991 Stock Option Plan (filed as
Exhibit 4.9 to the Company’s Registration Statement on Form S-8 (File No. 333-24621),
which is incorporated by reference herein).

10.36 1993 Nonstatutory Stock Option Plan of Foundation Health Corporation (as amended
and restated September 7, 1995) (filed as Exhibit 4.10 to the Company’s Registration
Statement on Form S-8 (File No. 333-24621), which is incorporated by reference
herein).

10.37 FHC Directors Retirement Plan (filed as an exhibit to FHC’s Form 10-K for the year
ended June 30, 1994 filed with the Commission on September 24, 1994, which is
incorporated by reference herein).

10.38 Foundation Health Systems, Inc. 1997 Stock Option Plan (filed as Exhibit 10.45 to the
Company’s Quarterly Report on Form 10-Q for the quarter ended June 30, 1997, which
is incorporated by reference herein).
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10.39 Foundation Health Systems, Inc. Third Amended and Restated Non-Employee Director
Stock Option Plan (filed as Exhibit 10.46 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1997, which is incorporated by reference
herein).

10.40 Foundation Health Systems, Inc. Employee Stock Purchase Plan (filed as Exhibit 10.47 to
the Company’s Quarterly Report on Form 10-Q for the quarter ended June 30, 1997,
which is incorporated by reference herein).

10.41 Foundation Health Systems, Inc. Performance-Based Annual Bonus Plan (filed as
Exhibit 10.48 to the Company’s Quarterly Report on Form 10-Q for the quarter ended
June 30, 1997, which is incorporated by reference herein).

10.42 Participation Agreement dated as of May 25, 1995 among Foundation Health Medical
Services, as Construction Agent and Lessee, FHC, as Guarantor, First Security Bank of
Utah, N.A., as Owner Trustee, Sumitomo Bank Leasing and Finance, Inc., The Bank of
Nova Scotia and NationsBank of Texas, N.A., as Holders and NationsBank of Texas,
N.A., as Administrative Agent for the Lenders; and Guaranty Agreement dated as of
May 25, 1995 by FHC for the benefit of First Security Bank of Utah, N.A. (filed as an
exhibit to FHC’s Form 10-K for the year ended June 30, 1995, filed with the
Commission on September 27, 1995, which is incorporated by reference herein).

10.43 FHC’s Deferred Compensation Plan, as amended and restated (filed as an exhibit to
FHC’s Form 10-K for the year ended June 30, 1995, filed with the Commission on
September 27, 1995, which is incorporated by reference herein).

10.44 FHC’s Supplemental Executive Retirement Plan, as amended and restated (filed as an
exhibit to FHC’s Form 10-K for the year ended June 30, 1995, filed with the
Commission on September 27, 1995, which is incorporated by reference herein).

10.45 FHC’s Executive Retiree Medical Plan, as amended and restated (filed as an exhibit to
FHC’s Form 10-K for the year ended June 30, 1995, filed with the Commission on
September 27, 1995, which is incorporated by reference herein).

10.46 Agreement and Plan Reorganization dated January 9, 1996 by and between FHC and
Managed Health Network, Inc. (filed as Annex 1 of Proxy Statement/Prospectus
contained in FHC’s Registration Statement on Form S-4 (File No. 333-00517), which is
incorporated by reference herein).

10.47 Stock and Note Purchase Agreement by and between FHC, Jonathan H. Scheff, M.D.,
FPA Medical Management, Inc., FPA Medical Management 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).

10.48 $300 Million Revolving Credit Agreement (the ‘‘FHC Credit Agreement’’) dated as of
December 5, 1994, among FHC, as Borrower, Citicorp USA, Inc., as Administrative
Agent, Wells Fargo Bank, N.A. and NationsBank of Texas, N.A., as Co-Agents and
Citicorp Securities, Inc., as Arranger, and the Other Banks and Financial Institutions
Party thereto (filed as an Exhibit to FHC’s quarterly report on Form 10-Q for the
quarter ended December 31, 1994 filed with the Commission on February 14, 1994,
which is incorporated by reference herein).
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10.49 First Amendment Agreement (to the FHC Credit Agreement) dated as of August 9, 1995
among FHC, as Borrower, the Lenders parties to the FHC Credit Agreement, Citicorp
USA, Inc., as Administrative Agent, Wells Fargo Bank, N.A. and NationsBank of Texas,
N.A., as Co-Agents, and Citicorp Securities, Inc., as Arranger (filed as Exhibit 10.52 to
the Company’s Quarterly Report on Form 10-Q for the quarter ended March 31, 1997,
which is incorporated by reference herein).

10.50 Second Amendment Agreement (to the FHC Credit Agreement), dated as of June 28,
1996 among FHC, the Lenders and Citicorp USA, Inc. (filed as Exhibit 10.53 to the
Company’s Quarterly Report on Form 10-Q for the quarter ended March 31, 1997,
which is incorporated by reference herein).

10.51 Third Amendment Agreement and Waiver (to the FHC Credit Agreement) dated
December 13, 1996 among FHC, the Lenders and Citibank, N.A. (as successor to
Citicorp USA, Inc.), as Administrative Agent (filed as Exhibit 10.54 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended March 31, 1997, which is
incorporated by reference herein).

10.52 Fourth Amendment Agreement and Waiver (to the FHC Credit Agreement) dated
January 28, 1997 among FHC, the Lenders and Citibank, N.A. (as successor to Citicorp
USA, Inc.), as Administrative Agent (filed as Exhibit 10.55 to the Company’s Quarterly
Report on Form 10-Q for the quarter ended March 31, 1997, which is incorporated by
reference herein).

10.53 Fifth Amendment Agreement (to the FHC Credit Agreement) dated April 1, 1997 among
FHC, the Lenders and Citibank, N.A. (as successor to Citicorp USA, Inc.), as
Administrative Agent (filed as Exhibit 10.56 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended March 31, 1997, which is incorporated by reference
herein).

10.54 $200 million Revolving Credit Agreement (the ‘‘FHC Revolving Credit Agreement’’)
dated as of December 17, 1996 among FHC, the Lenders and Citibank, N.A., as
Administrative Agent for the Lenders (filed as Exhibit 10.57 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended March 31, 1997, which is
incorporated by reference herein).

10.55 First Amendment Agreement and Waiver (to the FHC Revolving Credit Agreement)
dated as of January 28, 1997 among FHC, the Lenders and Citibank, N.A., as
Administrative Agent for the Lenders (filed as Exhibit 10.58 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended March 31, 1997, which is
incorporated by reference herein).

10.56 Second Amendment Agreement and Waiver (to the FHC Revolving Credit Agreement)
among FHC, the Lenders and Citibank, N.A., as Administrative Agent for the Lenders
(filed as Exhibit 10.59 to the Company’s Quarterly Report on Form 10-Q for the
quarter ended March 31, 1997, which is incorporated by reference herein).

10.57 Lease Agreement between HAS-First Associates and FHC dated August 1, 1988 and form
of amendment thereto (filed as an exhibit to FHC’s Registration Statement on
Form S-1 (File No. 33-34963), which is incorporated by reference herein).

10.58 Agreement and Plan of Reorganization dated as of June 27, 1994 by and among FHC,
CareFlorida Health Systems, Inc., and the other parties signatory thereto (filed as an
exhibit to FHC’s Current Report on Form 8-K filed with the Commission on June 28,
1994, which is incorporated by reference herein).
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10.59 Agreement and Plan of Merger dated as of July 28, 1994 between FHC and Intergroup
Healthcare Corporation (filed as an exhibit to FHC’s Current Report on Form 8-K
filed with the Commission on August 9, 1994, which is incorporated by reference
herein).

10.60 Agreement and Plan of Merger dated as of July 28, 1994 between FHC and Thomas-
Davis Medical Centers, P.C. (filed as an exhibit to FHC’s Current Report on Form 8-K
filed with the Commission on August 9, 1994, which is incorporated by reference
herein).

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

10.62 Form of Credit Facility Commitment Letter, dated March 27, 1998, between the Company
and the Majority Banks (as defined therein) (filed as Exhibit 10.70 to the Company’s
Annual Report on Form 10-K for the year ended December 31, 1997, which is
incorporated by reference herein).

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

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

*10.65 Third Amendment to Credit Agreement, dated as of November 6, 1998, among the
Company, Bank of America National Trust and Savings Association and the Banks (as
defined therein), a copy of which is filed herewith.

10.66 Purchase Agreement by and between Foundation Health Corporation and Superior
National Insurance Group, Inc., dated as of May 5, 1998 (filed as Exhibit 10.65 to the
Company’s Quarterly Report on Form 10-Q for the quarter ended March 31, 1998,
which is incorporated by reference herein).

10.67 Employment Letter Agreement between the Company and Dale Terrell dated
December 31, 1997 (filed as Exhibit 10.71 to the Company’s Annual Report on
Form 10-K for the year ended December 31, 1997, which is incorporated by reference
herein).

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

10.69 Employment Agreement, dated as of December 31, 1997, between the Company and
Maurice Costa (filed as Exhibit 10.73 to the Company’s Annual Report on Form 10-K
for the year ended December 31, 1997, which is incorporated by reference herein).

10.70 Employment Agreement, dated as of December 31, 1997, between the Company and
Robert L. Natt (filed as Exhibit 10.74 to the Company’s Annual Report on Form 10-K
for the year ended December 31, 1997, which is incorporated by reference herein).
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10.71 Employment Letter Agreement, dated October 10, 1997, between the Company and
Alex Labak (filed as Exhibit 10.75 to the Company’s Annual Report on Form 10-K for
the year ended December 31, 1997, which is incorporated by reference herein).

10.72 Employment Letter, dated June 9, 1995, between Philip Katz, Ph.D. and Health Net
(filed as Exhibit 10.38 to the Company’s Annual Report on Form 10-K for the year
ended December 31, 1995, which is incorporated by reference herein).

10.73 Employment Letter Agreement, dated June 25, 1998, between the Company and
B. Curtis Westen (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).

10.74 Employment Letter Agreement, dated July 31, 1998, between the Company and
Michael White (filed as Exhibit 10.74 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1998, which is incorporated by reference
herein).

10.75 Letter Agreement, dated June 1, 1998, between the Company and The California
Wellness Foundation (filed as Exhibit 10.75 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1998, which is incorporated by reference
herein).

10.76 Form of Severance Payment Agreement entered into between the Company and various
of its executive officers on April 6, 1998 (filed as Exhibit 10.76 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended June 30, 1998, which is
incorporated by reference herein).

10.77 Early Retirement Agreement, dated as of August 6, 1998, between the Company and
Malik M. Hasan, M.D. (filed as Exhibit 10.77 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1998, which is incorporated by reference
herein).

11.1 Statement relative to computation of per share earnings of the Company (included in the
notes to the Financial Statements contained in this Quarterly Report on Form 10-Q).

21.1 Subsidiaries of the Company (filed as Exhibit 21.1 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 1998, which is incorporated by reference
herein).

*27.1 Financial Data Schedule, a copy of which has been filed with the EDGAR version of this
filing.

* A copy of the Exhibit is filed herewith.

(b) Reports on Form 8-K

No Current Reports on Form 8-K were filed by the Company during the quarterly period ended
September 30, 1998.
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SIGNATURES

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.

FOUNDATION HEALTH SYSTEMS, INC.
(REGISTRANT)

Date: November 13, 1998 By: /s/ JAY M. GELLERT

Jay M. Gellert
President and Chief Executive Officer

Date: November 13, 1998 By: /s/ STEVEN P. ERWIN

Steven P. Erwin
Executive Vice President

and Chief Financial Officer
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