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STATEMENT AS OF ANNUAL STATEMENT FOR THE YEAR 2007 OF THE Premier Behavioral Systems of

Tennessee, LLC

UNDERWRITING AND INVESTMENT EXHIBIT

PART 3 - ANALYSIS OF EXPENSES

Claim Adjustmen! Expenses 3 4 5
C;sl OliwrzCIaim General
Containment Adjustment Administrative Investment
Expenses Expenses Expenses Expenses Total
1T RontdS it for occupancy of own building) ... wl 05,079 | 165,079
2. Salaries, wages andotherbenefits .. ...l e D OIT B3N 5,937,834
3. Commissions (1ess§$ ... ceded plus
$ e BT s 17,879 17,879
4. Legalfees and eXpenses._._ ... .......68,166 oo 58,166
5. Cerllfications and-accroditation 1808 ... i umrwoiesesmssssssismssios possisbizamiieciziciinizii i i aiiniioi, -1 b ] BT St e =51
6. Auditing, actuarial and other consulting services_________ 723,657 ...123,657
7. Traveling exXpenses e e i 216,619 ..216,619
8. Marketing and advertising_____.. i i [ B S e 142,262 142,262
9.; Postage; axpross:and telepRong ... oo e snc b b Mo 265,020 265,020
10. Printing and office supplies ... L A16,429 Lo ..716,429
11. Occupancy, depreciation and amortization | il g 200078 Lonssinins ...2, 706,678
12, BQUIPMENL e e | 42008y ...4,203
13. Cost or depreciation of EDP equipment and software........... ETPRTTITS. NSNNEUICTUPITTIPIR| NPRERRRPORPPTIRITEL 1o 0
14. Outsourced services including EDP, claims, andotherservices | | ) (4,773) (4,773)
15. Boanis, bureaus and-associntion fees......co. i iseesas e b s B s 35,658 35,658
16:, Insurance;:exceptonmsal eslale:. i iismuneiaitmsnmren sl dnnmaea e snnm s ey o
17. Collection and bank servicecharges ... 66,971 | ...66,9M
18. Group service and administralionfees.. ... .. .. . b .0
19. Relmbursaments by UnmSUed PIONS ... foiossrmsoseseresmenssseeres | presssessresomsorcsioire g s i e 0
20. Reimbursements from flscal Intemmadianien: .«.ooveewmaprinnne B e s sl s e e e )
21. Real estale expenses._....... R P I e S S e e e |
22, REAIBSIAIE TBXES... ... ..o oeeoesssmasessssrasessmsressssssassessessasesssessaresessrsess e Jottrsressesses e cie e oo sl e 3,152 R 3,152
23. Taxes, licenses and fees:
231 Stele and 10Cal IRSUNGEE TAXEE. .. ...ccicisimesionsssinisnirirsnit foonssimrissomssormtierfatisnssprisirssprssressssns _..1,675 1,675
23.2 State premium taxes._ ... R e s e e 2,512,912 2,512,912
23.3 Regulatory authority licenses andfees. .. ... sk bansasasnanean onsnnssrasnaliaanniems .0
29 Powolltme. o s e b pn e et e B ssssia L e pmiiiiniassin 0
23.5 Other (excluding federal income and real estate taxes) ...} oo b 190, 864 190,864
24. Investment expenses not included elsewhere ... S F— -0
25. Aggregate write-ins for expenses.._ . 0 1,298,142 0 0 1,298,142
26. Total expenses incurred (Lines 1t025) .. . sl 0 1,298,142 | ...13,770,796 i .-.15.068.938.
27. Less expenses unpaid December 31, currentyear s 101868 L mna 151,865
28. Add expenses unpaid December 31, prioryear R D 01. R ¢ 1 (S 87,467 .0 oo BT 4BT
29. Amounts recelvable relating 1o uninsured plans, prioryear ... .| 0 R 1| — B/ 0 0
30. Amounts receivable relating to uninsured plans, currentyear ...} b b .0
31. Total expenses paid (Lines 26 minus 27 plus 28 minus 29 plus 30) 0 1,298,142 13,706,398 0 15,004,540
DETAIL OF WRITE-INS
2501. Claims processing expense allocated from parent._____ . . 1,288 142 ...1,298,142
L TSRS SRS USRIV (VRIS (YT (TR | o ————
vl s . R S RO T FRU DTN PTRSIVERUUI, [OOSR Rp.
2598. Summary of remaining write-ins for Line 25 from overflowpage ...} 0 T O 0 .0 0
2599. Totals (Line 2501 through 2503 plus 2598){Line 25 above) 0 1,288,142 0 0 1,288,142
(a) Includes management fees of $ v 11,683,275 10 affiliates and $ e to non-affiliates.
'
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ANNUAL STATEMENT FOR THE YEAR 2007 OF THE Premier Behavioral Systems of Tennessee, LLC

NOTES TO FINANCIAL STATEMENTS

Note 1 - Summary of Significant Accounting Policies

A. ACCOUNTING PRACTICES

The accompanying financial statements of Premier Behavioral Systems of Tennessee, LLC. (“PBS” or the “Company™)
have been prepared in conformity with the National Association of Insurance Commissioners (NAIC) Annual Statement
Instructions, the NAIC Accounting Practices and Procedures Manual and the accounting practices prescribed or permitted
by the State of Tennessee Department of Commerce and Insurance, which represents a comprehensive basis of accounting
other than generally accepted accounting principles (GAAP).

The Company prepares its statutory financial statements in conformity with accounting practices prescribed or permitted by
the State. Effective January 1, 2001, the State required that insurance companies domiciled in the State of Tennessee
prepare their statutory basis financial statements in accordance with the NAIC Accounting Practices and Procedures

manual — Version effective January 1, 2001 subject to any deviations prescribed or permitted by the State of Tennessee
insurance commissioner.

B. USE OF ESTIMATES IN PREPARATION OF THE FINANCIAL STATEMENTS

The preparation of financial statements in conformity with Statutory Accounting Principles requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities. It also requires disclosure of contingent
assets and liabilities at the date of the financial statements and the reported amounts of revenue and expense during the
period. Actual results could differ from those estimates.

C. ACCOUNTING POLICY
1. CASH AND SHORT TERM INVESTMENTS: Cash and short-term investments consist of cash on hand and in
banks, along with commercial paper whose maturities at time of acquisition were one year or less and whose carrying

value approximate their fair market value.

2. _INVESTMENTS: Investment securities at December 31, 2007, consist of two U.S. Treasury Notes whose maturities
at time of acquisition were less than one year and whose carrying value approximates the fair market value.

3. COMMON STQCK: Not applicable.
4. PREFERRED STOCK: Not applicable.
5. MORTGAGE LOANS: Not applicable.

6. LOAN BACKED SECURITIES: Not applicable
7. INVESTMENTS IN SUBS]DARIES: Not applicable
8. INVESTMENTS IN JOINT VENTURE: Not applicable

9. ACCOUNTING POLICY FOR DERIVATIVES: Not applicable

10. ] IENT INCOME IN PI UM L IENCY RESERVE CA ATION: Not applicable

11. MEDICAL CLAIMS PAYABLE: The liability for medical claims payable includes estimated medical costs as of
December 31, 2007 and expenses necessary to cover the ultimate net costs of investigating and settling all claims. The
estimated medical claims payable includes the accumulation of estimates for claims reported prior to year-end and
cstimates of claims incurred but not reported.

Medical claims payable is computed in accordance with generally accepted actuarial practices and is based upon
authorized healthcare services and past claims payment experience, together with historical utilization experience and
management judgment. Estimates are monitored and reviewed and, as settlements are made or estimates are adjusted,
differences are reflected by the Company in current operations.

12. PHARMACEUTICAL REBATE RECE|IVABLES: Not applicable

13. REVENUE AND PREMIUMS RECEIVABLE: Capitation payments are recognized as revenue in the month due to
the Company. The State of Tennessee TennCare mental health services program (“TennCare™) retains a one month
withhold - currently at 2.5% - on premiums paid to Premier pursuant to Section 4.7.2 of the Provider Risk Contract
(the "Contract"). The purpose of this withhold is to assure the Contractor's compliance with all terms and conditions
of the Contract. Additionally, retroactive membership adjustments are paid over a twelve month period. As these
retroactive membership adjustments are material to the Company’s results, the Company records an estimated
receivable, based on historical payment patterns. This receivable is included as a component of Uncollected
Premiums in the accompanying financial statements.

Per Section 4.7.1.2 of the Contract, the Company elected to participate in a profit/loss risk banding arrangement with
the State of Tennessee. Effective January 2002, the company elected to use profit/loss risk banding option 2, under
which losses up to ten percent are shared equally by the Company and the State (“option 2"). In January 2003, the
company changed its election to Option 4, under which the states absorbs 100% of profits and losses. Effective
January 2006, the profit/loss risk banding terms between the Company and the Statec were amended. Under the terms
of the amendment, the Company and the State share gains above a medical loss ratio of 85% and losses above a
medical loss ratio of 91%, equally. Risk share revenue is recognized on a monthly basis consistent with the applicable
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ANNUAL STATEMENT FOR THE YEAR 2007 OF THE Premier Behavioral Systems of Tennessee, LLC

NOTES TO FINANCIAL STATEMENTS

terms. The receivable related to the profit/loss risk banding is evaluated monthly, based on current estimates of
medical costs. Based on this review, any required adjustment for prior period risk share revenue is recognized.

Note 2 - Accounting Changes and Corrections of Errors

A. During 2007, there were no material changes in accounting principle and/or correction of errors.

Note 3 - Business Combinations and Goodwill

cow»

Statutory Purchase Method — Not applicable.
Statutory Merger - Not applicable.
Assumption Reinsurance - Not applicable.
Impairment Loss - Not applicable.

Note 4 - Discontinued Operations

" Not applicable.

Note S - Investments

QEEoOE>

Mortgage Loan, including Mezzaninc Real Estate Loans — Not applicable.
Debt Restructuring — Not applicable.

Reverse Mortgages — Not applicable.

Loan Backed Securities — Not applicable.

Repurchase Agreements — Not applicable.

Real Estate — Not applicable.

Investments in low-income tax credits — Not applicable.

Note 6 - Joint Ventures, Partnerships and Limited Liability Companies

The Company does not have any Investments in Joint Ventures, Partnerships, or Limited Liability Companies.

Note 7 - Investment Income

No investment income was excluded from Surplus.

Note 8 - Derivative Instruments

A.
B
C.
D.
E

F.

Market risk, credit risk and cash requirements of the derivative — Not applicable.

Objectives for using derivatives — Not applicable.

Accounting policics for recognizing and measuring derivatives used — Not applicable.

Net gain or loss recognized in unrealized gains and losses during the reporting period representing the component of
the derivative instruments gain of loss — Not applicable.

Net gain or loss recognized in unrealized gains and losses during the reporting period resulting from derivatives that
no longer qualify for hedge accounting — Not applicable.

Derivatives accounted for as cash flow hedges of a forecasted transaction — Not applicable.

Note 9 - Income Taxes

No provision has been made for federal and state income taxes since such taxes are the responsibility of the individual
members.

Note 10 - Information Concerning Parent, Subsidiaries and Affiliates

A,

Nature of relationship -

The Company was organized in May 1996 by Premicr Holdings, Inc (a wholly-owned subsidiary of AdvoCare),
Columbia Behavioral Health, LLC (“*CBH”) and Managed Health Network, Inc. ("Foundation") for the purposes of
contracting with the State of Tennessce Department of Mcntal Health and Mcntal Retardation to deliver mental
health and substance abuse services to participants of TennCare. The contract was effective and operations of the
Company comsmenced July 1, 1996 with the contract, as amended, ending on June 30, 2008. The State, at its
discretions, may terminate the contract prior to June 30, 2008 provided it gives the Contractor sixty (60) days notice.

In September 1997, the Company amcnded and restated its operating agreement by and between Premier Holdings,
Inc and CBH whereby each of these entities would have both financial and governance rights equal to 50%. On
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