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Part I. Financial Information

Item 1. Financial Statements

Sierra Health Services, Inc. And Subsidiaries
Condensed Consolidated Balance Sheets
(in thousands, except per share data)

(Unaudited)

March 31, 2007
December 31,

2006
Assets

Current assets:
Cash and cash equivalents $ 77,242 $ 58,918
Investments 345,460 323,846
Accounts receivable (less allowance for doubtful accounts:
2007 - $6,728; 2006 - $5,518) 24,881 21,308
Current portion of deferred tax asset 47,955 29,861
Prepaid expenses and other current assets 126,757 110,020
Total current assets 622,295 543,953

Property and equipment, net 70,269 71,893
Restricted cash and investments 19,470 19,428
Goodwill 14,782 14,782
Deferred tax asset (less current portion) 25,983 18,656
Note receivable (less valuation allowance: 2007 and 2006 - $15,000) 47,000 47,000
Other assets 90,349 93,700
Total assets $ 890,148 $ 809,412

Liabilities and stockholders' equity
Current liabilities:
Accrued and other current liabilities $ 97,801 $ 99,314
Trade accounts payable 1,902 1,552
Accrued payroll and taxes 23,906 25,925
Medical claims payable 219,170 222,895
Premium deficiency reserve 45,309 1,076
Unearned premium revenue 121,958 52,075
Current portion of long-term debt 132 116
Total current liabilities 510,178 402,953

Long-term debt (less current portion) 70,523 118,734
Other liabilities 90,712 71,007
Total liabilities 671,413 592,694

Commitments and contingencies

Stockholders' equity:
Preferred stock, $.01 par value, 1,000 shares authorized;
none issued or outstanding
Common stock, $.005 par value, 120,000 shares authorized; 2007 - 73,525; ¾ ¾
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2006 - 70,835 shares issued; 2007 - 55,948; 2006 - 53,824 shares
outstanding 368 354
Treasury stock at cost: 2007 - 17,577; 2006 - 17,011 common stock shares (620,951) (600,539)
Additional paid-in capital 464,804 436,643
Accumulated other comprehensive loss (8,559) (8,635)
Retained earnings 383,073 388,895
Total stockholders' equity 218,735 216,718
Total liabilities and stockholders' equity $ 890,148 $ 809,412

See accompanying Notes to Condensed Consolidated Financial Statements

1
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Sierra Health Services, Inc. And Subsidiaries
Condensed Consolidated Statements Of Operations

(In thousands, except per share data)
(Unaudited)

Three Months Ended March 31,
2007 2006

Operating revenues:
Medical premiums $ 468,074 $ 414,444
Professional fees 14,642 12,915
Investment and other revenues 11,921 10,889
Total 494,637 438,248

Operating expenses:
Medical expenses 435,311 336,519
General and administrative expenses 59,192 51,339
Total 494,503 387,858

Operating income 134 50,390
Interest expense (1,955) (776)
Other income (expense), net 650 (33)

(Loss) income before income taxes (1,171) 49,581
Provision for income taxes (68) (16,910)
Net (loss) income $ (1,239) $ 32,671

Net (loss) income per common share $ (0.02) $ 0.57

Net (loss) income per common share assuming dilution $ (0.02) $ 0.51

See accompanying Notes to Condensed Consolidated Financial Statements

2
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Sierra Health Services, Inc. And Subsidiaries

Condensed Consolidated Statements Of Stockholders' Equity
(In thousands)
(Unaudited)

Common Stock

In Treasury Additional
Paid-in

Accumulated
Other

Comprehensive

Retained Total
Stock-
holders'

Shares Amount Shares Amount Capital Loss Earnings Equity
Balance, January 1,
2006 69,136 $ 346 11,006 $ (377,190)$ 400,287 $ (1,750)$ 262,559 $ 284,252
Common stock issued in
connection with stock
plans 384 2 (205) 6,814 5,657 ¾ (4,665) 7,808
Share-based
compensation expense ¾ ¾ ¾ ¾ 1,652 ¾ 8 1,660
Common stock issued in
connection with
conversion of
debentures 54 ¾ ¾ ¾ 500 ¾ ¾ 500
Excess tax benefits from
share-based payment
arrangements ¾ ¾ ¾ ¾ 5,109 ¾ ¾ 5,109
Repurchase of common
stock shares ¾ ¾ 2,213 (91,131) ¾ ¾ ¾ (91,131)
Comprehensive income:
Net income ¾ ¾ ¾ ¾ ¾ ¾ 32,671 32,671
Other comprehensive
income:
Net unrealized holding
loss on
available-for-sale
investments ($1,612
pretax) ¾ ¾ ¾ ¾ ¾ (1,048) ¾ (1,048)
Total comprehensive
income ¾ ¾ ¾ ¾ ¾ (1,048) 32,671 31,623
Balance, March 31,
2006 69,754 $ 348 13,014 $ (461,507)$ 413,205 $ (2,798)$ 290,573 $ 239,821

Balance, January 1,
2007 70,835 $ 354 17,011 $ (600,539)$ 436,643 $ (8,635)$ 388,895 $ 216,718
Common stock issued in
connection with stock
plans 147 1 (19) 669 2,125 ¾ (321) 2,474
Share-based
compensation expense ¾ ¾ ¾ ¾ 1,738 ¾ 6 1,744
Common stock issued in
connection with
conversion of

2,543 13 ¾ ¾ 23,243 ¾ ¾ 23,256
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debentures
Excess tax benefits from
share-based payment
arrangements ¾ ¾ ¾ ¾ 1,055 ¾ ¾ 1,055
Repurchase of common
stock shares ¾ ¾ 585 (21,081) ¾ ¾ ¾ (21,081)
Cumulative effect from
adoption of
FIN 48 ¾ ¾ ¾ ¾ ¾ ¾ (4,268) (4,268)
Comprehensive income:
Net loss ¾ ¾ ¾ ¾ ¾ ¾ (1,239) (1,239)
Other comprehensive
income:
Net unrealized holding
loss on
available-for-sale
investments ($237
pretax) ¾ ¾ ¾ ¾ ¾ (154) (154)
Unfunded portion of
defined benefit pension
plan ($354 pretax) ¾ ¾ ¾ ¾ ¾ 230 230
Total comprehensive
loss ¾ ¾ ¾ ¾ ¾ 76 (1,239) (1,163)
Balance, March 31,
2007 73,525 $ 368 17,577 $ (620,951)$ 464,804 $ (8,559)$ 383,073 $ 218,735

See accompanying Notes to Condensed Consolidated Financial Statements

3
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Sierra Health Services, Inc. And Subsidiaries
Condensed Consolidated Statements Of Cash Flows

(In thousands)
(Unaudited)

Three Months Ended March 31,
2007 2006

Cash flows from operating activities:
Net (loss) income $ (1,239) $ 32,671
Adjustments to reconcile net (loss) income to net cash
provided by operating activities:
Depreciation 3,954 4,318
Share-based compensation expense 1,744 1,660
Excess tax benefits from share-based payment arrangements (1,055) (5,109)
Provision for doubtful accounts 1,108 538
Loss on property and equipment dispositions 3 108
Change in operating assets and liabilities:
Deferred tax asset (24,283) 2,628
Other current assets (21,210) (23,107)
Other assets (2,449) (5,404)
Accrued payroll and taxes (2,019) (2,139)
Medical claims payable (3,725) 26,434
Other current liabilities 4,566 35,670
Unearned premium revenue 69,883 61,154
Premium deficiency reserve 44,233 ¾
Other liabilities 15,666 127
Net cash provided by operating activities 85,177 129,549

Cash flows from investing activities:
Capital expenditures, net of dispositions (2,233) (2,785)
Purchase of investments, net of proceeds (22,029) (57,630)
Net cash used for investing activities (24,262) (60,415)

Cash flows from financing activities:
Payments on debt and capital leases (25,039) (25)
Proceeds from other long-term debt ¾ 20,000
Purchase of treasury stock (21,081) (91,131)
Excess tax benefits from share-based payment arrangements 1,055 5,109
Proceeds from exercise of stock in connection with stock plans 2,474 7,808
Net cash used for financing activities (42,591) (58,239)

Net increase in cash and cash equivalents 18,324 10,895
Cash and cash equivalents at beginning of period 58,918 88,059
Cash and cash equivalents at end of period $ 77,242 $ 98,954

Supplemental condensed consolidated statement of cash flows
information:
Cash paid during the period for interest $ 2,158 $ 1,141
Net cash paid during the period for income taxes 12,500 3
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Non-cash investing and financing activities:
Senior convertible debentures converted into Sierra common stock 23,256 500
Additions to capital leases 100 ¾
Investments purchased but not settled 4,170 2,221

See accompanying Notes to Condensed Consolidated Financial Statements
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Sierra Health Services, Inc.
Notes to Condensed Consolidated Financial Statements

(Unaudited)
1. Basis of Presentation

The accompanying unaudited condensed consolidated financial statements include the consolidated accounts of Sierra
Health Services, Inc. ("Sierra", a holding company, together with its subsidiaries, collectively referred to herein as the
"Company"). All material intercompany balances and transactions have been eliminated. These statements and the
Company's annual audited consolidated financial statements have been prepared in conformity with accounting
principles generally accepted in the United States of America; however, these statements do not contain all of the
information and disclosures that would be required in a complete set of audited financial statements. They should,
therefore, be read in conjunction with the Company's annual audited consolidated financial statements and related
notes thereto for the year ended December 31, 2006. In the opinion of management, the accompanying unaudited
condensed consolidated financial statements reflect all material adjustments, consisting only of normal recurring
adjustments, necessary for a fair presentation of the financial results for the interim periods presented.

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Such estimates and assumptions could change in the
future as more information becomes available, which could impact the amounts reported and disclosed herein. Actual
results may differ materially from estimates.

Certain amounts in the condensed consolidated financial statements for the three months ended March 31, 2006 have
been reclassified to conform to the current year presentation.

2. Pending Business Combination

On March 11, 2007, the Company entered into an Agreement and Plan of Merger (the "Merger Agreement"), with
UnitedHealth Group Incorporated, a Minnesota corporation ("UnitedHealth Group"), and Sapphire Acquisition, Inc., a
Nevada corporation and an indirect wholly-owned subsidiary of UnitedHealth Group ("Merger Sub"). The Merger
Agreement provides that, upon the terms and subject to the conditions set forth in the Merger Agreement, Merger Sub
will merge with and into the Company (the "Merger"), with Sierra continuing as the surviving company. At the
effective time of the Merger, each issued and outstanding share of the Company's common stock (other than shares
owned by UnitedHealth Group or Merger Sub, which shares will be cancelled), will be converted into the right to
receive $43.50 in cash, on the terms specified in the Merger Agreement. Completion of the Merger is subject to
various conditions, including, among others, (i) approval of the holders of a majority of the outstanding shares of the
Company's common stock, (ii) expiration or termination of the applicable Hart-Scott-Rodino Act waiting period, (iii)
absence of any order, injunction or other judgment or decree prohibiting the consummation of the Merger, (iv) receipt
of required governmental consents and approvals without negative regulatory action, and (v) subject to certain
exceptions, the accuracy of the representations and warranties of the Company and UnitedHealth Group, as applicable,
and compliance by the Company and UnitedHealth Group with their respective obligations under the Merger
Agreement. The Merger Agreement contains certain termination rights for both the Company and UnitedHealth
Group, and further provides that, upon termination of the Merger Agreement under specified circumstances, the
Company may be required to pay UnitedHealth Group a termination fee of $85.0 million and in other circumstances,
UnitedHealth Group may be required to pay Sierra a termination fee of $25.0 million. The special stockholders'
meeting to consider the adoption of the merger agreement has not yet been scheduled.
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3. Premium Deficiency Reserves

In 2007, the Company offered its stand-alone Medicare Part D Prescription Drug Program ("PDP") basic benefits
product ("Basic Plan") and, for the first time, it offered a stand-alone PDP enhanced benefits product ("Enhanced

5

Edgar Filing: SIERRA HEALTH SERVICES INC - Form 10-Q

12



Table of Contents

Plan"). The Enhanced Plan provides brand name and generic prescription drug benefits through the coverage gap or
"donut hole". The Company engaged independent actuarial consultants in developing the Enhanced Plan. The
premium structure for the Enhanced Plan was based on a projected level of utilization per member. The Company's
experience so far in 2007 indicates it will experience increased costs from what the actuarial projections anticipated.
Based on the data available to date, the Company believes that it is probable that estimated 2007 pharmacy and
maintenance costs will exceed the estimated 2007 premiums.

For purposes of analyzing premium deficiencies, the Company follows the guidance provided in Statement of
Financial Accounting Standards No. 60 "Accounting and Recording by Insurance Enterprises" ("SFAS 60"), which
requires contracts to be grouped in a manner consistent with its method of acquiring, servicing, and measuring the
profitability of such contracts. Based on the guidance provided in SFAS 60, the Company concluded that it should
evaluate the Enhanced Plan and the Basic Plan separately when determining if a premium deficiency exists. SFAS 60
also requires a premium deficiency be recognized if the sum of expected claim costs and claim adjustment expenses,
expected dividends to policyholders, unamortized acquisition costs, and maintenance costs exceeds related unearned
premiums. The Company does not consider anticipated investment income in determining if a premium deficiency
exists. Based on the guidance provided in SFAS 60 and the currently available data, the Company's estimate of the
premium deficiency reserve related to the Enhanced Plan was $44.5 million at March 31, 2007, of which $4.0 million
was recorded in general and administrative expenses with the remainder recorded in medical expenses. Total projected
losses on the Enhanced Plan for 2007 are $48.8 million, including the loss of $4.3 million incurred during the first
quarter. The Company does not plan on offering the Enhanced Plan in 2008. The Company also had a premium
deficiency reserve of $800,000 and $1.1 million at March 31, 2007 and December 31, 2006, respectively, related to its
local and regional Medicare PPO plans.

4. Investments

Of the cash and cash equivalents and current unrestricted investments that total $422.7 million in the accompanying
Condensed Consolidated Balance Sheet at March 31, 2007, $386.0 million is limited for use only by the Company's
regulated subsidiaries. Such amounts are available for transfer to Sierra from the regulated subsidiaries only to the
extent that they can be remitted in accordance with terms of existing management agreements and by dividends,
which customarily must be approved by regulating state insurance departments. The remainder is available to Sierra
on an unrestricted basis.

Investments consist primarily of U.S. Government and its agencies' securities, municipal bonds, corporate bonds,
securities, trust deed mortgage notes, and real estate joint ventures. At March 31, 2007, approximately 67% of the
Company's investment portfolio is invested in U.S. Government and its agencies' securities and municipal bonds. All
non-restricted investments that are designated as available-for-sale are classified as current assets and stated at fair
value. Fair value is estimated primarily from published market values at the balance sheet date. These investments are
available for use in the current operations regardless of contractual maturity dates. Restricted investments are
classified as non-current assets. The Company calculates realized gains and losses using the specific identification
method and includes them in investment and other revenues. Unrealized holding gains and losses on available-for-sale
investments are included as a separate component of stockholders' equity, net of income tax effects, until realized. The
Company does not have any held-to-maturity investments. The Company does not believe any of its available-for-sale
or restricted investments are other than temporarily impaired at March 31, 2007.

The Company classifies investments in trust deed mortgage notes and joint ventures as other investments. These
investments are classified as current assets if expected maturity is within one year of the balance sheet date.
Otherwise, they are classified as long-term investments. The Company believes that no adjustments are required to its
recorded amounts of investments in trust deed mortgage notes and real estate joint ventures at March 31, 2007.
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5. Long-Term Debt

Sierra Debentures - In March 2003, the Company issued $115.0 million aggregate principal amount of its 2¼% senior
convertible debentures due March 15, 2023. The debentures are not guaranteed by any of Sierra's subsidiaries. The
debentures pay interest, which is due semi-annually on March 15 and September 15 of each year. Each $1,000
principal amount of debentures is convertible, at the option of the holders, into 109.3494 shares of the Company's
common stock before March 15, 2023 if: (i) the market price of the Company's common stock for at least 20 trading
days in a period of 30 consecutive trading days ending on the last trading day of the preceding fiscal quarter exceeds
120% of the conversion price per share of the Company's common stock; (ii) the debentures are called for redemption;
(iii) there is an event of default with respect to the debentures; or (iv) specified corporate transactions have occurred.
Beginning December 2003, and for each subsequent period, the market price of the Company's common stock
exceeded 120% of the conversion price for at least 20 trading days in a period of 30 consecutive trading days. The
conversion rate is subject to certain adjustments. This conversion rate represents a conversion price of $9.145 per
share. Holders of the debentures may require the Company to repurchase all or a portion of their debentures on March
15 in 2008, 2013 and 2018, or upon certain corporate events, including a change in control. In either case, the
Company may choose to pay the purchase price of such debentures in cash or common stock or a combination of cash
and common stock. The Company can redeem the debentures for cash beginning on or after March 20, 2008.

During the first quarter of 2006, a debenture holder ("holder") converted $500,000 in debentures for approximately
54,000 shares of common stock. During the third quarter of 2006, the Company entered into a privately negotiated
transaction with a holder pursuant to which the holder converted $8.0 million in debentures for approximately 875,000
shares of common stock in accordance with the indenture governing the debentures. During the first quarter of 2007,
the Company entered into one privately negotiated transaction with a holder pursuant to which the holder converted an
aggregate of $21.7 million in debentures for approximately 2.4 million shares of common stock in accordance with the
indenture governing the debentures. In addition, two holders also converted $1.5 million in debentures for
approximately 168,000 shares of common stock. As a result of these transactions, the Company expensed accrued and
prepaid interest of $434,000 and $176,000 in the first quarter of 2007 and the year ended 2006, respectively, and
deferred financing costs of $187,000 and $91,000 in the first quarter of 2007 and the year ended 2006, respectively. 

Revolving Credit Facility - On March 3, 2003, the Company entered into a revolving credit facility. Effective June 26,
2006, the current facility was amended to extend the maturity from December 31, 2009 to June 26, 2011, increase the
availability from $140.0 million to $250.0 million and reduce the drawn and undrawn fees. The current incremental
borrowing rate is LIBOR plus 0.60%. The facility is available for general corporate purposes and at March 31, 2007,
the Company had $50.0 million drawn on this facility.

The credit facility remains secured by guarantees by certain of the Company's subsidiaries and a first priority
perfected security interest in (i) all of the capital stock of each of the Company's unregulated, material domestic
subsidiaries (direct or indirect) as well as all of the capital stock of certain regulated, material domestic subsidiaries;
and (ii) all other present and future assets and properties of the Company and those of its subsidiaries that guarantee
the credit agreement obligations (including, without limitation, accounts receivable, inventory, certain real property,
equipment, contracts, trademarks, copyrights, patents, license rights and general intangibles) subject, in each case, to
the exclusion of the capital stock of CII Financial, Inc. ("CII") and certain other exclusions.

The revolving credit facility's covenants limit the Company's ability to dispose of assets, incur indebtedness, incur
other liens, make investments, loans or advances, make acquisitions, engage in mergers or consolidations, make
capital expenditures and otherwise restrict certain corporate activities. The Company's ability to pay dividends,
repurchase its common stock and prepay other debt is unlimited provided that the Company can still exceed a certain
required leverage ratio after such transaction or any borrowing incurred as a result of such transaction. In
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addition, the Company is required to comply with specified financial ratios as set forth in the credit agreement. The
Company believes it is in compliance with all covenants of the credit agreement at March 31, 2007 and 2006.

6. Employee and Director Benefit Plans

Share-based Compensation - The Company's employee stock plan and non-employee director stock plan provide
common share-based awards to employees and to non-employee directors. The plans provide for the granting of
restricted stock units, options, and other share-based awards. At March 31, 2007, the employee plan and the
non-employee director plan permit the granting of share options and shares of up to 4.0 million and 221,000 shares,
respectively, of common stock. A committee appointed by the Board of Directors grants awards. Awards become
exercisable at such times and in such installments as set by the committee.

In December 2004, the Financial Accounting Standards Board ("FASB") issued Statement of Financial Accounting
Standards No. 123 (revised 2004), "Share-Based Payment" ("SFAS 123R"), which replaced Statement of Financial
Accounting Standards No. 123, "Accounting for Stock-Based Compensation" ("SFAS 123") and superseded
Accounting Principles Board Opinion No. 25, "Accounting for Stock Issued to Employees," ("APB 25") as amended.
SFAS 123R requires all share-based payments, including grants of employee stock options, to be recognized in the
financial statements based on their fair values. The pro forma disclosures previously permitted under SFAS 123 are no
longer an alternative to financial statement recognition. On January 1, 2006, the Company adopted SFAS 123R using
a modified prospective application.  Accordingly, prior period amounts have not been restated.  Under this
application, the Company is required to record compensation expense for all awards granted after the date of adoption
and for the unvested portion of previously granted awards that remain outstanding at the date of adoption.

The following table summarizes the share-based compensation expense included in the Condensed Consolidated
Statements of Operations for all share-based compensation plans that were recorded in accordance with SFAS 123R:

Three Months Ended March 31,
2007 2006

(In thousands)
Medical expenses $ 190 $ 187
General and administrative expenses  1,554 1,473
Share-based compensation expense before income taxes  1,744 1,660
Income tax benefit (610) (581)
Net share-based compensation expense  $ 1,134 $ 1,079

For the three months ended March 31, 2007 and 2006, net cash proceeds realized from stock option exercises and
purchases under the Company's Employee Stock Purchase Plan ("Purchase Plan") were $2.5 million and $7.8 million,
respectively, and the actual tax benefit realized from stock option exercises and purchases under the Purchase Plan
was $1.3 million and $5.1 million, respectively.

Employee Stock Purchase Plan and Stock Options

The Company's Purchase Plan allows employees to purchase newly issued shares of common stock through payroll
deductions at 85% of the fair market value of such shares on the lower of the first trading day of the plan period or the
last trading day of the plan period as defined in the Purchase Plan. For the three months ended March 31, 2007 and
2006, 49,000 and 158,000 shares were purchased at prices of $30.63 and $30.67 per share, respectively. At March 31,
2007, the Company had 721,000 shares reserved for purchase under the Purchase Plan. There were no stock option
grants during the periods ended March 31, 2007 or 2006.
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The following table reflects the activity of the stock option plans for the three months ended March 31, 2007:

Weighted
Number Weighted Average Aggregate
Of Average Contractual Life Intrinsic

Shares Exercise Price Remaining Value
(In thousands) (per share) (In years) (In thousands)

Outstanding, January 1, 2007 1,775 $ 12.94
Granted ¾ ¾
Exercised (113) 8.64
Canceled (10) 18.08
Outstanding, March 31, 2007 1,652 $ 13.20 5.35 $ 46,215

Exercisable at March 31, 2007 834 $ 11.40 5.03 $ 24,823

The aggregate intrinsic value in the table above represents the total pretax intrinsic value (the difference between the
market price of the Company's stock on March 31, 2007 and the exercise price, times the number of shares) that
would have been received by the option holders had all option holders exercised their options on March 31, 2007. This
amount changes based on the market value of the Company's stock. The total intrinsic value of options exercised
during the three months ended March 31, 2007 and 2006 was $3.4 million and $13.9 million, respectively.

The following table reflects the activity of the nonvested stock options for the three months ended March 31, 2007:

Number Weighted-Average
Of Grant Date

Shares Fair Value
(In thousands) (per share)

Nonvested shares, January 1, 2007 (1) 803 $ 7.34
Granted ¾ ¾
Vested (140) 7.55
Canceled (6) 6.98
Nonvested shares, March 31, 2007 (1) 657 $ 7.30

(1)Excludes 164,000 and 161,000 shares at January 1, 2007 and March 31, 2007, respectively, which vested in 2005,
but are not exercisable until 2008.

As of March 31, 2007, the Company expects to recognize future total compensation cost of $2.7 million related to
nonvested stock options over a weighted-average period of 11 months.

Restricted Stock Units

In January 2007, the Company issued 2,000 units of restricted stock ("Units") to each of the five non-employee
Directors. In January 2006, the Company issued 4,000 units of restricted stock ("Units") to each of the six
non-employee Directors. Each Unit represents a nontransferable right to receive one share of the Company's common
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stock and there is no cost to the recipient to exercise the Units. The Units vest according to a variety of vesting
schedules or earlier based on the occurrence of certain events. The fair value of the transactions was based on the
number of Units issued and the Company's stock price on the date of issuance, which was $35.35 and $38.49 in 2007
and 2006, respectively. Total expense associated with the Units was $86,000 and $125,000 for the three months ended
March 31, 2007 and 2006, respectively.
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In August 2006, the Company issued 210,000 Units to certain members of its management. The Units vest according
to a variety of vesting schedules, or earlier based on the occurrence of certain events. The majority of Units have a
three year holding period from the date of grant. The fair value of the transaction was based on the number of Units
issued, the Company's stock price on the date of issuance, which was $43.60, and an estimated forfeiture rate. A
discount was applied to the Units with a holding period as a result of the lack of marketability between the vesting
dates and settlement dates. The fair value of Units granted with a holding period includes a discount that was
estimated at the date of grant using the Black-Scholes option-pricing model with the following weighted average
assumptions: expected volatility of 32.3%, risk-free interest rate of 4.8% and dividend rate of 0%. Total expense
associated with the Units was $263,000 for the three months ended March 31, 2007, which approximates the fair value
of vested Units during the year.

The following table reflects the activity of the restricted stock unit plans for the three months ended March 31, 2007:

Number Aggregate
Of Intrinsic

Shares Value
(In thousands)

Outstanding, January 1, 2007(1)(2) 104
Granted 10
Vested ¾
Canceled ¾
Outstanding, March 31, 2007(1)(3) 114 $ 4,693

(1) The Units have no exercise price.
(2) Does not include 540,000 shares that have vested but have not settled.
(3) Does not include 538,000 shares that have vested but have not settled.

As of March 31, 2007, the Company expects to recognize future total compensation cost of $3.4 million related to
current nonvested Units over a weighted-average period of 1.6 years.

Supplemental Executive Retirement Plan ("SERP") - The Company has a non-qualified defined benefit retirement plan
covering certain key employees. The Company is informally funding the benefits through the purchase of life
insurance policies. Certain participant benefits are based on, among other things, the employee's average earnings of
the three highest years over the five-year period prior to retirement or termination, and length of service. Other
participant benefits are defined by the plan and based on length of service. Any benefits attributable to service prior to
the adoption of the plan are amortized over the estimated remaining service period for those employees participating
in the plan.
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For the three months ended March 31, 2007, the Company contributed $183,000 to fund benefit payments and
anticipates making $764,000 in additional contributions during the remainder of the year.

Three Months Ended March 31,
2007 2006

Components of net periodic benefit cost: (In thousands)
Service cost $ 139 $ 126
Interest cost 426 399
Amortization of prior service credits 303 303
Recognized actuarial loss 52 32
Net periodic benefit cost $ 920 $ 860

7. Share Repurchases

From January 1, 2007 through March 31, 2007, the Company purchased 585,000 shares of its common stock in the
open market for $21.1 million at an average cost per share of $36.04. Since the repurchase program began in early
2003 and through March 31, 2007, the Company purchased, in the open market or through negotiated transactions,
29.2 million shares for $651.9 million at an average cost per share of $22.29. On January 25, 2007, the Company's
Board of Directors authorized an additional $50.0 million in share repurchases. At March 31, 2007, $53.1 million was
still available under the Board of Directors' authorized plan. The repurchase program has no stated expiration date.
The Company's revolving credit facility, as amended, currently allows for unlimited stock repurchases based on
meeting a certain covenant ratio; however, the Company has halted its repurchase program pending the UnitedHealth
Group merger.

8. Earnings Per Share

The following table provides a reconciliation of basic and diluted (loss) income per share:

Three Months Ended March 31,
2007 2006

(In thousands, except per share data)
Basic (loss) income per share:
Net (loss) income $ (1,239) $ 32,671

Weighted average common shares outstanding 55,414 57,727

Net (loss) income per common share $ (0.02) $ 0.57

Diluted (loss) income per share:
Net (loss) income $ (1,239) $ 32,671
Interest expense on Sierra debentures, net of tax ¾ 189
(Loss) income for purposes of computing diluted net (loss) income per
share $ (1,239) $ 32,860

Weighted average common shares outstanding 55,414 57,727
Dilutive options and restricted shares outstanding ¾ 1,352
Dilutive impact of conversion of Sierra debentures ¾ 5,648
Weighted average common shares outstanding assuming dilution 55,414 64,727
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9. Income Taxes

In June 2006, the FASB issued FASB Interpretation No. 48, "Accounting for Uncertainty in Income Taxes - an
Interpretation of FASB Statement No. 109" ("FIN 48"). FIN 48 clarifies the accounting for uncertainty in income
taxes recognized in an enterprise's financial statements in accordance with Statement of Financial Accounting
Standards No. 109, "Accounting for Income Taxes". FIN 48 prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a
tax return. FIN 48 also provides guidance on derecognition, classification, interest and penalties, accounting in interim
periods, disclosure, and transition.

The Company adopted FIN 48 as of January 1, 2007. The cumulative effect of adopting FIN 48 has resulted in an
increase to our liability for uncertain tax positions of $4.3 million. This increase was accounted for as an adjustment to
the beginning balance of retained earnings on the balance sheet. Including the cumulative effect increase, at the
beginning of 2007, the Company had approximately $19.2 million of total gross unrecognized tax benefits.

The total amount of unrecognized tax benefits that, if recognized, would favorably affect the effective income tax rate
in future periods was $12.6 million as of adoption. Interest and penalties related to income tax matters are classified as
a component of income tax expense and totaled $300,000 for the quarter ended March 31, 2007. Accrued interest and
penalties were $2.7 million and $3.0 million as of January 1, 2007 and March 31, 2007 respectively.

During 2007, the Company expects to recognize a $7.2 million decrease in unrecognized tax benefits upon approval of
requests for changes in accounting method by the Internal Revenue Service.

The Company and its subsidiaries are subject to U.S. federal income tax as well as income tax of multiple state
jurisdictions. Tax years 1996 to 2007 remain subject to examination for U.S. federal income tax and tax years 2002 to
2004 remain subject to examination by major state tax jurisdictions.

10. Recently Issued Accounting Standards

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157 "Fair Value
Measurements" ("SFAS 157"). SFAS 157 defines fair value, establishes a framework for measuring fair value in
generally accepted accounting principles, and expands disclosures about fair value measurements. SFAS 157 applies
only to other accounting pronouncements that require or permit fair value measurements. SFAS 157 is effective for
fiscal years beginning after November 15, 2007. The Company does not believe the adoption of SFAS 157 will have a
material impact on its consolidated financial position, results of operations, or cash flows.

In February 2007, the FASB issued Statement of Financial Accounting Standards No. 159, "The Fair Value Option for
Financial Assets and Financial Liabilities- Including an Amendment of FASB Statement No. 115" ("SFAS 159").
SFAS 159 would create a fair value option of accounting for qualifying financial assets and liabilities under which an
irrevocable election could be made at inception to measure such assets and liabilities initially and subsequently at fair
value, with all changes in fair value reported in earnings.  SFAS 159 is effective as of the beginning of the first fiscal
year beginning after November 15, 2007. The Company is currently evaluating the impact that the adoption of SFAS
159 will have on its consolidated financial position, results of operations and cash flows.

11. Segment Reporting

In previous years, the Company had two reportable segments based on the products and services offered: managed
care and corporate operations, and military health services operations. The managed care and corporate operations
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segment includes managed health care services provided through our HMO, managed indemnity plans, third-party
administrative services programs for employer-funded health benefit plans, self-insured workers' compensation plans,
multi-specialty medical groups, other ancillary services and corporate operations. The military health services
operations ("SMHS") segment administered a managed care federal contract for the Department of Defense's
TRICARE program in Region 1. Prior to 2006, SMHS commenced a phase-out of operations and has had minimal
activity during 2006 and 2007. The Company believes that SMHS no longer meets the definition of an operating
segment as described in Statement of Financial Accounting Standards No. 131, "Disclosures about Segments of an
Enterprise and Related Information". The Company believes the only remaining reportable segment is the managed
care and corporate operations segment. This segment's required financial information is represented in the
accompanying unaudited condensed consolidated financial statements.

Through participation in Medicare and the Federal Employees Health Benefit Plan programs, the Company generated
approximately 52% and 47% of its total consolidated revenues from agencies of the U.S. government for the three
months ended March 31, 2007 and 2006, respectively.

12. Commitments and Contingencies

Litigation and Legal Matters. Although the Company has not been sued, Sierra was identified in discovery
submissions in pending class action litigation against major managed care companies, as having allegedly participated
in an unlawful conspiracy to improperly deny, diminish or delay payments to physicians. In Re: Managed Care
Litigation, MDL No. 1334 (S.D.Fl.).

Beginning in 1999, a series of class action lawsuits were filed against many major firms in the health benefits business
alleging an unlawful conspiracy to deny, diminish or delay payments to physicians. The Company has not been named
as a defendant in these lawsuits. A multi-district litigation panel has consolidated some of these cases in the United
States District Court for the Southern District of Florida, Miami Division. In the lead case, known as Shane, the
amended complaint alleges multiple violations under the Racketeer Influenced and Corrupt Organizations Act
("RICO"). The suit seeks injunctive, compensatory and equitable relief as well as restitution, costs, fees and interest
payments. On April 7, 2003, the United States Supreme Court determined that certain claims against certain
defendants should be arbitrated.

Subsequent lower court rulings have further resolved which of the plaintiffs' claims are subject to arbitration. In 2004,
the Court of Appeals for the Eleventh Circuit upheld a district court ruling certifying a plaintiff class in the Shane
case. In February 2005, the district court determined to bifurcate the case, holding a trial phase limited to liability
issues, and a second, if necessary, regarding damages.

Aetna, Inc., CIGNA Corporation, the Prudential Insurance Company of America, Wellpoint Inc., Health Net Inc. and
Humana Inc. have entered into settlement agreements which have been approved by the district court. On January 31,
2006, the trial court granted summary judgment on all claims to defendant PacifiCare Health Systems, Inc.
("PacifiCare"), finding that plaintiffs had failed to provide documents or other evidence showing that PacifiCare
agreed to participate in the alleged conspiracy. On June 19, 2006, the trial court granted summary judgment on all
remaining claims against the two remaining defendants, UnitedHealth Group, Inc. and Coventry Health Care, Inc.,
because the plaintiffs had not submitted evidence that would allow a jury to reasonably find that either had been part
of a conspiracy to underpay doctors or that either had aided or abetted alleged RICO violations. Plaintiffs have
appealed this decision. Plaintiffs in the Shane proceeding had stated their intention to introduce evidence at trial
concerning Sierra and other parties not named as defendants in the litigation.

The Company is subject to other various claims and litigation in the ordinary course of business. Such litigation
includes, but is not limited to, claims of medical malpractice, claims for coverage or payment for medical services
rendered to HMO and other members, and claims by providers for payment for medical services rendered to HMO
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and other members. Some litigation may also include claims for punitive or other damages that are not covered by
insurance. These actions are in various stages of litigation and some may ultimately be brought to trial.

For all claims that are considered probable and for which the amount of loss can be reasonably estimated, the
Company accrued amounts it believes to be appropriate, based on information presently available. With respect to
certain pending actions, the Company maintains commercial insurance coverage with varying deductibles for which
the Company maintains estimated reserves for its self-insured portion based upon its current assessment of such
litigation. Due to recent unfavorable changes in the commercial insurance market, the Company has for certain risks,
purchased coverage with higher deductibles and lower limits of coverage. In the opinion of management, based on
information presently available, the amount or range of any potential loss for certain claims and litigation cannot be
reasonably estimated or is not considered probable. However, the ultimate resolutions of these pending legal
proceedings are not expected to have a material adverse effect on the Company's financial condition, operating results
and cash flows.

On March 19, 2007, a purported class action complaint, styled Edward Sara, on behalf of himself and all others
similarly situated v. Sierra Health Services, Inc., Anthony M. Marlon, Charles L. Ruthe, Thomas Y. Hartley, Anthony
L. Watson, Michael E. Luce and Albert L. Greene, was filed in the Eighth Judicial District Court for the State of
Nevada in and for the County of Clark. The complaint names the Company and each of its directors as defendants
(collectively, the “defendants”), and was filed by a purported stockholder of the Company. The complaint alleges,
among other things, that the defendants breached and/or aided the other defendants’ breaches of their fiduciary duties
of loyalty, due care, independence, good faith and fair dealing in connection with the merger contemplated by the
merger agreement, the defendants breached their fiduciary duty to secure and obtain the best price reasonably
available for the Company and its shareholders, and the defendants are engaging in self-dealing and unjust
enrichment. The complaint seeks, among other relief, (i) an injunction prohibiting the defendants from consummating
the merger unless and until the Company adopts and implements a procedure or process to obtain the highest possible
price for shareholders and (ii) the imposition of a constructive trust upon any benefits improperly received by the
defendants as a result of the alleged wrongful conduct. The Company believes that this complaint is without merit.
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Management's Discussion And Analysis Of Financial
Condition And Results Of Operations

Item 2.

The following discussion and analysis provides information that management believes is relevant for an assessment
and understanding of our consolidated financial condition and results of operations. The discussion should be read in
conjunction with our audited consolidated financial statements and accompanying notes for the year ended December
31, 2006, and "Management's Discussion and Analysis of Financial Condition and Results of Operations," included in
our 2006 Annual Report on Form 10-K filed with the Securities and Exchange Commission on February 27, 2007 and
accompanying notes for the three month periods ended March 31, 2007 and 2006, included in this Form 10-Q. The
information contained below is subject to risk factors. We urge the reader to review carefully the sections
"Forward-Looking Statements" in Part I, Item 1 and "Risk Factors" in Part I, Item 1A of our 2006 Annual Report on
Form 10-K as well as "Risk Factors" in Part II, Item 1A of this Form 10-Q for a more complete discussion of the risks
associated with an investment in our securities.

This report on Form 10-Q contains "forward-looking statements" within the meaning of Section 27A of the Securities
Act of 1933 and Section 21E of the Securities Exchange Act of 1934, both as amended. The forward-looking
statements regarding our business and results of operations should be considered by our stockholders or any reader of
our business or financial information along with the risk factors discussed in our 2006 Annual Report on Form 10-K.
All statements, other than statements of historical fact, are forward-looking statements for purposes of federal and
state securities laws. The cautionary statements are made pursuant to the "safe harbor" provisions of the Private
Securities Litigation Reform Act of 1995, as amended, and identify important factors that could cause our actual
results to differ materially from those expressed in any projected, estimated or forward-looking statements relating to
us. These forward-looking statements are generally identified by their use of terms and phrases such as "anticipate,"
"believe," "continue," "could," "estimate," "expect," "hope," "intend," "may," "plan," "predict," "project," "seeks,"
"will," and other similar terms and phrases, including all references to assumptions.

Although we believe that the expectations reflected in any of our forward-looking statements are reasonable, actual
results could differ materially from those projected or assumed in any of our forward-looking statements. Readers are
cautioned not to place undue reliance on these forward-looking statements that speak only as of the date hereof. We
undertake no obligation to publish revised forward-looking statements to reflect events or circumstances after the date
hereof or to reflect the occurrence of unanticipated events.
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Summary of Consolidated Results - Three Months Ended March 31, 2007 and 2006

Three Months Ended
March 31,

Percent Of Revenue
Three Months Ended

March 31, Increase (Decrease)
2007 2006 2007 2006 2007 vs. 2006

Operating revenues: (In thousands, except percentages, per share and membership)
Medical premiums $ 468,074 $ 414,444 94.6% 94.6% $ 53,630 12.9%
Professional fees 14,642 12,915 3.0 2.9 1,727 13.4
Investment and other
revenues 11,921 10,889 2.4 2.5 1,032 9.5
Total 494,637 438,248 100.0 100.0 56,389 12.9

Operating expenses:
Medical expenses 435,311 336,519 88.0 76.8 98,792 29.4
Medical care ratio 90.2% 78.7%
General and
administrative
expenses 59,192 51,339 12.0 11.7 7,853 15.3
Total 494,503 387,858 100.0 88.5 106,645 27.5

Operating income  134 50,390 (0.0) 11.5 (50,256) (99.7)
Interest expense (1,955) (776) (0.4) (0.2) (1,179) 151.9
Other income
(expense), net 650 (33) 0.1 ¾ 683 (2,069.7)

(Loss) income before
income taxes (1,171) 49,581 (0.3) 11.3 (50,752) (102.4)
Provision for income
taxes (68) (16,910) 0.0 (3.8) 16,842 (99.6)
Tax rate 5.8% 34.1%
Net (loss) income $ (1,239) $ 32,671 (0.3)% 7.5% $ (33,910) (103.8)%

Net (loss) income per
common share
assuming dilution $ (0.02) $ 0.51 $ (0.53) (103.9)%

Membership
HMO:
Commercial 275,300 260,800 14,500 5.6%
Medicare 56,800 56,400 400 0.7
Medicaid 59,600 55,000 4,600 8.4
Subtotal HMO 391,700 372,200 19,500 5.2

Commercial PPO and
HSA 34,300 28,600 5,700 19.9
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Medicare PPO and
PFFS 2,900 900 2,000 222.2
Medicare Part
D-Basic 159,100 160,800 (1,700) (1.1)
Medicare Part
D-Enhanced 43,200 ¾ 43,200 ¾
Medicare supplement 13,100 14,600 (1,500) (10.3)
Administrative
services 218,200 214,600 3,600 1.7
Total membership 862,500 791,700 70,800 8.9%

Member months
HMO:
Commercial 823,300 777,600 45,700 5.9%
Medicare 170,500 168,900 1,600 1.0
Medicaid 180,200 166,900 13,300 8.0

The table above should be reviewed in association with the discussion that follows.

Overview

We are a managed health care organization that provides and administers the delivery of comprehensive health care
programs with an emphasis on quality care and cost management. Our strategy has been to develop and offer a
portfolio of managed health care products to government agencies, employer groups, and individuals. We derive
revenues primarily from our health maintenance organization (HMO) and managed indemnity plans. To a lesser
extent, we also derive revenues from professional fees (consisting primarily of fees for providing health care services
to non-members, co-payment fees received from members and ancillary products), and investment and other revenue
(including fees for workers' compensation third party administration, utilization management services and ancillary
products).
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Our principal expenses consist of medical expenses and general and administrative expenses. Medical expenses
represent capitation fees and other fee-for-service payments, including hospital per diems, paid to independently
contracted physicians, hospitals and other health care providers to cover members, pharmacy costs, as well as the
aggregate expenses to operate and manage our wholly-owned multi-specialty medical group and other provider
subsidiaries. As a provider of health care management services, we seek to positively affect quality of care and
expenses by contracting with physicians, hospitals and other health care providers at negotiated price levels, by
adopting quality assurance programs, monitoring and coordinating utilization of physician and hospital services and
providing incentives to use cost-effective providers. General and administrative expenses generally represent
operational costs other than those directly associated with the delivery of health care services.

Pending Business Combination

On March 11, 2007, we entered into an Agreement and Plan of Merger (the Merger Agreement), with UnitedHealth
Group Incorporated, a Minnesota corporation (UnitedHealth Group), and Sapphire Acquisition, Inc., a Nevada
corporation and an indirect wholly-owned subsidiary of UnitedHealth Group (Merger Sub). The Merger Agreement
provides that, upon the terms and subject to the conditions set forth in the Merger Agreement, we will merge with the
Merger Sub (the Merger), and we will continue as the surviving company. At the effective time of the Merger, each
issued and outstanding share of our common stock (other than shares owned by UnitedHealth Group or Merger Sub,
which shares will be cancelled), will be converted into the right to receive $43.50 in cash, on the terms specified in the
Merger Agreement. Completion of the Merger is subject to various conditions, including, among others, (i) approval
of the holders of a majority of the outstanding shares of our common stock, (ii) expiration or termination of the
applicable Hart-Scott-Rodino Act waiting period, (iii) absence of any order, injunction or other judgment or decree
prohibiting the consummation of the Merger, (iv) receipt of required governmental consents and approvals without
negative regulatory action, and (v) subject to certain exceptions, the accuracy of the representations and warranties of
us and UnitedHealth Group, as applicable, and compliance by us and UnitedHealth Group with their respective
obligations under the Merger Agreement. The Merger Agreement contains certain termination rights for both us and
UnitedHealth Group, and further provides that, upon termination of the Merger Agreement under specified
circumstances, we may be required to pay UnitedHealth Group a termination fee of $85.0 million and in other
circumstances, UnitedHealth Group may be required to pay us a termination fee of $25.0 million. The special
stockholders' meeting to consider the adoption of the merger agreement has not yet been scheduled.

Executive Summary

Our highlights for the three months ended March 31, 2007 compared to the three months ended March 31, 2006
include:

·Total operating revenues increased by 12.9%. This improvement was primarily driven by a 12.9% increase in
medical premiums due to a 37.6% increase in our stand alone Medicare Part D prescription drug (PDP) programs, an
increase in our HMO membership and premium rate increases. Also contributing to the improvement in operating
revenues was a 13.4% increase in professional fees due to an increase in visits to our clinical subsidiaries and a 9.5%
increase in investment and other revenues due to an increase in yield during 2007 and higher average invested
balances.

·HMO membership increased 5.2% as a result of new accounts and in-case growth on commercial membership and
continued growth in Medicaid membership. This increase includes the 11,000 commercial member terminations
effective January 1, 2007, from three large employer groups that had been anticipated.

·Medical expenses, as a percentage of medical premiums and professional fees, or medical care ratio, increased to
90.2% in 2007 from 78.7% in 2006. The increase in our medical care ratio is primarily related to the
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estimated full year 2007 pre-tax loss of $48.8 million related to our new enhanced PDP product which was recorded
during the quarter and the expiration of our HCA Inc. (HCA) hospital contract on December 31, 2006. See Medical
Expenses below for more details.

·General and administrative (G&A) expenses as a percentage of medical premiums increased to 12.6% in 2007 from
12.4% in 2006. G&A expenses increased 15.3% primarily due to expenses related to our new enhanced PDP product,
costs associated with our pending merger with UnitedHealth Group, and increases in premium taxes and brokers'
fees.

·We had operating income of $134,000 in 2007 compared to $50.4 million in 2006. This decrease in income is related
to the $48.8 million operating loss recorded during 2007 related to our new enhanced PDP product. See Medical
Expenses below for more details.

·Cash flows from operating activities decreased to $85.2 million from $129.5 million during 2006. This decrease is
mostly due to a $50.0 million decrease in operating cash flows from our PDP plans during 2007 compared to 2006,
primarily as a result of the timing of claim payments during the quarter.

Results Of Operations For The Three Months Ended March 31, 2007 Compared To The Three Months Ended
March 31, 2006

Medical Premiums. The increase in medical premiums for 2007 reflects a 5.9% increase in commercial HMO
member months (the number of months individuals are enrolled in a plan). This increase is attributed to in-case
growth, movement from self-insured plans to our commercial products and other new accounts, which was partially
offset by 11,000 commercial member terminations effective January 1, 2007 from three large employer groups. HMO
and HMO Point of Service premium rates for renewing commercial groups increased approximately 5.3% while the
overall recorded per member per month revenue increase, including new and continuing business, was approximately
2.8%, net of changes in benefits.

The increase in medical premiums for 2007 includes $33.3 million from our new stand-alone enhanced PDP product
(Enhanced Plan) that was effective January 1, 2007. This was partially offset by a $10.0 million decrease in our
stand-alone basic PDP plan (Basic Plan). We recognize medical premiums from our PDP plans as earned over the
contract period. The increase in medical premiums for 2007 also reflects the annual Medicare rate change described
below and a 1.0% increase in HMO Medicare member months. The growth in Medicare member months contributes
significantly to the increase in medical premiums as the Medicare per member premium rates are more than three
times the average commercial premium rate.

In 2007, we expanded our offering of our Basic Plan to 30 states and the District of Columbia. We have engaged a
national marketing partner for our Basic Plan and we are using our established broker network in Nevada and Utah.
Additionally, our Basic Plan remained eligible as a PDP sponsor for our 2006 auto-enrolled Medicare and Medicaid
beneficiaries in California and Nevada, and for our 2006 and new 2007 auto-enrolled beneficiaries in Arizona,
Colorado, Idaho, Oregon, Utah and Washington. Our Basic Plan is no longer a PDP sponsor for auto-enrolled
beneficiaries in New Mexico and Texas. At March 31, 2007, we had 159,100 beneficiaries enrolled in our Basic Plan,
the majority of which were auto-enrolled beneficiaries. In 2007, for the first time, we are offering an Enhanced Plan,
which provides brand name and generic prescription drug benefits through the coverage gap or "donut hole", in 30
states and the District of Columbia. Based on the data available to date, we currently anticipate that estimated 2007
pharmacy and maintenance costs will exceed the estimated 2007 premiums by $48.8 million. See Medical Expenses
below for more details. At March 31, 2007, we had 43,200 members enrolled in our Enhanced Plan. We do not expect
many new members to enroll in the Enhanced Plan during the remainder of the year as Medicare beneficiaries cannot
change stand-alone PDP plans during the year unless unusual circumstances exist.
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The Centers for Medicare and Medicaid Services (CMS) shares in a portion of the risk of pharmacy costs related to
the basic coverage in our Basic Plan and our Enhanced Plan as well as our Medicare Advantage PDP. We recognize a
risk sharing payable or receivable based on the year-to-date activity and a corresponding increase or decrease to
medical premiums. The risk sharing payable or receivable is accumulated for each contract and recorded in prepaid
expenses and other current assets or accrued and other current liabilities depending on the net contract balance at the
end of the reporting period.

In 2007, we continue to offer local and regional Medicare Advantage PPO (MAPPO) plans and for the first time, we
are offering a Medicare Advantage Private Fee-For-Service (MAPFFS) plan. This plan is available in 28 states and the
District of Columbia. The MAPFFS plan does not include Medicare Part D prescription drug coverage but does
provide hospital and physician coverage. Members pay a monthly premium, co-payments and coinsurance, with
reasonable out-of-pocket maximum amounts. Members also have unlimited network access. At March 31, 2007, we
had 1,800 and 500 members enrolled in our regional and local MAPPO plans, respectively. At March 31, 2007, we
had 800 members enrolled in our new MAPFFS plan.

Effective January 2004, CMS adopted a new risk adjustment payment methodology for Medicare beneficiaries
enrolled in managed care programs, including the Social HMO, which has been administratively extended by CMS
through 2007. For Social HMO members, the new methodology includes a frailty adjuster that uses measures of
functional impairment to predict expenditures. CMS has transitioned to the new payment methodology on a graduated
basis from 2004 through 2007 and we will be completely transitioned to the new methodology effective January 1,
2008. In 2006, we were paid 50% based on the previous payment methodology and 50% based on the new
methodology. For 2007, we will be paid 25% based on the previous payment methodology and 75% based on the new
methodology. Based on the data we received in the first four months of 2007, we expect our net Medicare
per-member-per-month yield to be relatively flat in 2007.

For 2008, we will be fully transitioned to a risk payment methodology; however, we have been notified by CMS that
there will continue to be a frailty factor component to our payment through 2010. The frailty factor will continue to be
a component of the risk score calculation for former Social HMO plans by using 75%, 50% and 25% of the current
frailty factor for the payments in 2008, 2009 and 2010, respectively. Even with the additional frailty factor
component, we believe that a full transition to a risk payment methodology may cause our per member payment in
2008 to be less than our per member payment in 2007.

Early in 2005, CMS replaced its legacy Group Health Plan system. The transition to the new system had led to some
incorrect transactions and inconsistencies in the payments and data we received from CMS. We received
overpayments, of over $30 million, from CMS in excess of our current best estimate of Medicare premiums in 2005.
We have made CMS aware of the overpayments and they are in the process of researching the various issues. We
expect a portion of these funds to be settled with CMS over the course of the next several quarters. Additionally, we
had some discrepancies with some of the membership data received from CMS for 2006. While we continue to have
membership discrepancies with CMS in 2007, the majority of the 2006 membership discrepancies have been resolved
with CMS during 2007 and the appropriate revenue and expenses for these resolved members have been recognized in
2007. Until we receive confirmation from CMS that any remaining membership discrepancies are in fact our members
and that we will be paid for them, we do not believe that they meet the criteria for revenue recognition. As a result, we
have not recognized the revenue on these members.

Pursuant to an existing contract with the Division of Healthcare Financing and Policy of the state of Nevada
(DHCFP), we provide health care coverage to certain Medicaid eligible individuals and uninsured children who do not
qualify for Medicaid. At March 31, 2007, we had approximately 43,400 members enrolled in our HMO Medicaid risk
program. To enroll in this program, an individual must be eligible for the Temporary Assistance for Needy Families or
the Children's Health Assurance Program categories of the state's Medicaid program. At March 31, 2007, we also had
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monthly fee for each Medicaid and Nevada Check Up member enrolled by the state's Managed Care Division and we
also receive a per case fee for each Medicaid and Nevada Check Up eligible newborn delivery. We received a 1.0%
rate increase retroactive to January 1, 2007 and expect an additional 1.0% increase on July 1, 2007.

Effective November 1, 2006, the DHCFP awarded a contract to Health Plan of Nevada, Inc. (HPN) as one of two
Medicaid managed care contractors in the state of Nevada. The new contract is effective until June 30, 2009. The new
contract includes a provision that allows the DHCFP, at its sole option, to extend the contract for up to two additional
years. The other Medicaid managed care contractor is new to the program and when the new contract became
effective, the Medicaid members were given the option to select their plan and it appears that not only did we retain
our existing members, but that many of the other plan's members selected us over the new contractor as well. Since
our current membership is estimated to be approximately 57% of the market share, the new contractor will get the
majority of new members that do not make an active selection of HPN based on the state Medicaid membership
algorithm. Over time, this should keep the membership within a 55/45 band between the two contractors.

Continued medical premium revenue growth is principally dependent upon continued enrollment in our products and
upon competitive and regulatory factors.

Professional Fees. The increase in professional fees primarily resulted from increased visits to our clinical
subsidiaries.

Investment and Other Revenue. Higher average invested balances and an increase in yield during 2007 primarily
contributed to the increase in investment and other revenues. See Note 4, "Investments", in the Notes to Condensed
Consolidated Financial Statements.

Medical Expenses. Our medical care ratio increased to 90.2% from 78.7%. The increase is mainly due to estimated
losses for the full year of 2007 from our Enhanced Plan recorded in the quarter and higher medical costs associated
with the expiration of our HCA hospital contract at December 31, 2006. In 2007, we began to offer the Enhanced
Plan, which provides brand name and generic prescription drug benefits through the coverage gap or "donut hole". We
engaged independent actuarial consultants in developing the Enhanced Plan. The premium structure for the Enhanced
Plan was based on a projected level of utilization per member. Our experience so far in 2007 indicates that we will
experience increased costs from what the actuarial projections anticipated. Based on the data available to date we
believe that it is probable that estimated 2007 pharmacy and related maintenance costs will exceed the estimated 2007
premiums. We incurred pre-tax operating losses of $4.3 million during the first quarter of 2007 related to our
Enhanced Plan. We have recorded an additional $44.5 million in pre-tax losses for a premium deficiency reserve
related to the remaining nine months of the Enhanced Plan contract, of which $4.0 million was recorded in G&A with
the remainder recorded in medical expenses. We will not offer the Enhanced Plan in 2008. See Note 3, "Premium
Deficiency Reserves", in the Notes to Condensed Consolidated Financial Statements for further discussion of our
Enhanced Plan.

The number of days in claims payable, which is the medical claims payable balance divided by the average medical
expense per day, for 2007 was 45 compared to 43 for 2006. The increase was related to amounts reserved under the
state to plan reconciliation for our Basic Plan and an increase in claims payable for provider disputes and timing of
claims payments. This increase was mostly offset by the premium deficiency reserve recorded in medical expenses for
our Enhanced Plan. The premium deficiency reserve increases the average cost per day and as a result decreases the
days in claims payable.

We contract with hospitals, physicians and other independent providers of health care under capitated or discounted
fee-for-service arrangements, including hospital per diems, to provide medical care services to members. We also
have an extensive pharmacy network to provide pharmaceuticals to our members. Capitated providers are at risk for a
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provide the contracted services. We incurred capitation expenses with non-affiliated providers of $33.9 million and
$32.7 million, or 7.8% and 9.7%, of our total medical expenses for 2007 and 2006, respectively. Also included in
medical expenses are the operating expenses of our medical provider subsidiaries and certain claims-related
administrative expenses, which accounted for 23.8% and 25.6% of our total medical expenses for 2007 and 2006,
respectively.

The Las Vegas area has thirteen hospitals. Our contract with our 2006 primary Las Vegas area contracted hospital
organization, which includes three hospitals − Sunrise Hospital and Medical Center, Mountain View Hospital and
Southern Hills Hospital and Medical Center − owned by HCA, expired on December 31, 2006. We have contracts in
place through at least the middle of 2008 with all of the other hospitals in southern Nevada. These contracts are based
on a fixed per diem rate structure and in some circumstances are higher than the previous HCA contract rates. While
our efforts to move the majority of our HCA hospital days to other contracted hospitals have been successful, there are
emergency and other situations that have required us to use the HCA hospitals in 2007. In 2007, we have been
accruing an estimate of charges for services rendered to our commercial members at an HCA hospital. These charges
are substantially higher then our current commercial rates with our contracted hospitals. We receive a significant
discount to these charges for services rendered to Medicare and Medicaid members at an HCA hospital because we
pay charges at the established Medicare and Medicaid rates.

General and Administrative Expenses. G&A expenses increased primarily due to costs associated with our pending
merger with UnitedHealth Group, premium taxes, brokers' fees and a $4.0 million premium deficiency reserve on our
Enhanced Plan recorded in G&A. As a percentage of medical premiums, G&A expenses were 12.6% for 2007,
compared to 12.4% for 2006.

Interest Expense. Interest Expense increased due to the increased balance of our credit facility that was used primarily
to repurchase shares in the fourth quarter of 2006 and prepaid interest and other costs associated with debenture
holders converting $23.3 million of our senior convertible debentures during 2007. At March 31, 2007, we had $50.0
million outstanding on our credit facility.

Provision for Income Taxes. Our effective tax rate is different than the statutory tax rate primarily due to
tax-preferred investment income and other items. We expect our 2007 tax rate to be approximately 34.5% for the year.
The expected tax rate is lower than the statutory tax rate primarily due to tax-preferred investment income.

Our effective tax rate is based on actual or expected income, statutory tax rates and tax planning opportunities
available to us. We use significant estimates and judgments in determining our effective tax rate. We are occasionally
audited by federal, state or local jurisdictions regarding compliance with federal, state and local tax laws and the
recognition of income and deductibility of expenses. Tax assessments may not arise until several years after tax
returns are filed. While there is an element of uncertainty in predicting the outcome of tax audits, we believe that the
recorded tax assets and liabilities are appropriately stated based on our analyses of probable outcomes, including
interest and other potential adjustments. Our tax assets and liabilities are adjusted based on the most current facts and
circumstances, including the progress of audits, case law, emerging legislation and interpretations; any adjustments
are included in the effective tax rate in the current period.
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Liquidity And Capital Resources

A summary of our major sources and uses of cash is reflected in the table below.

Three Months Ended March 31,
2007 2006

(In thousands)
Sources of cash:
Cash provided by operating activities $ 85,177 $ 129,549
Exercise of stock in connection with stock plans 2,474 7,808
Proceeds from other long-term debt ¾ 20,000
Other 1,055 5,109
Total cash sources 88,706 162,466

Uses of cash:
Purchase of investments, net of proceeds (22,029) (57,630)
Purchase of treasury stock (21,081) (91,131)
Payment on debt (25,039) (25)
Other (2,233) (2,785)
Total cash uses (70,382) (151,571)
Net increase in cash $ 18,324 $ 10,895

Our primary sources of cash are from premiums, professional fees, and income received on investments. Cash is used
primarily for claim and benefit payments and operating expenses. We manage our cash, investments and capital
structure so we are able to meet the short- and long-term obligations of our business while maintaining financial
flexibility and liquidity. We forecast, analyze and monitor our cash flows to enable investment management and
financing within the confines of our investment policies.

Cash flows from operating activities decreased to $85.2 million from $129.5 million during 2006. This decrease is
mostly due to a $50.0 million decrease in operating cash flows from our PDP plans during 2007 compared to 2006,
primarily as a result of the timing of claim payments during the quarter. We continue to receive inadequate initial
funding from CMS for our reimbursable low-income subsidy and reinsurance related to our Basic Plan. These costs
should be fully reimbursed after CMS performs their year-end reconciliation of 2007, which is expected to be in the
third quarter of 2008. We have requested quarterly interim payments from CMS to relieve this shortfall. If our request
from CMS is granted, we still expect a funding deficit of approximately $40-$60 million for 2007. While we are
receiving our full payments from CMS related to our Enhanced Plan, we expect to incur losses of $48.8 million during
the year on this product. Negative operating cash flows from our Basic Plan and Enhanced Plan may require us to
utilize our credit facility to fund operations during 2007. Our $250.0 million credit facility currently has $50.0 million
outstanding. See Note 3, "Premium Deficiency Reserves", in the Notes to Condensed Consolidated Financial
Statements for further discussion of our Enhanced Plan.

Net cash used for investing activities during 2007 included capital expenditures associated with the continued
implementation of new computer systems, leasehold improvements on facilities, furniture and equipment and other
capital purchases to support our growth. The net cash change in investments for the period was a decrease in
investments, as investments were sold to fund operations.

Sierra Debentures
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March 15, 2023. The debentures pay interest, which is due semi-annually on March 15 and September 15 of each
year. Each $1,000 principal amount of debentures is convertible, at the option of the holders, into 109.3494 shares
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of our common stock before March 15, 2023 if (i) the market price of our common stock for at least 20 trading days in
a period of 30 consecutive trading days ending on the last trading day of the preceding fiscal quarter exceeds 120% of
the conversion price per share of our common stock; (ii) the debentures are called for redemption; (iii) there is an
event of default with respect to the debentures; or (iv) specified corporate transactions have occurred. Beginning
December 2003 and for each subsequent period, the market price of our common stock has exceeded 120% of the
conversion price for at least 20 trading days in a period of 30 consecutive trading days. The conversion rate is subject
to certain adjustments. This conversion rate represents a conversion price of $9.145 per share. Holders of the
debentures may require us to repurchase all or a portion of their debentures on March 15 in 2008, 2013 and 2018 or
upon certain corporate events including a change in control. In either case, we may choose to pay the purchase price of
such debentures in cash or common stock or a combination of cash and common stock. We can redeem the debentures
for cash beginning on or after March 20, 2008.

During the first quarter of 2006, a debenture holder (holder) converted $500,000 in debentures for approximately
54,000 shares of common stock. During the third quarter of 2006, we entered into a privately negotiated transaction
with a holder pursuant to which the holder converted $8 million in debentures for approximately 875,000 shares of
common stock in accordance with the indenture governing the debentures. During the first quarter of 2007, we entered
into one privately negotiated transaction with a holder pursuant to which the holder converted an aggregate of $21.7
million in debentures for approximately 2.4 million shares of common stock in accordance with the indenture
governing the debentures. In addition, two holders also converted $1.5 million in debentures for approximately
168,000 shares of common stock. As a result of these transactions, we expensed accrued and prepaid interest of
$434,000 and $176,000 in the first quarter of 2007 and the year ended 2006, respectively, and deferred financing costs
of $187,000 and $91,000 in the first quarter of 2007 and the year ended 2006, respectively.

Revolving Credit Facility

On March 3, 2003, we entered into a revolving credit facility. Effective June 26, 2006, this facility was amended to
extend the expiration from December 31, 2009 to June 26, 2011, increase the availability from $140.0 million to
$250.0 million and reduce the drawn and undrawn fees. The current incremental borrowing rate is LIBOR plus 0.60%.
The facility is available for general corporate purposes and at March 31, 2007, we had $50.0 million outstanding on
this facility.

The credit facility is secured by guarantees by certain of our subsidiaries and a first priority security interest in: (i) all
of the capital stock of each of our unregulated, material domestic subsidiaries (direct or indirect) as well as all of the
capital stock of certain regulated, material domestic subsidiaries; and (ii) all other present and future assets and
properties of ours and those of our subsidiaries that guarantee our credit agreement obligations (including, without
limitation, accounts receivable, inventory, certain real property, equipment, contracts, trademarks, copyrights, patents,
license rights and general intangibles) subject, in each case, to the exclusion of the capital stock of CII and certain
other exclusions.

The revolving credit facility's covenants limit our ability and the ability of our subsidiaries to dispose of assets, incur
indebtedness, incur other liens, make investments, loans or advances, make acquisitions, engage in mergers or
consolidations, make capital expenditures and otherwise restrict certain corporate activities. Our ability to pay
dividends, repurchase our common stock and prepay other debt is unlimited provided that we can still exceed a certain
required leverage ratio after such transaction or any borrowing incurred as a result of such transaction. In addition, we
are required to comply with specified financial ratios as set forth in the credit agreement. We believe that we are in
compliance with all covenants of the credit agreement at March 31, 2007 and 2006.

Sierra Share Repurchase Program
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and through March 31, 2007, we purchased, in the open market or through negotiated transactions, 29.2 million shares
for $651.9 million at an average cost per share of $22.29. On January 25, 2007, our Board of Directors authorized an
additional $50.0 million in share repurchases. At March 31, 2007, $53.1 million was still available under the Board of
Directors' authorized plan. The repurchase programs have no stated expiration date. Our revolving credit facility, as
amended, currently allows for unlimited stock repurchases based on meeting a certain covenant ratio; however, we
have halted our repurchase program pending the UnitedHealth Group merger.

Statutory Capital and Deposit Requirements

Our HMO and insurance subsidiaries are required by state regulatory agencies to maintain certain deposits and must
also meet certain net worth and reserve requirements. The HMO and insurance subsidiaries had restricted assets on
deposit in various states totaling $18.7 million at March 31, 2007. The HMO and insurance subsidiaries must also
meet requirements to maintain minimum stockholders' equity, on a statutory basis, as well as minimum risk-based
capital requirements, which are determined annually. In conjunction with the exit from the Texas HMO health care
market, the Texas Department of Insurance approved a plan of withdrawal and Texas Health Choice, L.C., is now
required to maintain deposits of $1.5 million and net worth of at least $3.5 million. We believe we are in material
compliance with our regulatory requirements.

Of the $77.2 million in cash and cash equivalents held at March 31, 2007, $73.2 million was designated for use only
by the regulated subsidiaries. Amounts are available for transfer to the parent company from the HMO and insurance
subsidiaries only to the extent that they can be remitted in accordance with the terms of existing management
agreements and by dividends. The parent company will not receive dividends from its regulated subsidiaries if such
dividend payment would cause a violation of statutory net worth and reserve requirements.

Obligations and Commitments

We believe that funds from future operating cash flows, cash and investments and funds available under our credit
agreement will be sufficient for future operations and commitments and for capital acquisitions and other strategic
transactions within the limits of the Merger Agreement.

For additional information regarding our estimated contractual obligations and commitments at December 31, 2006,
see "Contractual Obligations, Commitments and Off-Balance Sheet Arrangements" included in the "Liquidity and
Capital Resources" section of our 2006 Annual Report on Form 10-K filed with the Securities and Exchange
Commission on February 27, 2007.

Recently Issued Accounting Standards

In June 2006, the FASB issued FASB Interpretation No. 48, "Accounting for Uncertainty in Income Taxes - an
Interpretation of FASB Statement No. 109" (FIN 48). FIN 48 clarifies the accounting for uncertainty in income taxes
recognized in an enterprise's financial statements in accordance with Statement of Financial Accounting Standards No.
109, "Accounting for Income Taxes". FIN 48 prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. FIN 48
also provides guidance on derecognition, classification, interest and penalties, accounting in interim periods,
disclosure, and transition. On January 1, 2007, we adopted FIN 48. Applying the provisions of FIN 48 to all tax
positions resulted in a cumulative effect adjustment to retained earnings in the amount of $4.3 million. For more
information on the adoption of FIN 48, see Note 9, "Income Taxes", in the Notes to Condensed Consolidated
Financial Statements.
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generally accepted accounting principles, and expands disclosures about fair value measurements. SFAS 157 applies
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only to other accounting pronouncements that require or permit fair value measurements. SFAS 157 is effective for
fiscal years beginning after November 15, 2007. We do not believe the adoption of SFAS 157 will have a material
impact on our consolidated financial position, results of operations, or cash flows.

In February 2007, the FASB issued Statement of Financial Accounting Standards No. 159, "The Fair Value Option for
Financial Assets and Financial Liabilities - Including an Amendment of FASB Statement No. 115" (SFAS 159). SFAS
159 would create a fair value option of accounting for qualifying financial assets and liabilities under which an
irrevocable election could be made at inception to measure such assets and liabilities initially and subsequently at fair
value, with all changes in fair value reported in earnings.  SFAS 159 is effective as of the beginning of the first fiscal
year beginning after November 15, 2007. We are currently evaluating the impact that the adoption of SFAS 159 will
have on our consolidated financial position, results of operations or cash flows.

Ratings

Financial strength ratings are the opinion of the rating agencies and the significance of individual ratings varies from
agency to agency. Companies with higher ratings generally, in the opinion of the rating agency, have the strongest
capacity for repayment of debt or payment of claims, while companies at the bottom end of the range have the
weakest capacity. Rating agencies continually review the financial performance and condition of insurers. The current
financial strength ratings of Sierra's HMO and health and life insurance subsidiaries and senior convertible debentures
are as follows:

A.M. Best Company, Inc. (1) Fitch Ratings (2)
Rating Ranking Rating Ranking

Financial strength rating:
HMO and health and life insurance
subsidiaries

B++ Very
Good 5th of 16 A- Strong 7th of 23

Issuer credit ratings:
HMO and health and life insurance
subsidiaries

bbb+ Very
Good 8th of 22 n/a n/a

Parent company 
bb+

Speculative 11th of 22 BBB Good 9th of 23

Senior convertible debentures
bb+

Speculative 11th of 22

BBB-
Investment

Grade 10th of 23

Standard & Poor's Corp. (3)
Rating Ranking

Counterparty credit
rating

BB+ Speculative 11th of
22

Senior convertible
debentures

BB+ Speculative 11th of
22
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(1) Under review with positive implications. (2) Rating watch positive. (3) Credit watch with positive implications.

The financial strength ratings reflect the opinion of each rating agency on our operating performance and ability to
meet obligations to policyholders, and are not evaluations directed toward the protection of investors in our common
stock or senior convertible debentures.

Inflation

Health care costs continue to rise at a rate faster than the Consumer Price Index. We use various strategies to mitigate
the negative effects of health care cost inflation, including setting commercial premiums based on our anticipated
health care costs, risk-sharing arrangements with our various health care providers and other health care cost
containment measures including member co-payments. There can be no assurance, however, that in the future,
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our ability to manage medical costs will not be negatively impacted by items such as technological advances,
competitive pressures, applicable regulations, change in provider contracts, increases in pharmacy and other medical
costs, utilization changes and catastrophic items, which could, in turn, result in medical cost increases equaling or
exceeding premium increases.

Critical Accounting Policies and Estimates

We prepared our consolidated financial statements in conformity with accounting principles generally accepted in the
United States of America. In preparing these consolidated financial statements, we are required to make judgments,
assumptions and estimates, which we believe are reasonable and prudent based on the available facts and
circumstances. These judgments, assumptions and estimates affect certain of our revenues and expenses and their
related balance sheet accounts and disclosure of our contingent assets and liabilities. We base our assumptions and
estimates primarily on historical experience and trends and factor in known and projected trends. On an on-going
basis, we re-evaluate our selection of assumptions and the method of calculating our estimates. Actual results,
however, may materially differ from our calculated estimates and this difference would be reported in our current
operations. Our critical accounting policies and estimates have been reviewed by the Audit Committee of our Board of
Directors.

For a more detailed description of all our critical accounting policies and estimates, see Part II, Item 7 of our 2006
Annual Report on Form 10-K. As of March 31, 2007, our critical accounting policies have not changed from those
described in our 2006 Annual Report on Form 10-K. For a more extensive discussion of our accounting policies, see
Note 2, Summary of Significant Accounting Policies, in the Notes to the Consolidated Financial Statements in our
2006 Annual Report on Form 10-K.
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Item 3. Quantitative and Qualitative Disclosures About Market Risk

At March 31, 2007, we had unrealized holding losses on available for sale investments of $2.1 million, net of tax,
compared to unrealized holding losses of $1.9 million, net of tax, at December 31, 2006. We believe that changes in
market interest rates, resulting in unrealized holding gains or losses, should not have a material impact on future
earnings or cash flows, as it is unlikely that we would need or choose to substantially liquidate our investment
portfolio.

At March 31, 2007, we had outstanding $20.2 million in aggregate principal amount of our 2¼% senior convertible
debentures due March 15, 2023. The debentures are fixed rate, and therefore, the interest expense on the debentures
will not be impacted by future interest rate fluctuations. The borrowing rate on our revolving credit facility is currently
LIBOR plus 0.60%. At March 31, 2007, we had drawn $50.0 million on this facility.

At March 31, 2007, we had approximately $86.3 million invested in trust deed mortgage notes and real estate joint
ventures. Trust deed mortgage notes and real estate joint ventures are classified and accounted for as other
investments. Our investments in trust deed mortgage notes are with numerous independent borrowers and are secured
by real estate in several states. All of our trust deed mortgage notes require interest only payments with a balloon
payment of the principal at maturity. Loan to value ratios for these investments are typically based on appraisals or
other market data obtained at the time of loan origination and may not reflect subsequent changes in value estimates.
As a result, there may be less security than anticipated at the time the loan was originally made. If the values of the
underlying assets decrease and default occurs, we may not recover the full amount of the loan or any interest due. Our
investments in real estate joint ventures consist of three independent projects and are secured by real estate in
California, Nevada, and Utah. We have made assessments as to the value and recoverability of our investments in our
trust deed mortgage notes and real estate joint ventures. We believe our investments in trust deed mortgage notes and
real estate joint ventures are properly stated at March 31, 2007.

Item 4. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

The Company's management, with the participation of the Company's Chief Executive Officer and Chief Financial
Officer, evaluated the effectiveness of the Company's disclosure controls and procedures as of the end of the period
covered by this report. Based on that evaluation, the Chief Executive Officer and Chief Financial Officer concluded
that the Company's disclosure controls and procedures as of the end of the period covered by this report were designed
and were functioning effectively to provide reasonable assurance that the information required to be disclosed by the
Company in reports filed under the Securities Exchange Act of 1934 is recorded, processed, summarized and reported
within the time periods specified in the SEC's rules and forms. The Company believes that a system of controls, no
matter how well designed and operated, cannot provide absolute assurance that the objectives of the controls are met,
and no evaluation of controls can provide absolute assurance that all control issues and instances of fraud, if any,
within a company have been detected. Management is required to apply its judgment in evaluating the cost-benefit
relationship of such controls and procedures.

Change in Internal Control over Financial Reporting

No change in the Company's internal control over financial reporting occurred during the Company's most recent
fiscal quarter that has materially affected, or is reasonably likely to materially affect, the Company's internal control
over financial reporting.
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Part II. Other Information

Item 1. Legal Proceedings

Litigation and Legal Matters. Although we have not been sued, we were identified in discovery submissions in
pending class action litigation against major managed care companies, as having allegedly participated in an unlawful
conspiracy to improperly deny, diminish or delay payments to physicians. In Re: Managed Care Litigation, MDL No.
1334 (S.D.Fl.).

Beginning in 1999, a series of class action lawsuits were filed against many major firms in the health benefits business
alleging an unlawful conspiracy to deny, diminish or delay payments to physicians. We have not been named as a
defendant in these lawsuits. A multi-district litigation panel has consolidated some of these cases in the United States
District Court for the Southern District of Florida, Miami Division. In the lead case, known as Shane, the amended
complaint alleges multiple violations under the Racketeer Influenced and Corrupt Organizations Act (RICO). The suit
seeks injunctive, compensatory and equitable relief as well as restitution, costs, fees and interest payments. On April
7, 2003, the United States Supreme Court determined that certain claims against certain defendants should be
arbitrated.

Subsequent lower court rulings have further resolved which of the plaintiffs' claims are subject to arbitration. In 2004,
the Court of Appeals for the Eleventh Circuit upheld a district court ruling certifying a plaintiff class in the Shane
case. In February 2005, the district court determined to bifurcate the case, holding a trial phase limited to liability
issues, and a second, if necessary, regarding damages.

Aetna, Inc., CIGNA, the Prudential Insurance Company of America, Wellpoint Inc., Health Net Inc. and Humana Inc.
entered into settlement agreements, which have been approved by the district court. On January 31, 2006, the trial
court granted summary judgment on all claims to defendant PacifiCare Health Systems, Inc. (PacifiCare), finding that
plaintiffs had failed to provide documents or other evidence showing that PacifiCare agreed to participate in the
alleged conspiracy. On June 19, 2006, the trial court granted summary judgment on all remaining claims against the
two remaining defendants, UnitedHealth Group, Inc. and Coventry Health Care, Inc., because the plaintiffs had not
submitted evidence that would allow a jury to find reasonably that either had been part of a conspiracy to underpay
doctors or that either had aided or abetted alleged RICO violations. Plaintiffs have appealed this decision. Plaintiffs in
the Shane proceeding had stated their intention to introduce evidence at trial concerning Sierra and other parties not
named as defendants in the litigation.

We are subject to other various claims and litigation in the ordinary course of business. Such litigation includes, but is
not limited to, claims of medical malpractice, claims for coverage or payment for medical services rendered to HMO
and other members and claims by providers for payment for medical services rendered to HMO and other members.
Some litigation may also include claims for punitive or other damages that are not covered by insurance. These
actions are in various stages of litigation and some may ultimately be brought to trial.

For all claims that are considered probable and for which the amount of loss can be reasonably estimated, we accrued
amounts we believe to be appropriate, based on information presently available. With respect to certain pending
actions, we maintain commercial insurance coverage with varying deductibles for which we maintain estimated
reserves for our self-insured portion based upon our current assessment of such litigation. Due to recent unfavorable
changes in the commercial insurance market, we have, for certain risks, purchased coverage with higher deductibles
and lower limits of coverage. In the opinion of management, based on information presently available, the amount or
range of any potential loss for certain claims and litigation cannot be reasonably estimated or is not considered
probable. However, the ultimate resolutions of these pending legal proceedings are not expected to have a material
adverse effect on our financial condition.
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On March 19, 2007, a purported class action complaint, styled Edward Sara, on behalf of himself and all others
similarly situated v. Sierra Health Services, Inc., Anthony M. Marlon, Charles L. Ruthe, Thomas Y. Hartley, Anthony
L. Watson, Michael E. Luce and Albert L. Greene, was filed in the Eighth Judicial District Court for the State of
Nevada in and for the County of Clark. The complaint names us and each of our directors as defendants (collectively,
the “defendants”), and was filed by a purported stockholder of ours. The complaint alleges, among other things, that the
defendants breached and/or aided the other defendants’ breaches of their fiduciary duties of loyalty, due care,
independence, good faith and fair dealing in connection with the merger contemplated by the
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merger agreement, the defendants breached their fiduciary duty to secure and obtain the best price reasonably
available for us and our shareholders, and the defendants are engaging in self-dealing and unjust enrichment. The
complaint seeks, among other relief, (i) an injunction prohibiting the defendants from consummating the merger
unless and until we adopt and implement a procedure or process to obtain the highest possible price for shareholders
and (ii) the imposition of a constructive trust upon any benefits improperly received by the defendants as a result of
the alleged wrongful conduct. We believe that this complaint is without merit.

Item 1A. Risk Factors

As of March 31, 2007, we have additional risk factors that are not included in those described in our 2006 Annual
Report on Form 10-K. For a detailed discussion of all other risks associated with an investment in our securities, see
"Risk Factors" in Part 1, Item 1A of our 2006 Annual Report on Form 10-K.

There can be no assurance that the pending merger with UnitedHealth Group will be completed.

Our pending merger with UnitedHealth Group is subject to a number of conditions, including obtaining our
shareholders’ approval and receiving the approval of various state regulatory agencies and the expiration of the
applicable waiting period under the Hart-Scott-Rodino Antitrust Improvements Act of 1976, as amended. We
understand that the American Medical Association, Consumers for Health Care Choices and the American Hospital
Association have all contacted the Department of Justice and expressed their opposition to the merger on antitrust
grounds. While UnitedHealth Group and we expect to obtain all required regulatory approvals and to have the waiting
period expire in the ordinary course, we cannot assure you that the Department of Justice or one or more of the state
regulatory agencies will not impose conditions or changes on the completion of the merger, which could result in the
conditions to the merger not being satisfied. In addition, a shareholder of ours has commenced a purported class action
against us and our directors in the Nevada state courts challenging the merger. We do not currently know what the
outcome of this litigation will be.

Whether or not the proposed merger with UnitedHealth Group is completed, the announcement and pendency
of the proposed merger could cause disruptions in our businesses, which could have a material adverse effect
on our operating results, financial condition and cash flows.

Whether or not the proposed merger with UnitedHealth Group is completed, the announcement and pendency of the
proposed merger could cause disruptions in our businesses. Specifically:

• current and prospective employees may experience uncertainty about their future roles
with the combined company, which might adversely affect our ability to retain key
managers and other employees;

• the merger agreement with UnitedHealth Group imposes certain restrictions on the
operations of our business until completion of the merger; and

• current or prospective customers may experience uncertainty about potential merger
transition complexities.

Our actual experience for our Enhanced Plan offered in January 2007 has varied materially from the actuarial
assumptions used to develop the plan design for our 2007 bid. As a result, we have recorded a $44.5 million
premium deficiency reserve at March 31, 2007 based on our best estimate of available data. If the assumptions
used in our estimate are incorrect, it could materially adversely affect our operating results, financial position
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and cash flows.

Our bid proposal for our Enhanced Plan was based upon actuarial assumptions developed by independent actuaries
using their national database regarding membership characteristics, estimated drug utilization and other factors. These
actuarial assumptions were considered reasonable based upon the facts and circumstances known at the time we
submitted our bid to CMS. However, our claims experience to date has varied materially from the actuarial
assumptions. As a result, we have recorded a $44.5 million premium deficiency reserve at March 31, 2007 based on
our estimate of available data. If the assumptions used in our estimate are incorrect, our operating results, financial
position and cash flows for the remainder of 2007 could be further materially adversely affected.
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Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

(c)Below, is a summary of stock repurchases for the three months ended March 31, 2007. See Note 7, "Share
Repurchases", of our Notes to Condensed Consolidated Financial Statements for information regarding our stock
repurchase plan.

Period

Total Number
Of Shares
Repurchased

(1)

Average
Price Paid
Per Share

Total
Number
Of Shares
Purchased
As Part Of
Publicly

Announced
Plan

Or Program

Approximate
Dollar
Value Of
Shares

That May Yet
Be

Purchased
Under

The Plan (2)
(In thousands, except per share data)

Beginning approximate dollar value of shares that may yet be purchased $ 24,142
January 1, 2007 - January 31,
2007 500 $ 35.80 500 56,251
February 1, 2007 - February 28,
2007 85 37.45 85 53,070
March 1, 2007 - March 31, 2007 ¾ ¾ ¾ 53,070

(1) Repurchases were made pursuant to a 10b5-1 plan.

(2)At January 1, 2007, $24.1 million remained available for purchase under previously approved plans. On January
25, 2007, our Board of Directors authorized an additional $50.0 million in share repurchases. The repurchase
program has no stated expiration date; however we have halted our repurchase program pending the UnitedHealth
Group merger.

(d)Below, is a summary of 2¼% senior convertible debenture conversions for the three months ended March 31,
2007. See Note 5, "Long-Term Debt", of our Notes to Condensed Consolidated Financial Statements for
information regarding our senior convertible debentures.

Period

Total Dollar
Value of
Debentures
Converted

AveragePrice
Paid Per
Debenture

Total Dollar
Value

Of Debentures
Purchased
As Part Of
Publicly

Announced
Plan

Or Program

Approximate
Dollar
Value Of
Debentures
That May Yet

Be
Purchased

UnderThe Plan
January 1, 2007 - January 31, 2007 $ 21,720,000 109.35

shares of
common
stock for

each $1,000
principal

none none
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amount of
debentures

February 1, 2007 - February 28, 2007 ¾ ¾ ¾ ¾

March 1, 2007 - March 31, 2007 1,536,000

109.35
shares of
common
stock for

each $1,000
principal
amount of
debentures none none

Item 3. Defaults Upon Senior Securities

None

Item 4. Submission Of Matters To A Vote Of Security Holders

None

Item 5. Other Information

None
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Item 6. Exhibits

(31.1)    Rule 13a - 14(a) or 15d - 14(a) Certification of Chief Executive Officer.
(31.2)    Rule 13a - 14(a) or 15d - 14(a) Certification of Chief Financial Officer.
(32.1)    Certification pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section

906 of the Sarbanes-Oxley Act of 2002 of Principal Executive Officer.
(32.2)    Certification pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section

906 of the Sarbanes-Oxley Act of 2002 of Principal Financial Officer.
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Signatures

Pursuant to the requirements of Section 13 or 15 (d) of the Securities Exchange Act of 1934, the Registrant has caused
this report to be signed on its behalf by the undersigned thereto duly authorized.

SIERRA HEALTH SERVICES, INC.
Registrant
By: /s/ MARC R. BRIGGS 
Marc R. Briggs
Senior Vice President of Finance,
Chief Financial Officer and Treasurer
(Principal Financial and Accounting Officer)

Date: April 27, 2007
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