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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

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

For the quarterly period ended September 30, 2013

Or

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

For the transition period from                  to                 

Commission File Number 000-50194

HMS HOLDINGS CORP.
(Exact name of registrant as specified in its charter)
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Delaware 11-3656261
(State or Other Jurisdiction of Incorporation or Organization) (I.R.S. Employer Identification No.)

5615 High Point Drive, Irving, TX 75038
(Address of principal executive offices) (Zip Code)

(Registrant�s Telephone Number, Including Area Code)

(212) 453-3000

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

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

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

Large accelerated filer x Accelerated filer o

Non-accelerated filer o Smaller reporting company o

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

As of November 4, 2013, there were approximately 88,274,280 shares of the registrant�s common stock (par value $0.01 per share) outstanding.
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Special Note Regarding Forward-Looking Statements

This Quarterly Report on Form 10-Q contains �forward-looking statements� within the meaning of the U.S. Private Securities Litigation
Reform Act of 1995.  From time to time, we also provide forward-looking statements in other materials we release to the public, as well as oral
forward-looking statements.  Such statements give our expectations or forecasts of future events; they do not relate strictly to historical or
current facts.

We have tried, wherever possible, to identify such statements by using words such as �anticipate,� �estimate,� �expect,� �project,� �intend,�
�plan,� �believe,� �will,� �target,� �seek,� �forecast� and similar expressions.  In particular, these include statements relating to future
actions, business plans, objects and prospects, future operating or financial performance or results of current and anticipated services,
acquisitions and the performance of companies we have acquired, sales efforts, expenses, interest rates, and the outcome of contingencies, such
as financial results.

We cannot guarantee that any forward-looking statement will be realized.  Forward-looking statements are based on our current expectations
and assumptions regarding our business, the economy and other future conditions.  Should known or unknown risks or uncertainties materialize,
or should underlying assumptions prove inaccurate, actual results could differ materially from past results and those anticipated, estimated or
projected.  We caution you, therefore, against relying on any of these forward-looking statements.  They are neither statements of historical fact
nor guarantees or assurances of future performance. Factors that could cause or contribute to such differences include, but are not limited to,
those discussed in our Annual Report on Form 10-K, and in particular, the risks discussed under the heading �Risk Factors� in Part I, Item 1A
of our Annual Report on Form 10-K, Part II of this 10-Q and those discussed in other documents we file with the Securities and Exchange
Commission.

Any forward-looking statements made by us in this Report on Form 10-Q speak only as of the date on which they are made.  Factors or events
that could cause actual results to differ may emerge from time to time and it is not possible for us to predict all of them.  We undertake no
obligation to publicly update forward-looking statements, whether as a result of new information, future events or otherwise, except as may be
required by law.  You are advised, however, to consult any further disclosures we make on related subjects in our filings with the Securities and
Exchange Commission, including but not limited to our Current Reports on Form 8-K.
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HMS HOLDINGS CORP. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(in thousands, except share and per share amounts)

September 30, December 31,
2013 2012

(unaudited)
Assets

Current assets:
Cash and cash equivalents $ 109,375 $ 135,227
Short-term investments 21,460 �
Accounts receivable, net of allowance for doubtful accounts of $1,172 and $830, respectively
and estimated allowance for appeals of $12,518 and $6,985 at September 30, 2013 and
December 31, 2012, respectively 168,011 153,014
Prepaid expenses 13,108 14,283
Prepaid income taxes 994 �
Current portion of deferred financing costs � 3,336
Other current assets 406 317
Total current assets 313,354 306,177
Property and equipment, net 126,093 129,327
Goodwill 361,468 361,468
Intangible assets, net 100,502 119,119
Deferred financing costs 9,562 5,867
Other assets 4,472 3,988
Total assets $ 915,451 $ 925,946

Liabilities and Shareholders� Equity
Current liabilities:
Accounts payable, accrued expenses and other liabilities $ 45,426 $ 40,867
Acquisition related contingent consideration 435 425
Current portion of term loan � 35,000
Deferred tax liabilities 2,310 2,398
Estimated liability for appeals 27,484 21,787
Total current liabilities 75,655 100,477
Long-term liabilities:
Deferred rent 754 500
Acquisition related contingent consideration 498 485
Revolving debt 267,796 �
Term loan � 297,500
Other liabilities 4,469 3,305
Deferred tax liabilities 54,715 60,805
Total long-term liabilities 328,232 362,595
Total liabilities 403,887 463,072
Shareholders� equity:
Preferred stock - $0.01 par value; 5,000,000 shares authorized; none issued � �
Common stock - $0.01 par value; 125,000,000 shares authorized; 93,358,890 shares
issued and 87,934,043, shares outstanding at September 30, 2013; 92,374,539 shares
issued and 86,949,692 shares outstanding at December 31, 2012 932 923
Capital in excess of par value 291,739 271,962
Retained earnings 238,907 210,003
Treasury stock, at cost: 5,424,847 shares at September 30, 2013 and at December 31, 2012 (20,014) (20,014)
Total shareholders� equity 511,564 462,874
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Total liabilities and shareholders� equity $ 915,451 $ 925,946

See accompanying notes to unaudited consolidated financial statements.
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HMS HOLDINGS CORP. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(in thousands, except per share amounts)

(unaudited)

Three months ended Nine months ended
September 30, September 30,

2013 2012 2013 2012

Revenue $ 127,754 $ 113,217 $ 370,170 $ 340,600

Cost of services:
Compensation 48,007 40,170 138,023 119,489
Data processing 9,688 7,871 27,974 22,791
Occupancy 4,363 4,428 13,766 12,742
Direct project costs 10,790 14,530 36,329 40,573
Other operating costs 6,035 3,198 20,325 14,311
Amortization of acquisition related software
and intangibles 7,899 8,149 24,587 24,447
Total cost of services 86,782 78,346 261,004 234,353

Selling, general and administrative expenses 19,689 14,158 52,249 43,897
Total operating expenses 106,471 92,504 313,253 278,250

Operating income 21,283 20,713 56,917 62,350

Interest expense (2,318) (4,125) (10,097) (12,488)
Other income, net � 27 799 346
Interest income 18 13 36 17
Income before income taxes 18,983 16,628 47,655 50,225
Income taxes 7,475 6,121 18,751 19,695

Net income and comprehensive income $ 11,508 $ 10,507 $ 28,904 $ 30,530

Basic income per common share
Net income per share � basic $ 0.13 $ 0.12 $ 0.33 $ 0.35

Diluted income per common share
Net income per share � diluted $ 0.13 $ 0.12 $ 0.32 $ 0.35

Weighted average common shares:
Basic 87,830 86,405 87,551 86,010
Diluted 89,167 88,744 88,998 88,399

See accompanying notes to unaudited consolidated financial statements.
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HMS HOLDINGS CORP. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF SHAREHOLDERS� EQUITY

For the Nine Months Ended September 30, 2013

(in thousands, except share amounts)

(unaudited)

Common Stock Capital in Treasury Stock Total
# of Shares
Issued Par Value

Excess of Par
Value

Retained
Earnings

# of
Shares Amount

Shareholders�
Equity

Balance at December 31, 2012 92,374,539 $ 923 $ 271,962 $ 210,003 5,424,847 $ (20,014) $ 462,874

Net income and comprehensive income � � � 28,904 � � 28,904

Stock-based compensation cost � � 8,749 � � � 8,749
Exercise of stock options 881,993 8 7,373 � � � 7,381
Vesting of restricted stock awards and
units, net of shares withheld for
employee tax 102,358 1 (1,499) � � � (1,498)
Excess tax benefit from exercise of stock
options � � 5,154 � � � 5,154
Balance at September 30, 2013 93,358,890 $ 932 $ 291,739 $ 238,907 5,424,847 $ (20,014) $ 511,564

See accompanying notes to unaudited consolidated financial statements.
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HMS HOLDINGS CORP. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS

(in thousands)

(unaudited)

Nine months ended September 30,
2013 2012

Operating activities:
Net income $ 28,904 $ 30,530
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization expense 44,315 40,840
Stock-based compensation expense 8,749 10,194
Excess tax benefit from exercised stock options (5,154) (11,859)
Deferred income taxes (6,178) (5,772)
Increase in allowance for doubtful debts 5,876 2,174
Change in fair value of contingent consideration 23 (2,300)
Loss on disposal of fixed assets 186 62
Changes in operating assets and liabilities:
Accounts receivable (20,873) (16,136)
Prepaid expenses 1,175 (4,926)
Prepaid income taxes 4,160 4,810
Other current assets (89) 550
Other assets 16 (88)
Accounts payable, accrued expenses and other liabilities 8,397 (4,862)
Estimated liability for appeals 5,697 10,613
Net cash provided by operating activities 75,204 53,830
Investing activities:
Proceeds from redemption of certificate of deposit � 4,809
Purchase of short-term investments (21,460) �
Purchases of property and equipment (18,272) (18,541)
Investment in common stock (500) (3,024)
Acquisitions, net � (1,605)
Investment in capitalized software (2,951) (1,559)
Net cash used in investing activities (43,183) (19,920)
Financing activities:
Financing related to revolving debt (7,619) �
Repayment of term loan � (13,125)
Repayment of revolving debt (60,000) �
Purchases of treasury stock � (10,617)
Payments on contingent consideration � (250)
Payments on capital lease obligations (1,291) (692)
Proceeds from exercise of stock options 7,381 10,991
Payments of tax withholdings on behalf of employees for net-share settlement for
stock-based compensation (1,498) (1,127)
Excess tax benefit from exercised stock options 5,154 11,859
Net cash used in financing activities (57,873) (2,961)
Net (decrease)/increase in cash and cash equivalents (25,852) 30,949
Cash and cash equivalents at beginning of period 135,227 97,003
Cash and cash equivalents at end of period $ 109,375 $ 127,952
Supplemental disclosure of cash flow information:
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Cash paid for income taxes $ 24,090 $ 20,145
Cash paid for interest $ 7,666 $ 10,093
Supplemental disclosure of noncash investing activities:
Accrued property and equipment purchases $ 1,040 $ 267
Equipment purchased through capital leases $ 2,401 $ 1,693

See accompanying notes to unaudited consolidated financial statements.
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HMS HOLDINGS CORP. AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

For the Three and Nine Months Ended September 30, 2013 and 2012

(unaudited)

1. Basis of Presentation

The accompanying unaudited consolidated financial statements have been prepared in accordance with U.S. Generally Accepted Accounting
Principles, or U.S. GAAP, for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation S-X.
Accordingly, they do not include all of the information and notes required by U.S. GAAP for complete financial statements. In the opinion of
management, the unaudited interim financial statements furnished herein include all adjustments necessary for a fair presentation of our and our
subsidiaries� financial position at September 30, 2013, the results of our operations for the three and nine months ended September 30, 2013 and
2012 and cash flows for the nine months ended September 30, 2013 and 2012. Interim financial statements are prepared on a basis consistent
with our annual financial statements. The financial statements included herein should be read in conjunction with the financial statements and
notes included in our Annual Report on Form 10-K for the year ended December 31, 2012, which we refer to as our Annual Report.

We provide cost containment services to government and private healthcare payers and sponsors. Our program integrity services ensure that
healthcare claims are paid correctly, and our coordination of benefits services ensure that they are paid by the responsible party. Together, these
services help clients recover amounts from liable third parties; prevent future improper payments; reduce fraud, waste and abuse; and ensure
regulatory compliance.

Since our inception, we have grown both organically and through targeted acquisitions. In 1985 we began providing coordination of benefits
services to state Medicaid agencies. We expanded into the Medicaid managed care market, providing similar coordination of benefits services
when Medicaid began to migrate members to managed care. We launched our program integrity services in 2007 and have since acquired
several businesses to expand our service offerings. In 2009, we entered the Medicare market with our acquisition of IntegriGuard, LLC, or
IntegriGuard, now doing business as HMS Federal, which provides fraud, waste and abuse analytical services to the Medicare program. In 2009
and 2010, we entered the employer market, working with large self-funded employers through our acquisitions of Verify Solutions, Inc. and
Chapman Kelly, Inc. In 2011, we extended our reach in the federal, state and commercial markets with our acquisition of
HealthDataInsights, Inc., or HDI. HDI provides improper payment identification services for government and commercial health plans, and is
the Medicare Recovery Audit Contractor (RAC) in CMS Region D, covering 17 states and three U.S. territories. In December 2012, we acquired
the assets and liabilities of MedRecovery Management, LLC, or MRM, a provider of Workers� Compensation recovery services for commercial
health plans.

These unaudited consolidated financial statements include our accounts and transactions and those of our wholly owned subsidiaries.  All
significant intercompany balances and transactions have been eliminated in consolidation.

We are managed and operated as one business, with a single management team that reports to the Chief Executive Officer. We do not operate
separate lines of business with respect to any of our product lines.

Edgar Filing: HMS HOLDINGS CORP - Form 10-Q

12



We provide products and services under contracts that contain various fee structures, including contingency fee and fixed fee arrangements. We
recognize revenue when a contract exists, products or services have been provided to the client, the fee is fixed and determinable, and
collectability is reasonably assured. In addition, we have contracts with the federal government which are generally cost-plus or time and
material based. Revenue on cost-plus contracts is recognized based on costs incurred plus an estimate of the negotiated fee earned. Revenue on
time and materials contracts is recognized based on hours worked and expenses incurred.

Under our Medicare RAC contract with CMS, we recognize revenue when claims are sent to CMS for offset against future Medicare claims
payments. Providers have the right to appeal a claim and may pursue additional appeals if the initial appeal is found in favor of CMS.  We
accrue an estimated liability for appeals based on the amount of fees that are subject to appeal and which we estimate are probable of being
returned to providers following a successful appeal. The estimated liability for appeals refers to the reserve related to estimated closures for
appeals, discussions and other reasons.  This estimated liability for appeals is an offset to revenue in our unaudited Consolidated Statements of
Comprehensive Income.  Our estimates are based on our historical experience with appeals activity under our Medicare RAC contract. The
estimated liability of appeals of $27.5 million at September 30, 2013, and $21.8 million as of December 31, 2012, represents our estimate of the
potential amount of repayments related to appeals of claims for which fees were previously collected. This is reflected as a separate line item in
the current liabilities section of our balance sheet titled �Estimated liability for appeals� to reflect our estimate of this liability. To the extent the
amount to be returned to providers following a successful appeal exceeds the amount accrued, revenue in the applicable period would be reduced
by the amount of the excess.

8
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As of September 30, 2013, we have accrued an estimated liability for appeals and estimated allowance for appeals based on our historical
experience with appeals activity under our Medicare RAC contract. At this time, we do not believe that we face a risk of significant loss in
excess of the amounts accrued.  Accordingly, we believe that an estimate of any reasonably possible loss in excess of the amounts accrued is
immaterial.  Any future changes to the Medicare RAC contract, including further modifications to the transition plan for incumbent Medicare
recovery audit contractors, may require us to apply different assumptions that could affect our estimated liability for appeals in future periods.
We similarly accrue an allowance against accounts receivable related to fees yet to be collected, based on the same estimates used to establish
the estimated liability for appeals of fees received. Our inability to correctly estimate the estimated liabilities and allowance against accounts
receivable could adversely affect our revenue in future periods.

Allowance for doubtful accounts and estimated allowance and liability for appeals as of September 30, 2013 are as follows:

Allowance for doubtful accounts (in thousands):

Balance, December 31, 2011 $ 1,158
Provision 19
Recoveries �
Charge-offs (347)
Balance, December 31, 2012 $ 830
Provision 551
Recoveries (42)
Charge-offs (167)
Balance, September 30, 2013 $ 1,172

Estimated allowance for appeals and estimated liability for appeals (in thousands):

Balance, December 31, 2011 $ 10,383
Provision 20,513
Appeals found in Providers favor (2,124)
Balance, December 31, 2012 $ 28,772*
Provision 17,261
Appeals found in Providers favor (6,031)
Balance, September 30, 2013 $ 40,002*

*Includes $12,518 and $6,985 related to estimated allowance for appeals that apply to uncollected accounts receivable as of September 30, 2013
and December 31, 2012, respectively.

Where contracts have multiple deliverables, we evaluate these deliverables at the inception of each contract and as each item is delivered. As
part of this evaluation, we (i) consider whether a delivered item has value to a client on a standalone basis; (ii) use the vendor specific objective
evidence (VSOE) of selling price or third party estimate (TPE) of selling price, and if neither VSOE nor TPE of selling price exist for a
deliverable, use best estimated selling price for that deliverable; and (iii) allocate revenue to each non-contingent element based upon the relative
selling price of each element. Revenue allocated to each element is then recognized when the above four basic revenue recognition criteria are
met for each element. Arrangements, including implementation and transaction related revenue, are accounted for as a single unit of accounting.
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Since implementation services do not carry a standalone value, the revenue relating to these services is recognized over the term of the client
contract to which it relates.

In addition, some of our contracts may include client acceptance provisions. Formal client sign-off is not always necessary to recognize revenue,
provided we objectively demonstrate that the criteria specified in the acceptance provision are satisfied. Due to the range of products and
services that we provide and the differing fee structures associated with each type of contract, we may recognize revenue in irregular increments.

The preparation of the unaudited consolidated financial statements in conformity with U.S. GAAP requires management to make certain
estimates and assumptions that affect the reported amounts of assets and liabilities, primarily accounts receivable, intangible assets, accrued
expenses, estimated allowance for appeals and estimated liability for appeals and disclosure of contingent assets and liabilities at the date of the
unaudited consolidated financial statements and the reported amounts of revenue and expenses during the reporting periods. Our actual results
could differ from those estimates.

Cash equivalents consist of deposits that are readily convertible into cash. We consider all highly liquid investments with an original maturity of
three months or less to be cash equivalents.

9
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Our financial instruments are categorized into a three-level fair value hierarchy that prioritizes the inputs to valuation techniques used to measure
fair value into three broad levels. The fair value hierarchy gives the highest priority to quoted prices in active markets for identical assets or
liabilities (Level 1) and the lowest priority to unobservable inputs (Level 3). If the inputs used to measure fair value fall within different levels of
the hierarchy, the category level is based on the lowest priority level input that is significant to the fair value measurement of the instrument.  In
the event the fair value is not readily available/determinable, the financial instrument is carried at cost and referred to as a cost method
investment.  The evaluation of whether an investment�s fair value is less than cost is determined by using a disclosed fair value estimate, if one is
available, otherwise, it is determined by evaluating whether an event or change in circumstances has occurred that may have a significant
adverse effect on the fair value of the investment (an impairment indicator). We are not aware of any identified events or change in
circumstances that would have a significant adverse effect on the carrying value of our cost method investments. Financial instruments recorded
at fair value on our unaudited consolidated balance sheets are categorized as follows:

• Level 1: Observable inputs such as quoted prices in active markets;

• Level 2: Inputs, other than the quoted prices in active markets, that are observable either directly or indirectly; and

• Level 3: Unobservable inputs in which there is little or no market data, which require the reporting entity to develop its own assumptions.

Our policy is to limit our credit exposure by placing our investments with financial institutions evaluated as being creditworthy, or in short-term
money market funds that are exposed to minimal interest rate and credit risk. Our level 2 assets are short-term investments, which consist of
variable rate demand notes ( �VRDNs�) classified as available-for-sale securities and reported at fair value.  We maintain our cash in cash
depository accounts and certificate of deposits with large financial institutions. The balance in certain of these accounts exceeds the maximum
balance insured by the Federal Deposit Insurance Corporation of up to $250,000 per bank account. We have not experienced any losses on our
bank deposits and we believe these deposits do not expose us to any significant credit risk.

We are subject to potential credit risk related to changes in economic conditions within the healthcare market. However, we believe that our
billing and collection policies are adequate to minimize the potential credit risk.

We evaluate the recoverability of goodwill either annually or whenever events or changes in circumstances indicate that an asset�s carrying
amount may not be recoverable. Such circumstances could include, but are not limited to (i) a significant decrease in the market value of an
asset, (ii) a significant adverse change in the extent or manner in which an asset is used, or (iii) an accumulation of costs significantly in excess
of the amount originally expected for the acquisition of an asset.

For long-lived assets and intangible assets, we measure the carrying amount of the asset against the estimated undiscounted future cash flows
associated with it. If the sum of the expected future undiscounted net cash flows is less than the carrying value of the asset being evaluated, we
would recognize an impairment charge. The impairment charge would be calculated as the amount by which the carrying value of the asset
exceeds its fair value. The determination of fair value is based on quoted market prices, if available. If quoted market prices are not available, the
estimate of fair value is based on various valuation techniques, including the discounted value of estimated future cash flows. We did not
recognize any impairment charges related to our long-lived assets, property and equipment, goodwill or intangible assets, during the nine months
ended September 30, 2013 and 2012, as management believes that carrying amounts were not impaired. Depreciation and amortization expense
related to property and equipment was $8.1 million and $7.0 million for the three months ended September 30, 2013 and 2012, respectively, and
$23.3 and $19.8 million for the nine months ended September 30, 2013 and 2012, respectively.
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The carrying amounts for our cash equivalents, accounts receivable, accounts payable and accrued expenses approximate fair value due to their
short-term nature.

On October 29, 2012, our Board of Directors authorized management to repurchase up to $50.0 million of our common stock from time to time
on the open market or in privately negotiated transactions, for a period of up to two years.  Repurchased shares will be available for future use in
connection with our stock plans and for other corporate purposes. To date, we have not purchased any shares under this Share Repurchase Plan.

Certain reclassifications were made to prior year amounts to conform to the current period presentation.

Recently Issued Accounting Pronouncements

In December 2011, the Financial Accounting Standards Board, or FASB issued Accounting Standards Update (ASU) 2011-11, Balance Sheet
(Topic 210), Disclosures about Offsetting Assets and Liabilities, updated by ASU 2013-01, Clarifying the Scope of

10

Edgar Filing: HMS HOLDINGS CORP - Form 10-Q

17



Table of Contents

Disclosures about Offsetting Assets and Liabilities, which requires companies to disclose information about financial instruments that have been
offset and related arrangements to enable users of the company�s financial statements to understand the effect of those arrangements on the
company�s financial position. Companies will be required to provide both net (offset amounts) and gross information in the notes to the financial
statements for relevant assets and liabilities that are offset. ASU 2011-11, as amended by ASU 2013-01, is effective for fiscal years, and interim
periods within those years, beginning on or after January 1, 2013. The adoption of this guidance did not have a material effect on our unaudited
consolidated financial statements.

In July 2012, FASB issued ASU No. 2012-02, Intangibles � Goodwill and Other (Topic 350): Testing Indefinite-Lived Intangible Assets for
Impairment. This newly issued accounting standard allows an entity the option to first assess qualitative factors to determine whether it is
necessary to perform a quantitative impairment test for indefinite-lived intangibles other than goodwill. Under that option, an entity would no
longer be required to calculate the fair value of an indefinite-lived intangible asset unless the entity determines, based on that qualitative
assessment, that it is more likely than not that the fair value of the indefinite-lived intangible asset is less than its carrying amount. This ASU is
effective for annual and interim indefinite-lived intangible asset impairment tests performed for fiscal years beginning after September 15, 2012.
Early adoption is permitted. The adoption of this guidance did not have a material effect on our unaudited consolidated financial statements.

In March 2013, FASB issued ASU No. 2013-04, Obligations Resulting from Joint and Several Liability Arrangements for which the Total
Amount of the Obligation is Fixed at the Reporting Date, which addresses the recognition, measurement, and disclosure of certain joint and
several obligations including debt arrangements, other contractual obligations, and settled litigation and judicial rulings. The ASU is effective
for public entities for fiscal years, and interim periods within those years, beginning after December 15, 2013.  The adoption of this guidance
will not have a material effect on our unaudited consolidated financial statements.

2. Acquisitions

The results of operations for our acquisitions have been included in our unaudited consolidated financial statements from the respective dates of
acquisition.

MedRecovery Management, LLC. (MRM)

In December 2012, we acquired the assets and liabilities of MRM, for an aggregate purchase price of $11.7 million, consisting of a $10.8 million
initial cash payment and $0.9 million in future contingent payments that are based on the achievement of certain performance milestones. We
recognized $1.9 million of goodwill in connection with our acquisition of MRM.

During the three months ended June 30, 2013, we finalized the valuation of intangibles and future contingent consideration related to this
acquisition. Based on our valuation of the MRM acquisition, the intangible assets and future contingent consideration on the acquisition date
were $9.2 million and $0.9 million, respectively. The consolidated balance sheet for the year ended December 31, 2012, was retrospectively
adjusted to increase the carrying amount of intangible assets by $9.2 million, decrease the carrying value of future contingent consideration by
$0.1 million and decrease the carrying value of goodwill by $9.3 million. Of the total intangible assets acquired, $8.9 million was related to
client relationships and has an amortization period of seven years and $0.3 million was related to restrictive covenants and has an amortization
period of two years.
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3. Short-term investments

We invest in short-term investments in order to maximize our return on cash. Short-term investments consist of VRDN, which are classified as
available �for-sale securities and reported at fair value. VRDNs are municipal and corporate securities with an interest rate that is reset
frequently.  While the contractual maturities of these instruments range between seven to twenty-two years, VRDNs are considered to be liquid
instruments. All of the VRDNs currently in our portfolio are backed by a letter of credit from a reputed bank that may be tendered at any time
with a typical settlement date of one week and the lack of volatility in the market has further helped to maintain the liquidity of the instrument.
VRDNs are always purchased and redeemed at par value.  Any unrealized gains or losses on available-for-sale securities would be recorded in
other comprehensive income. As of September 30, 2013, there were no unrealized gains or losses with respect to available-for-sale securities.

11
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The following table presents the amortized cost and fair value of our available-for sale investments, which are carried at fair value:

September 30, 2013
Amortized Cost Fair Value

Variable �rate demand notes $ 21,460 $ 21,460

4.     Intangible Assets

Intangible assets consisted of the following at September 30, 2013 and December 31, 2012 (in thousands):

September 30,
2013

December 31,
2012 Useful Life

Client relationships $ 102,755 $ 130,105 5-10 years
Trade name 19,532 19,733 3-7 years
Restrictive covenants 18,300 19,600 2-5 years

140,587 169,438

Less accumulated amortization (40,085) (50,319)
Intangible assets, net $ 100,502 $ 119,119

Estimated amortization expense for intangible assets is expected to approximate the following (in thousands):

Year Ending December 31,
Remainder of 2013 $ 5,190
2014 20,733
2015 20,270
2016 19,934
2017 16,613
Thereafter 17,762

For the three and nine months ended September 30, 2013, amortization expense related to intangible assets was $5.9 million and $18.6 million,
respectively.  For the three and nine months ended September 30, 2012, amortization expense related to intangible assets was $6.1 million and
$18.3 million, respectively.

5. Income Taxes

Our effective tax rate increased to 39.4% for the nine months ended September 30, 2013 from 39.3% for the nine months ended September 30,
2012, primarily due to changes in state apportionments and permanent differences. The principal differences between the statutory rate and our
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effective rate are state taxes and permanent differences.

We file income tax returns with the U.S. federal government and various state jurisdictions. We are no longer subject to U.S. federal income tax
examinations for years before 2010. We operate in a number of state and local jurisdictions, most of which have never audited our records.
Accordingly, we are subject to state and local income tax examinations based upon the various statutes of limitations in each jurisdiction. We are
currently being examined by the Internal Revenue Service and the States of New York and Idaho.

During the nine months ended September 30, 2013 and 2012, we recorded a tax benefit of $5.2 million and $11.8 million, respectively, related to
the utilization of the income tax benefit from stock transactions by reducing income tax payable and increasing capital.

At September 30, 2013 and 2012, we had approximately $2.9 million and $1.7 million, respectively, of net unrecognized tax benefits for which
there is uncertainty about the allocation and apportionment impacting state taxable income. We do not expect any significant change in
unrecognized tax benefits during the next twelve months. We have recognized interest accrued related to unrecognized tax benefits in interest
expense and penalties in tax expense. The accrued liabilities related to uncertain tax positions were $1.1 million and $0.8 million as of
September 30, 2013 and December 31, 2012, respectively.

12
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6.     Credit Agreement

In connection with our acquisition of HDI, we entered into a five-year, revolving and term secured credit agreement, which we refer to as the
2011 Credit Agreement, with certain financial institutions and Citibank, N.A. as Administrative Agent. In May 2013, we amended and restated
the 2011 Credit Agreement and entered into a $500 million five-year, amended and restated revolving credit agreement, which we refer to as the
2013 Credit Agreement.

The 2013 Credit Agreement provides for an initial $500 million revolving credit facility, and, under specified circumstances, the revolving credit
facility can be increased or one or more incremental term loan facilities can be added, provided that the incremental credit facilities do not
exceed in the aggregate the sum of (a) $75 million plus (b) an additional amount not less than $25 million, so long as our total secured leverage
ratio, calculated giving pro forma effect to the requested incremental borrowing and other customary and appropriate pro forma adjustment
events, including any permitted acquisitions, is no greater than 2.5:1.0.

The 2013 Credit Agreement contains certain customary representations and warranties, affirmative and negative covenants, and events of
default.  The 2013 Credit Agreement requires us to comply, on a quarterly basis, with certain principal financial covenants, including a
maximum consolidated leverage ratio reducing from 3.50:1.00 to 3.25:1.00 over the next five years and a minimum interest coverage ratio of
3.00:1.00.

The interest rates applicable to the revolving credit facility are, at our option, either (a) the LIBOR multiplied by the statutory reserve rate plus
an interest margin ranging from 1.50% to 2.25% based on our consolidated leverage ratio, or (b) a base rate (which is equal to the greatest of
(a) Citibank�s prime rate, (b) the federal funds effective rate plus 0.50% and (c) the one-month LIBOR plus 1.00% plus an interest margin
ranging from 0.50% to 1.25% based on our consolidated leverage ratio).  We will pay an unused commitment fee on the revolving credit facility
during the term of the 2013 Credit Agreement ranging from 0.375% to 0.50% per annum based on our consolidated leverage ratio.

Our obligations under the 2013 Credit Agreement may be accelerated upon the occurrence of an event of default, which includes customary
events of default including, without limitation, payment defaults, failures to perform affirmative covenants, failure to refrain from actions or
omissions prohibited by negative covenants, the inaccuracy of representations or warranties, cross-defaults, bankruptcy and insolvency related
defaults, defaults relating to judgments, defaults due to certain ERISA related events and a change of control default. As of September 30, 2013,
we were in compliance with all the terms of the 2013 Credit Agreement.

Borrowings under the 2013 Credit Agreement were used to refinance the outstanding principal and unpaid interest of $323.8 million and $1.1
million, respectively, under the term loan facility of the 2011 Credit Agreement. We paid lender fees of $2.9 million in connection with
amending and restating the Credit Agreement.

The interest expense on revolving debt and commitment fees on unused revolving credit facility are as follows (in thousands):
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September 30, September 30,
Three months ended Nine months ended

2013 2012 2013 2012
Interest expense $ 1,757 $ 2,294 $ 6,712 $ 9,152
Commitment fees $ 255 $ 177 $ 548 $ 375

At September 30, 2013 and December 31, 2012, the unamortized balance of deferred origination fees and debt issue costs were $9.6 million and
$9.2 million, respectively.  For the three months ended September 30, 2013 and 2012, we amortized $0.5 million and $0.9 million, respectively,
of interest expense related to our deferred origination fees and debt issue costs.  For the nine months ended September 30, 2013 and 2012, we
amortized $2.6 million and $2.8 million, respectively,  of interest expense related to our deferred origination fees and debt issue costs.

As part of our contractual agreement with a client, we have an outstanding irrevocable letter of credit or Letter of Credit for $4.6 million, which
we established against our existing revolving credit facility.

7. Earnings Per Share

Basic income per share is calculated by dividing net income by the weighted average number of common shares outstanding during the period. 
Diluted income per share is calculated by dividing net income by the weighted average number of common shares and dilutive common share
equivalents outstanding during the period.  Our common share equivalents consist of stock options and restricted stock awards and units.

13
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The following table reconciles the basic to diluted weighted average shares outstanding using the treasury stock method (shares in thousands):

September 30, September 30,
Three months ended Nine months ended

2013 2012 2013 2012
Weighted average shares outstanding � basic 87,830 86,405 87,551 86,010
Dilutive effect of stock options 1,146 2,036 1,268 2,107
Dilutive effect of restricted stock awards and units 191 303 179 282
Weighted average shares outstanding - diluted 89,167 88,744 88,998 88,399

For the three months ended September 30, 2013 and 2012, 1,249,399 and 145,510 stock options, respectively, were not included in the diluted
earnings per share calculation because the effect would have been anti-dilutive.  For the three months ended September 30, 2013, restricted stock
units representing 178,421 shares of common stock, were not included in the diluted earnings per share calculation because the effect would
have been anti-dilutive.

For the nine months ended September 30, 2013 and 2012, 1,375,604 and 204,376 stock options, respectively, were not included in the diluted
earnings per share calculation because the effect would have been anti-dilutive. For the nine months ended September 30, 2013 and 2012,
restricted stock units representing 106,194 and 50,722 shares of common stock, respectively, were not included in the diluted earnings per share
calculation because the effect would have been anti-dilutive.

8. Stock-Based Compensation

Total stock-based compensation expense charged as a selling, general and administrative expense in our unaudited consolidated statements of
comprehensive income related to our stock compensation plans was $2.6 million and $3.1 million for the three months ended September 30,
2013 and September 30, 2012, respectively, and $8.7 million and $10.2 million for the nine months ended September 30, 2013 and
September 30, 2012, respectively. During the period ended September 30, 2013, we reversed stock based compensation expense relating to
performance-based non-qualified stock options previously granted to our executive officers as the associated performance targets were not
expected to be met. As a result of this reversal, we recognized a benefit of $0.4 million in compensation expense for the three month period
ended September 30, 2013.

The total income tax benefit related to stock-based compensation expense recognized in our unaudited consolidated statements of
comprehensive income was $0.9 million and $5.0 million, for the three months ended September 30, 2013 and 2012, respectively, and $5.2
million and $11.8 million, for the nine months ended September 30, 2013 and 2012, respectively.

Presented below is a summary of our stock option activity for the nine months ended September 30, 2013 (shares in thousands):

Shares Weighted
Average

Weighted
Average

Aggregate
Intrinsic
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Exercise
Price

Remaining
Contractual
Terms

Value

Outstanding at December 31, 2012 4,757 $ 14.11
Granted 3 $ 28.74
Exercised (882) $ 8.37
Forfeited (241) $ 21.36
Expired (4) $ 22.27
Outstanding at September 30, 2013 3,633 $ 15.05 4.08 $ 30,956
Expected to vest at September 30, 2013 1,245 $ 24.04 5.71 $ 2,873
Exercisable at September 30, 2013 2,199 $ 9.17 3.00 $ 28,004

The fair value of each option grant was estimated using the Black-Scholes option pricing model. Expected volatilities are calculated based on the
historical volatility of our common stock. Management monitors stock option exercises and employee termination patterns to estimate forfeiture
rates within the valuation model. Separate groups of employees that have similar historical exercise behavior are considered separately for
valuation purposes. The expected holding period of options represents the period of time that options granted are expected to be outstanding.
The expected terms of options granted are based on our historical experience for similar types of stock option awards. The risk-free interest rate
is based on U.S. Treasury Notes.

14
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We estimated the fair value of each stock option grant on the date of grant using a Black-Scholes option-pricing model and the weighted-average
assumptions set forth in the following table:

Nine months ended September 30,
2013 2012

Expected dividend yield � �
Risk-free interest rate 0.67% 0.70%
Expected volatility 40.05% 41.35%
Expected life 4.47 years 4.47 years

During the three months ended September 30, 2013 and 2012, we issued 0.2 million shares and 0.5 million shares, respectively, of our common
stock upon the exercise of outstanding stock options and received proceeds of $1.1 million and $3.5 million, respectively. For the three months
ended September 30, 2013 and 2012, we realized a tax benefit of $0.9 million and $5.0 million, respectively from the exercise of stock options.

For the nine months ended September 30, 2013 and 2012, we issued 0.9 million shares, and 1.5 million shares, respectively, of our common
stock upon the exercise of outstanding stock options and received proceeds of $7.4 million, and $11.0 million, respectively. For the nine months
ended September 30, 2013 and 2012, we realized $5.2 million and $11.8 million, respectively in tax benefits from the exercise of stock options.

For the three months ended September 30, 2013 approximately $1.3 million of stock-based compensation expense was charged against income,
which reflects the reversal of $0.4 million in compensation expense relating to the cancellation of certain performance based non-qualified stock
options in the third quarter of 2013.  For the three months ended September 30, 2012, $2.1 million of stock-based compensation expense relating
to stock options was charged against income.  For the nine months ended September 30, 2013, and 2012, $4.9 million, and $7.3 million,
respectively, of stock-based compensation expense relating to stock options was charged against income, which for 2013, includes the reversal
of the $0.4 million compensation expense related to the cancellation of certain performance-based stock options in the third quarter of 2013.  As
of September 30, 2013, there was approximately $9.1 million of total unrecognized compensation cost, adjusted for estimated forfeitures, related
to stock options outstanding, which is expected to be recognized over a weighted-average period of 1.2 years.

The aggregate intrinsic value in the previous table reflects the total pretax intrinsic value (the difference between our closing stock price on the
last trading day of the period and the exercise price of the options, multiplied by the number of in-the-money stock options) that would have
been received by the option holders had all option holders exercised their options on September 30, 2013. The intrinsic value of our stock
options changes based on the closing price of our common stock. The total intrinsic value of options exercised (the difference in the market price
of our common stock on the exercise date and the price paid by the optionee to exercise the option) for the three months ended September 30,
2013 and 2012 was approximately $3.1 million and $14.1 million, respectively. The total intrinsic value of options exercised during the nine
month periods ended September 30, 2013 and 2012 was $17.0 million and $35.1 million, respectively.

Restricted Stock Units

Our non-employee members of the Board and certain employees have received restricted stock units under our 2006 Stock Plan, as amended.
The fair value of restricted stock units is estimated based on the closing sale price of our common stock on the NASDAQ Global Select Market
on the date of issuance. The total number of restricted stock units expected to vest is adjusted by estimated forfeiture rates. Shares withheld to
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pay taxes upon the vesting of the restricted stock units are retired.

For the three months ended September 30, 2013, we granted 1,891 restricted stock units with an aggregate fair market value of $41,000.  For the
nine months ended September 30, 2013, we granted 220,589 restricted stock units, with an aggregate fair market value of $6.3 million. At
September 30, 2013, 498,204 restricted stock units remained unvested and there was $9.8 million of unamortized compensation cost related to
restricted stock units, which is expected to be recognized over the remaining weighted-average vesting period of 1.7 years.  Stock-based
compensation expense related to restricted stock units was $1.2 million and $0.8 million for the three months ended September 30, 2013 and
2012, respectively and $3.3 million and $2.3 million for the nine months ended September 30, 2013 and 2012, respectively.
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A summary of the status of our restricted stock units and of changes in restricted stock units outstanding under the 2006 Stock Plan, as amended,
for the nine months ended September 30, 2013 is as follows (in thousands, except for weighted average grant date fair value per unit):

Number
of

Units

Weighted Average
Grant Date Fair
Value per Unit

Aggregate
Intrinsic
Value

Outstanding balance at December 31, 2012 446 $ 25.44
Granted 221 $ 28.49
Vesting of restricted stock units, net of shares withheld for taxes (41) $ 25.05
Shares withheld for taxes (20) $ 25.05
Forfeitures (52) $ 25.65
Outstanding balance at September 30, 2013 554 $ 26.80 $ 11,896

Restricted Stock Awards

Our executive officers have received grants of restricted stock awards under the 2006 Stock Plan.  The vesting of restricted stock awards is
subject to the executive officers� continued employment with us. Recipients of restricted stock awards are not required to provide us with any
consideration other than rendering service.  Holders of restricted stock are permitted to vote and to receive dividends.

The stock-based compensation expense for restricted stock awards is determined based on the closing market price of our common stock on the
grant date of the awards applied to the total number of awards that are anticipated to fully vest. Shares withheld to pay taxes are retired upon the
vesting of the restricted stock awards. We did not issue restricted stock awards during the nine months ended September 30, 2013. At
September 30, 2013 approximately 81,549 shares underlying restricted stock awards remained unvested and there was approximately $0.3
million of unrecognized compensation cost related to restricted stock awards, which is expected to be recognized over the weighted-average
period of 0.4 years. Stock-based compensation expense related to restricted stock awards was $0.1 million and $0.2 million for the three months
ended September 30, 2013 and 2012, respectively, and $0.5 and $0.6 million for the nine months ended September 30, 2013 and 2012,
respectively.

A summary of the status of our restricted stock awards at September 30, 2013 and of changes in restricted stock awards outstanding under the
2006 Stock Plan for the nine months ended September 30, 2013 is as follows (in thousands, except for weighted average grant date fair value):

Shares

Weighted Average
Grant Date Fair
Value per Share

Aggregate
Intrinsic
Value

Outstanding balance at December 31, 2012 192 $ 10.42
Granted � �
Vesting of restricted stock awards (61) $ 10.42
Shares withheld for payment of taxes upon vesting of restricted stock
awards (35) $ 10.42
Forfeitures (14) $ 10.42
Outstanding balance at September 30, 2013 82 $ 10.42 $ 1,752
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The total fair value of restricted stock awards vested during the nine months ended September 30, 2013 was $1.0 million.

9. Commitment and Contingencies

From time to time, we may be subject to investigations, legal proceedings and other disputes arising in the ordinary course of our business,
including but not limited to regulatory audits, billing and contractual disputes and employment-related matters. We record accruals for
outstanding legal matters when we believe it is probable that a loss will be incurred and the amount can be reasonably estimated.  We evaluate,
on a quarterly basis, developments in legal matters that could affect the amount of any accrual and developments that would make a loss
contingency both probable and reasonably estimable. If a loss contingency is not both probable and estimable, we do not establish an accrued
liability. None of our accruals for outstanding legal matters are material in the aggregate to our financial position.

16

Edgar Filing: HMS HOLDINGS CORP - Form 10-Q

29



Table of Contents

Our contractual relationships, including those with federal and State government entities, subject our operations, billing, and business practices
to scrutiny and audit, including by multiple agencies and levels of government, as well as to frequent transitions and changes in the personnel
responsible for oversight of our contractual performance. From time to time, we may have contractual disputes with our clients arising from
differing interpretations of contractual provisions that define our rights, obligations, scope of work, or terms of payment, and with associated
claims of liability for inaccurate or improper billing for reimbursement of contract fees, or for sanctions or damages for alleged performance
deficiencies.  Resolution of such disputes may involve litigation or may require that we accept some amount of loss or liability in order to avoid
client abrasion, negative marketplace perceptions and other disadvantageous results that could impact our business, results of operations and
financial condition.

For the period ending September 30, 2013, we accrued $2.3 million for litigation or other legal proceedings asserted or pending against us that
could have, in the aggregate, a material adverse effect on our financial position, results of operations or cash flows, and believe that adequate
provision for any probable and estimable losses has been made in our consolidated financial statements. However, the ultimate result of any
current or future litigation or other legal proceedings, audits or disputes is inherently unpredictable and could result in liabilities that are higher
than currently predicted.

10. Subsequent Events

In connection with the preparation of these unaudited Consolidated Financial Statements, an evaluation of subsequent events was performed
through the date these unaudited Consolidated Financial Statements were issued and there are no other events that have occurred that would
require adjustments or disclosure to our unaudited Consolidated Financial Statements.
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Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations

We begin Management�s Discussion and Analysis of Financial Condition and Results of Operations with a discussion of the critical accounting
policies that we believe are important to understanding the assumptions and judgments incorporated in our reported financial results. We then
present a business overview followed by a discussion of our results of operations. Lastly, we provide an analysis of our liquidity and capital
resources, including discussions of our cash flows, sources of capital and financial commitments.

You should read the following discussion of our financial condition and results of operations in conjunction with the unaudited consolidated
financial statements and the notes thereto included elsewhere in this Quarterly Report on Form 10-Q and with our audited consolidated financial
statements included in our Annual Report on Form 10-K for the year ended December 31, 2012, as filed with the Securities and Exchange
Commission. In addition to historical condensed consolidated financial information, the following discussion contains forward-looking
statements that reflect our plans, estimates, and beliefs. Our actual results could differ materially from those discussed in the forward-looking
statements. Factors that could cause or contribute to these differences include those discussed below, in Part I, Item 1A �Risk Factors� of the
Annual Report and elsewhere in this Quarterly Report on Form 10-Q, particularly in Part II, Item 1A. �Risk Factors.�

Critical Accounting Policies

Since the date of our Annual Report on Form 10-K for the year ended December 31, 2012, there have been no material changes to our critical
accounting policies.

General Overview

We provide cost containment services to government and private healthcare payers and sponsors. Our program integrity services ensure that
healthcare claims are paid correctly, and our coordination of benefits services ensure that they are paid by the responsible party. Together, these
services help clients recover amounts from liable third parties; prevent future improper payments; reduce fraud, waste and abuse; and ensure
regulatory compliance.

Our clients are the Centers for Medicare & Medicaid Services (CMS); state Medicaid agencies; commercial health plans, including Medicaid
managed care, Medicare Advantage, and group health lines of business; government and private employers; Pharmacy Benefit Managers
(PBMs); child support agencies; the Veterans Health Administration (VHA); and other healthcare payers and sponsors.

Since our inception, we have grown both organically and through targeted acquisitions. In 1985, we began providing coordination of benefits
services to state Medicaid agencies. We expanded into the Medicaid managed care market, providing similar coordination of benefits services
when Medicaid began to migrate members to managed care. We launched our program integrity services in 2007 and have since acquired
several businesses to expand our service offerings. In 2009, we entered the Medicare market with our acquisition of IntegriGuard, LLC, or
IntegriGuard, now doing business as HMS Federal, which provides fraud, waste and abuse analytical services to the Medicare program. In 2009
and 2010, we entered the employer market, working with large self-funded employers through our acquisitions of Verify Solutions, Inc. and
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Chapman Kelly, Inc. In 2011, we extended our reach in the federal, state and commercial markets with our acquisition of
HealthDataInsights, Inc., or HDI. HDI provides improper payment identification services for government and commercial health plans, and is
the Medicare Recovery Audit Contractor (RAC) in CMS Region D, covering 17 states and three U.S. territories. In December 2012, we
expanded our Workers� Compensation recovery services to include commercial health plans through our acquisition of MedRecovery
Management, LLC, or MRM. MRM provides Workers� Compensation recovery services for commercial health plans.

In connection with our acquisition of HDI, we entered into a five-year, revolving and term secured credit agreement, which we refer to as the
2011 Credit Agreement, with certain financial institutions and Citibank, N.A. as Administrative Agent.  In May 2013, we amended and restated
the 2011 Credit Agreement and entered into a $500 million five-year, amended and restated revolving credit agreement, which we refer to as the
2013 Credit Agreement.

At September 30, 2013, our cash and cash equivalents and net working capital were $109.4 million and $237.7 million, respectively. To date, we
have grown our business through the internal development of new products and services, the extension of our products and services into new
markets and through acquisitions of businesses whose core services strengthen our overall mission to help our clients control healthcare costs. 
In addition, we leverage our expertise to acquire new clients at the state, federal and employer levels and to expand our current contracts to
provide new services to current clients.  Our growth to date has also been driven by growth in government programs as well as increased use of
vendors by government agencies for coordination of benefits and other cost containment functions. We are continuously evaluating opportunities
that will enable us to expand the breadth of the services we provide and will consider acquisition opportunities that enable us to continue to grow
our business to address the increasing needs of the healthcare industry.
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As of September 30, 2013, we served CMS, the VHA, 46 state Medicaid agencies and the District of Columbia. We also provided services to
approximately 160 commercial clients and supported their multiple lines of business, including Medicaid managed care, Medicare Advantage,
and group health plans. We also act as a subcontractor for certain business outsourcing and technology firms.

In 2013, we incurred restructuring expenses relating to employee severance and termination benefits. We recorded restructuring expenses of
$1.0 million and $1.7 million for the three months and nine months ended September 30, 2013, respectively. Accrued restructuring expenses
were approximately $0.9 million at September 30, 2013.

In September 2012, our wholly owned subsidiary, IntegriGuard, LLC, which is doing business as HMS Federal, was awarded the Coordination
of Benefits and Medicare Secondary Payer Business Program Operations contract by CMS.  The incumbent vendor filed a bid protest with the
GAO in October 2012 with respect to the contract award and HMS Federal received a stop work order from CMS, pending resolution of the
protest. CMS then undertook a procurement corrective action with respect to the contract award, and in June 2013, HMS Federal received
notification from CMS that CMS had determined not to affirm HMS Federal�s contract award and instead was issuing the contract award to the
incumbent vendor.  HMS Federal subsequently filed a bid protest with Government Accountability Office (GAO), which was dismissed by the
GAO in October 2013.

In February 2013, CMS issued a Request For Quote (RFQ) for the new Medicare recovery audit contract.  Our current Medicare RAC contract,
pursuant to which HDI serves as the Medicare RAC for Region D, is one of our largest contracts.  In April 2013, HDI submitted its response to
the RFQ and also filed a bid protest with the GAO, which was subsequently dismissed based on CMS�s decision to take voluntary corrective
action to resolve the issues raised in the protest through an amendment to the RFQ.  The amended RFQ is expected to be issued in the near-term;
however, it and any contract awards made in connection with it may be protested, which could extend the time frame for implementing the new
Medicare RAC contracts.

On August 2, 2013, HDI entered into a modification of its Medicare Recovery Audit Contract with CMS to provide for a formal transition plan
for the incumbent Medicare RACs and to extend the contract term through December 31, 2015.  Under this transition plan, the Medicare RACs
are permitted to request certain medical records through November 15, 2013 and send improper payments for processing until January 30, 2014. 
In addition, under this transition plan, each Medicare RAC will remain responsible for assisting CMS with the appeals process, and returning
fees previously paid on successful appeals, for their current region through December 31, 2015.

On October 1, 2013, CMS Rule 1599-F �Hospital Inpatient Admission Order and Certification and 2 Midnight Benchmark for Inpatient Hospital
Admissions for the FY 2014 Inpatient Prospective Payment System (IPPS)/Long-Term Care Hospital (LTCH),� became effective.  Rule 1599-F
redefines the requirements for an inpatient stay with a new formal time-based standard, a �Two Midnight� stay, which will justify an inpatient
admission based on a patient�s time in the hospital, physician expectation, and appropriate documentation for a stay that is medically necessary. 
CMS has suspended the review by Medicare RACs of inpatient hospital claims paid between October 1, 2013 and March 31, 2014 for a
determination of whether the inpatient hospital admission and patient status was appropriate.  In connection with this audit suspension, CMS
announced that it has initiated a provider education and compliance review program and stated that it will re-evaluate the retrospective review
strategy after it has evaluated the results of the compliance review.

The new rule and the suspension of the Medicare RAC reviews described above will have a minimal impact on HDI�s expected 2013 results.
These reviews have historically been a significant finding for the Recovery Audit program; as a result, Rule 1599-F and the suspension of these
reviews by the Medicare RACs could have a material negative impact on our revenue from the Medicare RAC contract going forward depending
upon, among other factors, how the rule is applied by providers and the review strategies ultimately approved by CMS.  More generally, our
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revenue and results of operations could be negatively impacted if the scope and terms of the amended RFQ are not as favorable as our original
Medicare RAC contract, the new contracts are not awarded in the anticipated timeframe or if we are not awarded a contract for a RAC region
under the amended RFQ.

Revenues under HDI�s Medicare RAC contract for Region D generated approximately 26.0% and 21.0% of our consolidated total revenues for
the three months ended September 30, 2013 and 2012, respectively and 23.0% and 18.0% of our consolidated total revenues for the nine months
ended September 30, 2013 and 2012, respectively.

Healthcare Environment

In March 2010, the Patient Protection and Affordable Care Act, as amended, or the ACA, was signed into law and in June 2012, the U.S.
Supreme Court upheld the constitutionality of the ACA, ruling that the federal government could not condition
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continued receipt of a State�s existing Medicaid funding on its agreement to implement the Medicaid expansion.  As a result, states choosing not
to expand their Medicaid programs will forgo only the federal matching funds associated with such expanded coverage. As of November 2013,
Medicaid expansion has begun in 25 states, with some implementing early, some as of January 1, 2014 and some phasing in over time.

It is expected that enrollment in government healthcare programs will continue to grow, particularly under the ACA. According to CMS's
projections for national health expenditures for 2011-2022, after two years of slowing growth, Medicaid enrollment is projected to grow by
15.5% in 2014. Total Medicaid spending is projected to increase at a rate of 4.8% in 2013 and at a rate of 12.2% in 2014.  In addition, for 2014,
Medicare spending is projected to grow by 5.1%.

In response to pressures to contain the growth of State and Federal Medicaid spending and to concerns about access to healthcare for
low-income individuals, the use of managed care arrangements in Medicaid continues to grow dramatically.  As of this month, 20 states have
already or are planning by 2015 to expand existing levels of managed care to all or portions of their fee-for-service populations.  It is expected
that the majority of new lives entering the Medicaid program as a result of the ACA will be enrolled in managed care organizations.

The ACA also includes a number of provisions for combating fraud, waste and abuse, and we believe that the strong bipartisan support for
containing healthcare costs through the measures identified in the ACA provides us with a platform for continued growth across products and
markets.  We plan to develop and build on existing partnerships with our state, federal and commercial clients and our other partners to provide
services that address these provisions and assist these clients with their cost containment objectives.

In addition to the information provided below, you should refer to the items disclosed as our Critical Accounting Policies in Part II, Item 7.
�Management�s Discussion and Analysis of Financial Condition and Results of Operations� of our Annual Report.

SUMMARY OF OPERATING RESULTS

Three Months Ended September 30, 2013 Compared to Three Months Ended September 30, 2012

The following table sets forth, for the periods indicated, certain items in our unaudited consolidated statements of comprehensive income
expressed as a percentage of revenue:

Three months ended
September 30,

2013 2012
Revenue 100.0% 100.0%
Cost of services
Compensation 37.6% 35.5%
Data processing 7.6% 7.0%
Occupancy 3.4% 3.9%

Edgar Filing: HMS HOLDINGS CORP - Form 10-Q

35



Direct project costs 8.4% 12.8%
Other operating costs 4.7% 2.8%
Amortization of intangibles 6.2% 7.2%
Total cost of services 67.9% 69.2%
Selling, general, and administrative expenses 15.4% 12.5%
Total operating expenses 83.3% 81.7%
Operating income 16.7% 18.3%
Interest expense (1.8)% (3.6)%
Other income, net 0.0% 0%
Interest income 0.0% 0%
Income before income taxes 14.9% 14.7%
Income taxes (5.9)% (5.4)%
Net income and comprehensive income 9.0% 9.3%
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Revenue for the three months ended September 30, 2013 was $127.8 million, an increase of $14.6 million, or 12.8%, compared to revenue of
$113.2 million in the same quarter for the prior year.  Revenue generated by new clients for whom there was no revenue in the prior year period
provided $7.6 million of the increase.  Fluctuations in existing client accounts, together with changes in the yield and scope of those projects,
and differences in the timing of when client projects were completed in the current year compared to the prior year, provided a $7.2 million
increase in revenue.  Revenue generated by our 2012 acquisition of MRM contributed $1.0 million of the increase. Contract expirations resulted
in a revenue decrease of $1.2 million.

Compensation expense as a percentage of revenue was 37.6% for the three months ended September 30, 2013, compared to 35.5% for the three
months ended September 30, 2012. Compensation expense for the current quarter was $48.0 million, a $7.8 million, or 19.5%, increase over
compensation expense of $40.2 million for the same quarter in the prior year.  During the quarter ended September 30, 2013, we averaged 2,414
employees, a 6.2% increase over our average of 2,274 employees during the quarter ended September 30, 2012.  This increase reflects the
addition of staff in the areas of client support, technical support and operations.  The increase in compensation expense resulted from a $4.5
million increase in salary expense, a $3.0 million increase in bonus expense, a $0.2 million increase in severance expense and a $0.1 million
increase in employee benefits expense.

Data processing expense as a percentage of revenue was 7.6% for the three months ended September 30, 2013, compared to 7.0% for the three
months ended September 30, 2012. Data processing expense was $9.7 million for the current quarter, an increase of $1.8 million, or 23.1%, over
data processing expense of $7.9 million for the same quarter in the prior year.  Continued improvements to our technology infrastructure resulted
in higher expenses in the current year.  This increase primarily reflects $1.0 million in additional hardware and hosting costs and $0.6 million in
additional software related costs.

Occupancy expense as a percentage of revenue was 3.4% for the three months ended September 30, 2013, compared to 3.9% for the three
months ended September 30, 2012. Occupancy expense was $4.4 million for both the three months ended September 30, 2013 and
September 30, 2012.

Direct project expense as a percentage of revenue was 8.4% for the three months ended September 30, 2013, compared to 12.8% for the three
months ended September 30, 2012.  Direct project expense for the current quarter was $10.8 million, a $3.7 million, or 25.7%, decrease
compared to direct project expense of $14.5 million for the same quarter in the prior year. This resulted from a $1.8 million decrease in
temporary headcount expenses, a $1.1 million decrease in patient chart fees, a $0.7 million decrease in subcontractor fees, and a $0.1 million
decrease in postage, delivery and lockbox expenses.

Other operating costs as a percentage of revenue were 4.7% for the three months ended September 30, 2013 compared to 2.8% for the three
months ended September 30, 2012. Other operating costs for the current quarter were $6.0 million, an increase of $2.8 million, or 88.7%,
compared to other operating costs of $3.2 million for the same quarter in the prior year.  This increase primarily resulted from the reversal, in
September 2012, of $2.3 million in contingent consideration related to our AMG-SIU acquisition, a $0.7 million increase in professional fees,
and $0.1 million increase in office-related expenses, including postage, delivery and supplies. These increases were offset by a $0.2 million
decrease in travel related expenses and a $0.1 million decrease in recruiting and training expenses.

Amortization of acquisition-related software and intangibles as a percentage of revenue was 6.2% for the three months ended September 30,
2013, compared to 7.2% for the three months ended September 30, 2012. Amortization of acquisition-related software and intangibles for the
current quarter was $7.9 million, compared to amortization expense of $8.1 million for the same quarter in the prior year.  The decrease related
to the full amortization of intangibles from prior acquisitions, partially offset by increased amortization related to our 2012 acquisition, MRM.
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Selling, general, and administrative expense as a percentage of revenue was 15.4% for the three months ended September 30, 2013 compared to
12.5% for the three months ended September 30, 2012.  Selling, general, and administrative expense for the current quarter was $19.7 million, a
$5.5 million, or 39.1%, increase compared to $14.2 million for the same quarter in the prior year.  During the quarter ended September 30, 2013,
we averaged 200 corporate employees, an 8.3% decrease over our average of 218 corporate employees during the quarter ended September 30,
2012.  Increased costs primarily related to $3.7 million in additional legal-related and consulting fees and a $0.5 million increase in employee
severance and termination benefits.  Excluding severance expense, compensation expense increased by $1.1 million, primarily comprised of
bonus expense.  Data processing expense increased by $0.2 million.

Operating income for the three months ended September 30, 2013 was $21.3 million, an increase of $0.6 million, or 2.8%, compared to $20.7
million for the three months ended September 30, 2012.

Interest expense was $2.3 million for the three months ended September 30, 2013 and $4.1 million for the three months ended September 30,
2012. The decrease of $1.8 million compared to the prior year period represents a reduction of $1.2 million in interest expense on our debt and a
decrease in amortization of deferred financing costs of $0.7 million, partially offset by an increase
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in commitment fees of $0.1 million related to our increased line of credit.  Interest income was $18,000 for the three months ended
September 30, 2013, compared to interest income of $13,000 for the three months ended September 30, 2012.  Net other income of $27,000 in
the prior year period related to net tenant income for leases associated with our Irving, Texas building.

We recorded income tax expense of $7.5 million for the quarter ended September 30, 2013, compared to income tax expense of $6.1 million for
the three months ended September 30, 2012, an increase of $1.4 million.  Our effective tax rate increased to 39.4% for the quarter ended
September 30, 2013 from 36.8% for the quarter ended September 30, 2012, primarily due to a change in state apportionments and permanent
differences. The principal differences between the statutory rate and our effective rate are state taxes and permanent differences.

We reported net income and comprehensive income of $11.5 million for the three months ended September 30, 2013 versus $10.5 million for
the three months ended September 30, 2012.

Nine Months Ended September 30, 2013 Compared to Nine Months Ended September 30, 2012

The following table sets forth, for the periods indicated, certain items in our unaudited consolidated statements of comprehensive income
expressed as a percentage of revenue:

Nine months ended
September 30,

2013 2012
Revenue 100.0% 100.0%
Cost of services
Compensation 37.3% 35.1%
Data processing 7.6% 6.7%
Occupancy 3.7% 3.7%
Direct project costs 9.8% 11.9%
Other operating costs 5.5% 4.2%
Amortization of intangibles 6.6% 7.2%
Total cost of services 70.5% 68.8%
Selling, general, and administrative expenses 14.1% 12.9%
Total operating expenses 84.6% 81.7%
Operating income 15.4% 18.3%
Interest expense (2.7)% (3.6)%
Other income, net 0.2% 0.1%
Interest income 0% 0%
Income before income taxes 12.9% 14.8%
Income taxes (5.1)% (5.8)%
Net income and comprehensive income 7.8% 9.0%

Revenue for the nine months ended September 30, 2013 was $370.2 million, an increase of $29.6 million, or 8.7%, compared to revenue of
$340.6 million in the same period for the prior year.  Fluctuations in existing client accounts, together with changes in the yield and scope of
those projects, and differences in the timing of when client projects were completed in the current year compared to the prior year, provided a
$17.0 million increase in revenue.  Revenue generated by new clients for whom there was no revenue in the prior year period provided $16.8
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million of the increase. Revenue generated by our 2012 acquisition of MRM contributed $2.8 million of the increase. Contract expirations
resulted in a revenue decrease of $7.0 million.

Compensation expense as a percentage of revenue was 37.3% for the nine months ended September 30, 2013, compared to 35.1% for the nine
months ended September 30, 2012. Compensation expense for the current period was $138.0 million, an $18.5 million, or 15.5%, increase over
compensation expense of $119.5 million for the same period in the prior year.  During the nine months ended September 30, 2013, we averaged
2,425 employees, an 11.1% increase over our average of 2,182 employees during the nine months ended September 30, 2012.  This increase
reflects the addition of staff in the areas of client support, technical support and operations.  The increase in compensation expense resulted from
a $13.7 million increase in salary expense , a $2.4 million increase in employee benefits expense, a $2.1 million increase in bonus expense and a
$0.3 million increase in severance expense.

Data processing expense as a percentage of revenue was 7.6% for the nine months ended September 30, 2013, compared to 6.7% for the nine
months ended September 30, 2012. Data processing expense was $28.0 million for the nine months ended
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September 30, 2013, an increase of $5.2 million, or 22.7%, over data processing expense of $22.8 million for the nine months ended
September 30, 2012. Continued improvements to our technology infrastructure resulted in higher expenses in the current year.  This increase
primarily reflects $3.3 million in additional hardware and hosting costs and $1.8 million in additional software related costs.

Occupancy expense as a percentage of revenue was 3.7% for both the nine months ended September 30, 2013 and September 30, 2012.
Occupancy expense for the current period was $13.8 million, a $1.0 million, or 8.0%, increase compared to occupancy expense of $12.7 million
for the same period in the prior year. This increase primarily reflects a $1.0 million increase in utilities, telephone, building services and
common area maintenance charges.

Direct project expense as a percentage of revenue was 9.8% for the nine months ended September 30, 2013, compared to 11.9% for the nine
months ended September 30, 2012.  Direct project expense for the current period was $36.3 million, a $4.2 million, or 10.5%, decrease
compared to direct project expense of $40.6 million for the same period in the prior year. The decrease reflects a $2.3 million decrease in
temporary headcount expense, a $1.3 million decrease in subcontractor fees, and a $0.6 million decrease in travel expense.

Other operating costs as a percentage of revenue were 5.5% for the nine months ended September 30, 2013 compared to 4.2% for the nine
months ended September 30, 2012. Other operating costs for the current period were $20.3 million, an increase of $6.0 million, or 42.0%,
compared to other operating costs of $14.3 million for the same period in the prior year.  This increase primarily resulted from a $2.7 million
increase in professional and subcontractor fees, the reversal, in September 2012, of $2.3 million in contingent consideration related our
AMG-SIU acquisition, a $0.7 million increase in office-related expenses, including postage, delivery and supplies, a $0.3 million increase in
travel related expense.

Amortization of acquisition-related software and intangibles as a percentage of revenue was 6.6% for the nine months ended September 30,
2013, compared to 7.2% for the nine months ended September 30, 2012. Amortization of acquisition-related software and intangibles for the
current period was $24.6 million, compared to amortization expense of $24.4 million for the same period in the prior year. This increase was
related to our acquisition of MRM in December 2012, and was partially offset by the full amortization of intangibles from prior acquisitions.

Selling, general, and administrative expense as a percentage of revenue was 14.1% for the nine months ended September 30, 2013 compared to
12.9% for the nine months ended September 30, 2012.  Selling, general, and administrative expense for the current period was $52.2 million, an
$8.3 million, or 19.0%, increase compared to $43.9 million for the same period in the prior year.  During the period ended September 30, 2013,
we averaged 206 corporate employees, compared to our average of 207 corporate employees during the period ended September 30, 2012. 
Increased costs primarily related to $5.2 million in additional legal-related expenses, $ 0.4 million in additional consulting fees and a $0.4
million increase in employee severance and termination benefits. Excluding severance expense, compensation increased by $2.0 million,
primarily comprised of salary and bonus expense. Data processing expense increased by $0.5 million.  A decrease in costs related to software
capitalization totaling $0.6 million was partially offset by an increase in Occupancy costs of $0.4 million.

Operating income for the nine months ended September 30, 2013 was $56.9 million, a decrease of $5.4 million, or 8.7%, compared to $62.4
million for the nine months ended September 30, 2012.
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Interest expense was $10.1 million for the nine months ended September 30, 2013 and $12.5 million for the nine months ended September 30,
2012. The decrease of $2.4 million compared to the prior year period primarily relates to the reduction in debt interest expense. Interest income
was $36,000 for the nine months ended September 30, 2013, compared to interest income of $17,000 for the nine months ended September 30,
2012.  Net other income increased to $0.8 million for the nine months ended September 30, 2013 from $0.3 million for the nine months ended
September 30, 2012.  Other income in the current period represents a release of $0.8 million of the funds held in escrow related to our HDI
acquisition.  This increase was partially offset by a $0.3 million reduction related to tenant income for leases associated with our Irving, Texas
building.

We recorded income tax expense of $18.8 million for the nine months ended September 30, 2013, compared to income tax expense of $19.7
million for the nine months ended September 30, 2012, a decrease of $0.9 million.  Our effective tax rate increased to 39.4% for the period
ended September 30, 2013 from 39.3% for the period ended September 30, 2012, primarily due to a change in state apportionments and
permanent differences. The principal differences between the statutory rate and our effective rate are state taxes and permanent differences.

We reported net income and comprehensive income of $28.9 million for the nine months ended September 30, 2013 versus $30.5 million for the
nine months ended September 30, 2012.
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Contractual Obligations

As of September 30, 2013, we are contractually obligated to pay $267.8 million of the outstanding revolving debt related to the 2013 Credit
Agreement by April 2018. We estimate that the interest expense related to this debt over its term to be $16.3 million.

With the exception above, there have been no material changes in our contractual obligations as presented in our Annual report on Form 10-K
for the year ended December 31, 2012.

Off-Balance Sheet Arrangements

Other than our Letter of Credit, we do not have any off-balance sheet arrangements.

Liquidity and Capital Resources

This data should be read in conjunction with our unaudited Consolidated Statements of Cash Flows.

(in thousands) September 30, 2013 December 31, 2012

Cash and cash equivalents $ 109,375 $ 135,227
Working capital $ 237,699 $ 205,700

A summary of our cash flows is as follows:

Nine months ended
(in thousands) September 30, 2013 September 30, 2012
Net cash provided by operating activities $ 75,204 $ 53,830
Net cash used in investing activities $ (43,183) $ (19,920)
Net cash used in by financing activities $ (57,873) $ (2,961)
Net (decrease) increase in cash and cash equivalents $ (25,852) $ 30,949

We believe that our cash generating capability and financial condition, together with our funds available under our 2013 Credit Agreement, will
be adequate to meet our operating, investing and financing needs. Our principal source of cash has been our cash flow from operations and our
$500 million five-year revolving credit agreement.  The primary uses of cash are compensation expenses, data processing, direct project costs
and selling, general and administration expenses.  Other sources of cash include proceeds from exercise of stock options and tax benefits
associated with stock option exercises.  We expect that operating cash flows will continue to be a primary source of liquidity for our operating
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We rely on operating cash flows and cash and cash equivalent balances to provide for our liquidity requirements. We believe that we have the
ability to obtain both short-term and long-term loans to meet our financing needs for the foreseeable future. Due to our significant operating cash
flows, access to capital markets and available revolving credit facility under the 2013 Credit Agreement, we continue to believe that we have the
ability to meet our liquidity needs for the foreseeable future, which include:

• the working capital requirements of our operations;

• investments in our business;

• business-development activities; and

• repayment of our revolving credit loan under our 2013 Credit Agreement.

Cash Flows from Operating Activities

Net cash provided by operating activities for the nine-month period ended September 30, 2013 was $75.2 million, a $21.4 million increase over
net cash provided by operating activities of $53.8 million for the nine-month period ended September 30, 2012. The increase was due to cash
contribution from net income and normal changes in our working capital accounts.

The number of days sales outstanding as of September 30, 2013, net of estimated liability for appeals,  increased by nine days to 99 days from
90 days at December 31, 2012 as a result of delays in our receipt of payment from several clients.
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Operating cash flows could be adversely affected by a decrease in demand for our services or if contracts with our largest clients are cancelled. 
The majority of our client relationships have been in place for several years and, as a result, we do not expect any decrease in the demand for our
services in the near term.

Cash Flows from Investing Activities

Net cash used in investing activities for the nine-month period ended September 30, 2013 was $43.2 million, a $23.3 million increase from net
cash used in investing activities of $19.9 million for the nine-month period ended September 30, 2012.  The increase was due to an investment in
short-term investments of $21.5 million, a $4.8 million inflow in the prior year period related to a CD maturity and a $1.4 million increase in
capitalized software purchase during the current period.  These increases were offset by a $2.5 million decrease related to an investment in
common stock, a $1.6 million decrease in payments made to former shareholders of HDI in 2012, and a $0.3 million decrease in purchases of
property and equipment.

Cash Flows from Financing Activities

Net cash used in financing activities for the nine-month period ended September 30, 2013 was $57.9 million, a $54.9 million increase from net
cash used by financing activities of $3.0 million for the nine-month period ended September 30, 2012. This increase was primarily related to a
$60.0 million increase in payments toward the outstanding revolving debt balance.

Recently Issued Accounting Pronouncements

See �Recently Issued Accounting Pronouncements� in Note 1 of the Notes to unaudited Consolidated Financial Statements.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

At September 30, 2013, we were not a party to any derivative financial instruments. We conduct all of our business in U.S. currency and hence
do not have direct foreign currency risk. We are exposed to changes in interest rates, primarily with respect to our revolving credit loan under
our 2013 Credit Agreement. If the effective interest rate for all of our variable rate debt were to increase by 100 basis points (1%), our annual
interest expense would increase by a maximum of $2.7 million based on our debt balances at September 30, 2013.  Further, we currently invest
substantially all of our excess cash in short-term investments, primarily money market accounts, where returns effectively reflect current interest
rates. As a result market interest rate changes could impact our interest income or expense. The impact will depend on variables such as the
magnitude of rate changes and the level of borrowings or excess cash balances. We do not consider this risk to be material. We manage such risk
by continuing to evaluate the best investment rates available for short-term, high quality investments.
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Item 4. Controls and Procedures

We maintain disclosure controls and procedures (as defined in Rule 13a-15(e) under the Securities Exchange Act of 1934 or the Exchange Act)
that are designed to ensure that information required to be disclosed by us in reports that we file under the Exchange Act is recorded, processed,
summarized and reported as specified in the SEC�s rules and forms, and that such information required to be disclosed by us in reports that we
file under the Exchange Act is accumulated and communicated to our management, including our Chief Executive Officer and our Chief
Financial Officer, to allow timely decisions regarding required disclosure.

Evaluation of Disclosure Controls and Procedures

As required by Rule 13a-15(b) under the Exchange Act, management, with the participation of our Chief Executive Officer and Chief Financial
Officer, performed an evaluation of the effectiveness of our disclosure controls and procedures as of September 30, 2013.  Based on that
evaluation and because of the material weakness described below, our Chief Executive Officer and Chief Financial Officer have concluded that
our disclosure controls and procedures were not effective as of the end of the period covered by this quarterly report.

Material Weakness in Internal Control over Financial Reporting and Plan for Remediation

In the course of preparing our financial statements as of September 30, 2013 that are included in this Form 10-Q, management determined that
the Company has not designed adequate preventative and detective internal controls over accounting for significant infrequent and unusual
transactions and that it lacks the resources with the necessary accounting expertise to operate these controls and properly account for such
transactions.  As a result, in the preliminary consolidated condensed financial statements the $21.4 million purchase of Variable Rate Demand
Notes had been misclassified as cash and cash equivalents without properly considering the appropriate accounting consequences resulting from
the terms of the demand notes and the arrangement with the underlying guarantor bank.  Specifically, we did not initially recognize that if
material, the put option in this arrangement had to be accounted for at fair value.  In addition, during the preparation of our consolidated
financial statements and related footnote disclosures, we did not initially disclose this investment as a Level 2 (on the three-level fair value
hierarchy described in Note 1 of our Notes to Unaudited Consolidated Financial Statements) investment security with a determination of its fair
value.

This deficiency represents a material weakness in our internal control over financial reporting.  A material weakness is a deficiency, or a
combination of deficiencies in internal control over financial reporting, such that there is reasonable possibility that a material misstatement of
the company�s annual or interim financial information will not be prevented or detected on a timely basis.  This material weakness was reported
by management to our Audit Committee.

We believe that we currently need to improve our preventive and detective internal controls over accounting for significant infrequent and
unusual transactions.  In response to the material weakness described above, our management, with oversight from our Audit Committee, is
initiating a remediation plan that will include identifying and allocating appropriate resources with the required proficiency to remediate such
material weakness.  Management believes that the remediation plan will enhance and strengthen our internal control over financial reporting,
although until remediation steps are established and fully implemented, the material weakness described above will continue to exist.

Changes in Internal Control over Financial Reporting
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There have been no changes in our internal control over financial reporting identified in connection with the evaluation of our controls
performed during the nine months ended September 30, 2013 that have materially affected, or are reasonably likely to materially affect, our
internal control over financial reporting, other than the material weakness described above.

PART II � OTHER INFORMATION

Item 1A. Risk Factors

Risks that could have a negative impact on our business, results of operations and financial condition include without limitation the risk factors
set forth below and the following risk factors: (i) variations in our results of operations; (ii) changes in the U.S. healthcare environment and steps
we take in anticipation of such changes; (iii) regulatory, budgetary or political actions that affect procurement practices; (iv) the loss of one or
more major clients, including through our failure to reprocure a contract or the reduction in scope or early termination of one or more of our
significant contracts; (v) our ability to effectively manage our growth to execute on our business plans; (vi) the growth rate of spending on
Medicaid/Medicare, simplification of the healthcare payment process or programmatic changes that diminish the scope of benefits; (vii) client
dissatisfaction or early termination of contracts triggering significant costs or liabilities; (viii) the development by competitors of new or superior
products or services; (ix) the emergence of new competitors, or the development by our clients of in-house capacity to perform the services we
offer; (x) all the risks inherent in the development, introduction, and implementation of new products and services; (xi) our failure to comply
with laws and regulations governing health data or to protect such data from theft and misuse; (xii) our ability to maintain effective information
systems and protect them from damage or interruption; (xiii) restrictions on our ability to bid on/perform certain work due to other work we
currently perform; (xiv) our ability to successfully integrate our acquisitions; (xv) our ability to continue to secure contracts through the
competitive bidding process and to accurately predict the cost and time to complete such contracts; (xvi) our compliance with the covenants and
obligations under the terms of our credit facility and our ability to generate sufficient cash to cover our interest and principal payments
thereunder; (xvii) negative results of government or client reviews, audits or investigations to verify our compliance with contracts and
applicable laws and regulations; and (xviii) the impact of lawsuits or claims related to contracts, subcontracts, employment matters or
compliance with laws and regulations. A more detailed description of each of these and other risk factors can be found under the caption �Risk
Factors� in our most recent Annual Report on Form 10-K, filed with the SEC on March 1, 2013.

The risks described in our Annual Report on Form 10-K, as updated by our quarterly reports on Form 10-Q, are not the only risks facing our
Company. Additional risks and uncertainties not currently known to us, or that we currently deem to be immaterial, may also materially
adversely affect our business, financial condition and/or operating results.

Our business and results of operations may be adversely affected by: uncertainty related to our CMS Medicare Recovery Audit
Contractor (RAC) contract, our ability to reprocure a region as a Medicare RAC and certain Medicare program and rule changes.

Our largest client in 2012 was CMS, representing 18.2% of our total revenue for the year, primarily related to our Medicare RAC contract
through HDI  This contract was initially to expire in February 2014; however, as a result of a contract modification we entered into with CMS in
August 2013, the contract was extended until December 31, 2015, though we are only permitted to request certain medical records through
November 15, 2013 and send improper payments for processing until January 30, 2014. We currently expect an amended RFQ for the new
Medicare RAC contracts to be issued in the near-term; however, it and any contract awards made in connection with it may be protested, which
could extend the time frame for implementing the new Medicare RAC contracts.

CMS has also implemented certain rule and audit scope changes that impact our current Medicare RAC contract and which could impact a new
Medicare RAC contract, including Rule 1599-F �Hospital Inpatient Admission Order and Certification and 2 Midnight Benchmark for Inpatient
Hospital Admissions for the FY 2014 Inpatient Prospective Payment System (IPPS)/Long-Term Care Hospital (LTCH),� which became effective
on October 1, 2013.  CMS initially suspended the review by Medicare RACs of inpatient hospital claims paid between October 1, 2013 and
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December 31, 2013 for a determination of whether the inpatient hospital admission and patient status was appropriate and in November 2013,
extended the suspension through March 31, 2014.  While the new rule and the suspension of the Medicare RAC reviews described above will
have a minimal impact on HDI�s expected 2013 results, these reviews have historically been a significant finding for the Recovery Audit
program.  As a result, Rule 1599-F and the suspension of these reviews by the Medicare RACs could have a material negative impact on our
revenue from the Medicare RAC contract going forward depending upon, among other factors, how the rule is applied by providers and the
review strategies ultimately approved by CMS.

25

Edgar Filing: HMS HOLDINGS CORP - Form 10-Q

48



Table of Contents

Given that the Medicare RAC is one of our largest contracts and represents a significant potential business opportunity for us, our failure to
reprocure this contract, or to reprocure it in the time frame we anticipate and on the same or substantially similar terms to our current contract,
would have an adverse effect on our business and our operating results.

We have identified a material weakness in our internal control over financial reporting which could, if not remediated, result in a
material misstatement in our financial statements.

Our management is responsible for establishing and maintaining adequate internal control over our financial reporting, as defined in
Rule 13a-15(f) under the Securities Exchange Act. As disclosed in Part I, Item 4 of this Quarterly Report on Form 10-Q, management identified
a material weakness in our internal control over financial reporting.  We are actively engaged in developing a remediation plan designed to
address this material weakness. If our remedial measures are insufficient to address the material weakness, or if additional material weaknesses
or significant deficiencies in our internal control are discovered or occur in the future, our consolidated financial statements may contain
material misstatements and we could be required to restate our financial results.

Item 6. Exhibits

The exhibits filed as part of this Quarterly Report on Form 10-Q are listed on the Exhibit Index immediately following the Signatures.
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SIGNATURES

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

Date: November 12, 2013 HMS HOLDINGS CORP.

By: /s/ William C. Lucia
William C. Lucia
President and Chief Executive Officer and Duly
Authorized Officer
(Principal Executive Officer)

By: /s/ Walter D. Hosp
Walter D. Hosp
Chief Financial Officer and Duly Authorized Officer
(Principal Financial Officer)
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Exhibit Index

Exhibit No. Description

31.1 Rule 13a-14(a)/15d-14(a) Certification of the Principal Executive Officer of HMS Holdings Corp., as adopted pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002

31.2 Rule 13a-14(a)/15d-14(a) Certification of the Principal Financial Officer of HMS Holdings Corp., as adopted pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002

�32.1 Section 1350 Certification of the Principal Executive Officer of HMS Holdings Corp., as adopted pursuant to Section 906 of
the Sarbanes-Oxley Act of 2002

�32.2 Section 1350 Certification of the Principal Financial Officer of HMS Holdings Corp., as adopted pursuant to Section 906 of
the Sarbanes-Oxley Act of 2002

101.INS XBRL Instance Document

101.SCH XBRL Taxonomy Extension Schema Document

101.CAL XBRL Taxonomy Extension Calculation Linkbase Document

101.DEF XBRL Taxonomy Extension Definition Linkbase Document

101.LAB XBRL Taxonomy Extension Label Linkbase Document

101.PRE XBRL Taxonomy Extension Presentation Linkbase Document

� Furnished herewith
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