
HMS HOLDINGS CORP
Form 10-Q
August 10, 2015
Table of Contents

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 June 30, 2015

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)

(214) 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 August 5, 2015, there were approximately 88,553,226 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 and references to guidance. In particular, these include
statements relating to future actions, business plans, objectives 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 Part II of this Form 10-Q, and in particular, the risks discussed under the heading
�Risk Factors� in Part I, Item 1A of our Annual Report on Form 10-K and Part II, Item 1A of this Form 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 Quarterly 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

CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share and per share amounts)

June 30, December 31,
2015 2014

(unaudited)
Assets
Current assets:
Cash and cash equivalents $ 150,429 $ 133,116
Accounts receivable, net of allowance for doubtful accounts of $1,478 and $1,898,
respectively, and estimated allowance for appeals of $5,943 and $4,824 at June 30, 2015 and
December 31, 2014, respectively 167,262 157,101
Prepaid expenses 11,182 11,810
Prepaid income taxes 333 5,142
Deferred tax assets 3,993 7,811
Other current assets 2,634 2,639
Total current assets 335,833 317,619
Property and equipment, net 104,921 116,027
Goodwill 361,468 361,468
Intangible assets, net 64,424 74,578
Deferred financing costs, net 5,915 6,957
Other assets 4,999 4,339
Total assets $ 877,560 $ 880,988

Liabilities and Shareholders� Equity
Current liabilities:
Accounts payable, accrued expenses and other liabilities $ 40,132 $ 54,549
Estimated liability for appeals 34,014 36,799
Total current liabilities 74,146 91,348
Long-term liabilities:
Revolving credit facility 197,796 197,796
Deferred tax liabilities 44,755 50,853
Deferred rent 5,896 5,037
Other liabilities 2,832 2,864
Total long-term liabilities 251,279 256,550
Total liabilities 325,425 347,898
Commitments and contingencies (Note 8)
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; 95,078,772 shares issued
and 88,552,467 shares outstanding at June 30, 2015; 94,511,444 shares issued and 87,985,139
shares outstanding at December 31, 2014 950 943
Capital in excess of par value 323,312 313,214
Retained earnings 272,887 263,947
Treasury stock, at cost: 6,526,305 shares at June 30, 2015 and at December 31, 2014 (45,014) (45,014)
Total shareholders� equity 552,135 533,090
Total liabilities and shareholders� equity $ 877,560 $ 880,988

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

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(in thousands, except per share amounts)

(unaudited)

Three months ended June 30, Six months ended June 30,
2015 2014 2015 2014

Revenue $ 116,934 $ 112,561 $ 227,258 $ 217,268

Cost of services:
Compensation 42,303 43,130 85,029 90,051
Data processing 10,438 10,174 20,483 19,398
Occupancy 3,806 4,688 7,813 8,648
Direct project costs 13,572 9,913 24,050 17,586
Other operating costs 7,153 5,915 13,891 11,398
Amortization of acquisition related software and intangible
assets 7,047 7,160 14,094 14,320
Total cost of services 84,319 80,980 165,360 161,401

Selling, general and administrative expenses 20,863 19,023 42,165 35,512
Total operating expenses 105,182 100,003 207,525 196,913

Operating income 11,752 12,558 19,733 20,355

Interest expense (1,940) (1,939) (3,894) (4,018)
Interest income 12 12 23 36
Income before income taxes 9,824 10,631 15,862 16,373
Income taxes 4,406 4,593 6,922 6,982

Net income and comprehensive income $ 5,418 $ 6,038 $ 8,940 $ 9,391

Basic income per common share:
Net income per common share � basic $ 0.06 $ 0.07 $ 0.10 $ 0.11

Diluted income per common share:
Net income per common share � diluted $ 0.06 $ 0.07 $ 0.10 $ 0.11

Weighted average shares:
Basic 88,523 87,691 88,385 87,564
Diluted 88,908 88,092 88,771 88,033

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

CONDENSED CONSOLIDATED STATEMENT OF SHAREHOLDERS� EQUITY

For the Six Months Ended June 30, 2015

(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, 2014 94,511,444 $ 943 $ 313,214 $ 263,947 6,526,305 $ (45,014) $ 533,090

Net income and comprehensive
income � � � 8,940 � � 8,940
Stock-based compensation expense � � 7,068 � � � 7,068
Exercise of stock options 472,097 6 3,406 � � � 3,412
Vesting of restricted stock units, net of
shares withheld for employee tax 95,231 1 (629) � � � (628)
Excess tax benefit from exercise
of stock options � � 1,456 � � � 1,456
Shortfall due to exercise of stock
options and vesting of restricted stock
units � � (335) � � � (335)
Deferred tax asset reversal for
unexercised stock options � � (868) � � � (868)

Balance at June 30, 2015 95,078,772 $ 950 $ 323,312 $ 272,887 6,526,305 $ (45,014) $ 552,135

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

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

(unaudited)

Six months ended
June 30,

2015 2014
Operating activities:
Net income $ 8,940 $ 9,391
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization of property and equipment 16,002 16,253
Amortization of intangible assets 10,154 10,293
Amortization of deferred financing costs 1,042 1,042
Stock-based compensation expense 7,068 6,230
Excess tax benefit from exercised stock options (1,456) (854)
Deferred income taxes (3,483) (3,996)
Allowance for doubtful accounts and bad debt write-offs 1,549 (6,462)
Loss on disposal of fixed assets 10 4
Change in fair value of contingent consideration � 11
Changes in operating assets and liabilities:
Accounts receivable (15,844) (5,050)
Prepaid expenses 628 2,032
Prepaid income taxes 6,265 7,311
Other current assets 5 19
Other assets (660) (45)
Accounts payable, accrued expenses and other liabilities (11,479) (1,193)
Estimated liability for appeals 1,349 12,563
Net cash provided by operating activities 20,090 47,549
Investing activities:
Purchases of land, property and equipment (5,022) (10,315)
Investment in capitalized software (1,340) (1,309)
Net cash used in investing activities (6,362) (11,624)
Financing activities:
Repayment of revolving credit facility � (35,000)
Proceeds from exercise of stock options 3,412 3,076
Excess tax benefit from exercised stock options 1,456 854
Payments of tax withholdings on behalf of employees for net-share settlement for
restricted stock awards and units (628) (1,088)
Payments on capital lease obligations (655) (826)
Payments on contingent consideration � (428)
Net cash provided by (used in) financing activities 3,585 (33,412)
Net increase in cash and cash equivalents 17,313 2,513
Cash and cash equivalents at beginning of period 133,116 93,366
Cash and cash equivalents at end of period $ 150,429 $ 95,879
Supplemental disclosure of cash flow information:
Cash paid for income taxes $ 8,226 $ 3,503
Cash paid for interest $ 3,868 $ 2,538
Supplemental disclosure of noncash activities:
Accrued property and equipment purchases $ 154 $ 1,633
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Equipment purchased through capital leases $ � $ 20
Decrease in appeals liability for lost appeals offset with a reduction in accounts receivable $ 4,134 $ 18,695

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

NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

For the Three and Six Months Ended June 30, 2015 and 2014

(unaudited)

1.  Basis of Presentation

The accompanying unaudited Condensed Consolidated Financial Statements of HMS Holdings Corp., its subsidiaries and its affiliates (�we,� �our�
and �us�) have been prepared in accordance with United States Generally Accepted Accounting Principles (�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 financial position at June 30, 2015, the results of our operations
for the three and six months ended June 30, 2015 and 2014 and cash flows for the six months ended June 30, 2015 and 2014. Interim unaudited
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, 2014,
which we refer to as our Annual Report. There have been no significant changes to our critical accounting policies since December 31, 2014.

The preparation of our unaudited condensed consolidated financial statements 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, the disclosure of contingent liabilities at the date of the unaudited condensed consolidated
financial statements and the reported amounts of revenue and expenses during the reporting periods. Our actual results could differ from those
estimates.

These unaudited condensed 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.

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

2.  Summary of Significant Accounting Policies

As of June 30, 2015, we have accrued an estimated liability for appeals and estimated allowance for appeals based on our historical experience
with this activity under our customers� contracts. Any future changes to any of our customer contracts, 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 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 or failure to correctly estimate or accrue the
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estimated liabilities and allowance for appeals or accounts receivable could adversely affect our revenue in current or future periods.

Estimated liability for appeals and estimated allowance for appeals as of June 30, 2015 are as follows (in thousands):

Balance, December 31, 2013 $ 55,791
Provision 16,822
Appeals found in providers� favor (1) (30,990)
Balance, December 31, 2014 41,623(2)
Provision 5,333
Appeals found in providers� favor (1) (6,999)
Balance, June 30, 2015 $ 39,957(2)

(1)  Includes appeals, closures or other adjustments.

(2)  Includes $5,943 and $4,824 related to estimated allowance for appeals that apply to uncollected accounts
receivable as of June 30, 2015 and December 31, 2014, respectively.

8
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In the first six months of 2015 and 2014, within our estimated allowance for appeals found in favor of providers, $3.4 million and $18.1 million,
respectively, was activity associated with our Medicare Recovery Audit Contractor (�RAC�) contract with the Centers for Medicare & Medicaid
Services (�CMS�).

Allowance for doubtful accounts as of June 30, 2015 is as follows (in thousands):

Balance, December 31, 2013 $ 916
Provision 6,085
Recoveries (17)
Charge-offs (5,086)
Balance, December 31, 2014 1,898
Charge-offs and other (420)
Balance, June 30, 2015 $ 1,478

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 or 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 condensed 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.

The carrying amounts for our cash equivalents, accounts receivable, accounts payable, accrued expenses and revolving credit facility
approximate fair value.

Goodwill, representing the excess of acquisition costs over the fair value of assets and liabilities of acquired businesses, is subject to a periodic
assessment for impairment in accordance with Accounting Standards Codification (�ASC�) 350�Intangibles, Goodwill and Other. We assess
goodwill for impairment on an annual basis as of June 30 of each year or more frequently if an event occurs or changes in circumstances would
more likely than not reduce the fair value of a reporting unit below its carrying amount. Our assessment of goodwill impairment is at the HMS
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Holdings Corp. entity level as we operate as a single reporting unit.

We have the option to perform a qualitative assessment to determine if impairment is more likely than not to have occurred. If we can support
the conclusion that it is more likely than not that the fair value of a reporting unit is greater than its carrying amount, then we would not need to
perform the two-step impairment test for that reporting unit. If we cannot support such a conclusion, or we do not elect to perform the qualitative
assessment, then the first step of the goodwill impairment test is used to identify potential impairment by comparing the fair value of a reporting
unit with its carrying amount, including goodwill.

There are no impairment charges related to goodwill for any of the periods presented.

Recently Issued Accounting Pronouncements

In May 2014, the Financial Accounting Standards Board (�FASB�) issued an Accounting Standards Update (�ASU�) that amends the FASB ASC by
creating a new Topic 606, Revenue from Contracts with Customers. The new guidance will supersede the revenue recognition requirements in
Topic 605, Revenue Recognition, and most industry-specific guidance on revenue recognition throughout the Industry Topics of the
Codification.

9
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The core principle of the guidance is that an entity should recognize revenue to depict the transfer of promised goods or services to customers in
an amount that reflects the consideration to which the entity expects to be entitled in exchange for those goods or services. To achieve that core
principle, an entity should apply the following steps:

Step 1: Identify the contract(s) with a customer.

Step 2: Identify the performance obligations in the contract.

Step 3: Determine the transaction price.

Step 4: Allocate the transaction price to the performance obligations in the contract.

Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation.

In addition, an entity should disclose sufficient qualitative and quantitative information to enable users of financial statements to understand the
nature, amount, timing and uncertainty of revenue and cash flows arising from contracts with customers.

The amendments in this ASU are effective for annual reporting periods beginning after December 15, 2016, including interim periods within
such annual reporting periods. Early adoption is not permitted. This amendment is to be either retrospectively adopted to each prior reporting
period presented or retrospectively with the cumulative effect of initially applying this ASU recognized at the date of initial application. In
July 2015, the FASB approved the option to defer this new revenue recognition standard by one year and allow early adoption as of the original
effective date, but has not issued an ASU to effect this change. We are currently evaluating the impact of the adoption of this guidance to our
consolidated financial statements.

In June 2014, FASB issued ASU 2014-12, Accounting for Share-Based Payments When the Terms of an Award Provide That a Performance
Target Could Be Achieved after the Requisite Service Period (�ASU 2014-12�). ASU 2014-12 brings consistency to the accounting for share-based
payment awards that require a specific performance target to be achieved in order for employees to become eligible to vest in the awards.
Effective January 1, 2015, we adopted the provisions of ASU 2014-12. The adoption of this guidance did not have a material effect
on our consolidated financial statements.

In April 2015, FASB issued ASU 2015-03, Simplifying the Presentation of Debt Issuance Costs (�ASU 2015-03�). ASU 2015-03 simplifies the
presentation of debt issuance costs by requiring that debt issuance costs related to a recognized debt liability be presented in the balance sheet as
a direct deduction from the carrying amount of that debt liability, consistent with debt discounts. The recognition and measurement guidance for
debt issuance costs are not affected by ASU 2015-03. ASU 2015-03 is effective for annual reporting periods beginning after December 15, 2015,
including interim periods within such annual reporting periods with early adoption permitted. ASU 2015-03 is to be retrospectively adopted to
each prior reporting period presented. We do not expect the adoption of this guidance to have a material effect on our consolidated financial
statements.

In April 2015, FASB issued ASU 2015-05, Intangibles � Goodwill and Other � Internal-Use Software (Subtopic 350-40): Customer�s Accounting
for Fees Paid in a Cloud Computing Arrangement (�ASU 2015-05�). ASU 2015-05 provides explicit guidance to help companies evaluate the
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accounting for fees paid by a customer in a cloud computing arrangement and clarifies that if a cloud computing arrangement includes a
software license, the customer should account for the license consistent with its accounting for other software licenses. If the arrangement does
not include a software license, the customer should account for the arrangement as a service contract. We do not expect the adoption of this
guidance to have a material effect on our consolidated financial statements.
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3.  Intangible Assets

Intangible assets consisted of the following at June 30, 2015 and December 31, 2014 (in thousands):

Gross
Value

Accumulated
Amortization

Net Book
Value

Useful
Life

June 30, 2015
Customer relationships $ 102,755 $ (51,115) $ 51,640 5-10 years
Restrictive covenants 18,000 (13,224) 4,776 3-7 years
Trade name 17,000 (8,992) 8,008 3-5 years

$ 137,755 $ (73,331) $ 64,424

December 31, 2014
Customer relationships $ 102,755 $ (44,020) $ 58,735 5-10 years
Restrictive covenants 18,000 (11,394) 6,606 3-7 years
Trade name 17,000 (7,763) 9,237 3-5 years

$ 137,755 $ (63,177) $ 74,578

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

Year Ending December 31,
Remainder of 2015 $ 10,116
2016 19,933
2017 16,613
2018 15,993
2019 1,582
Thereafter 187

For the three and six months ended June 30, 2015, amortization expense related to intangible assets was $5.1 million and $10.2 million,
respectively. For the three and six months ended June 30, 2014, amortization expense related to intangible assets was $5.2 million and $10.3
million, respectively.

4.  Income Taxes

Our effective tax rate increased to 44.8% from 43.2% for the three months ended June 30, 2015 and 2014, respectively, and increased to 43.6%
from 42.6% for the six months ended June 30, 2015 and 2014, respectively, primarily due to changes in state apportionments and permanent
differences. The principal differences between the statutory rate and our effective rate are state taxes and permanent differences.
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In April 2015, legislation was signed changing New York City tax law, which resulted in the Company recognizing approximately $0.6 million
in discrete tax expense for both the three and six months ended June 30, 2015. This discrete item had an approximate effective tax rate impact of
6.0% and 3.7% for the three and six months ended June 30, 2015, respectively.

During the six months ended June 30, 2015, we utilized $3.9 million in tax deductions arising from stock-based compensation, which resulted in
an excess tax benefit of $1.5 million that was recorded to capital in excess of par value and an offsetting reduction to taxes payable.

As of June 30, 2015 and 2014, the total amount of unrecognized tax benefits was approximately $1.4 million and $1.6 million, respectively (net
of the federal benefit for state issues) that, if recognized, would favorably affect our future effective tax rate. As of June 30, 2015 and 2014, the
accrued liability for interest expense and penalties related to unrecognized tax benefits was $0.4 million and $0.2 million, respectively. We
include interest expense and penalties in the provision for income taxes in the unaudited Condensed Consolidated Statements of
Comprehensive Income. The amount of interest expense (net of federal and state income tax benefits) and penalties in
the unaudited Condensed Consolidated Statements of Comprehensive Income for the six months ended June 30, 2015
and 2014 was immaterial. We do not expect any significant change in unrecognized tax benefits during the next
twelve months.

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 2011. 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 State of New York.

11
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5.  Credit Agreement

In May 2013, we entered into a $500 million five-year, amended and restated revolving credit agreement (�2013 Credit Agreement�) with
certain financial institutions and Citibank, N.A. as Administrative Agent. No principal payments were made against
our revolving credit facility during the six months ended June 30, 2015. During the six months ended June 30, 2014,
we made principal payments of $35.0 million. The $197.8 million principal balance of our revolving credit facility is
due in May 2018.

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 amount available to borrow is based on certain borrowing base
calculations found in our 2013 Credit Agreement. The 2013 Credit Agreement is collateralized by our assets.

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 of 3.25:1.00 and a minimum interest coverage ratio of 3.00:1.00. As of June 30, 2015, we were in compliance with
all of the terms of the 2013 Credit Agreement.

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). The applicable interest rate was 2.02% at June 30, 2015.  We 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.

The interest expense and the commitment fees on the unused portion of our revolving credit facility are as follows (in thousands):

June 30, June 30,
Three months ended Six months ended

2015 2014 2015 2014
Interest expense $ 1,014 $ 1,000 $ 2,040 $ 2,164
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Commitment fees $ 376 $ 376 $ 748 $ 704

At June 30, 2015 and December 31, 2014, the unamortized balance of deferred origination fees and debt issue costs were $5.9 million and $6.9
million, respectively. For the three months ended June 30, 2015 and 2014, we amortized $0.5 million of interest expense related to our deferred
origination fees and debt issue costs in each of the respective periods.  For the six months ended June 30, 2015 and 2014, we amortized $1.0
million of interest expense related to our deferred origination fees and debt issue costs in each of the respective periods.

Although we expect that operating cash flows will continue to be a primary source of liquidity for our operating needs, the revolving credit
facility may be used for general corporate purposes, including acquisitions, if necessary.

As part of our contractual agreement with a customer, we have an outstanding irrevocable letter of credit for $3.0 million, which we established
against the revolving credit facility. The letter of credit will expire on June 30, 2016.

12
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6.     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 dilutive common share equivalents consist of stock options and restricted stock awards and units.

The following table reconciles the basic to diluted weighted average common shares outstanding using the treasury stock method (in thousands,
except per share data):

Basic and diluted

June 30, June 30,
Three months ended Six months ended

2015 2014 2015 2014
Net income $ 5,418 $ 6,038 $ 8,940 $ 9,391

Weighted average common shares outstanding � basic 88,523 87,691 88,385 87,564
Plus: net effect of dilutive stock options 153 230 167 301
Plus: net effect of dilutive restricted stock awards and units 232 171 219 168
Weighted average common shares outstanding � diluted 88,908 88,092 88,771 88,033
Net income per common share � basic $ 0.06 $ 0.07 $ 0.10 $ 0.11
Net income per common share � diluted $ 0.06 $ 0.07 $ 0.10 $ 0.11

For the three months ended June 30, 2015 and 2014, 2,576,385 and 2,562,229 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 June 30, 2015 and 2014, 48,131 and
9,085 restricted stock units were not included in the diluted earnings per share calculation because the effect would have been anti-dilutive.

For the six months ended June 30, 2015 and 2014, 2,969,496 and 2,443,375 stock options, respectively, were not included in the
diluted earnings per share calculation because the effect would have been anti-dilutive. For the six months ended
June 30, 2015 and 2014, 127,185 and 52,171 restricted stock awards and units were not included in the diluted
earnings per share calculation because the effect would have been anti-dilutive.

7.  Stock-Based Compensation

Total stock-based compensation expense charged as a selling, general and administrative expense in our unaudited Condensed Consolidated
Statements of Comprehensive Income related to our stock compensation plans was $3.8 million and $3.3 million for the three months ended
June 30, 2015 and June 30, 2014, respectively, and $7.1 million and $6.2 million for the six months ended June 30, 2015 and June 30, 2014,
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Stock Options

Presented below is a summary of our stock option activity for the six months ended June 30, 2015 (in thousands, except for weighted average
exercise price and weighted average remaining contractual terms):

Shares

Weighted
Average
Exercise
Price

Weighted
Average
Remaining
Contractual
Terms

Aggregate
Intrinsic
Value

Outstanding at December 31, 2014 4,101 $ 18.72
Granted 1,254 16.78
Exercised (472) 7.23
Forfeited (335) 22.85
Expired (272) 25.74
Outstanding at June 30, 2015 4,276 18.65 4.97 $ 7,249
Expected to vest at June 30, 2015 2,611 19.57 6.16 489
Exercisable at June 30, 2015 1,606 $ 17.13 3.00 $ 6,750
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For awards subject to service-based vesting conditions, we recognize stock-based compensation expense, net of estimated forfeitures, equal to
the grant date fair value of stock options on a straight-line basis over the requisite service period, which is generally the vesting term. For awards
subject to both performance and service-based vesting conditions, we recognize stock-based compensation expense using the straight-line
recognition method when it is probable that the performance condition will be achieved. Forfeitures are required to be estimated at the time of
grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates.

The fair value of each option grant with service-based vesting conditions was estimated using the Black-Scholes pricing models. The
performance share awards granted in 2014 and 2015 are market condition awards as attainment is based on the performance of our common
stock for the relevant performance period. These awards were valued on the date of grant using a Monte Carlo simulation 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.

The weighted average grant-date fair value per share of the stock options granted during the three months ended June 30, 2015 and 2014 was
$6.23 and $5.92, respectively. 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:

Six months ended June 30,
2015 2014

Expected dividend yield � �
Risk-free interest rate 1.65% 1.50%
Expected volatility 38.28% 37.27%
Expected life 4.89 years 4.81 years

During the three months ended June 30, 2015 and 2014, we issued 29,512 shares and 54,208 shares, respectively, of our common stock upon the
exercise of outstanding stock options and received proceeds of $0.1 million and $0.6 million, respectively.

For the three months ended June 30, 2015 and 2014, stock-based compensation expense for stock options was $1.7 million and $1.8
million, respectively.

We recognized excess income tax benefit of approximately $7,000 from the exercise of stock options in our unaudited Condensed
Consolidated Statement of Shareholders� Equity for the three months ended June 30, 2015. No amount was recognized
for excess income tax benefit from the exercise of stock options for the three months ended June 30, 2014.
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During the six months ended June 30, 2015 and 2014, we issued 472,097 shares and 316,041 shares, respectively, of our common stock upon the
exercise of outstanding stock options and received proceeds of $3.4 million and $3.1 million, respectively.

For the six months ended June 30, 2015 and 2014, stock-based compensation expense for stock options was $3.1 million and approximately $3.6
million, respectively.

We recognized excess income tax benefit of approximately $1.5 million and $0.9 million from the exercise of stock options in
our unaudited Condensed Consolidated Statement of Shareholders� Equity for the six months ended June 30, 2015 and
2014, respectively.

As of June 30, 2015, there was approximately $13.6 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
1.38 years.

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 optionees to exercise the options) for the three months ended June 30, 2015 and 2014 was approximately $0.3 million and $0.4 million,
respectively.
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The total intrinsic value of options exercised for the six months ended June 30, 2015 and 2014 was approximately $5.7 million and $3.3 million,
respectively.

Restricted Stock Units

Our non-employee members of our Board of Directors and certain employees have received restricted stock units under the Fourth Amended and
Restated 2006 Stock Plan (the �2006 Stock Plan�). 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 pay taxes upon the vesting of restricted stock units are retired.

For the three months ended June 30, 2015, we granted 70,187 restricted stock units with an aggregate fair market value of $1.2 million. For
the three months ended June 30, 2014, we granted 4,880 restricted stock units with an aggregate fair market value of
$0.1 million.

For the six months ended June 30, 2015, we granted 659,684 restricted stock units with an aggregate fair market value of $11.1 million. For
the six months ended June 30, 2014, we granted 246,764 restricted stock units with an aggregate fair market value of
$5.0 million.

For the three months ended June 30, 2015 and 2014, stock-based compensation expense for restricted stock units was $2.2 million and $1.5
million, respectively.

For the six months ended June 30, 2015 and 2014, stock-based compensation expense for restricted stock units was $4.0 million and $2.5
million, respectively.

At June 30, 2015, 1.3 million restricted stock units remained unvested and there was approximately $19.3 million of unamortized compensation
cost related to these restricted stock units, which is expected to be recognized over the remaining weighted-average vesting period of 1.54 years.

A summary of the status of our restricted stock units and of changes in restricted stock units outstanding under the 2006 Stock Plan for the six
months ended June 30, 2015 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
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Outstanding balance at December 31, 2014 910 $ 22.84
Granted 660 16.75
Vesting of restricted stock units, net of shares withheld for taxes (95) 24.07
Shares withheld for taxes (36) 24.07
Forfeitures (107) 23.92
Outstanding balance at June 30, 2015 1,332 $ 19.61

Restricted Stock Awards

We did not issue restricted stock awards during the three months ended June 30, 2015 or June 30, 2014. There was no stock-based compensation
expense related to previously granted stock awards for the six months ended June 30, 2015. Stock-based compensation expense related to
previously granted restricted stock awards was $0.1 million for the three and six months ended June 30, 2014.

8.   Commitments and Contingencies

Legal Proceedings

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.
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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 customers 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
customer abrasion, negative marketplace perceptions and other disadvantageous results that could adversely affect our business, financial
condition, results of operations and cash flows.

Kern Health Systems: In August 2011, in the Superior Court of the State of California, County of Los Angeles, Kern
Health Systems (�KHS� or �Plaintiff�) sought to recover in excess of $7.0 million exclusive of interest, attorneys� fees and
costs, against Allied Management Group Special Investigation Unit, Inc. (�AMG�), Dennis Demetre and Lori Lewis
(collectively, �Defendants�), jointly and severally, on causes of action for breach of contract, professional negligence,
intentional misrepresentation, negligent misrepresentation and unfair business practices under the California Business
and Professions Code. On June 9, 2014, the jury issued its verdict in favor of all Defendants, and against KHS, on all
causes of action except negligent misrepresentation. On that cause of action, the jury issued a verdict against all
Defendants, jointly and severally, in the sum of $1.38 million. The negligent misrepresentation verdict was based on
representations to KHS allegedly made by AMG and former owner Dennis Demetre in the spring of 2008, prior to our
acquisition of AMG. We believe that the jury erroneously awarded damages based on an error inasmuch as the jury
unanimously found that Defendants (through Demetre) made the negligent misrepresentation to KHS while having
reasonable grounds for believing the representation to be true. Based on the jury�s verdict, we believe we are properly
characterized as the prevailing party on the breach of contract claim. AMG has filed an appeal of the verdict and is
seeking to recover its attorneys� fees and costs in the sum of approximately $2.3 million. We have not recorded an
obligation on this matter at this time, as we have appealed this decision and believe it is probable that we will prevail
on the appeal of this matter, although there are risks and uncertainties related to any litigation, including appeals, and
neither we nor our counsel can assure litigation results. Pending the appeal process, we were required to obtain a
surety bond in the amount of 150% of the final judgment amount, or approximately $2.2 million, which was
collateralized by a cash deposit and is reflected in Other current assets on our unaudited Condensed Consolidated
Balance Sheet at June 30, 2015.

Dennis Demetre and Lori Lewis: In July 2012, two of AMG�s former owners, Dennis Demetre and Lori Lewis (the
�Plaintiffs�), filed an action in the Supreme Court of the State of New York, claiming an undetermined amount of
damages alleging that various actions unlawfully deprived the Plaintiffs of the acquisition earn-out portion of the
purchase price of AMG under the applicable Stock Purchase Agreement (the �SPA�) and that we had breached certain
contractual provisions under the SPA. The Plaintiffs filed a second amended complaint with two causes of action for
breach of contract and one cause of action for breach of implied covenant of good faith and fair dealing. Although the
Plaintiffs have also alleged an action based on fraud, the court dismissed that claim and further denied their
subsequent appeal to resurrect the dismissed claim. We filed a counterclaim for breach of contract arising out of the
Plaintiffs� failure to indemnify us for costs, including attorneys� fees arising out of our defense of the KHS action
described above and for fraud and negligent misrepresentation arising out of the Plaintiffs� misrepresentations
concerning capabilities of their software platform. On July 13, 2015, the court granted in part and denied in part the
Plaintiffs� motion to dismiss our counterclaims, allowing our counterclaim for breach of contract to proceed but
dismissing our counterclaims for fraud and negligent misrepresentation. This case continues in the discovery phase.
We believe we have a meritorious defense and will continue to defend this matter vigorously, although there are risks
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Restrictive Covenants, Trade Secret, Contract and other Causes of Action in Texas and New York: We are the plaintiff in lawsuits filed
in August 2014, entitled HMS Holdings Corp., et al. v. Public Consulting Group, Inc., James Gambino and Jason
Ramos, in the District Court of Dallas County, Texas, Cause No. DC-14-09047 (the �Texas Action�), and HMS
Holdings Corp., et al. v. Matthew Arendt, Sean Curtin and Danielle Lange, in the New York State Supreme Court,
Albany County, Index No. A00754/2014 (the �New York Action�). These suits allege that, in the violation of their
respective contractual, statutory and common law obligations to us, defendant Public Consulting Group, Inc. (�PCG�)
and defendants former HMS employees Gambino, Ramos, Arendt, Curtin and Lange unlawfully misappropriated our
confidential, proprietary and trade secret information, as well as our employee and customer relationships. The
lawsuits seek damages and injunctive relief and assert causes of action including breach of contract, breach of
fiduciary duty and misappropriation of trade secrets. Through discovery and forensic investigation in the lawsuits, we
uncovered the wrongful destruction of evidence by one or more defendants and sought judicial relief in the New York
Action against those defendants. On May 19, 2015, the New York court concluded that defendants Curtin and Lange
engaged in egregious misconduct and issued an order granting our motion for spoliation of evidence, which ordered
that Curtin and Lange repay our associated attorneys� fees and costs without reimbursement by defendant PCG and that
Lange was reported to the New York State Bar Association for professional misconduct. We are seeking
reimbursement of approximately $0.5 million from Curtin and Lange personally pursuant to the court�s sanction order.
These defendants have filed an appeal of the order.
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We also have sought injunctions in both the Texas and New York Actions. On July 10, 2015, the court in the Texas Action issued an order
granting a temporary injunction against PCG, Gambino and Ramos. The Texas court found that we had proved the existence of unlawful
conduct and had demonstrated a probable right to recovery at trial regarding our claims against PCG, Gambino and Ramos, including claims
involving the misappropriation of our confidential, proprietary and trade secret information and the improper solicitation of our employees in
violation of our agreements with PCG. The Texas court further found that an injunction was necessary to avoid imminent and irreparable harm
to us. As such, the Texas court entered a temporary injunction that enjoined, in pertinent part: (i) PCG from accessing or using any of our
confidential or proprietary information, including, but not limited to, in order to solicit, divert or take away the
third-party liability (�TPL�) business of any State Medicaid or other healthcare agency; (ii) PCG from using the services
of Curtin or Lange (who are defendants in the New York litigation, as further discussed in detail below) to solicit,
review, prepare or submit proposals for, or to in any way provide services related to TPL for PCG; (iii) PCG from
using certain of its prior Request for Proposal (�RFP�) responses that contain or were prepared using our confidential
information in its preparation of any future PCG TPL response; (iv) Gambino and Ramos from using any of our
confidential information or from developing, assisting or advising on PCG TPL proposals for our customer RFPs; and
(v) PCG from soliciting any of our employees except as may be permitted under prior agreements between us and
PCG (the �Texas Injunction�). The Texas Injunction was ordered to remain in place through the time of trial in the
Texas Action, which the court has initially set for March 2016. As a condition to obtaining the Texas Injunction, we
were required to post a surety bond in the amount of $0.5 million.

On July 14, 2015, the court in the New York Action issued its decision and order on our motion for a preliminary injunction. The New York
court found that our trade secret protection had not been waived and that we were entitled to continued protection, and that we had successfully
established a likelihood of prevailing on our non-solicitation claims against Curtin, Lange and Arendt and on our trade secret misappropriation
claims against Curtin and Lange; however, the court held that injunctive relief in the New York Action was not necessary due to the Texas
Injunction. The court�s order also preserved our right to again seek injunctive relief in the New York Action in the event
of a change of status regarding the Texas Injunction. The New York court has set a tentative trial date for June 2016.
Both the Texas and New York Actions continue in the discovery phase.

On July 23, 2015, we filed a separate complaint in the New York State Supreme Court, Albany County against Joseph �Jeff� Flora and former
HMS employee Elena Moiseekno. Flora is a former Director of the Bureau of Third-Party Liability at the Office of the New York State
Medicaid Inspector General who was subsequently hired as a consultant by PCG. We are seeking damages and injunctive relief against these
defendants for their alleged unlawful misappropriation of our confidential, proprietary and trade secret information and other wrongful conduct.

As previously disclosed in our Current Report on Form 8-K filed with the SEC on July 20, 2015, we received notice that re-procurement of the
TPL contract with the New Jersey Department of Human Services had been awarded to PCG. We intend to timely file a protest with the State of
New Jersey Division of Purchase and Property challenging the contract award to PCG. On July, 31, 2015, New Jersey did, however, grant us a
60-day extension on our current contract under mutually agreeable terms through September 29, 2015.

While we believe our claims are meritorious, there are inherent uncertainties in any litigation, and there can be no assurances that we will
ultimately prevail at trial or with our protest, or that the rulings in these proceedings are or will be adequate to protect our confidential or trade
secret information.

Letter of Credit
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During the current quarter, the letter of credit was amended (see Note 5). The required balance was reduced from $4.6 million to $3.0 million.
The expiration date is June 30, 2016.

9.  Subsequent Events

In connection with the preparation of these unaudited Condensed Consolidated Financial Statements, an evaluation of subsequent events was
performed through the date these unaudited Condensed Consolidated Financial Statements were issued.

On July 9, 2015, at our Annual Meeting of Stockholders, our shareholders approved an amendment to our Certificate of Incorporation to
increase the total number of authorized shares of our common stock from 125,000,000 shares to 175,000,000 shares. The amendment to our
certificate of incorporation was filed with the Secretary of State of the State of Delaware on July 9, 2015.
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On July 30, 2015, our Board of Directors approved a share repurchase program authorizing the repurchase of up to $75.0 million of our common
stock from time to time on the open market or in privately negotiated transactions. The repurchase program is authorized through July 30, 2017,
and may be suspended or discontinued at any time. Repurchased shares will be available for use in connection with reissuance under our stock
plans and for other corporate purposes. Repurchases may also be made under a Rule 10b5-1 plan, which would permit shares to be repurchased
when we might otherwise be precluded from doing so under insider trading laws. The timing and amount of any shares repurchased under the
program will be determined by our management based on its evaluation of market conditions and other factors.

There are no other events that have occurred that would require adjustments to or disclosure in our unaudited Condensed Consolidated Financial
Statements.

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 business overview discussion. We
then present the critical accounting policies that we believe are important to understanding the assumptions and judgments incorporated in our
reported financial results followed by a discussion of our results of operations. We provide an analysis of our liquidity and capital resources,
including discussions of our sources of capital, cash flows and financial commitments, and present the effects of recent accounting
pronouncements.

The following discussion and analysis of financial condition and results of operations should be read in conjunction with the other sections of
this Quarterly Report on Form 10-Q and with our Annual Report on Form 10-K for the year ended December 31, 2014 as filed with the
Securities and Exchange Commission (�SEC�). 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 and elsewhere in this
Quarterly Report on Form 10-Q, particularly in Part II, Item 1A. �Risk Factors� and in Part I, Item 1A. �Risk Factors� of our Annual Report on
Form 10-K for the year ended December 31, 2014 as filed with the SEC.

Business Overview

We operate in the U.S. healthcare insurance benefit cost containment marketplace. We provide coordination of benefits services to government
and private healthcare payers and sponsors to ensure that the responsible party pays healthcare claims. Our payment integrity services ensure
that healthcare claims billed are accurate and appropriate. Together, these various services help customers recover amounts from liable third
parties; prevent future improper payments; reduce fraud, waste and abuse; and ensure regulatory compliance.

Our customers are government health agencies, including CMS, and commercial health plans, government and private employers, child support
agencies, and other healthcare payers and sponsors.
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As of June 30, 2015, we served CMS, the Veterans Health Administration (�VHA�), 45 state Medicaid programs and the District of Columbia. We
also provided services to approximately 240 commercial customers and supported their multiple lines of business, including Medicaid managed
care, Medicare Advantage, and group and individual health. We also served as a subcontractor for certain business outsourcing and
technology firms.

We have grown both organically and through targeted acquisitions. Initially, we provided coordination of benefits services to state Medicaid
agencies. When Medicaid began to delegate members to managed care organizations, we began providing similar coordination of benefits
services to those plans. We began furnishing payment integrity services in 2007 and have since acquired several businesses to expand our
service offerings. In 2009, we began providing cost containment services for Medicare with our acquisition of IntegriGuard, LLC, which is now
doing business as our wholly owned subsidiary HMS Federal, providing fraud, waste and abuse analytical services to the Medicare program,
VHA and the Department of Defense. In 2009 and 2010, we began providing cost containment services to large self-funded employers through
our acquisitions of Verify Solutions, Inc. and Chapman Kelly, Inc. In 2011, we expanded our payment integrity services among federal, state
and commercial payers with our acquisition of HealthDataInsights, Inc. (�HDI�). HDI provides improper payment identification services for
government and commercial health plans, and is the Medicare RAC in CMS Region D, covering 17 states and three U.S. territories. In
December 2012, we extended our workers� compensation recovery services to commercial health plans through our asset purchase of
MedRecovery Management, LLC (�MRM�).
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Healthcare Environment

In March 2010, the Patient Protection and Affordable Care Act (�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 continued receipt of a state�s existing Medicaid funding on
its agreement to implement Medicaid expansion. As of July 2015, 30 states and the District of Columbia have committed to expanding their
Medicaid programs and/or have begun to implement Medicaid expansion. Based on CMS National Health Expenditure (�NHE�)
Projections for 2013-2023, in 2015, Medicare programs will cover approximately 55 million people and
Medicaid/CHIP programs will cover approximately 76 million people.

As enrollment in these government healthcare programs continues to grow, there is increased pressure on states to contain the growth of state
and federal Medicaid spending and to provide more access to healthcare for low-income individuals. According to the CMS NHE Projections for
2014-2024, Medicare programs are projected to spend approximately $646 billion in 2015, an increase of $29 billion compared to the 2014
estimate. In 2015, Medicaid/CHIP programs are projected to spend approximately $560 billion, an increase of $43 billion compared to the 2014
estimate. In response to the budgetary pressure facing the states and the rising cost of care and the number of beneficiaries, the use of managed
care arrangements in Medicaid continues to grow. In addition, states are expanding the use of managed care organizations to new regions within
the state or are using managed care arrangements to serve beneficiaries with more complex conditions. Of the 31 Medicaid programs that are
expanding under the ACA, all but three currently contract in some form with comprehensive managed care organizations to administer benefits
to their Medicaid members.

Another result of the ACA is the increasing complexity in determining eligibility, as well as the shifting of members from Medicaid government
premium subsidies through the health insurance exchange marketplaces and potentially back to Medicaid due to changes in income.

Customers

On July 17, 2015, following a procurement, we were awarded and entered into a new contract with the Florida Agency for Health Care
Administration to serve as the prime contractor in the provision of third-party liability (�TPL�) services. The new TPL contract is for a term of five
years, commencing September 1, 2015 through August 31, 2020, with an option to extend the term for up to five years. We have maintained a
relationship with this customer for over 20 years and have served as a prime contractor and a subcontractor under previous TPL contracts. From
February 2010 to June 2015, we served as a subcontractor to Xerox State Healthcare, LLC (formerly ACS State Healthcare, LLC) (�Xerox�) in
support of the prior TPL contract between Xerox and the customer.

As we have previously disclosed, on July 17, 2015, in connection with the re-procurement of the TPL services contract with the New Jersey
Department of Human Services, we received notice from the State of New Jersey Division of Purchase and Property, Procurement Bureau (the
�Division�) of its intent to award the new TPL contract to competitor Public Consulting Group, Inc. (�PCG�). We intend to timely file a protest
challenging the Division�s award decision in accordance with the Division�s administrative guidelines. As a result, we entered into a contract
extension with the New Jersey Department of Human Services to extend our relationship during the protest period for an additional two months
through September 29, 2015. There are risks and uncertainties inherent in legal proceedings, including protests, and an unfavorable outcome
from the protest, including a failure to overturn the Division�s award decision could have a material adverse effect on our financial condition,
results of operations and cash flows.
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Our Medicare RAC contract with CMS is through our wholly-owned subsidiary HDI. Under the current contract, HDI is authorized to continue
audit recovery auditing work through December 31, 2015 and further provides that for the period from January 1, 2016 to April 30, 2017, CMS
will allow HDI to invoice for recoupments received and support the appeal process. The contract also provides that HDI shall record/set aside an
appeal reserve for potential contractual liabilities in the event that overpayment decisions are overturned on appeal. On June 22, 2015, CMS
issued an online announcement of its intent to extend the active period of performance of the Medicare RACs under their existing contracts
through July 31, 2016. As of the date of this filing, CMS has initiated discussions with HDI regarding the terms of the proposed extension, but
HDI has not yet entered into a modification authorizing the extension. We expect that before HDI�s contract expires, CMS may conduct a new
procurement for recovery audit services, including those presently being performed by HDI.

In connection with the Medicare RAC contract, in August 2014, CMS announced it would settle with hospitals willing to withdraw inpatient
status claims currently pending in the appeals process by offering to pay hospitals 68% for all eligible claims they had billed to Medicare. In a
letter, dated June 30, 2015, CMS notified HDI that CMS has determined that Medicare RACs, including HDI, would be entitled only to the
contract contingency fee on the settled amounts of the claims, or 32% of the original inpatient claim amounts, and that based on the initial lists
of finalized settlements, HDI shall pay back to CMS approximately $28.6 million due to adjustments in RAC contingency fees. CMS further
advised that as the hospital settlement project continues, additional settlement lists will be matched to RAC claims
which may result in updated amounts to those previously provided.
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While there are uncertainties in any dispute resolution and results cannot be guaranteed, HDI has previously advised CMS that it disagrees with
CMS� interpretation of the contract. Additionally, based on our initial analysis, the backup data that CMS provided may be inaccurate and may
also be incomplete. HDI accrues an estimated liability for appeals based on the amount of fees that are subject to appeals, closures or other
adjustments, which we estimate are probable of being returned to providers following a successful appeal, and we similarly accrue an allowance
against accounts receivables related to fees yet to be collected. A portion of our reserve for estimated liability for appeals recorded as of June 30,
2015 may apply to this population. While we intend to continue our discussions with CMS regarding CMS� determination, which includes
requesting support and accurate backup documentation for specific audits, there could be a material negative impact on our financial condition,
results of operations and cash flows to the extent that (i) any final determination of amounts owed by HDI to CMS under the current Medicare
RAC contract materially exceeds our accrued reserves for such appeals, (ii) HDI is required to return certain fees which we have been paid ,or
(iii) HDI�s ability to collect fees for audits already performed is affected.

Under CMS Rule 1599-F, Hospital Inpatient Admission Order and Certification and Two Midnight Benchmark for Inpatient Hospital
Admissions for the Fiscal Year 2014 Inpatient Prospective Payment System / Long-Term Care Hospital (the �Two Midnight Rule�), CMS
redefined the requirements for an inpatient stay with a new formal time-based standard. The Two Midnight Rule, effective October 2013,
initially stated that surgical procedures, diagnostic tests and other treatments (in addition to services designated as inpatient-only), are generally
appropriate for inpatient hospital admission and payment under Medicare Part A when a physician (i) expects the beneficiary to require a stay
that crosses at least two midnights and (ii) admits the beneficiary to the hospital based upon that expectation. As part of the rule�s
implementation, CMS suspended the Medicare RACs� review of inpatient hospital claims paid between October 1, 2013 and September 30, 2014
for a determination of whether the inpatient hospital admission and patient status was appropriate. In April 2014, in accordance with the passage
of the Protecting Access to Medicare Act of 2014, CMS extended the delay of the rule�s enforcement and Medicare RAC review of Two
Midnight Rule claims through March 31, 2015. On April 1, 2015, the Medicare Access and CHIP Reauthorization Act of 2015 was signed into
law, which further extended the delay through September 30, 2015.

On July 1, 2015, as part of CMS� proposed outpatient payment rule, Calendar Year (CY) 2016 Hospital Outpatient Prospective Payment System,
CMS released proposed changes to the Two Midnight Rule for stays expected to last less than two midnights of hospital care. Among other
things, CMS proposed that certain inpatient admissions, where the physician expects the patient to need less than two midnights, would be
payable under Medicare Part A on a case-by-case basis as determined by the physician responsible for such patient�s care and documentation in
the medical record supporting that inpatient stay was necessary. In addition, CMS further announced that initial medical reviews of short
inpatient stays would be conducted by Quality Improvement Organizations (�QIOs�) rather than by Medicare Administrative Contractors (�MACs�)
or Medicare RACs. CMS indicated that the recovery audit program would instead focus on conducting reviews of hospitals with consistently
high denial rates. The final rule is expected to be issued on or around November 1, 2015.

These reviews have historically been a significant finding for the recovery audit program; as a result, the Two Midnight Rule, including the
recently proposed changes to the rule, and the continued suspension of these reviews by the Medicare RACs could have a material negative
impact on our future revenue if HDI is awarded a new Medicare RAC contract, depending upon, among other factors, how the Two Midnight
Rule is applied by providers, the review strategies ultimately approved by CMS and the shift in enforcement responsibility of the rule from
MACs and Medicare RACs to QIOs.

Critical Accounting Policies

Since the date of our Annual Report on Form 10-K for the year ended December 31, 2014, there have been no changes to our critical accounting
policies. 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 on Form 10-K for the year ended December 31, 2014 as filed with the SEC.
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SUMMARY OF OPERATING RESULTS

Three Months Ended June 30, 2015 Compared to Three Months Ended June 30, 2014

The following table sets forth, for the periods indicated, certain items in our unaudited Condensed Consolidated Statements of Comprehensive
Income expressed as a percentage of revenue:

Three months ended
June 30,

2015 2014
Revenue 100.0% 100.0%
Cost of services:
Compensation 36.2 38.3
Data processing 8.9 9.0
Occupancy 3.3 4.1
Direct project costs 11.6 8.8
Other operating costs 6.1 5.3
Amortization of acquisition related software and intangible
assets 6.0 6.4
Total cost of services 72.1 71.9
Selling, general, and administrative expenses 17.9 16.9
Total operating expenses 90.0 88.8
Operating income 10.0 11.2
Interest expense (1.6) (1.7)
Interest income 0.0 0.0
Income before income taxes 8.4 9.5
Income taxes 3.8 4.1
Net income and comprehensive income 4.6% 5.4%

Revenue for the three months ended June 30, 2015 was $116.9 million, an increase of $4.3 million, or 3.8%, compared to revenue of $112.6
million for the three months ended June 30, 2014. This increase resulted from a $6.7 million increase in revenue related to changes in the yield
and scope of projects from existing customers and differences in the timing of when customer projects were completed in the current quarter
compared to the same quarter in the prior year. For the three months ended June 30, 2015, an additional $4.5 million in revenue was generated
from new customers. These increases were offset by a $3.4 million decrease related to the transitional revenue from the Medicare
RAC contract and a $3.5 million decrease related to contract expirations.

Compensation expense as a percentage of revenue was 36.2% for the three months ended June 30, 2015, compared to 38.3% for the three
months ended June 30, 2014. Compensation expense was $42.3 million for the current quarter, a decrease of $0.8 million, or 1.9%, compared to
compensation expense of $43.1 million for the same quarter in the prior year. This decrease reflects a $0.7 million decline in salary expense, a
$0.4 million decrease in fringe benefits expense and a $0.3 million decrease in severance expense offset by an increase in variable compensation
of $0.6 million. During the three months ended June 30, 2015, we averaged 1,990 employees, an 8.2% decrease compared to our average of
2,168 employees during the quarter ended June 30, 2014. The reduction in headcount is related to efficiencies in labor achieved, work performed
by subcontractors, reductions related to Medicare RAC support warranted from a business point of view by the reduction in that contract, and
various other reductions related to employee terminations in the prior and the current fiscal year.
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Data processing expense as a percentage of revenue was 8.9% for the three months ended June 30, 2015, compared to 9.0% for the three months
ended June 30, 2014. Data processing expense was $10.4 million for the current quarter, an increase of $0.2 million, or 2.0%, over data
processing expense of $10.2 million for the same quarter in the prior year. Continuous improvements to our technology infrastructure and
developments in transaction processing resulted in higher expenses in the current quarter. These increases reflected additional software costs of
$0.5 million primarily related to software maintenance expenses and $0.4 million related to data expenses. These increases were partially offset
by a $0.4 million decrease in hardware related costs, primarily depreciation expense, and a $0.2 million decrease in data communications costs.

Occupancy expense as a percentage of revenue was 3.3% for the three months ended June 30, 2015, compared to 4.1% for the three months
ended June 30, 2014. Occupancy expense was $3.8 million for the three months ended June 30, 2015, compared to $4.7 million for the three
months ended June 30, 2014. Due to headcount reductions, a smaller proportion of our office space is occupied by operations personnel.
Beginning in fiscal year 2015, the cost of unoccupied office space in any of our locations is classified as a selling, general, and administrative
expense.
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Direct project expense as a percentage of revenue was 11.6% for the three months ended June 30, 2015, compared to 8.8% for the three months
ended June 30, 2014. Direct project expense for the current quarter was $13.6 million, an increase of $3.7 million, or 37.4%, compared to direct
project expense of $9.9 million for the same quarter in the prior year. This increase primarily resulted from additional subcontractor fees of $2.4
million augmenting resources based on volume fluctuations. Other expense increases included $1.0 million in medical charts expense. Partially
offsetting these increases were declines of $0.5 million in bad debt expense and $0.2 million in travel expense.

Other operating costs as a percentage of revenue were 6.1% for the three months ended June 30, 2015, compared to 5.3% for the three months
ended June 30, 2014. Other operating costs for the current quarter were $7.2 million, an increase of $1.3 million, or 22.0%, compared to other
operating costs of $5.9 million for the same quarter in the prior year. This increase primarily resulted from a $0.8 million increase in
subcontracting fees and a $0.7 million increase in temporary personnel and consulting expense, primarily in the areas of IT support for
innovation initiatives, data onboarding development and program integrity support. These increases were partially offset by a $0.2 million
decrease in legal expense.

Amortization of acquisition-related software and intangible assets as a percentage of revenue was 6.0% for the three months ended June 30,
2015, compared to 6.4% for the three months ended June 30, 2014. Amortization of acquisition-related software and intangible assets for the
current quarter was $7.0 million, compared to amortization expense of $7.2 million for the same quarter in the prior year. This expense
consists primarily of amortization of customer relationships, trade names and software. This decrease primarily
resulted from certain of our intangible assets becoming fully amortized in the prior fiscal year.

Selling, general, and administrative expense as a percentage of revenue was 17.9% for the three months ended June 30, 2015 compared to 16.9%
for the three months ended June 30, 2014. Selling, general, and administrative expense for the current quarter was $20.9 million, an increase of
$1.9 million, or 10.0%, compared to $19.0 million for the same quarter in the prior year. This increase resulted from a $1.1 million increase in
compensation expense, primarily variable compensation and stock compensation expense, a $0.6 million increase in occupancy expense related
to unoccupied space not used by operations, and a $0.4 million increase in other expenses, primarily consulting expenses. These increases were
partially offset by a decrease of $0.3 million in data processing expense. During the three months ended June 30, 2015, we averaged 224
employees in the sales, general and administrative group, a 4.7% increase over our average of 214 employees in that group during the same
quarter in the prior year.

Operating income for the three months ended June 30, 2015 was $11.7 million, a decrease of $0.9 million, or 7.1%, compared to operating
income of $12.6 million for the three months ended June 30, 2014.

Interest expense was $1.9 million for both the three months ended June 30, 2015 and the three months ended June 30, 2014. Interest expense
represents borrowings under our revolving credit facility, amortization of deferred financing costs, commitment fees for our revolving credit
facility and issuance fees for our Letter of Credit. Interest income was $12,000 for both the current quarter and the same quarter in the prior year.

We recorded income tax expense of $4.4 million for the three months ended June 30, 2015, compared to income tax expense of $4.6 million for
the three months ended June 30, 2014, a decrease of $0.2 million. Income before income taxes decreased $0.8 million for the current quarter
over income before income taxes for the same quarter in the prior year. Our effective tax rate increased to 44.8% for the current quarter from
43.2% for the same quarter in the prior year, primarily due to changes in state apportionments and permanent differences. The principal
difference between the statutory rate and our effective rate are state taxes and permanent differences.

Edgar Filing: HMS HOLDINGS CORP - Form 10-Q

39



Net income and comprehensive income of $5.4 million for the three months ended June 30, 2015 represents a decrease of $0.6 million compared
to net income and comprehensive income for the three months ended June 30, 2014 of $6.0 million. The decrease of $0.6 million is primarily
due to the decrease in operating income of $0.8 million offset by decreases in income taxes of $0.2 million.
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Six Months Ended June 30, 2015 Compared to Six Months Ended June 30, 2014

The following table sets forth, for the periods indicated, certain items in our unaudited Condensed Consolidated Statements of Comprehensive
Income expressed as a percentage of revenue:

Six months ended
June 30,

2015 2014
Revenue 100.0% 100.0%
Cost of services:
Compensation 37.5% 41.4%
Data processing 9.0% 8.9%
Occupancy 3.4% 4.0%
Direct project costs 10.6% 8.1%
Other operating costs 6.1% 5.2%
Amortization of acquisition related software and intangible
assets 6.2% 6.6%
Total cost of services 72.8% 74.2%
Selling, general, and administrative expenses 18.6% 16.4%
Total operating expenses 91.4% 90.6%
Operating income 8.6% 9.4%
Interest expense (1.7)% (1.9)%
Interest income 0.0% 0.0%
Income before income taxes 6.9% 7.5%
Income taxes 3.0% 3.2%
Net income and comprehensive income 3.9% 4.3%

Revenue for the six months ended June 30, 2015 was $227.3 million, an increase of $10.0 million, or 4.6%, compared to revenue of $217.3
million for the six months ended June 30, 2014 This increase resulted from a $23.0 million increase in revenue related to changes in the yield
and scope of projects from existing customers and differences in the timing of when customer projects were completed in the current quarter
compared to the same quarter in the prior year. For the six months ended June 30, 2015, an additional $6.4 million in revenue was generated
from new customers. These increases were offset by an $11.7 million decrease related to the transitional revenue from the Medicare RAC
contract and a $7.7 million decrease related to contract expirations.

Compensation expense as a percentage of revenue was 37.5% for the six months ended June 30, 2015, compared to 41.4% for the six months
ended June 30, 2014. Compensation expense for the current period was $85.0 million, a decrease of $5.1 million, or 5.7%, compared to
compensation expense of $90.1 million for the same period in the prior year. The decrease in compensation expense relates to a $3.7 million
decrease in salary expense, a $0.9 million decrease in severance expense, and a $0.4 million decrease in employee benefits expense. During the
six months ended June 30, 2015, we averaged 1,999 employees, a 10.4% decrease compared to our average of 2,232 employees during the six
months ended June 30, 2014. The reduction in headcount is related to efficiencies in labor achieved, work performed by subcontractors,
reductions related to Medicare RAC support warranted from a business point of view by the reduction in that contract, and various other
reductions related to employee terminations in the prior and the current fiscal year.

Data processing expense as a percentage of revenue was 9.0% for the six months ended June 30, 2015, compared to 8.9% for the six months
ended June 30, 2014. Data processing expense was $20.5 million for the current period, an increase of $1.1 million, or 5.7%, compared to data
processing expense of $19.4 million for the same period in the prior year. This increase reflects additional software costs of $1.1 million
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primarily related to software maintenance expenses.

Occupancy expense as a percentage of revenue was 3.4% for the six months ended June 30, 2015, compared to 4.0% for the six months ended
June 30, 2014. Occupancy expense was $7.8 million for the current period, a decrease of approximately $0.8 million, or 9.3%, compared to
occupancy expense of $8.6 million for the same period in the prior year. Due to headcount reductions, a smaller proportion of our office space is
occupied by operations personnel. Beginning in fiscal year 2015, the cost of unoccupied office space in any of our locations is reflected within
Selling, general, and administrative expense.

Direct project expense as a percentage of revenue was 10.6% for the six months ended June 30, 2015, compared to 8.1% for the six months
ended June 30, 2014. Direct project expense for the current period was $24.0 million, an increase of $6.4 million, or 36.4%, compared to direct
project expense of $17.6 million for the same period in the prior year. This increase
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primarily resulted from additional subcontractor fees of $4.6 million augmenting resources based on volume fluctuations. Other expense
increases included $1.2 million in medical charts expense. Partially offsetting these increases were declines of $0.5 million in bad debt expense,
$0.4 million in temporary help expense and $0.2 million in legal expense.

Other operating costs as a percentage of revenue were 6.1% for the six months ended June 30, 2015, compared to 5.2% for the six months ended
June 30, 2014. Other operating costs for the current period were $13.9 million, an increase of $ $2.5 million, or 21.9%, compared to other
operating costs of $11.4 million for the same period in the prior year. This increase primarily resulted from a $2.4 million increase in temporary
personnel and consulting expense primarily in the areas of IT support for innovation initiatives, data onboarding development and program
integrity support and a $1.0 million increase in subcontracting fees. These increases were partially offset by declines of $0.5 million in printing
and postage expense, $0.3 million in recruiting and employee relocation expenses and $0.1 million in travel expense.

Amortization of acquisition-related software and intangible assets as a percentage of revenue was 6.2% for the six months ended June 30,
2015, compared to 6.6% for the six months ended June 30, 2014. Amortization of acquisition-related software and
intangible assets for the current period was $14.1 million, compared to amortization expense of $14.3 million for the
same period in the prior year. This expense consists primarily of amortization of customer relationships, trade names
and software. The decrease relates to the full amortization of intangibles from prior acquisitions during the prior year
period.

Selling, general, and administrative expense as a percentage of revenue was 18.6% for the six months ended June 30, 2015 compared to 16.4%
for the six months ended June 30, 2014. Selling, general, and administrative expense for the current period was $42.2 million, a $6.7 million, or
18.9%, increase compared to $35.5 million for the same period in the prior year. This increase resulted from a $3.0 million increase in legal
expenses primarily related to our action against Public Consulting Group, Inc. and certain former employees, a $1.5 million increase in
compensation expense, a $1.3 million increase in occupancy expense and a $1.1 million increase primarily due to consulting expenses. These
increases were partially offset by a decrease of $0.5 million in data processing expense. During the six months ended June 30, 2015, we
averaged 222 corporate employees, a 2.8% increase compared to our average of 216 corporate employees during the same period ended June 30,
2014.

Interest expense was $3.9 million for the six months ended June 30, 2015, compared to $4.0 million for the six months ended June 30, 2014. The
decline of $0.1 million represents a decrease in interest expense on our credit facility arising from a principal payment made in the prior year
period.

Interest income was $23,000 for the six months ended June 30, 2015, compared to interest income of $36,000 for the six months ended June 30,
2014.

We recorded income tax expense of $6.9 million for the six months ended June 30, 2015, compared to income tax expense of $7.0
million for the six months ended June 30, 2014, a decrease of $0.1 million. Income before income taxes decreased
$0.5 million for the six months ended June 30, 2015 over income before income taxes for the same period in the prior
year. Our effective tax rate increased to 43.6% for the six months ended June 30, 2015 from 42.6% for the same
period in the prior year, primarily due to changes in state apportionments and permanent differences. The principal
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difference between the statutory rate and our effective rate are state taxes and permanent differences.

We reported net income and comprehensive income of $8.9 million for the six months ended June 30, 2015, a decrease of $0.5 million or 5.3%
compared to $9.4 million for the six months ended June 30, 2014. The decrease of $0.5 million is primarily due to the decrease in operating
income of $0.7 million offset by decreases in income taxes of $0.1 million and net interest expense of $0.1 million.

Off-Balance Sheet Arrangements

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

The following tables, which should be read in conjunction with our unaudited Condensed Consolidated Statements of Cash Flows, represent the
cash and cash equivalents and working capital at June 30, 2015 and December 31, 2014, respectively, and a summary of our cash flows as of
June 30, 2015 and 2014, respectively:

(in thousands) June 30, 2015 December 31, 2014

Cash and cash equivalents $ 150,429 $ 133,116
Working capital $ 261,687 $ 226,271

A summary of our cash flows is as follows:

Six months ended
June 30,

(in thousands) 2015 2014
Net cash provided by operating activities $ 20,090 $ 47,549
Net cash used in investing activities (6,362) (11,624)
Net cash provided by (used in) financing activities 3,585 (33,412)
Net increase in cash and cash equivalents $ 17,313 $ 2,513

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 sources of cash are cash flows from operations and the available
borrowing capacity of cash from our revolving credit facility. The primary uses of cash are compensation expenses, data processing costs, direct
project costs, selling, general and administration expenses, purchases of property and equipment and investment in capitalized software. Other
sources of cash include proceeds from the 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 needs.

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 cash flows,
access to capital markets and availability of our 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 facility under our 2013 Credit Agreement.
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Cash Flows from Operating Activities

Net cash provided by operating activities for the six months ended June 30, 2015 was $20.1 million, a decrease of $27.4 million as compared to
net cash provided by operating activities of $47.5 million for the six months ended June 30, 2014.

The results of operations after non-cash adjustments to net income contributed cash inflows of $39.8 million for the current period as compared
to a contribution of cash inflows of $31.9 million for the same period in the prior year. The $7.9 million increase primarily resulted from a
decrease in the allowance for doubtful accounts primarily related to the transitional reduction in revenue from the Medicare RAC contract.
Changes in working capital contributed cash outflows of $19.7 million, primarily as a result of a $15.8 million increase in accounts receivable
and an $11.5 million decrease in accounts payable, accrued expenses and other liabilities. These changes were partially offset by a $6.3 million
decrease in prepaid income taxes and a $1.3 million increase in estimated liability for appeals.

For the six months ended June 30, 2015, revenue was $227.3 million, an increase of $10.0 million compared to revenue of $217.3 million for the
six months ended June 30, 2014. The number of Day Sales Outstanding (�DSO�) increased by 3 days to 129 days as of June 30, 2015, as compared
to 126 days as of December 31, 2014. The increase in DSOs was primarily driven by an increase in accounts receivable due to processing delays
with one large government and two large commercial clients.

This and other factors may result in higher accounts receivable balances and higher DSOs in future periods, which would reduce net cash from
operating activities in those periods. We do not anticipate collection issues with these accounts receivable, however, nor do we expect that any
extended collections will materially impact our liquidity.
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The majority of our customer relationships have been in place for several years. Our future operating cash flows could be adversely affected by a
decrease in a demand for our services, delayed payments from customers or if one or more contracts with our largest customers is terminated or
not re-awarded.

Cash Flows from Investing Activities

Net cash used in investing activities for the six months ended June 30, 2015 was $6.4 million, a $5.2 million decrease compared to net cash used
in investing activities of $11.6 million for the six months ended June 30, 2014. The decrease primarily relates to a $5.3 million decrease in
purchases of property and equipment.

Cash Flows from Financing Activities

Net cash provided by financing activities for the six months ended June 30, 2015 was $3.6 million, a $37.0 million increase from net cash used
in financing activities of $33.4 million for the six months ended June 30, 2014. This change was primarily attributed to $35.0 million in
payments made toward the principal outstanding on our revolving credit facility during the six months ended June 30, 2014.

Contractual Obligations

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, 2014 as filed with the SEC.

Recently Issued Accounting Pronouncements

See �Recently Issued Accounting Pronouncements� in Note 2 of the Notes to the unaudited Condensed Consolidated Financial Statements.

Item 3.  Quantitative and Qualitative Disclosures About Market Risk

At June 30, 2015, 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 facility 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 $2.0 million based on our debt balances at June 30, 2015. Further, we currently invest
substantially all of our excess cash in short-term investments, primarily money market accounts, where returns effectively reflect current interest
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rates. As a result market interest rate changes may 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.

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 (the �Exchange Act�))
that are designed to ensure that information required to be disclosed in our reports filed under the Exchange Act is recorded, processed,
summarized and reported within the time periods specified in the SEC�s rules and forms and that such information is accumulated and
communicated to our management, including our Chief Executive Officer and our Chief Financial Officer, as appropriate, to allow for timely
decisions regarding required disclosure. In designing and evaluating the disclosure controls and procedures, management recognizes that any
controls and procedures, no matter how well designed and operated, can provide only reasonable assurance of achieving the desired control
objectives, and management is required to apply its judgment in evaluating the cost-benefit relationship of possible 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 June 30, 2015. Based on that evaluation,
our Chief Executive Officer and Chief Financial Officer concluded that our disclosure controls and procedures were effective as of the end of the
period covered by this Quarterly Report.

There have been no changes in our internal control over financial reporting identified in connection with the evaluation of our controls
performed during the three months ended June 30, 2015 that have materially affected, or are reasonably likely to materially affect, our internal
control over financial reporting.
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PART II � OTHER INFORMATION

Item 1.   Legal Proceedings

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.

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 customers 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
customer abrasion, negative marketplace perceptions and other disadvantageous results that could adversely affect our business, financial
condition, results of operations and cash flows.

Kern Health Systems: In August 2011, in the Superior Court of the State of California, County of Los Angeles, Kern
Health Systems (�KHS� or �Plaintiff�) sought to recover in excess of $7.0 million exclusive of interest, attorneys� fees and
costs, against Allied Management Group Special Investigation Unit, Inc. (�AMG�), Dennis Demetre and Lori Lewis
(collectively, �Defendants�), jointly and severally, on causes of action for breach of contract, professional negligence,
intentional misrepresentation, negligent misrepresentation and unfair business practices under the California Business
and Professions Code. On June 9, 2014, the jury issued its verdict in favor of all Defendants, and against KHS, on all
causes of action except negligent misrepresentation. On that cause of action, the jury issued a verdict against all
Defendants, jointly and severally, in the sum of $1.38 million. The negligent misrepresentation verdict was based on
representations to KHS allegedly made by AMG and former owner Dennis Demetre in the spring of 2008, prior to our
acquisition of AMG. We believe that the jury erroneously awarded damages based on an error inasmuch as the jury
unanimously found that Defendants (through Demetre) made the negligent misrepresentation to KHS while having
reasonable grounds for believing the representation to be true. Based on the jury�s verdict, we believe we are properly
characterized as the prevailing party on the breach of contract claim. AMG has filed an appeal of the verdict and is
seeking to recover its attorneys� fees and costs in the sum of approximately $2.3 million. We have not recorded an
obligation on this matter at this time, as we have appealed this decision and believe it is probable that we will prevail
on the appeal of this matter, although there are risks and uncertainties related to any litigation, including appeals, and
neither we nor our counsel can assure litigation results. Pending the appeal process, we were required to obtain a
surety bond in the amount of 150% of the final judgment amount, or approximately $2.2 million, which was
collateralized by a cash deposit and is reflected in Other current assets on our unaudited Condensed Consolidated
Balance Sheet at June 30, 2015.
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Dennis Demetre and Lori Lewis: In July 2012, two of AMG�s former owners, Dennis Demetre and Lori Lewis (the
�Plaintiffs�), filed an action in the Supreme Court of the State of New York, claiming an undetermined amount of
damages alleging that various actions unlawfully deprived the Plaintiffs of the acquisition earn-out portion of the
purchase price of AMG under the applicable Stock Purchase Agreement (the �SPA�) and that we had breached certain
contractual provisions under the SPA. The Plaintiffs filed a second amended complaint with two causes of action for
breach of contract and one cause of action for breach of implied covenant of good faith and fair dealing. Although the
Plaintiffs have also alleged an action based on fraud, the court dismissed that claim and further denied their
subsequent appeal to resurrect the dismissed claim. We filed a counterclaim for breach of contract arising out of the
Plaintiffs� failure to indemnify us for costs, including attorneys� fees arising out of our defense of the KHS action
described above and for fraud and negligent misrepresentation arising out of the Plaintiffs� misrepresentations
concerning capabilities of their software platform. On July 13, 2015, the court granted in part and denied in part the
Plaintiffs� motion to dismiss our counterclaims, allowing our counterclaim for breach of contract to proceed but
dismissing our counterclaims for fraud and negligent misrepresentation. This case continues in the discovery phase.
We believe we have a meritorious defense and will continue to defend this matter vigorously, although there are risks
and uncertainties related to any litigation.

Restrictive Covenants, Trade Secret, Contract and other Causes of Action in Texas and New York: We are the plaintiff in lawsuits filed
in August 2014, entitled HMS Holdings Corp., et al. v. Public Consulting Group, Inc., James Gambino and Jason
Ramos, in the District Court of Dallas County, Texas, Cause No. DC-14-09047 (the �Texas Action�), and HMS
Holdings Corp., et al. v. Matthew Arendt, Sean Curtin and Danielle Lange, in the New York State Supreme Court,
Albany County, Index No.
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A00754/2014 (the �New York Action�). These suits allege that, in the violation of their respective contractual, statutory and common law
obligations to us, defendant PCG and defendants former HMS employees Gambino, Ramos, Arendt, Curtin and Lange unlawfully
misappropriated our confidential, proprietary and trade secret information, as well as our employee and customer relationships. The lawsuits
seek damages and injunctive relief and assert causes of action including breach of contract, breach of fiduciary duty and misappropriation of
trade secrets. Through discovery and forensic investigation in the lawsuits, we uncovered the wrongful destruction of evidence by one or more
defendants and sought judicial relief in the New York Action against those defendants. On May 19, 2015, the New York court concluded that
defendants Curtin and Lange engaged in egregious misconduct and issued an order granting our motion for spoliation of evidence, which
ordered that Curtin and Lange repay our associated attorneys� fees and costs without reimbursement by defendant PCG and that Lange was
reported to the New York State Bar Association for professional misconduct. We are seeking reimbursement of approximately $0.5 million from
Curtin and Lange personally pursuant to the court�s sanction order. These defendants have filed an appeal of the order.

We also have sought injunctions in both the Texas and New York Actions. On July 10, 2015, the court in the Texas Action issued an order
granting a temporary injunction against PCG, Gambino and Ramos. The Texas court found that we had proved the existence of unlawful
conduct and had demonstrated a probable right to recovery at trial regarding our claims against PCG, Gambino and Ramos, including claims
involving the misappropriation of our confidential, proprietary and trade secret information and the improper solicitation of our employees in
violation of our agreements with PCG. The Texas court further found that an injunction was necessary to avoid imminent and irreparable harm
to us. As such, the Texas court entered a temporary injunction that enjoined, in pertinent part: (i) PCG from accessing or using any of our
confidential or proprietary information, including, but not limited to, in order to solicit, divert or take away the TPL
business of any State Medicaid or other healthcare agency; (ii) PCG from using the services of Curtin or Lange (who
are defendants in the New York litigation, as further discussed in detail below) to solicit, review, prepare or submit
proposals for, or to in any way provide services related to TPL for PCG; (iii) PCG from using certain of its prior
Request for Proposal (�RFP�) responses that contain or were prepared using our confidential information in its
preparation of any future PCG TPL response; (iv) Gambino and Ramos from using any of our confidential
information or from developing, assisting or advising on PCG TPL proposals for our customer RFPs; and (v) PCG
from soliciting any of our employees except as may be permitted under prior agreements between us and PCG (the
�Texas Injunction�). The Texas Injunction was ordered to remain in place through the time of trial in the Texas Action,
which the court has initially set for March 2016. As a condition to obtaining the Texas Injunction, we were required to
post a surety bond in the amount of $0.5 million.

On July 14, 2015, the court in the New York Action issued its decision and order on our motion for a preliminary injunction. The New York
court found that our trade secret protection had not been waived and that we were entitled to continued protection, and that we had successfully
established a likelihood of prevailing on our non-solicitation claims against Curtin, Lange and Arendt and on our trade secret misappropriation
claims against Curtin and Lange; however, the court held that injunctive relief in the New York Action was not necessary due to the Texas
Injunction. The court�s order also preserved our right to again seek injunctive relief in the New York Action in the event
of a change of status regarding the Texas Injunction. The New York court has set a tentative trial date for June 2016.
Both the Texas and New York Actions continue in the discovery phase.

On July 23, 2015, we filed a separate complaint in the New York State Supreme Court, Albany County against Joseph �Jeff� Flora and former
HMS employee Elena Moiseekno. Flora is a former Director of the Bureau of Third-Party Liability at the Office of the New York State
Medicaid Inspector General who was subsequently hired as a consultant by PCG. We are seeking damages and injunctive relief against these
defendants for their alleged unlawful misappropriation of our confidential, proprietary and trade secret information and other wrongful conduct.
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As previously disclosed in our Current Report on Form 8-K filed with the SEC on July 20, 2015, and as discussed above under �Management�s
Discussion and Analysis of Financial Condition and Results of Operations,� on July 17, 2015, we received notice that re-procurement of the TPL
contract with the New Jersey Department of Human Services had been awarded to PCG. We intend to timely file a protest with the State of New
Jersey Division of Purchase and Property challenging the contract award to PCG. On July, 31, 2015, New Jersey did, however, grant us a 60-day
extension on our current contract under mutually agreeable terms through September 29, 2015.

While we believe our claims are meritorious, there are inherent uncertainties in any litigation, and there can be no assurances that we will
ultimately prevail at trial or with our protest, or that the rulings in these proceedings are or will be adequate to protect our confidential or trade
secret information.
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Item 1A.   Risk Factors

Risks that could have a negative impact on our business, financial condition, results of operations or cash flows include, without limitation, the
risk factors set forth below: (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) our ability to retain customers
or the loss of one or more major customers, including through our failure to procure or reprocure a current or future contract or related delays or
cancellations, the potential failure to prevail in legal proceedings, including any contract award protest, 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 and to
achieve our guidance or revenue; (vi) the negative or reduced growth rate of spending on Medicaid/Medicare, simplification of the healthcare
payment process or programmatic changes that diminish the scope of benefits; (vii) whether CMS will support the RAC program or cancel
future reprocurements, or that the terms may be adverse to us, or CMS may change the RAC program and reduce future fees or the scope, or
require repayment of certain prior fees associated with its hospital settlement program due to an interpretation of contract terms by HDI or
otherwise; (viii) customer dissatisfaction or early termination of contracts triggering significant costs or liabilities; (ix) the development by
competitors of new or superior products or services; (x) the emergence of new competitors, or the development by our customers of in-house
capacity to perform the services we offer; (xi) all the risks inherent in the development, introduction, and implementation of new products and
services; (xii) our failure to comply with laws and regulations governing health data or to protect such data from theft and misuse; (xiii) our
ability to maintain effective information systems and protect them from damage, interruption or breach; (xiv) restrictions on our ability to bid
on/perform certain work due to other work we currently perform; (xv) our ability to successfully integrate any acquisitions and the risk that such
acquisitions will not result in the anticipated benefits; (xvi) our ability to continue to secure contracts through the competitive bidding process
and to accurately predict the cost and time to complete such contracts; (xvii) our compliance with the covenants and obligations under the terms
of our revolving credit facility and our ability to generate sufficient cash to cover our interest and principal payments thereunder;
(xviii) unanticipated changes in our effective tax rates; (xix) the risk of security breaches of our technology systems and networks; (xx) negative
results of government or customer reviews, audits or investigations to verify our compliance with contracts and applicable laws and regulations,
and/or the risk of debarment or disqualification from doing business with a federal or state government or related agency; (xxi) the impact of
lawsuits, including our ability to prevail on appeals or to recover attorney�s fees or expenses, the success of litigation which is not guaranteed, or
claims related to contracts, subcontracts, employment matters or compliance with laws and regulations;  (xxii) our failure to properly remediate
any future weaknesses or deficiencies or maintain proper and effective controls; (xxiii) the potential that we are unable to meet our liquidity
needs; (xxiv) the risk that our efforts to protect intellectual property rights, confidential and proprietary information, or confidential or
proprietary information of others in our possession, will not be adequate; and (xxv) other risks identified in our most recent Annual Report on
Form 10-K. A more detailed description of our risk factors can be found in Part I, Item 1A. �Risk Factors� of our Annual Report on Form 10-K for
the year ended December 31, 2014 filed with the SEC on March 2, 2015.

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 that we face.
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, results of operations or cash flows.

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: August 10, 2015 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/ JEFFREY S. SHERMAN
Jeffrey S. Sherman
Executive Vice President, Chief Financial Officer and
Treasurer
(Principal Financial Officer)
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HMS Holdings Corp. and Subsidiaries

Exhibit Index

Exhibit
Number Description

3.1* Conformed copy of Certificate of Incorporation of HMS Holdings Corp., as amended through July 9, 2015.

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

*  Filed herewith

�  Furnished herewith
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