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The Color of Health Care

n 2002, CareFirst BlueCross BlueShield (CareFirst)

created an advertising campaign, “The Color of Health

Care,” that was visible throughout the region —in
Maryland, Washington, D.C. and Delaware. In this
campaign, the television spot visually illustrated the
attributes of the color blue and connected those qualities
with CareFirst BlueCross BlueShield.

This report of the company’s performance in 2002 provides
a brief summary of the many reasons so many people look
to their Blue plan, CareFirst BlueCross BlueShield, for access
to quality health care. CareFirst is the leading health benefits
provider in the Mid-Atlantic region with 3.2 million members.
Members rely on their CareFirst BlueCross BlueShield card
because it represents strength and dependability. They
remain loyal to CareFirst because they trust the company’s
commitment to quality care.

As this report outlines CareFirst’s accomplishments for 2002
and guides you through the “Color of Health Care” campaign,
you will see why in health care, there’s only one color...
CareFirst BlueCross Blue Shield.
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The color blue...

promotes peace of mind.

It stands for strength.
It symbolizes trust and reliability.

It's the color of loyalty,
the color of dependability.

So when it comes to health care,
it’s no wonder so many people
choose blue —

CareFirst BlueCross BlueShield.
Because in health care,
there’s only one color.




CareFirst’s continued progress in 2002 reaffirms
our confidence in our strategic plan. Simply
stated, we have created a business model for
health care based on delivering value, quality
and exceptional service to customers. Our
excellent results in 2002, building on CareFirst’s
solid finances and enrollment growth of recent
years, are validation that we are on the correct
course. As we seek new and better ways to

Daniel J. Altobello

A Message to our Customers
and Associates

respond to the challenges posed by rising health
care costs and intensified competition, we will
be guided by the principle that CareFirst best
fulfills its mission by offering customers a
variety of quality health care coverage options
that are both affordable and accessible.

J‘..

William L. Jews

CareFirst has maintained its position as the leading
health care company in the Mid-Atlantic region
through creative approaches that enhance the
company’s customer service and product offerings.
Significant investments in time and money were
made in adopting new technologies, upgrading the
skills of our associates, and providing associates with
the tools and state-of-the-art facilities they need to
do their jobs. A new headquarters building in
Washington, D.C., a new call center in Owings Mills,
new offices in Columbia, Maryland, and expanded
offices in Wilmington, Delaware, are tangible
reflections of our commitment to keep CareFirst

a local company with a strong local presence.

To our customers, our members, our many friends
and business associates who share in and benefit
from our commitment to providing affordable and
accessible health care coverage, we express our
sincere gratitude.

Sincerely,

duir potsirt Sltogiln

Daniel J. Altobello William L. Jews
Chairman of the Board President and Chief Executive Officer




The color BLUE stands for... l
CareFirst’s strength lies in its products, m A new state-of-the-art call center for customer

its people and its presence. The success of CareFirst
BlueChoice, the new regional HMO introduced in 2001,
continued into 2002 with membership rising to more
than 291,000 by year’s end. BlueChoice offers a truly
regional network of physicians and hospitals serving
Maryland, the District of Columbia and Northern
Virginia —a product that reflects CareFirst’s continuing

commitment to a strong Mid-Atlantic presence.

m  CareFirst networks gained strength in 2002 with the
addition of more than 1,800 primary care physicians
in Washington, D.C., Greater Baltimore, and
Southern Maryland.

m  Membership in Delaware grew 16 percent in 2002.
Since affiliating with CareFirst in 2000, Blue Cross

Blue Shield of Delaware membership has increased

49 percent.

service was opened in Owings Mills, expanding the
company’s ability to serve a growing membership.
A similar customer and provider service center will

open in Delaware in 2003.

Blue Cross Blue Shield of Delaware introduced the
“Personal Comp” product offering individual health

care coverage.

Enrollment by Product

12.1%
392,469

HMO
12.5%
407,682 PPO*
58.6%
1,904,022
547,586

16.8%

1 Preferred Provider Organization 2 Point-of-Service Coverage




The color BLUE symbolizes...

I

In a world of uncertainties, comfort is found in
people you can trust. Blue is the color of trust, the
well recognized symbol of security. In 2002, CareFirst
BlueCross BlueShield provided a growing membership

with new reason to trust the color blue.

m  Trust requires confidence in others. Developing
the skills of CareFirst associates intensified in
2002. They participated in more than 2,000
company-sponsored career and skill development
courses and completed more than 79,000 hours

of instruction and testing.

m  Trust creates expectations. Two CareFirst BlueCross
BlueShield products — BlueChoice and BluePreferred
— received the highest accreditation by the National

Committee for Quality Assurance (NCQA).

Blue Cross Blue Shield of Delaware maintained its

“Excellent” NCQA accreditation.

Trust depends on business leadership. CareFirst
has achieved the top market position in its service
area as measured by three important benchmarks:
the largest network of primary care physicians —
more than 25,000; the greatest number of
members; and the lowest administrative cost-to-

revenue ratio.

CareFirst Membership

3,240,500
3,103,228 |
2,997,312

2,599,662

2000 2001 2002




The color BLUE represents...

dependability

The Blue Cross and Blue Shield affiliates of CareFirst
trace their roots to the 1930s. For more than 65
years, these affiliates have forged a company tradition
based on quality service, security and the importance
of encouraging good health practices. Throughout
that time, CareFirst has always been there for our
members. We have learned the importance of
dependability. That means a prompt response, a
willingness to listen, a determination to help. As a

company, we strive to get it right the first time, to

make health care easier.

We count every member interaction as an
opportunity — a chance to help, to make a
difference, to make someone feel just a little better.
That’s what CareFirst did in 2002. And we intend

to continue on that path into the future.




CareFirst 2002 Highlights

OPERATIONS

m  CareFirst handled more than 35 million claims
in 2002, up sharply from the 27 million in 2001.
The number of member inquiries also increased,
from 6.1 million in 2001 to 7.2 million in 2002.

m  CareFirst remains on schedule to meet all
compliance dates mandated by the Health
Insurance Portability & Accountability Act
(HIPAA), federal legislation creating standards for
how personal health information is shared, used
and transmitted. Under HIPAA, CareFirst and
other health care organizations are required to put
procedures in place for keeping member informa-
tion confidential. HIPAA also creates standards for
the uniform transfer of electronic data, including
claims, enrollment and other routine changes.

m  Under the CareFirst initiative, “Get it Right, the
First Time,” claims processing accuracy continued

to improve throughout 2002. Claims processing
goals for 2003 include raising the accuracy rate to
98 percent, and to complete processing of 98
percent of all initial claims within 30 days.

MARKETING

®m  New products were introduced in 2002 in response

to customers wanting more choice. A Point-of-
Enrollment plan now offers an array of options
that combines HMO and PPO benefits packages.
Members can select health care coverage tailored
to their specific family or individual needs through
a combined offering of our BlueChoice and
BluePreferred products.

Nearly 140,000 new members chose CareFirst for
their health care coverage in 2002, bringing total
enrollment to more than 3.24 million in
Maryland, Delaware, Northern Virginia and the

District of Columbia. CareFirst ranks among the




largest of the 42 independent, locally operated

Blues Plans in the nation.

MEDICAL AFFAIRS AND NETWORK MANAGEMENT

m To fufill the CareFirst promise to “make health
care easier,” the company intensified efforts to pro-
vide members with information about preventing
and coping with chronic diseases in 2002. The
continuing program focuses on the most effective
strategies to enhance care and outcomes for those
with diabetes, cardiovascular disease, asthma, renal
disease and similar conditions. Through chronic
care management strategies, spending on such
care was reduced by $11 million in 2002.

m Delaware’s provider internet utilization grew
dramatically in 2002 with the number of providers
registered increasing 40% and the total number of
transactions performed increasing from 143,000 in
2001 to 323,000 in 2002.

m To improve information exchanges between

CareFirst and area hospitals, new technology was
tested last year that allows hospitals to confirm
eligibility, enter admission data, request authoriza-
tions for care and receive status reports in real
time. By early 2003, 80 percent of the local hospital
authorizations will be processed online.

NEW TECHNOLOGY

m Capital expenditures in 2002 were nearly

$45 million, reflecting the company’s continued
investment in future growth.

Exchange of medical data in “real time” will be
introduced to CareFirst’s top 10 care providers in
2003, enabling the company to receive electronic
claims from doctors and hospitals and to complete
transactions through electronic funds transfers.

B The company continues to integrate core system

technology by eliminating three system platforms

in a major step toward creating a single, efficient




system designed for maximum customer satisfac-
tion. The estimated savings from a fully intem}

computer system is $7.7 million annually.

AWARDS AND RECOGNITION

m  CareFirst received two “Best of the Blues” awards
presented annually by the Blue Cross and Blue
Shield Association. Selected from more than 100
competing entries, the awards recognized the com-
pany’s success in launching CareFirst \E&JeChoice,
a new regional HMO, and for introducirig Senior
Rx, a subsidized prescription drug plan for

‘..-

m CareFirst’s Federal Employee Plan (FEP)'division

Maryland seniors.

received a fifth consecutive “High Performance/
Low Cost” award presented annually by the Blue

Cross and Blue Shield Association in recognltli?p',;.,

of the division’s claims processing efficiency. The
CareFirst FEP Plan, the largest health care plan for

employees of the federal government, serves more
than 532,000 members. Blue Cross Blue Shield of

Delaware received an FEP Benefit Costs Profile
Award and a second place Marketing Award for
net enrollment growth.

CareFirst took first, third and fifth place awards in
;'ithe Blue Cross and Blue Shield Association’s annual
'“ssessment of positive “Member Experience.”

'hhe assessments measure how well all Blues plans

throughout the United States interact with and

meégthe needs of their members.

m  Two physicians who are members of CareFirst
affiliate physicians groups gained special recogni-
. tion in 2002. Dr. Yvette Oquendo, M.D., of
. Potomac Physicians, P.A., was named “Doctor
of the Year” by the Maryland Academy of Family
‘%ysiciqns. Dr. R. Scott Strahlman, M.D.,
pedi rics department chief with the Patuxent
Medical Group (PMG) affiliate in Columbia,
Maryland, was chosen by Baltimore Magazine as

one of the Baltimore area’s “Top Docs.”




m For the sixth consecutive year, CareFirst was
awarded the Blue Cross and Blue Shield

Association’s prestigious Brand Excellence Award.

Only one other Blues Plan in the nation has ever
won this coveted award more than CareFirst.

CAREFIRST IN THE COMMUNITY

m An outreach and education program in partner-
ship with the Washington Hospital Center and
NBC4 attracted more than 65,000 participants.
The program included an information kit on
diabetes, free educational seminars on the disease,
and a large-scale outreach effort and sponsorship
of the NBC4 Health and Fitness EXPO.

m  Over 300 associates and family members
participated in the Juvenile Diabetes Research
Foundation Walk to Cure Diabetes. Team CareFirst

raised over $30,000 in pledges, including a

substantial corporate gift.

CareFirst contributed $250,000 to support a new,
permanent health science exhibit, entitled BodyLink,
at the Maryland Science Center. The exhibit features
creative presentations, exhibits and interactive multi-
media displays to encourage good health habits and
awareness among young people and adults.

CareFirst associates contributed a total of $542,000
in support of United Way campaigns in Maryland,
Delaware, Washington D.C. and Northern
Virginia. The corporate contribution for 2002
was $260,000.




Financial Highlights 2002

CareFirst reported net income of $85 million for 2002, down nearly 14
percent from the $98.7 million reported in 2001. The decrease was
due primarily to an “other than temporary impairment” (OTTI)
adjustment in the company’s investment portfolio. Excluding this
OTTI adjustment and adjustments for discontinued operations, net
income for 2002 was approximately $105 million, an increase of about
13 percent over the prior year.

Membership grew 4 percent in 2002, reaching 3.24 million members by
year-end. Enrollment growth was particularly strong in Delaware where the

addition of several large accounts increased total membership by 16 percent.

Total enrollment at the Delaware affiliate has increased 49 percent since

customers, this means that approximately 90 cents of every revenue dollar
last year was allocated to health care and related services.

CareFirst’s revenues on consolidated operations, including premiums

and premium-equivalents, rose to $6.7 billion in 2002, up from slightly

less than $6 billion in 2001. The company’s reserves —a measure of financial
strength used to assess an insurer’s ability to cover claims, meet unexpected
contingencies and provide a source of funding to invest in product and
service improvements — rose to $874 million at year-end 2002, an 11 percent
gain from year-end 2001, using generally accepted accounting practices.

the affiliation with CareFirst. Membership growth in the Washington
area was also strong in 2002 — up nearly 12 percent.

CareFirst’s market strength rests on its ability to effectively contain
administrative expenses, to maximize its brand identity and to
maintain the company’s high standards of customer service. CareFirst’s
administrative cost ratio in 2002 dropped to 8.4 percent of total
revenues, down from 9.1 percent in the prior year. For CareFirst

Revenues Net Income Reserves
(in billions) (in millions) (in millions)
$6.7 987 g5 §785 $874
$6.0 $63.8 : $692
$5.0 v

2000 2001 2002

2000 2001 2002

2000 2001 2002




CareFirst... Still Blue

For more than 65 years, millions of consumers in
Maryland, Washington, D.C. and Delaware have relied

on their local Blue Cross Blue Shield companies for their
health care coverage. Over the past five years, those three
Blues Plans, all with proud histories, have joined forces as
a combined company that now serves more than 3.2 mil-
lion members and employs 6,500 associates in five states
and the District of Columbia. It was a bold move that has
made CareFirst the Mid-Atlantic region’s leading health
care insurer.

We took an even bolder step 16 months ago with our
proposal to become a for-profit company and to partner
with WellPoint Health Networks, a nationally respected,
for-profit health insurer which already operates Blues
Plans in California, Georgia and Missouri. The transac-
tion would have opened new sources of funding that we
planned to invest in new and improved products and
services, while creating at least $1.37 billion in charitable
trusts that elected officials could have used to address
unmet health care needs. While CareFirst’s Board and
executive leadership firmly believed that our proposal
would have produced long-term benefits for our
customers and the communities in which we operate, it is
clear that regulators and legislators in Maryland will not
accept such fundamental changes to CareFirst’s structure.

As we have in the past, CareFirst
will make the appropriate adjust-
ments resulting from this decision
as well as legislative changes in
our governance, accountability
and mission with one goal upper-
most in our mind — continuing to
serve our customers and providing value for their health
care dollar. Whatever changes may occur, we will still
be your local Blues Plan and we will continue to do
whatever we can to earn your trust and loyalty.

FaL=N

VAV

And, we certainly are not standing still. For example, this
year CareFirst will extend its service hours to evenings
and Saturdays. We are offering new consumer choices,
such as an innovative HMO Opt-Out product that allows
members to visit specialists without a referral and a new
dental product. We also are investing in state-of-the-art
call centers in Owings Mills, Washington, D.C. and
Wilmington, Delaware to provide better customer
service. In short, CareFirst will continue to yield the

best of both worlds — the business discipline and expert-
ise needed to offer customers value, quality service

and financial strength coupled with a continuing
commitment to serving the community in meaningful
and creative ways. WWe want you to know that CareFirst
will be there for you now and in the future.
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Report of Independent Auditors

Board of Directors of CareFirst, Inc.
Board of Directors of CareFirst of Maryland, Inc.

Board of Trustees of Group Hospitalization
and Medical Services, Inc.

Board of Directors of BCBSD, Inc.

We have audited the accompanying consolidated balance
sheet of CareFirst, Inc. and affiliates (collectively, referred
to as the Company) as of December 31, 2002, and the
related consolidated statements of operations, changes in
reserves and cash flows for the year then ended. These
financial statements are the responsibility of the
Company’s management. Our responsibility is to express
an opinion on these financial statements based on our
audit. The consolidated financial statements of the
Company, as of December 31, 2001 and for the year then
ended, were audited by other auditors who have ceased
operations and whose report dated January 26, 2002
expressed an unqualified opinion on those financial
statements before the restatement adjustment described
in Note 2.

We conducted our audit in accordance with auditing
standards generally accepted in the United States. Those
standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting princi-
ples used and significant estimates made by manage-
ment, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a rea-
sonable basis for our opinion.

In our opinion, the 2002 financial statements referred to
above present fairly, in all material respects, the consoli-
dated financial position of the Company at December
31, 2002, and the consolidated results of its operations
and its cash flows for the year then ended in conformity
with accounting principles generally accepted in the
United States.



As discussed in Note 2 to the consolidated financial
statements, effective January 1, 2002, the Company
changed its method of accounting for goodwill.

As discussed above, the consolidated financial statements
of the Company as of December 31, 2001, and for the
year then ended were audited by other auditors who
have ceased operations. As described in Note 2, these
financial statements have been revised to include the
transitional disclosures required by Statement of
Financial Accounting Standards (Statement) No. 142,
Goodwill and Other Intangible Assets, which was adopted
by the Company as of January 1, 2002. Our audit proce-
dures with respect to the disclosures in Note 2 with
respect to 2001 included (a) agreeing the previously
reported net income to the previously issued financial
statements and the adjustments to reported net income
representing amortization expense recognized in those
periods related to goodwill, to the Company’s underly-
ing records obtained from management, and (b) testing
the mathematical accuracy of the reconciliation of

adjusted net income to reported net income. In our
opinion, the disclosures for 2001 in Note 2 are appropri-
ate. However, we were not engaged to audit, review, or
apply any procedures to the 2001 consolidated financial
statements of the Company other than with respect to
such disclosures and, accordingly, we do not express an
opinion or any other form of assurance on the 2001
consolidated financial statements taken as a whole.

Bt MLL?

February 1, 2003
Except for Note 1, as to which the date is
March 5, 2003

15
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Consolidated
Balance Sheets

(in thousands)

Assets

Current assets:
Cash and cash equivalents
Short-term investments
Advances to providers

Accounts receivable, less allowance for doubtful accounts of
$16,643 and $14,549 as of December 31, 2002 and 2001,

respectively
Interest income receivable

Other current assets
Deferred tax assets, net
Total current assets
Long-term investments
Property and equipment, net
Goodwill and other assets, net
Deferred tax assets, net
Total assets

Liabilities and reserves
Current liabilities:
Short-term borrowings
Medical claims payable
Accounts payable and accrued expenses
Unearned revenues
Group experience funds and advances
Current portion of note payable
Net current liabilities of discontinued operations
Total current liabilities
Long-term debt
Obligations under capital lease
Other liabilities
Total liabilities
Reserves:
Retained earnings
Accumulated other comprehensive income
Total reserves
Total liabilities and reserves
See accompanying notes.

December 31

2002 2001
S 272,351 $ 162,390
21,778 18,073
149,600 139,841
743,896 699,380
10,277 10,875
413,926 317,421
24,305 15,835
1,636,133 1,363,815
1,045,752 955,911
170,204 170,487
62,501 53,432
2,923 22,046

S 2,917,513 $ 2,565,691
$ 108,656 $ 94,908
898,526 775,771
274,050 299,617
446,992 391,663
185,378 146,849

- 8,937

2,252 411
1,915,854 1,718,156
81 162

1,987 2,563
125,247 60,126
2,043,169 1,781,007
866,460 781,479
7,884 3,205
874,344 784,684

S 2,917,513 $ 2,565,691




Consolidated Statements of Operations

(in thousands)

Years ended December 31

Revenues

Operating expenses:
Cost of care
General and administrative
Affiliation costs

Total operating expenses

Income from operations

Investment income, net

Other than temporary impairment of investments
Other income, net

Income from continuing operations before
provision for income taxes
Provision for income taxes

Income from continuing operations

Discontinued operations:

Income from discontinued operations, net of
applicable income tax provision of $993 and $2,755
as of December 31, 2002 and 2001, respectively

Loss on disposal of discontinued operations, net of
applicable income tax benefit of $0 and $(290) as of
December 31, 2002 and 2001, respectively

Net income

2002 2001
S 6,707,693 $ 5,954,771
6,078,398 5,371,288
564,571 543,514
6,488 4,134
6,649,457 5,918,936
58,236 35,835
65,346 67,476
(28,077) -
3,670 9,480
99,175 112,791
17,079 20,383
82,096 92,408
2,885 7,448
- (1,160)
S 84981 $ 98,696

See accompanying notes.

Consolidated Statements of Changes in Reserves

Years ended December 31, 2002 and 2001 (in thousands)

Accumulated
Other
Retained = Comprehensive Total
Earnings Income (Loss) Reserves

Balance, as of December 31, 2000 $ 682,783 $ 9,000 $ 691,783
Net income 98,696 - 98,696
Other comprehensive income (loss),

net of tax:

Change in net unrealized gains and
losses on investments, net of

reclassification adjustments - 2,578 2,578
Minimum pension liability
adjustment - (8,460) (8,460)
Foreign currency translation
adjustment - 87 87
Total comprehensive income 92,901
Balance, as of December 31, 2001 781,479 3,205 784,684
Net income 84,981 84,981
Other comprehensive income (loss),
net of tax:

Change in net unrealized gains and

losses on investments, net of

reclassification adjustments - 28,630 28,630
Minimum pension liability

adjustment - (23,951) (23,951)
Total comprehensive income 89,660
Balance, as of December 31, 2002 $ 866,460 S 7,884 S 874,344

See accompanying notes.

17
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Consolidated Statements of Cash Flows

(in thousands)

Operating activities
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization
Other than temporary impairment of investments
Loss on disposal of property and equipment
Benefit for deferred income taxes
Gain on sale of assets
Changes in operating assets and liabilities:
Increase in accounts receivable, net
Decrease (increase) in interest income receivable
Increase in other current assets
Increase in other assets
Increase in medical claims payable
(Decrease) increase in accounts payable and
accrued expenses
Increase in unearned revenues
Increase in group experience funds and advances
Increase (decrease) in other liabilities
Changes in net assets and liabilities of
discontinued operations
Net cash provided by operating activities

Investing activities

Net purchases of investments

Net purchases of property and equipment
Decrease (increase) in other assets, net
Net cash used in investing activities

Years ended December 31

2002 2001
S 84,981 $ 98,696
45,747 39,201
28,077 -
- 77
(13,226) (6,387)
= (1,644)
(44,516) (90,077)
598 (1,092)
(96,505) (1,877)
(9,095) (10,030)
122,755 50,637
(1,688) 21,933
55,329 30,317
38,529 25,004
65,121 (1,790)
1,841 537
277,948 153,505
(116,944) (128,549)
(45,464) (63,295)
26 (480)
(162,382) (192,324)

Financing activities

Increase (decrease) in short-term borrowings
Payments on obligation under capital lease
Increase in advances to providers
Repayment on long-term debt

Net cash used in financing activities

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

Supplemental disclosures

Cash paid for income taxes
Cash paid for interest

See accompanying notes.

Years ended December 31

2002 2001
S 13,748 $ (1,641
(576) (434)
(9,759) (18,591)
(9,018) (8,995)
(5,605) (29,661)
109,961 (68,480)
162,390 230,870
S 272,351 $ 162,390
S 26,828 $ 11,128
S 1,275 $ 1,864




Notes to Consolidated Financial Statements
December 31, 2002 (in thousands)

1. Organization

CareFirst, Inc. and affiliates (collectively, the Company) provide a compre-
hensive array of health insurance and managed care products and services
primarily through indemnity health insurance, health benefits administration
and health maintenance organizations (HMOs). These products and services
are provided to individuals, businesses and governmental agencies primarily
in the states of Maryland and Delaware and in the Washington, D.C., metro-
politan area.

CareFirst, Inc. was incorporated on January 16, 1998 to become the not-for-
profit parent of CareFirst of Maryland, Inc. (CFMI) and Group
Hospitalization and Medical Services, Inc. (GHMSI). These affiliates do
business as CareFirst BlueCross BlueShield. CareFirst, Inc., has also entered
into a business affiliation with BCBSD, Inc. (BCBSD). CareFirst, Inc. main-
tains full control over the governance of CFMI, GHMSI and BCBSD.

On November 20, 2001, WellPoint Health Networks, Inc. (WellPoint) and
CareFirst, Inc. signed a definitive agreement to merge. Under the agreement,
as amended in January 2003, WellPoint agreed to acquire CareFirst, Inc. for
$1.37 billion following CareFirst, Inc’s conversion to for-profit status and
pending approval from various regulatory agencies. The purchase price would
be provided to benefit residents in CareFirst, Inc’s three principal operating
areas. Maryland, Delaware and the District of Columbia. The Company
expensed costs related to the proposed merger, consisting primarily of legal,
investment banking and consulting fees, of $6,488 and $4,134 during the years
ended December 31, 2002 and 2001, respectively. As of December 31, 2002,
the merger was subject to ongoing regulatory review.

On March 5, 2003, the application for conversion to for-profit status and to
merge with WellPoint was denied by the Maryland Insurance Administration
in an order that becomes effective in June 2003. This order is subject to review
and/or revision by the Maryland legislature.

2. Summary of Significant Accounting Policies

Principles of Consolidation

The accompanying consolidated financial statements include the accounts of
CareFirst, Inc. and its affiliates. All intercompany transactions have been
eliminated in consolidation.

Use of Estimates

The preparation of financial statements in conformity with accounting
principles generally accepted in the United States (GAAP) requires manage-
ment to make estimates and assumptions that affect the amounts reported in
the consolidated financial statements and accompanying notes. Actual results
could differ from those estimates.

Fair Value of Financial Instruments

The carrying amounts of financial instruments, including cash and cash
equivalents, advances to providers, accounts receivable, interest income
receivable, other current assets, investments, short-term borrowings, medical
claims payable, accounts payable and accrued expenses, unearned revenues
and group experience funds and advances, approximate fair value.

Cash and Cash Equivalents and Short-Term Borrowings

Cash and cash equivalents include amounts invested in accounts that are
readily convertible to cash. Investments with contractual maturities of 90 days
or less from the date of original purchase are classified as cash and cash
equivalents. In accordance with the Company’s cash management policy of

19



maximizing the amount of funds invested in income-earning assets, the
Company routinely anticipates the timing and amount of future cash flows.
This policy frequently results in the existence of negative book cash balances,
which are reflected as short-term borrowings in the accompanying consoli-
dated financial statements.

Accounts Receivable

Accounts receivable primarily represent unpaid amounts earned from
employer groups and individuals for health benefits and amounts offsetting
the estimate of self-funded medical claims payable and accrued claims
processing expenses. Provision is made for accounts considered uncollectible
and/or potential adjustments, that arise as a result of a review by
management or a third party.

Investments

Investments consist primarily of U.S. Treasury and agency securities, foreign
government bonds, corporate bonds, equity securities and mortgage-backed
securities.

The Company has determined that its debt and equity securities are available-
for-sale. Debt and equity securities are carried at estimated fair value based on
quoted market prices for the same or similar instruments. The Company’s
policy is to classify all investments with contractual maturities within one year
as current. Investment income is recognized when earned and reported net of
investment expenses. Unrealized holding gains and losses are excluded from
earnings and are reported as a separate component of other comprehensive
income until realized, unless the losses are deemed to be other than
temporary. Realized gains or losses, including any provision for other than
temporary declines in value, are included in the consolidated statements of
operations.

20

The Company periodically evaluates whether any declines in the fair value of
investments are other than temporary. This evaluation consists of a review of
several factors, including but not limited to: length of time and extent that a
security has been in an unrealized loss position; the existence of an event that
would impair the issuer’s future earnings potential; the near term prospects
for recovery of the market value of a security; and the intent and ability of the
Company to hold the security until the market value recovers. Declines in fair
value below cost that are deemed to be other than temporary are recorded as
realized losses and are included in “other than temporary impairment of
investments” in the accompanying consolidated statements of operations.
Based on its evaluation, the Company has recorded an other than temporary
impairment of investments of $28,077 for the year ended December 31, 2002.

Property and Equipment

Property and equipment are recorded at cost and are depreciated using the
straight-line method over useful lives ranging from three to five years for pur-
chased computer equipment and software, three to five years for capitalized
software, four to twelve years for furniture and equipment, and fifteen to forty
years for buildings and building improvements. Leasehold improvements are
amortized over the terms of the respective leases or over the estimated useful
life of the improvements, if shorter than the lease term.

Certain costs related to the development or purchase of internal-use software
are capitalized and amortized over the estimated useful life of the software.
Computer software costs that are incurred in the preliminary project stage are
expensed as incurred. Direct consulting costs, payroll and payroll-related costs
for employees incurred during the development stage that are directly associ-
ated with each project are capitalized and amortized over the estimated useful
life of the software once placed into operation.



Advances to Providers

The Company has advances on deposit with certain hospitals in the state of
Maryland. These advances permit the Company to earn differentials of 2.25%
and 2.00% of allowed inpatient and outpatient charges, respectively, by these
hospitals.

Goodwill and Other Assets

Goodwill represents the excess of the cost of businesses acquired over the fair
value of the net identifiable assets at the date of acquisition. At December 31,
2002, the Company has goodwill of $27,856 related to certain acquisitions of
HMOs and a company that performs third party administrative services.

As of January 1, 2002, the Company adopted Statement of Financial
Accounting Standards No. 142, Goodwill and Other Intangible Assets (SFAS
No. 142), and, accordingly, the Company no longer amortizes goodwill. SFAS
No. 142 requires an evaluation of goodwill for impairment (at the reporting
unit level) upon adoption of this standard, as well as subsequent evaluations
on an annual basis, and more frequently if circumstances indicate a possible
impairment. If this review indicates that goodwill may not be recoverable, the
Company’s carrying value of this goodwill would be reduced to its estimated
fair value.

In connection with the adoption of SFAS No. 142, the Company allocated
goodwill to its reporting units as required. The Company completed its eval-
uation of goodwill as of January 1, 2002 and December 31, 2002, utilizing
accepted valuation approaches, which indicated that the estimated fair value
of goodwill exceeded its carrying value. As a result, no impairment loss has
been recognized.

The following table shows net income adjusted to reflect the adoption of the
nonamortization provisions of SFAS No. 142 for the years ended December
31,2002 and 2001:

2002 2001
Reported net income $ 84,981 $ 98,696
Add back—Goodwill amortization - 3,209
Adjusted net income $ 84,981 $ 101,905

Prior to the adoption of SFAS No. 142, goodwill was amortized over
estimated useful lives, which ranged from 10 to 30 years.

Other assets include a note receivable, an investment in a real estate joint
venture which is accounted for under the equity method and cash surrender
value of life insurance policies.

Medical Claims Payable

The liability for medical claims payable is computed in accordance with
generally accepted actuarial practices and is based upon authorized health
care services and past claims payment experience, together with current fac-
tors which, in management’s judgment, require recognition in the calculation
to determine its best estimate of amounts to be paid. These estimates are
reviewed periodically and any adjustments are reflected in current operations.

Revenue Recognition

Revenues are recognized when earned on a monthly basis for the period the
health care coverage is in effect. Unearned revenues represent prepayments of
premiums for future health care coverage and Federal Employee Program
(FEP) unearned premiums.

The Company has administrative service contracts with certain customers
under which the Company earns fees for processing medical claims and is
reimbursed for the cost of such claims. Claims incurred and fees earned under
these contracts are reported as revenues. The Company also provides cover-
age for certain groups whose contracts provide for payments based on group
experience factors. Under these contracts, revenue is generally recorded on the
basis of incurred claims, plus retention. In certain cases, maximum rates are
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established by contract, and losses can result if claims and retention exceed
these maximum rates. Any such losses are recorded in the year incurred and
may, in many cases, be recouped against subsequent years’ gains.

The Company participates with other Blue Cross and Blue Shield plans in
administering the health care benefit plans of various national accounts.
Administrative fees are generally recognized when earned on a monthly basis
for the period the participating agreement is in effect and are recorded as a
reduction of general and administrative expenses.

Certain claim payments, premium rates, administrative expense reimburse-
ments and provider discounts are subject to review and potential retroactive
adjustment by third parties. Reserves are established for potential obligations
arising from such reviews. While claims for such adjustments have been
asserted against the Company, management believes that the resolution of
these claims will not be materially different from amounts recorded in the
accompanying consolidated financial statements.

Cost of Care

Cost of care is recognized in the period in which members receive medical
services. In addition to actual benefits paid, cost of care includes the change in
estimates of reported and unreported claims and accrued capitation fees and
adjustments, which are unpaid as of the balance sheet date.

Income Taxes

The Company’s provision for income taxes reflects the estimated current
and future tax consequences of all events that have been recognized in the
consolidated financial statements as measured by the provisions of currently
enacted tax laws and rates applicable to future periods.
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Comprehensive Income

Comprehensive income encompasses all changes in reserves and includes
net income, net unrealized gains or losses on available-for-sale securities, and
minimum pension liability adjustments. Comprehensive income is net of
reclassification adjustments to adjust for items currently included in net
income, such as realized gains on investment securities.

Federal Employee Program

The Company participates in the Blue Cross and Blue Shield FEP, which is one
of the plans offered through the Federal Employee Health Benefits Program
(FEHBP), administered by the Office of Personnel Management (OPM).
Claims incurred on behalf of FEP are reported as revenues during the period
in which the claims are incurred. The related administrative fees are recog-
nized as revenues as they are earned during the contract period. The Blue
Cross and Blue Shield Association (BCBSA) contracts directly with OPM to
administer FEP and subcontracts with CFMI, GHMSI and BCBSD. BCBSA
also provides information to the Company for inclusion in the accompanying
consolidated financial statements.

OPM holds certain reserves on behalf of the Company to provide funding, if
necessary, for excess claims costs, subject to certain limitations. The Company
records its allocable share of amounts held by OPM as an asset, with an
equivalent amount recorded as unearned revenues. These amounts are
$364,144 and $291,445 as of December 31, 2002 and 2001, respectively, and
are included in other current assets and unearned revenues, respectively, in the
accompanying consolidated balance sheets. Amounts incurred in excess of
these reserves would not be reimbursed to the Company. The current BCBSA
contract expires on December 31, 2003.

FEP represented approximately 26% and 23% of accounts receivable as of
December 31, 2002 and 2001, respectively. FEP represented approximately
23% of revenues for the years ended December 31, 2002 and 2001.



Reimbursement of FEP Operations Center Expenses

GHMSI performs certain administrative functions as the national operations
center for FEP under a cost reimbursement contract with BCBSA. The reim-
bursement of allocable costs under this contract is recorded as a reduction to
general and administrative expenses. FEP reimbursed GHMSI for costs
incurred in connection with this agreement totaling $77,173 and $48,382 for
the years ended December 31, 2002 and 2001, respectively.

Reimbursement of Medicare Claims Cost and Expenses

CFMI acted as a fiscal intermediary under contract with BCBSA for Part A of
the Medicare program in 2002 and 2001. Under this contract, CFMI
processed claims of approximately $3.9 billion and $3.5 billion in 2002 and
2001, respectively. Payment and reimbursement of Medicare claims are not
included in the accompanying consolidated financial statements.

Administrative expense reimbursements received from the Medicare program
were approximately $11,322 and $11,633 for the years ended December 31,
2002 and 2001, respectively. Operating expenses in the accompanying consol-
idated statements of operations are recorded net of these reimbursements.

Recent Accounting Pronouncements

In July 2002, the Financial Accounting Standards Board issued Statement of
Financial Accounting Standards No. 146, Accounting for Costs Associated with
Exit or Disposal Activities (SFAS No. 146). SFAS No. 146 replaces current
accounting literature and requires the recognition of costs associated with exit
or disposal activities when they are incurred rather than at the date of a
commitment to an exit or disposal plan. SFAS No. 146 is to be applied
prospectively to exit or disposal activities initiated after December 31, 2002.

Reclassifications

Certain amounts from the prior year financial statements have been
reclassified in order to conform with the current year presentation.

3. Discontinued Operations

Public HMO Segments — FSHP

In July 2000, management and the Board of Directors of the Company adopt-
ed a formal plan for one of the Company’s HMO’s, Free State Health Plan, Inc.
(FSHP), to fully exit its Medicare HMO segment effective December 31, 2000.
In December 2000, management and the Board of Directors also adopted a
formal plan for FSHP to fully exit its Medicaid HMO segment effective March
31, 2001. These segments included all of the operations surrounding FSHP’s
Medicare and Medicaid risk products. As of December 31,2001, the Company
had completed its exit from these businesses.

The Company has accounted for the disposal of the segments under
Accounting Principles Board Opinion No. 30, Reporting the Results of
Operations—Reporting the Effects of Disposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and Transactions
(APB 30). APB 30 requires that the results of continuing operations be reported
separately from those of discontinued operations for all periods presented and
that any gain or loss from disposal of a discontinued business segment be
reported in conjunction with the related results of the discontinued operations.

The results of operations of the FSHP discontinued segments are as follows:

December 31
2002 2001

Revenues S 14 $ 34,331
Operating expenses:

Cost of care (3,120) 22,803

General and administrative 28 1,325
Total operating expenses (3,092) 24,128
Income from discontinued operations before

provision for income taxes 3,106 10,203
Provision for income taxes 839 2,755
Income from discontinued operations S 2,267 $ 7,448
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The 2002 and 2001 results of operations for discontinued segments were
positively impacted by changes in estimates of $3,120 and $7,611, respectively,
related to reserves on certain provider settlement receivables and medical
claims payable.

The following is a summary of the current assets and (liabilities) of the FSHP
discontinued segments as of December 31,2002 and 2001, respectively, which
are reflected in the accompanying consolidated balance sheets.

2002 2001
Advances to providers S 486 $ 8,165
Medical claims payable (1,394) (4,145)
Other (968) (3,089)
Net current (liabilities) assets of discontinued
operations $ (1,876) $ 931

International Operations — BCBSD

During 2000, BCBSD entered into transactions that effectively resulted in a
discontinuance of its international operations through the sale of foreign
subsidiaries.

In November 2001, the Company finalized these sales transactions, and addi-
tional charges were recorded in 2001 against discontinued operations to
reflect the finalization of the sales.

The following is a summary of the net current liabilities of the discontinued
BCBSD segment as of December 31, 2002 and 2001, respectively, which are
reflected in the accompanying consolidated balance sheets.
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2002 2001

Reinsurance receivables, net S - $ 62
Medical claims payable (376) (1,404)

Net current liabilities of discontinued operations S (376) $ (1,342)

For the year ended December 31, 2002, income from discontinued operations
was $618, net of provision for income taxes of $154, and was related to
changes in estimated liabilities under reinsurance contracts.

4. Regulatory Matters

The Company is subject to regulation and supervision by regulatory
authorities of the various jurisdictions in which they are licensed to conduct
business. These jurisdictions mandate the maintenance of minimum statutory
reserves and unassigned funds and prohibit certain transactions between the
Company and its affiliates without prior regulatory approval. In addition, the
Company also must comply with various conditions, restricting certain
operations and financial transactions, that were contained in regulatory
orders approving the affiliation of CFMI and GHMSI and the affiliation of the
Company and BCBSD.

Financial statements filed by CareFirst, Inc. and its affiliates with their
respective state insurance regulators are prepared in accordance with statutory
accounting practices which differ from GAAP. The most significant differ-
ences result from the exclusion of certain assets from statutory reserves,
recording the note payable as a component of reserves and unassigned funds
for statutory accounting and as a liability for GAAP, differences in the carry-
ing value of investments, valuation of investments in subsidiaries, treatment
of subsidiary net income (losses) as an unrealized capital gain (loss), and the
modification or exclusion of certain Statements of Financial Accounting
Standards.

At December 31, 2002 and 2001, the Company’s statutory reserves and
unassigned funds exceed the minimum statutory requirements as determined
by each of the jurisdictions in which the Company conducts business.



5. Investments The amortized cost and estimated fair value of debt securities at December 31,
2002, by contractual maturity, are shown below. Actual maturities may differ

The Company’s investments consist of the following: from contractual maturities of mortgage-backed securities because borrowers
have the right to call or prepay obligations with or without call or prepayment
Amortized Gross Gross Estimated penalties.
Cost Unrealized Unrealized Fair
Basis Losses Gains Value . .
December 31, 2002: Amort|zef1 Es.tlmated
s Cost Basis Fair Value
Debt securities issued
:x;hoi#érSDTsrt'easury Within 1 year S 21,528 S 21,778
government agencies $ 149,556 S 16 $ 11,102 $ 160,642 After 1 year through 5 years 201,162 213,627
Foreign government After 5 years through 10 years 214,331 231,991
debt securities 2,898 - 278 3,176 After 10 years » e 145,928
Corporate debt Mortgage-backed securities 311,767 322,374
securities 424,658 3,710 28,558 449,506 Total $888,879 $ 935,698
Equity securities 135,598 11,372 7,606 131,832
Mortgage-backed . .
securities 311,767 607 11,214 322,374 Available-for-sale securities were sold as follows for the years ended
Total investments $1,024,477 S 15,705 $58,758  $ 1,067,530 December 31:
2002 2001
Amortized Gross Gross Estimated
Cost Unrealized Unrealized Fair Proceeds from sales $ 535,114 $335,764
Basis Losses Gains Value Gross realized gains 19,342 18,339
December 31, 2001: Gross realized losses 7,221 5,152
Debt securities issued
by the U.S. Treasury
and other U.S. i i i ifici ificati
zovernment agencies  $ 379,501 $ 996 $ 7844 $386.349 For purposes of computlng realized gains and losses, the specific identification
Foreign government method of determining cost was used.
debt securities 2,304 6 126 2,424
Corporate debt One of the Company’s affiliates has pledged $3,129 of U.S. government
securities 425,099 7,290 14,282 432,091 securities to secure their obligations under two operating leases.
Equity securities 121,983 11,339 11,705 122,349
Mortgage-backed
securities 30,368 186 589 30,771

Total investments $ 959,255 $ 19,817 $ 34,546 $ 973,984




6. Property and Equipment

Property and equipment are comprised of the following as of December 31:

2002 2001

Land S 8,14 $ 8,114
Buildings and building improvements 36,444 33,976
Leasehold improvements 20,570 21,310
Purchased computer equipment and software 84,849 85,642
Capitalized software 159,520 132,813
Furniture and equipment 62,143 64,890
371,640 346,745

Less accumulated depreciation and amortization 201,436 176,258
Property and equipment, net $170,204 $ 170,487

Depreciation and amortization expense on property and equipment was
$45,747 and $35,991 for the years ended December 31, 2002 and 2001, respec-
tively, and is included as a component of cost of care and general and admin-
istrative expenses in the accompanying consolidated statements of operations.

7. Sale/Leaseback of Building

On December 3, 1998, GHMSI sold its headquarters building in Washington,
D.C. The sale resulted in a realized gain, based on depreciated cost of $41,079.
In connection with the sale, GHMSI entered into a five-year leaseback for all
of the net rentable space in the building. The purchaser has the right to recap-
ture a portion of the space upon notice to GHMSI at various points in time
during the leaseback period. Due to the leaseback arrangement, approximately
$25,019 of the realized gain from the sale of the building was originally
recorded as a deferred liability in the accompanying consolidated balance
sheets and is being amortized over the leaseback period in proportion to the
lease payments. In 2002 and 2001, $2,818 and $3,624, respectively, of the
deferred liability was amortized against rent expense.

The originally recorded deferred gain was equal to the net present value of the
future lease payments, using a discount rate of 6.5%. The deferred gain has
been adjusted downward through other income in periods in which the pur-
chaser exercises its recapture rights. As of December 31, 2002 and 2001, the
deferred gain liability was $2,853 and $5,671, respectively, and is included in
other liabilities in the accompanying consolidated balance sheets.

On January 3, 2001, pursuant to the lease recapture provision, the purchaser
gave notice that additional space would be recaptured on May 31, 2001.
Resulting from this notice, $5,302 of the deferred gain was recognized as other
income in the 2001 accompanying consolidated statement of operations,
reflecting the period in which the lease modification was received.

8. Medical Claims Payable

On January 1, 2001, a related professional association transferred its medical
claims payable to FSHP, primarily in exchange for forgiveness of an obligation
to the related professional association.

Activity in the liability accounts for medical claims is summarized as follows:

2002 2001
Balance as of January 1 S 775772 $ 725,134
Liability transferred from a related professional
association as of January 1 - 19,412
Adjusted balance 775,771 744,546
Incurred related to:
Current year 6,088,133 5,361,069

Prior years (9,735) 10,219

Total incurred 6,078,398 5,371,288
Paid related to:
Current year 5,212,380 4,631,679
Prior years 743,263 708,384
Total paid 5,955,643 5,340,063

Balance at December 31 S 898,526 $ 775,771




Changes in the estimates associated with medical claims payable are recorded
prospectively as changes in claims payment patterns, membership and
utilization trends are identified and quantified.

The Company accrues estimated claims processing expenses relating to the
liability for unpaid claims. These accruals totaled $29,403 and $24,729 as of
December 31, 2002 and 2001, respectively, and are included in accounts
payable and accrued expenses in the accompanying consolidated balance
sheets.

9. Note Payable

GHMSI had a note payable held by BCS Plan Investors Corporation (BPIC),
an affiliate of BCBSA, that was fully paid in April 2002. The outstanding bal-
ance on the note was $8,937 as of December 31, 2001. The note was unsecured
and bore interest at 6% per annum. The note was guaranteed by CFMI and
CareFirst, Inc. Interest was payable out of 50% of the previous calendar year’s
statutory earnings and profits generated by GHMSI and CFMI (as deter-
mined by reference to GHMSI’s and CFMI’s audited statutory financial state-
ments ended on December 31 of such calendar year) and was due annually on
April 30. Both interest and principal payments required the prior approval of
the District of Columbia Department of Insurance and Securities Regulation.

GHMSI incurred interest expense of $179 and $715 on the note payable for
the years ended December 31, 2002 and 2001, respectively.

10. Lease Commitments

Operating Lease Obligations

The Company leases certain administrative offices and medical facilities and
equipment under operating leases. Some of these lease agreements contain
escalation clauses for increases in real estate taxes and operating costs over

base year amounts. These leases expire on various dates with renewal options
available on many of the leases.

Future noncancelable minimum payments for leases are as follows:

2003 $ 35,813
2004 34,844
2005 32,721
2006 32,195
2007 30,794
Thereafter 91,855

$ 258,222

Rent expense for the years ended December 31, 2002 and 2001 for all operating
leases was $30,424 and $31,982, respectively, and has been included within
general and administrative expenses in the accompanying consolidated state-
ments of operations.

Capital Lease Obligations

BCBSD leases a building under a capital lease; the property has a cost of
$7,700 and accumulated depreciation of $6,019 as of December 31, 2002.
Minimum future lease payments are as follows:

2003 $ 1,167
2004 1,167
2005 1,167
2006 582

4,083
Less: amounts representing 1,615

interest and executory costs T $ 2468
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11. Pension Benefits

Prior to December 31, 2002, CFMI and GHMSI maintained qualified non-
contributory defined benefit retirement plans covering substantially all full-
time employees. Effective December 31, 2002, these plans merged to become
the CareFirst, Inc. Retirement Plan. Although the Company merged the CFMI
and GHMSI plans, it has committed to maintain separate record keeping of
plan assets and benefit obligations so that it will comply with certain regula-
tory restrictions that apply to CFMI and GHMSI. As a result, CFMI and
GHMSI have accounted for their net pension obligation as if the plans had
remained separate. BCBSD also has a qualified noncontributory defined
benefit retirement plan covering substantially all full-time employees.

The annual contributions are not less than the minimum funding standards
set forth in the Employee Retirement Income Security Act of 1974, as amended.
The plans provide for eligible employees to receive benefits based principally
on years of service with the Company and a percentage of certain compensa-
tion prior to normal retirement.

For financial reporting purposes under SFAS No. 87, Employers’ Accounting for
Pensions, a pension plan is considered underfunded when the fair value of
plan assets is less than the accumulated benefit obligation. When that is the
case, an additional pension liability must be recognized for the difference
between the accrued pension cost and the minimum liability which represents
the amount of the unfunded accumulated benefit obligation. In recognizing
such a liability, an intangible asset may also be recorded up to the amount of
the prior service cost not yet recognized. When the liability is greater than the
intangible asset limit, a charge is recorded to accumulated other comprehen-
sive income for the excess amount, net of any tax effects. As of December 31,
2002 and 2001, the Company has recorded charges to other comprehensive
income as the result of certain unfunded pension liabilities for its qualified
plans.
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The following tables set forth the Company’s plans’ funded status and
amounts recognized in the accompanying consolidated financial statements

as of December 31:

2002
CFMI GHMSI BCBSD
Accumulated benefit obligation $ 138,376 $ 190,675 $50,566
Change in projected benefit obligation:
Benefit obligation at beginning of year S 163,637 $ 189,457 $53,687
Service cost 8,972 6,330 1,672
Interest cost 10,663 13,379 3,982
Actuarial (gain) loss (3,582) 7,676 5,028
Plan amendments 165 67 (3,591)
Benefits paid (8,196) (5,723) (3,031)
Benefit obligation at end of year $ 171,659 S 211,186 S 57,747
Change in plan assets of the qualified
pension plans:
Fair value of plan assets at beginning of
year $ 103,200 $222,981 S 41,009
Actual return on plan assets (14,542) (14,348) (3,517)
Employer contributions 10,868 - -
Benefits paid (8,196) (5,723) (3,031)
Fair value of plan assets at end of year S 91,330 $ 202,910 $ 34,461




Funded status

Unrecognized transition asset

Unrecognized actuarial loss

Unrecognized prior service asset

Net amount recognized—accrued pension
(cost) or prepaid pension asset

Amounts recognized in the consolidated
balance sheet consist of:
Accrued pension (cost) or prepaid
pension asset
Additional liability—other
comprehensive loss
Required minimum liability

Weighted-average assumptions:
Discount rate
Expected return on plan assets
Rate of compensation increase

2002

CFMI GHMSI BCBSD
$(80,329) S (8,276) $(23,286)
= = (24)
76,333 42,667 20,236
(14,053) (27,853) (3,627)
$(18,049) $16,538 $ (6,701)
$(18,049) $16,538 S (6,701)
(28,997) (9,404)
$(47,046) $(16,105)
6.75% 6.75% 6.75%

9.00 9.00 9.00

5.00 5.00 4.75

2002
CFMI GHMSI BCBSD

Components of net periodic benefit cost

(credit) for the year ended December 31,

2002, are as follows:

Service cost S 8,972 S 6,330 S 1,672

Interest cost 10,663 13,379 3,982

Expected return on plan assets (10,046) (21,605) (4,020)

Amortization of transition asset (207) - (84)

Amortization of prior service (asset) cost (2,082) (2,236) 52

Recognized actuarial loss (gain) 1,190 (424) -
Net periodic benefit cost (credit) $ 8,490 S (4,556) S 1,602

2001
CFMI GHMSI BCBSD

Accumulated benefit obligation $ 131,592 $ 171,715 $ 43,569
Change in benefit obligation:

Benefit obligation at beginning of year ~ $ 135,380 $ 179,198 $ 48,910

Service cost 8,047 5,634 1,548

Interest cost 9,795 12,743 3,653

Actuarial loss (gain) 19,997 (1,564) 1,998

Benefits paid (9,582) (6,554) (2,422)
Benefit obligation at end of year $ 163,637 $ 189,457 $ 53,687
Change in plan assets of the qualified

pension plans:

Fair value of plan assets at beginning of

year $ 108,688 $ 232,341 $ 45,253

Actual return on plan assets (2,214) (2,806) (2,939)

Employer contributions 6,308 - 1,118

Benefit paid (9,582) (6,554) (2,422)
Fair value of plan assets at end of year $ 103,200 $ 222,981 $ 41,010
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Funded status

Unrecognized transition asset
Unrecognized actuarial loss (gain)
Unrecognized prior service (asset) cost

Net amount recognized—accrued pension
(cost) or prepaid pension asset

Amounts recognized in the consolidated
balance sheet consist of:
Accrued pension (cost) or prepaid
pension asset
Additional liability—other
comprehensive loss
Required minimum liability

Weighted-average assumptions:
Discount rate
Expected return on plan assets
Rate of compensation increase

Components of net periodic benefit cost
(credit) for the year ended December 31,
2001, are as follows:

Service cost

Interest cost

Expected return on plan assets
Amortization of transition asset
Amortization of prior service (asset)
cost

Recognized actual loss (gain)

Net periodic benefit cost (credit)

2001
CFMI GHMSI BCBSD
$(60,437) $33,524 $(12,677)
(207) = (109)
56,518 (1,386) 7,670
(16,301 (20,156) 17
$(20,427) $ 11,082 $ (5,099
$(20,427) $ 11,982 $ (5,099)
(7,965)
$(28,392)
7-25% 7-25% 7-25%
9.00 9.00 9.00
5.00 5.00 4.75
2001
CFMI GHMSI BCBSD
$ 8,047 $ 5,634 $ 1,548
9,795 12,743 3,653
(9,433) (20,631) (4,196)
(372) = (84)
(2,095) (2,241 5
598 (1,047) =
$ 6,540 $ (5,542) $ 926
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CFMI has nonqualified supplemental retirement benefit plans covering certain
officers which provide for eligible employees to receive additional benefits
based principally on compensation and years of service. These plans provide
for incremental benefit payments from CFMI’s funds so that total benefit pay-
ments equal amounts that would have been payable from CFMI’s principal
retirement plan if it were not for limitations imposed by income tax regula-
tions. As of December 31, 2002 and 2001, CFMI has accrued $11,546 and
$8,757, respectively, for these benefits. Supplemental retirement benefit plan
expense for the years ended December 31, 2002 and 2001, was $2,788 and
$2,390, respectively.

At December 31, 2002 and 2001, an additional pension liability of $4,428 and
$5,722, respectively, was recognized for CFMI’s supplemental retirement plan.
In accordance with SFAS 87, as of December 31, 2002 and 2001, respectively,
an intangible asset of $1,221 and $1,960 was also recorded. In addition, other
comprehensive income in 2002 includes income of $443, net of tax.

GHMSI has nonqualified supplemental retirement benefit plans covering cer-
tain officers, which provide for eligible employees (and former employees) to
receive additional benefits based principally on compensation and years of
service. These plans provide for incremental benefit payments from GHMSI’s
funds so that total benefit payments equal amounts that would have been
payable from GHMSI’s principal retirement plans if it were not for limitations
imposed by income tax regulations. As of December 31, 2002 and 2001,
respectively, GHMSI has accrued $4,734 and $5,102, respectively, for these
benefits. Supplemental retirement benefit plan expense for the years ended
December 31, 2002 and 2001, was $187 and $240, respectively.

BCBSD also provides for retirement benefits through nonqualified retirement
plans covering certain employees. These plans provide for incremental pen-
sion payments from BCBSD’s funds so that total pension payments equal
amounts that would have been payable from BCBSD’s principal pension



plans if it were not for limitations imposed by income tax regulations. Under
these plans, the annual lifetime benefit is based upon a percentage of com-
pensation during the final ten years of service, offset by several other sources
of retirement income including benefits payable under the qualified retire-
ment plan. The estimated amounts to be paid under these plans are accrued
over the period of active employment of covered employees. As of December
31, 2002 and 2001, respectively, BCBSD has accrued $2,792 and $4,369 for
these benefits. Supplemental retirement benefit plan expense for the years
ended December 31, 2002 and 2001, was $576 and $1,019, respectively.

In addition, the Company sponsors 401(k) plans for the benefit of all eligible
employees. The Company contributes to certain of these plans and recognized
expenses of $5,075 and $4,387 for the years ended December 31, 2002 and
2001, respectively.

12. Postretirement Benefits

CFMI and GHMSI provide certain healthcare benefits for retired employees.
Substantially all employees become eligible for these benefits if they reach
early retirement age while working for the Company and meet certain eligi-
bility requirements. The Company’s postretirement benefit programs provide
for specific benefits based primarily on the retiree’s age and years of service
with the Company. The health care coverage is available provided that such
retiree had CFMI and GHMSI’s health insurance coverage in effect during the
last five years of employment.

BCBSD sponsors two defined benefit postretirement plans that provide health
benefits and a life insurance plan for retirees and their dependents who meet
plan eligibility requirements. Qualified retirees are eligible to continue health
and life insurance benefits upon meeting certain age and service require-

ments. These benefits provide for a percentage of cost sharing between the
retiree and BCBSD. The health care coverage is available provided that such
retiree had BCBSD’s health insurance coverage in effect during the last five
years of employment.

In accordance with SFAS No. 106, “Employers’ Accounting for Postretirement
Benefits Other Than Pensions.;, the Company records the expected cost of
these benefits as expense during the years that employees render service.

The Company funds postretirement benefits as benefits are paid. The following
tables show the funded status of the postretirement plans and the amounts
recognized in the accompanying consolidated financial statements as of
December 31:

2002
CFMI GHMSI BCBSD
Change in benefit obligation:
Benefit obligation at beginning of
year $30,001 S 16,071 $ 17,350
Service cost 1,031 514 983
Interest cost 2,120 1,032 1,289
Actuarial loss (gain) 1,945 (567) 2,148
Benefits paid (2,018) (516) (860)
Benefit obligation at end of year $ 33,079 $16,534 $ 20,910




Liabilities recognized in the accompanying consolidated balance sheets

consist of:
2002
CFMI GHMSI BCBSD

Funded status S (33,0790 S (16,5345) S (20,910)
Unrecognized transition liability - 5,890 4,535
Unrecognized actuarial loss (gain) 11,000 (5,299) 1,843
Unrecognized prior service (asset)

cost (908) 398 111
Net amount recognized—accrued

benefit cost S (22,987) S (15,545) S (14,421)
Components of net periodic

postretirement benefit cost for the

year ended December 31, 2002, are

as follows:

Service cost S 1,031 S 1y S 983

Interest cost 2,120 1,032 1,289

Amortization of prior service (asset)

cost (207) 40 12

Amortization of transition obligation - 589 376

Recognized actuarial loss (gain) 534 (417) -
Net periodic postretirement benefit

cost $ 3,478 S 1,758 S 2,660

For measurement purposes, a 6.75% to 7.25% discount rate and a 5.00% to
6.00% annual rate of increase in the per capita cost of covered health care
benefits were assumed.
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2001
CFMI GHMSI BCBSD
Change in benefit obligation:
Benefit obligation at beginning of
year $23,059 $ 14,546 $16,404
Service cost 977 453 837
Interest cost 2,051 1,080 1,136
Actuarial loss (gain) 5,864 607 (330)
Benefits paid (1,950) (615) (706)
Plan amendments - - 9
Benefit obligation at end of year $ 30,001 $ 16,071 $17,350
Amounts recognized in the consolidated balance sheet consist of:
2001
CFMI GHMSI BCBSD
Funded status $(30,001) $(16,071) $(17,350)
Unrecognized transition liability = 6,478 4,911
Unrecognized actuarial loss (gain) 9,590 (5,148) (307)
Unrecognized prior service (asset)
cost (1,114) 438 123
Net amount recognized —accrued
benefit cost $(21,525) $(14,303) $(12,623)
2001
CFMI GHMSI BCBSD
Components of net periodic
postretirement benefit cost for the
year ended December 31, 2001, are
as follows:
Service cost $ o977 $ 453 $ 837
Interest cost 2,051 1,080 1,136
Net amortization and deferral of
prior service (asset) cost (207) 40 12
Amortization of transition obligation = 589 376
Recognized actuarial loss (gain) 515 (345) (18)
Net periodic postretirement benefit
cost $ 3,336 $ 1,817 $ 2,343




For measurement purposes, a 7.25% to 7.50% discount rate and a 5.00% to
6.00% annual rate of increase in the per capita cost of covered health care
benefits were assumed.

13. Income Taxes

The Company files a consolidated federal income tax return. For federal taxes,
the Company benefits from a special deduction provided to certain BlueCross
plans under Internal Revenue Code Section 833(b) (the 833(b) deduction).
Due to the 833(b) deduction, the Company has effectively incurred federal
taxes at Alternative Minimum Tax (AMT) rates. The Company could lose the
benefit of the 833(b) deduction in the future if the Company ceases to be not-
for-profit, if the Company’s reserves reach certain levels or if certain other
events occur. The statutory AMT rate was 20% during 2002 and 2001. The
Company has regular tax loss carryforwards of approximately $114,508 as of
December 31, 2002, which expire between 2003 and 2020, and accumulated
AMT credits of approximately $130,806 as of December 31, 2002. Both the
carryforwards and the credits can be used, in certain circumstances, to offset
future regular taxable income and tax, respectively.

CFMI is exempt from Maryland income tax under Title 10, Subtitle 1, Section
10-104(2) of the Maryland Code and is governed by Title 14, Subtitle 1,
Section 14-102 of the Maryland Insurance Code. GHMSI is exempt from all
income taxes in the District of Columbia, Maryland and Virginia. BCBSD is
exempt from Delaware State income taxes. Subsidiary operations are subject
to the applicable state or District of Columbia income taxes.

Provision for income taxes includes deferred income taxes resulting primari-
ly from temporary differences between the tax basis of assets and liabilities
and their reported amounts in the consolidated financial statements. The
principal sources of temporary differences include nondeductible accruals,
accounts receivable, property and equipment and medical claims payable.

The provision (benefit) for income taxes for the years ended December 31,
2002 and 2001, consist of the following components:

2002 2001
Current:
Federal $24,509 $ 25,553
State 5,796 1,217
30,305 26,770
Deferred:
Federal (12,780) (4,261)
State (446) (2,126)
(13,226) (6,387)
Provision for income taxes S 17,079 $ 20,383

As of December 31, 2002 and 2001, the Company had deferred tax assets of
$213,903 and $177,253, respectively, and deferred tax liabilities of $26,844 and
$9,567, respectively. Valuation reserves of $159,831 and $129,805, primarily
against the regular tax loss carryforwards and AMT credits, have been recorded
against the net deferred tax assets in the accompanying consolidated balance
sheets as of December 31, 2002 and 2001, respectively. In the absence of a for-
profit conversion, management does not believe the Company will be subject
to regular tax prior to the expiration of these carryforwards. Management has
determined, based on the Company’s long-term history of operating earnings
and its expectations for the future, that operating income of the Company will
more likely than not be sufficient to fully realize the net recorded deferred tax
assets.

14. Other Comprehensive Income

The components of other comprehensive income, including the reconcilia-
tion of net unrealized holding gains and losses to net unrealized holding gains
and losses, net of reclassification adjustments and taxes, are as follows for the
years ended December 31:
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2002
Tax
Before-Tax (Expense) Net-of-Tax
Amount Benefit Amount
Net unrealized gains and losses
arising during the period $ 19,094 S (3,839) S 15,255
Less: reclassification adjustments
for net gains and losses realized or
recognized in net income (16,719) 3,344 (13,375)
Net unrealized gains and losses 35,813 (7,183) 28,630
Minimum pension liability adjustment (29,945) 5,994 (23,951)
Total other comprehensive income
(loss) $ 5,868 $ (1,189) S 4,679
2001
Tax
Before-Tax (Expense) Net-of-Tax
Amount Benefit Amount
Net unrealized gains and losses
arising during the period $ 13,479 $ (2,612) $ 10,867
Less: reclassification adjustments
for net gains and losses realized in
net income 10,292 (2,003) 8,289
Net unrealized gains and losses 3,187 (609) 2,578
Minimum pension liability adjustment (10,575) 2,115 (8,460)
Foreign currency translation
adjustment 109 (22) 87
Total other comprehensive income
(loss) $ (7,279 $ 1,484 $ (5,795)

15. Related Party Transactions

CFMI maintains a commitment to support the operations and liquidity of a
related professional association. Net loss of the related professional association
of $8,088 for the year ended December 31, 2002 is included in the accompa-

nying consolidated statements of operations. Due to the nature of the
commitment, it is not possible to estimate the future maximum potential
amount of the commitment.

16. Commitments and Contingencies

The health care and health insurance industries are subject to numerous laws
and regulations of federal, state and local governments. These laws and regu-
lations include, but are not necessarily limited to, matters such as licensure,
accreditation, government health care program participation requirements,
reimbursement for patient services and Medicare and Medicaid fraud and
abuse. Government activity has increased with respect to investigations and
allegations concerning possible violations of fraud and abuse statutes and reg-
ulations by health care insurers and providers. Violations of these laws and
regulations could result in expulsion from government health care programs
together with the imposition of significant fines and penalties, as well as
significant repayments for patient services previously billed. Management
believes that the Company is in compliance with fraud and abuse as well as
other applicable government laws and regulations. While no material regula-
tory inquiries have been made, compliance with such laws and regulations can
be subject to future government review and interpretation as well as regulatory
actions unknown or unasserted at this time.

In the jurisdictions in which the Company is licensed to conduct business,
associations have been created for the purpose, among others, of protecting
insured parties under health insurance policies. The Company is contingent-
ly liable for assessments in any calendar year, in order to provide any required
funds to carry out the power and duties of the association.

The Company operates under licensing agreements with BCBSA whereby the
Company uses the service marks of BCBSA in the course of its business. The
Company files periodic reports with BCBSA.



One of CFMI’s subsidiaries entered into employment agreements with certain
physicians with terms through 2006. Early termination of the contracts by the
subsidiary is allowable with two years prior written notice. Upon such termi-
nation, the employer would pay to each physician two years salary and benefits,
along with other defined compensation. Approximate compensation due
under the contracts is $10,000 to $12,000 annually through March 2006, subject
to allowable consumer price index or market rate changes. Additionally,
certain compensation is guaranteed to these physicians during the remaining
term of their contracts. Total wages paid under these agreements in 2002 and
2001 were $9,988 and $11,137, respectively. CFMI and one of CFMI’s sub-
sidiaries are jointly and severally liable for payments under these agreements.

The Company has employment contracts with certain executives, which
contain provisions that could trigger the payment of additional compensation
benefits upon a “‘change in control” of the Company. Some of the aforemen-
tioned payments would be payable based on a “change of control” only, while
others would be payable upon termination of employment following “change
of control.” Accordingly, these aforementioned potential payments have not
been accrued at December 31, 2002, as the triggering events have not
occurred.

The Company also has a retention bonus plan whereby certain officers and
other employees are entitled to certain payments following a sale or disposi-
tion of the Company or under certain other circumstances. The payment of
any of these amounts is subject to regulatory and legislative approval of such
a transaction and/or the resolution of other legal issues. As such, no portion
of the aforementioned potential retention bonus payments, which have been
estimated at $8,400 in total for the Company, have been accrued at
December 31, 2002.

Various lawsuits, including class action lawsuits and other claims, occur in the
normal course of business and are pending against the Company.
Management, after consultation with legal counsel, is of the opinion that the
lawsuits and other claims, when resolved, will not have a material effect on the
accompanying consolidated financial statements.

The Company’s professional liability coverage is on a claims-made basis.
Should the claims-made policy not be renewed or replaced with equivalent
insurance, claims based on occurrences during its term, but reported subse-
quently, will be uninsured. The claims-made policy has been renewed through
April 30, 2003. The Company also purchases extended reporting period
endorsements to ensure that claims made against physicians no longer
employed by the Company are insured.

The Company has a commitment for a credit facility with a commercial bank
under which certain of its affiliates may borrow up to a maximum amount of
$60,000. There have been no draws made on this line of credit during 2002 or
2001.
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Networks, Products and Affiliates

Membership in CareFirst health plans includes individual customers and groups
of employees and their families; local, state and federal government workers;
students, retirees and the self-employed. The Blue Cross and Blue Shield brand
names have earned the respect and trust of members, business partners and health
care professionals.

NETWORKS

CareFirst has participating agreements with hospitals and health care professionals
throughout the region to provide our members with convenient access to quality
care at affordable rates. No other health insurer in the Mid-Atlantic boasts as large
or as broad a network of medical providers as CareFirst. Our networks include
more than 25,000 primary care physicians and medical specialists practicing in the
CareFirst service area — including Delaware, Maryland, Washington, D.C. and
Northern Virginia. These networks, a unique regional health care resource, include
more than 80 percent of all medical professionals in the CareFirst service area.
Many of these health care professionals participate in more than one

CareFirst network.

PRODUCTS

The CareFirst portfolio includes BlueChoice, the new generation of health care and
the first truly regional HMO that integrates health care resources in Maryland and
the Washington, D.C. area. Other products offered range from traditional fee-for-
service health care insurance to fully managed care. With optional features and
services, these plans can be enhanced and tailored to meet specific personal,

medical and financial needs of individuals and employers.

Point-of-Service plans can be structured to combine the advantages of traditional
indemnity insurance in a managed care setting. Preferred Provider Organizations
are available that offer members the flexibility of selecting a preferred physician
or hospital while still containing care costs. The HMOs and managed care
products of CareFirst and its affiliates consistently score high in annual ratings

by independent evaluation groups, state agencies and national publications.

BlueCard® offered by CareFirst assures members when traveling that health care is
available from the nearest physician or hospital participating in the Blue Cross and
Blue Shield plan — just as it would be when at home. Options, CareFirst’s
discount program for alternative medicine, offers savings to members for such
services as acupuncture, massage therapy, chiropractic care, laser vision correction,
hearing aids, eldercare management and mail-order contact lenses.

AFFILIATES

Other CareFirst affiliates include Preferred Health Network, a managed care
organization; National Claims Administrative Services, Inc., (NCAS), offering
third-party administrative services and claims processing for self-insured employer
groups; NCIA Insurance Agency, a CareFirst company offering life, accidental death
and dismemberment insurance, disability products, long-term care and flexible
spending accounts.

CareFirst also is affiliated with two physicians groups — Potomac Physicians,
Practice Association, an association of 550 independent primary care physicians
who serve more than 40,000 prepaid HMO members and fee-for-service patients
in the Baltimore/Washington area, and Patuxent Medical Group, a group
physicians practice providing care in the Columbia, Maryland area since 1969.




CareFirst in Brief

CareFirst, Inc. is a holding company chartered in the State of
Maryland to operate not-for-profit through three wholly owned
affiliates. The affiliates are: CareFirst of Maryland, Inc. and Group
Hospitalization and Medical Services, Inc., doing business as
CareFirst BlueCross BlueShield, and BCBSD, Inc., doing business
as Blue Cross Blue Shield of Delaware. For more than 65 years,
CareFirst affiliates have provided health insurance and related
health care services and products throughout the Mid-Atlantic
region, including Maryland, Delaware, Washington, D.C. and
Northern Virginia. The combined resources of CareFirst and its
affiliates offer a seamless network of skilled health care professionals
and a broad choice of health care plans to more than 3.2 million
members. A trusted and respected corporate citizen throughout
its service area, CareFirst has 6,500 associates in 35 office sites in
five states and the District of Columbia. The financial reserves

of CareFirst at year-end 2002 totaled nearly $900 million as
determined under generally accepted accounting practices.
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