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Introduction

For the past 26 months, Independence Blue Cross has been caught up in a misguided
public debate over our surplus. At a time when a crisis in health care costs has placed a severe
burden on purchasers of health insurance, the distortions regarding our surplus have misled our
customers into questioning whether IBC’s premium increases truly were tied to increases in
medical costs.

Even more disturbing, the allegations have diverted our community for more than two
years from having a meaningful discussion about the real drivers of this health care cost crisis — a
crisis that deepens with each passing day.

Today, with this application, the Pennsylvania Insurance Department has all of the
information necessary to bring to an end this unfortunate and counterproductive debate. This
application makes it absolutely clear to anyone who understands the health insurance business
that Independence Blue Cross does not have excessive surplus.

Furthermore, this application addresses the question of what measure the Department
could use in future years to determine an insurer's maximum level of surplus. And it summarizes

the key elements of IBC’s ongoing commitment to a Social Mission — a commitment that is
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giving thousands of Pennsylvania’s adults and children access to health care they otherwise

would not have,

A. Current levels of Reserves and Surplus

In its January 16 Notice, the Department directed IBC to state our current level of
reserves and our current surplus.

As of December 31, 2003, Independence Blue Cross and its subsidiaries held the
following amounts in its reserves accounts (for antici pated claims liabilities): Keystone Health
Plan East ($564.9 million); AmeriHealth HMO, Inc. ($113.3 million); AmeriHealth Insurance
Co., ($50.4 million); Independence Blue Cross ($155.5 million); QCC Insurance Co. ($488.9
million).

Also, as of December 31, 2003, Independence Blue Cross and its subsidiaries held a
statutory surplus of $840.9 million — which cormresponded to a Risk-Based Capital ("RBC”) level
of 391.5%. That RBC level satisfied the minimum requirement levels for both the
Commonwealth (200% RBC) and the Blue Cross Blue Shield Association (375% RBC(C), the
organization that licenses IBC to sell products under the Blue Cross brand in Southeastern
Pennsylvania.

That level of surplus also fell at the low end of the RBC range of 350% to 650%
suggested by the Department in its January 16 Notice.

To put the size of that surplus in perspective, IBC currently is paying claims on behalf of
its members at the rate of $620 million each and every month of the year. At that rate, IBC only
has enough surplus to pay our customers’ and members’ claims in the event of an emergency for

41 days — that’s less than six weeks ~ an amount that no expert would consider excessive.
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B. How to Determine a Maximum Level of Surplus

While an insurer’s level of Risk-Based Capital is a valuable measure of a company’s
solvency, Independence Blue Cross is concerned about the use of RBC as a measure for
identifying an insurer’s maximum level of surplus.

A number of factors are responsible for our concern. First, in the absence of guidance
from the Department as to what a maximum RBC level should be, we cannot be comfortable that
such a maximum level would allow us to give our custolncrs and members the financial security
they expect.

Second, even The National Association of Insurance Commissioners (NAIC), which
developed the Risk-Based Capital formula for assessing insurer solvency, has wamed:

*The (RBC) formula that is proposed is a threshold capital formula rather than a target
capital formula. It has been desi gned to identify companies with capital levels that require

regulatory attention. The formula has not been designed to differentiate among adequately

capitalized companies. Therefore, it would be entirely inappropriate to use this formula to rate or

rank adequately capitalized companies.” (emphasis added)

Indeed, while Risk-Based Capital attempts to quantify risk factors associated with an
insurer’s operations, it does not consider all of the business risks that an insurer faces. For
example, IBC’s operations and finances have been impacted directly in recent years by a number
of issues and developments that are not measured in the RBC formula. They include:

e Changes in law. When the Balanced Budget Act of 1997 reduced Medicare’s

payments to physicians and hospitals, providers began to shift costs to private

insurers. The result was a significant increase in our medical costs.
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e New regulations. The Health Insurance Portability and Accountability Act of 1996
(HIPAA), the federal initiative designed to protect personal health information,
required companies like IBC to make major investments in technology, training and
other infrastructure. To date, IBC has invested more than $40 million to implement
HIPAA'’s provisions.

e New technology. Increasingly, our providers, customers and members are demanding
greater real-time access to information concerning their accounts, benefits and claims
status, as well as access to health information that can better inform decisions related
to their medical care. Responding to these demands of the marketplace has required
IBC to invest heavily in new technology that addresses provider and customer needs,
as well as our own need to control administrative costs.

Risk-Based Capital does not account for developments such as these, nor does it account
for our need to respond to them. It also does not account for the fact that when a not-for-profit
insurer such as IBC needs capital to address an unanticipated event, we have no access to the
capital markets; we need to rely solely on our surplus.

For all of these reasons, IBC is concerned the use of RBC to set a maximum level of
surplus will not ensure us an adequate level of capital on hand when unanticipated issues arise.
While IBC supports the use of RBC to establish a point below which an insurer’s surplus should
not fall, we believe the Department should consider other possible measures for setting an
insurer’s maximum surplus level. |

Having satid that, it is unclear to IBC what measure is the best method for identifying an
insurer’s maximum level of surplus. But in an effort to comply with the Department’s request,

we suggest that as a starting point, the Department explore the use of 2 “months-of-claims”
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measure — specifically, three months of claims costs and related claims administrative expenses,
plus a factor that accounts for the risks and costs identified above -- such as changes in law,
regulation and technology.

Based on our current claims payments, the use of a three-month measure would set IBC’s
maximum surplus for 2004 at $1.86 billion — an increase of over $1 billion. And that number
would not include an additional factor for unanticipated business risks other than claims.

There is precedent for adopting such a measure. Prior to the development of RBC, a
months-of-claims measure was commonly used to determine overall capital adequacy.
Government agencies used such a measure to determine a company's tax liability. Generally
speaking, insurers used a three-months-of-claims barometer as a source of confidence in the
company's financial security.

Even a recent legislative proposal (H.B. 202, 2003) embraces a three-month measure in
its calculation; specifically, the proposal would define excess surplus as an amount greater than
three months of claims plus the minimum surplus level required by the Department (200%
RBC).

IBC has questions about the specific implementation of a months-of-claims measure,
especially in regard to how it would include an additional factor for unanticipated business risks.
We would welcome conversations with the Department to explore those questions.

One final point:

In discussions with the Department regarding the Notice, the Department indicated that
despite the fact that RBC is vsed to impose the same surplus "floor” (200% RBC) for all insurers,
the Department may impose different RBC maximums for each of the four Blue Plans. IBC

objects to this concept because it lacks any reasonable justification, is arbitrary and unfair. If the
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Department approves a maximum surplus level for the members of one Blue Plan, why wouldn’t
the members of another Blue Plan deserve the same level of financial protection -- especially if
the Department chooses a method for measuring surplus that enables an "apples-to-apples”
comparison? For example, if the Department were to employ a "three-months measure™ for one

Blue Plan, why would it set a lower maximum for another Blue Plan?

€. IBC’s Social Mission

Long after most Blue Plans across the nation have abandoned their Social Mission, IBC
continues to make a significant investment each year in programs and subsidies that provide
access to health care for thousands of people. -

In fact, in 2004, IBC is subsidizing health care for approximately 200,000
Pennsylvanians who otherwise would be counted among the state’s uninsured.

The Mission takes on a number of forms. All of the following initiatives have existed for
the years 2002 and 2003, and are planned to continue through 2006.

First, IBC provides direct and indirect subsidies to its non-group benefit plans. In 2003,
for example, those subsidies totaled $6.5 million.

In addition, IBC’s subsidiary, QCC Insurance Co., provides direct and indirect subsidies
for its non-group Personal Choice product. In 2003, those subsidies totaled $9.8 million. And
Keystone Health Plan East provided indirect subsidies to the CHIP and adultBasic programs of
$4.1 million in 2003.

IBC also is the only insurer in our market to allow year-round, open enrollment for non-
gronp products. Many insurers do not offer any non-group products or limit enrollment to a few

weeks or months each year. We cannot quantify the costs of this practice.
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OQur participation in the CHIP and adultBasic programs also distinguishes IBC from other
insurers in our market. The Independence Blue Cross Highmark Blue Shicld Caring Foundation
for Children administers both programs for the Commonwealth in Southeastern Pennsylvania,
and contributes all costs that exceed the administrative fee paid by the state. In 2003, IBC made a
direct contribution of $175,000 to the Caring Foundation; and funded $1,301,699 in Foundation
administrative expenses.

IBC also offers significant support to numerous charitable, fund-raising and wellness
activities of local health care, educational and civic organizations. In 2003, those contributions
totaled $3,643,500.

In total, IBC’s Social Mission spending in 2002 totaled approximately $15 million. In
2003, the investment totaled $25.5 million.

For 2004 and beyond, Independence Blue Cross has initiated two additional Social
Mission initiatives. The first dedicates $6 million over the next three years for direct financial
support of free medical clinics operating in our region. These clinics offer access to health care
for many residents of the region who lack health insurance.

Second, IBC has announced a three-year commitment of $3 million to addressing the
region’s nursing shortage. The IBC Nurse Scholars program will provide scholarships for those
in the region’s graduate nursing programs; its goal is to increase the number of nursing teachers
in our area. Also, IBC is offering financial support to the Pennsylvania Higher Education Fund’s
scholarship program for undergraduate nursing students.

While it is impossible at this time to accurately forecast the size of the subsidies IBC will
expend in 2004 and beyond, we are confident that they will be at least as large as those reported

for 2003.
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Earlier this month, IBC again demonstrated our commitment to our Social Mission by
naming Steven Fera to the new position of Vice President for Social Mission Programs. Steve is
responsible for coordinating IBC’s participation in the CHIP and Adult Basic Programs, Special
Care, and the Caring Foundation, as well as for the Nurse Scholar and Medical Clinics programs.

Together, IBC’s Social Mission programs reflect its continuing commitment to invest in
both access to health care and the quality of that care for as many residents of the region as
possible. While the roots of our Social Mission were tied to the company’s not-for-profit tax
status, our contributions to Social Mission programs today far exceed the size of our tax
reduction.

Tn 2003, when our Social Mission spending totaled $25.5 million, IBC received a tax
reduction of approximately $12 million — a state sales tax €xemption of approximately $6 million
and an approximately $6 million exemption from the state premium tax. Meanwhile, IBC paid
$184 million in federal, state and local non-payroll taxes (including $49.3 million in
Pennsylvania premium tax). IBC’s tax bill placed it among the highest corporate taxpayers in the

Commonwealth.

D. Plan for Addressing Excess Surplus

Based on our interpretation of the Notice (as guided by discussions with the Department)
and because IBC’s surplus is so clearly beneath a level that could be considered “excessive,” we

have not included a plan for how we would address such a situation.
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E. Conclusion

We are confident that the contents of this application offer the Department’s professional
regulators the tools they need to reclaim this critical financial issue from the political arena to
which it was hijacked over two years ago. Independence Blue Cross has promised its members
that we will be there for them when they need us. The Department knows the important role that
our surplus plays in ensuring that we can keep that promise. We invite the Department to move
expeditiously to assure our members that Independence Blue Cross is in an appropriately secure

financial position to keep that promise.
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VAV Blue Cross www.Ibx.com
- 1301 MARKET STREET
PHILADELPHIA, PA 19103-1480
March 23, 2004
VIA FEDERAL EXPRESS

Sandra L. Ykema

Department Counsel

Commonwealth of Pennsylvania
Insurance Department

1341 Strawberry Square

Harrisburg, PA 17120

Dear Sandra:

Enclosed please find the following materials submitted by Independence Blue
Cross (IBC) in connection with the Pennsylvania Insurance Department (PID) request
for information dated January 5, 2004. (Certain materials will be submitted at a later
date, as approved by the Department on March 18, 2004.)

1. Audited statutory financial statements as of and for the year
ended December 31, 2003 and 2002 for:

. Independence Blue Cross
. Keystone Health Plan East
. QCC Insurance Company
. AmeriHealth HMO, Inc.
2. A summary of Premiums due and Unpaid/Premiums

received in Advance/Unearned Premiums for each of the
companies noted above, along with a letter from Deloitte &
Touche documenting certain audit procedures performed
with respect to those balances.

3. Anticles of Incorporation for the IBC/PBS Caring Foundation
for Children (Foundation)

4. Financial reports related to the Foundation for 2001, 2002
and 2003.

IBC 00011
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Sandra L. Ykema

Department Counsel

Commonwealth of Pennsylvania
Insurance Department

March 23, 2004

Page 2

5. Tax determination letter for the Foundation dated June 5,
1997 (the most current determination)

6. A listing of Officers of the Foundation, including their
positions in IBC or its subsidiaries

7. A copy of letters submitted to Commissioner Koken dated
March 22, 2004 and May 15, 2003 detailing and quantifying
the charitable and benevolent endeavors of IBC and its
subsidiaries for 2002 and 2003. Financial summaries are
also provided detailing certain of the subsidies contained in
the letters.

Pursuant to the March 23, 2004 ruling of the Pennsylvania Commonwealth Court
in the matter of Capital Blue Cross v. M. Diane Koken, all documents submitted
pursuant lo the PID’s request will be marked confidential. All'inquiries regarding the
issue of confidential treatment of documents should be directed o Eleanor D.
Thompson, Vice President & Deputy General Counsel at Eleanor.Thompson@IBX.com
or 215-241-3835.

Should you have any questions please contact me at 215-241-2420.

Very l;g}{ly yours,

(\ L C._l){:.\f

John G. Foos
Chief Financial Officer

Enclosures
JGF/d
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Independence Blue Cross

Statutory-Basis Financial Slatements for the
Years Ended December 31, 2003 and 2002,
Supplemental Schedules as of and for the
Year Ended December 31, 2003 and
Independent Auditors’ Report
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Deloitte.

1700 Market Sireet
Philadelphia, PA 19103-3984
LISA

Tel: #+1 215 246 2300
Fax: 41215 569 2441
wwww.delailte.com

INDEPENDENT AUDITORS’ REPORT

Board of Directors
Independence Blue Cross
Philadelphia, Pennsylvania

We have audited the accompanying statements of admilted assets, liabilities and surplus—statutory basis of
Independence Blue Cross (the “Company™) as of December 31, 2003 and 2002, and the related statements of
operations——statutory basis, changes in surplus—statutory basis and cash flows—statutory basis for the years
then ended. These financial statcments are the responsibility of the Company’s management. Our
responsibility is to cxpress an opinion on these [inancial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audil fo 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 stalements. An audit alse includes
assessing Lhe accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We belicve thal our audits provide a reasonable basis for our
opinion.

As described in Note 2 to the statutory-basis financial stalements, the Company has prepared these financial
statements in conformity with the accounting practices prescribed or permitted by the Commonwealth of
Pennsylvania Insurance Department, which is a comprehensive basis of accounting other than accounting
principles gencerally accepted in the Uniled States of America.

In our opinion, such financial statements present fairly, in all material respects, the admitted assets, liabilities
and surplus of Independence Blue Cross as of December 31, 2003 and 2002, and the results of its operations
and its cash flows for the years then ended, on the basis of accounting described in Note 2.

As discussed in Note 2 to the financial statements, in 2003 the Company changed its method of accounting
for additional minimum pension liabilities to conforn to a change in statulory accounting practices prescribed
by the National Association of Insurance Commissioners.

Our 2003 audit was conducted for the purpose of forming an opinion on the basic 2003 statutory-basis
fmancial statements taken as 2 whole. The supplemental summary investment schedule and the supplemental
schedule of investment risk interrogatories as of and for the year ended December 31, 2003 are presented for
complying with the National Association of Insurance Commissioners’ instructions 10 Annual Audited
Financial Reports and are not a required part of the basic 2003 slatutory-basis financial statements. This
additional information is the responsibility of the Company’s management. Such information has been
subjected to the auditing procedures applied in our audit of the basic 2003 statutory-basis financial statements
and, n our opinion, is fairly stated in all material respects when considered in relation to the basic 2003
statutory-basis financial statements laken as a whole.
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This report is intended solely for the information and use of the board of directors and the management of the
Company and for filing with the Commonwealth of Pennsylvania Insurance Department and is not intended
to be and should not be used by anyone other than these specified parties.

'—DM-”‘ T_ML(_/)

March 22, 2004
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INDEPENDENCE BLUE CROSS

STATEMENTS OF ADMITTED ASSETS, LIABILITIES AND SURPLUS—STATUTORY BASIS
DECEMBER 31, 2003 AND 2002
{Dollars in thousands)

T poT-Ty

See nolcs o slatulory-basis financial staterments.

4
14
’
=

ADMITTED ASSETS 2003 2002 4

- Cash and short-term investments $ (9208 $ 2269 !

Bonds 121,641 122490 »

Common stocks—unafTiliated 63,561 44,124 f
Mortgage loans on real estale; first liens 2,987 12970

Receivables: . ;’—

Accident and health premiums due and unpaid 12,444 53,497 ——ror
Federal Employee Health Benefits Program 56,025 51,316
Health care receivables 30,323 414,781 ;
Amounts due from subsidiaries and affiliates 89,775 73,909
Invesmment income due and accrued 4,770 2,293 I'
Other recejvables 25,088 51,012 r[u
Total receivables 218,425 276,808 E

Investment in subsidiaries 842,755 704,725 f;

Electronic data processing equipment, nel 8,758 4,806

Other admitred asscts 52,347 43,554 |

TOTAL ADMITTED ASSETS $1,301,266 1,211,746 ﬂ

L

LIABILITIES AND SURPLUS ;

Liabilitics: TE
Clzims vnpaid £ 90,567 3 11394) .
Unpaid claims adjustmeni cxpenses 1,617 2,689 e
Accounts payable and accrued cxpenses: :g

Agpregate policy reserves 63,290 17514 pme—
General expenses due or accrued : 105,660 88912
Federal income 1ax payable 56,420 17,495 r
Total accounts payable and accrued expenses 225370 153,921
Amounls due to subsidiaries and affiliates 22,699 108232 7
Borrowed money 32,605 41,376 :
Amounts withheld or retained for others 53,862 56,35% |
Premiums received in advance 33,629 28,122
Taral liabilities 460,349 504,640
Commilments and contingencies {sec Notes 11 and 14)
Surplus— }
Unallocated 840,917 707,106 f
TOTAL LIABILITIES AND SURPLUS $1,301,266 $1211,746 0
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INDEPENDENCE BLUE CROSS

STATEMENTS OF OPERATIONS—STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002
{Dollars in thousands) _

Net premium income

Underwriting cosls:
Medical and hospilal expenses
Claims adjustment expense—includes cosl containment
expenses of $9,750 in 2003 and $14,528 in 2002
General administrative expenses
Increase in reserves for life and accident and health contracts

Tolal underwriting cosls

Net underwriting income (loss)

Net investment income camed
Net realized capilal gains

Income before federal income tax expense (benefit)

Fedcral income lax expense (benelil)

NET INCOME

See noles to statutory-basis financial statements.

2003 2002
$415894  $402,900
345,118 371,842
11,156 21,207
31,269 41,295
12,270 -
399,813 434,344
16,081 (31,444)
38,232 38,628
2,224 1,189
56,537 8,373
3,348 (8,396)
$ 53,189 $ 16,769
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INDEPENDENCE BLUE CROSS

STATEMENTS OF CHANGES IN SURPLUS—STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002
(Doilars in thousands)

BALANCE, BEGINNING OF YEAR
Net income
Net unrealized capilal gains
Increase in non-admitted assets
Cumulative effect of a change in accounling principle (Note 2)
Additional minimum pension obligation

Increase in net deferred income tax

BALANCE, END OF YEAR

See notes to slatutory-basis financial statemenis.

2003 2002
$707,106  $689,628
53,189 16,769
118,551 20,982
(75,936)  (41,005)
29,886 .
(6,736) )
14,857 20,732
$840,917  $707,106
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INDEPENDENCE BLUE CROSS

STATEMENTS OF CASH FLOWS—STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002
(Dollars in thousands)

CASH FROM OPERATIONS:
Premiums and revenues collected
Claims and claims adjustment expenses paid
General administrative expenses paid

Cash provided by underwniting

Nel investmenlt income
Federal income taxes paid

Net cash from operalions

CASH FROM INVESTMENTS:
Proceeds from investments sold, matured or repaid—bonds
Procceds from wvestments sold, matured or repaid-—stocks
Cost of investments acquired:
Bonds
Stocks
Mortgage loans issued
Morgage loan payments received

Nel cash from investments

CASH FRCM FINANCING AND MISCELLANEQUS SOURCES:
Other cash (used) provided
Other applications
Borrowed funds repaid
Net transfers from afTiliates

Net cash from financing and miscellaneous sources

NET DECREASE IN CASH AND SHORT-TERM INVESTMENTS

CASH AND SHORT-TERM INVESTMENTS, BEGINNING OF YEAR

CASH AND SHORT-TERM INVESTMENTS, END OF YEAR

See notes to stalutory-basis financial statements.

2003 2002
$ 462454 § 399,263
(377,215) (371,530)
(14,521) (3,539)
70,718 24,194
37,980 11,221
(104,600) (65,100)
4,098 (29,685)
126,890 532,441
14,468 7,103
(124,003) (523,087)
(25,270) (27,403)
- (12,970)
9,983 -
2,068 (23,916)
(74,087) 67,497
(43,619) (49,550)
(41,376) (79,355)
141,439 98,750
(17,643) 37,342
(11,477 (16,259)
2,269 18,528
$ (5208 $ 2,269
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INDEPENDENCE BLUE CROSS

NOTES TO STATUTORY-BASIS FINANCIAL STATEMENTS
YEARS ENDED DECEMBER 31, 2003 AND 2002
(Dollars in thousands)

1.  ORGANIZATION AND OPERATIONS

Business—Independence Blue Cross (ihe “Company” or “IBC”) is a nonprofil corporation in the
Commonwealth of Pennsylvania and is subject to regulation by the Commonwealth of Pennsylvania
Insurance Department (“PID”). Health benefits are provided under contracts with members through
hospitals, skilled nursing facilities and other organizations. The Company contracts with providers of
health care lo provide health services to members and also performs administrative services such as
billing, collection, and marketing for Pennsylvania Blue Shield d/b/a Highmark (“PBS”) and processes
claims for other Blue Cross plans® members and for programs such as the Federal Employee Health
Bencfits Program and the BlueCard Program. The Company and PBS jointly participate in lines of
business lo provide Major Medical and Comprchensive Major Medical benefits. The Company provides
1ts Preferred Provider Organization and Point-of-Service programs in the five-county Philadelphia arca
through its wholly owned subsidiary, QCC Insurance Company (“QCC”). The Company provides health
msurance coverage to New Jersey residents through AmcriHealth Insurance Company of New Jersey
and to Delaware residents through QCC d/b/a AmeriHealth Insurance Company. Health insurance is
provided by the Company for Puerio Rico residents through its 82.7% owned subsidiary, La Cruz Azul
de Puerto Rico, Inc. (“La Cruz Azul”). During the year, the Company also provided health insurance to
U.S. Virgin Island residents through QCC d/b/a Blue Cross/Blue Shield of the U.S. Virgin Islands. The
Company provides workers’ compensation claims management services and third-party administrative
services through CompServices, Inc. and AmeriHeallh Administrators, Inc., respectively. In addition,
the Company provides HMO coverage through its wholly owned subsidiares, AmeriHealth HMO, Inc.
and Keyslone Health Plan East, Inc. (“KHPE"). The Company and PBS provide hospitalization and
medical/surgical coverages through Inter-County Hospitalization Plan, Inc. 2nd Inter-County Healih
Plan, Inc., which are jointly owned subsidiaries. Through its wholly cwned subsidiary, NewSeasons
Assisted Living Communities, Inc. ("NewSeasons”), the Company acquires, constructs, owns and
operates assisted living facilities. Through DePaul Health Care Company (“DePaul”), the Company
participates in a joinl venture to acquire, construct, own and operate assisted living facilities. See Note 6
for relaled party disclosures.

2. SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation—The Company's statutory financial stalements are presented on the basis of
accounting practices prescribed or permitied by the PID. Effective January 1, 2001, (he PID requires that
insurance companies domiciled in the Commonwealth of Pennsylvania prepare their statutory-basis
financial statements in accordance with the National Association of Insurance Commissioners’
("NAIC”) Accounting Practices and Procedures Manual—Version effective March 2003 ("NAIC
SAP”). Accordingly, the admitted assets, liabilities and surplus—statutory basis of the Company as of
December 31, 2003 and 2002, and the resulls of jts operations—statutory basis and its cash flows—
statulory basis for the years then ended have been determined in accordance with these accounting
principles. In addition, the Commissioner of the PID has the right to permit other specific practices that
may deviate from prescribed practices (scc Permitted Practices below).
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Accounting practices and procedures of the NAIC as prescribed or permitted by the PID comprise a
comprchensive basis of accounting other than accounting principles generally accepied in the United
States of America ("GAAP”). The more significant differences are as follows:

a. Investments in bonds are generally carried at amortized cost, while under GAAP, they are carried al
either amorlized cost or fair value based on their classification according (o the Company’s ability
and intent to hold or trade the securitics;

b. Investments in common stocks are valued as prescribed by the Securities Valuation Office of the
NAIC, while under GAAP, commeon stocks are reported at markel value;

¢. NAIC SAP requires an amount to be recorded for deferred taxes; however, there are limitations as to
the amount of deferred tax assets that may be reported as “admitted assets,” while under GAAP
there are no limitations as to the amount thal may be reported as asscls;

d. Assets are reporied under NAIC SAP at “admitted-asset” value and “non-admitied” assets are
excluded through a charge against surplus, while under GAAP, *non-admitted assets™ are reinstated
1o the balance sheet, net of any valuation allowance;

e. Comprehensive income and ils components are nol presenied in the statutory financial statements;
and

f.  Subsidianes are included as common stock carned under the equity method, with the equity in net
income of subsidiarics credited directly to the Company’s surplus for NAIC SAP, while GAAP
requires either consolidation or the equity of net income of subsidiaries 10 be credited to the income
slatement.

Permitted Practices—The Company prepares ils statutory financial statements in accordance with the
accounting practices prescribed or permitted by the PID. Prescribed statulory accounting practices
include a varicty of publications of the NAIC, as well as slate Jaws, regulations and general
administrative rules. Permitted statutory practices encompass all accounting practices not so prescribed.

For the year ended December 31, 2002, the Company, AmeriHealth HMO, Inc. and QCC received
written approval from the P1D to admit, for statulory purposes, additional goodwill (subject to
accelerated amortization) related to AmenHealth HMO, Inc. and QCC’s purchase of PBS’s interest in
KHPE and cerlain managed care lines of business {(pnmarily {he Personal Choice line of business),
which treatment differs from prescnbed statutory accounting practices. Statutory accounting practices
prescribed by the Commonwealth of Pennsylvania limit admitted goodwill 1o 10% of the adjusted
capital and surplus of an insurer, as reporied in its most recently filed statement with the Pennsylvania
State Commussioner. As of December 31, 2002, this permitted practice increased statutory surplus
$39,986, over what it would have been had prescribed accounting practices been followed. This
permitted practice was not in effect for the year ended December 31, 2003.

The Company received writlen approval from the PID to include in its valuation of investment in
AmerniHealth, Inc., for statutory purposes, a surplus note issued by KHPE (an indirect wholly owned
subsidiary of AmeriHealth, Inc.), which treatment differs from prescribed statutory accounting practices.
Statutory accounting praclices prescnibed by the PID do not allow an insurer to include susplus notes in
valuing its mvestment in subsidiary. As of December 31, 2003 and 2002, this permitted practice
increased statutory surplus by $40,000 over what il would have been had prescribed accounting practices
been followed.
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Cash and Short-Term Investments—The Company considers all lighly liquid investments with original
issue matunties of (hree months or less to be cash equivalents. Short-lerm tnvestments include money
market instruments.

Bonds—Bonds are slated at amorlized cost or al values prescribed by the NAIC. Interest is recognized
on the accrual basis. Realized capital gains and losses are calculated using the specific cost of the
mvestments sold.

Common Stocks—Unaffiliated—Common stocks—unalfiliated are carmied at NAIC market value. The
change in the slated value is recorded as a change in net unrealized capital gains (losses), a component
of surplus.

Mortgage Loans on Real Estate: First Liens—During 2002, the Company 1ssued two six percent fixed
rate morigage loans Lo ils subsidiary, NewSeasons. There was no premium or discount associated wilh
these loans. The mortgages are caried al amortized cost on the statement of admitied assets. Principal
payments of $9,983 were received on the loans for the year ended December 31, 2003. No principal
payments were due on Lhe loans for the year ended December 31, 2002.

Healrh Care Receivables—Realth care receivables consist of advances lo providers and pharmaceulical
rebates (sec Note 7).

Property and Equipment—Property and equipmentl are carried at cost less accumnulated depreciation,
Depreciation on furniture and fixtures is calculated based on the straight-line method over the estimated
vseful lives of the assels, which range from five to ten years. The Company provides for amortization of
leasehold mmprovements using the straight-line method over the lesser of the useful life of the assel or
the remaining oniginal lease term. Maintenance and repairs are charged to cxpense as incurred. At
December 31, 2003 and 2002, all property and equipment is either fully deprecialed or non-admitted
under statutory accounting principles. Depreciation and amortization expense related lo property and
equipment was $4,049 and $2,816 for the years ended December 31, 2003 and 2002, respectively.

Electronic Data Processing Equipment, Net—The aggregate amount of admitted electronic data
precessing (“EDP") equipment and operating system software, nel of accumulated depreciation, is
Limited to three percent of the Company’s capital and surplus as shown on the statement of admitted
assets most recently filed with the PID adjusted to exclude any EDP equipment and operaling system
software, net deferred 1ax assets and net positive goodwill. EDP equipment and operating software are
carricd at cost less accumulated deprecialion. Depreciation expense is computed on the straight-line
method over the lesser of the estimated useful life of the related asset or (hree years. Depreciation
expense related to EDP equipment and operating software was approximately $2,028 and $2,524 for the
years ended December 31, 2003 and 2002, respectively.

National Accounts—In order 1o provide service to employers with employees located in more than one
geographical area, IBC participates in numerous syndicaled contracts, known as National Accounts, with
other Blue Cross plans throughout the country. On an interim basis, income, claims and administrative
costs incurred 1n servicing National Account members are recorded in the statements of operations—
statutory basis. Underwriting gains and losses are recorded at setilement, which normally occurs within
nine months following the end of the annual contract peried.

Uninsured Accident and Health Plans—Under certain contracts, the Company provides administrative
services to large group employers that maintain self-funded health plans. The Company provides these
groups with claims processing, administration, utilization management and other related services. The
Company assumes no underwriting risk under these arrangements. For these contracts, revenue is based
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on administrative fees and 1s recorded as earmned on an accrual basis, Administrative fecs of $30,929 and
345,401 were netted against General administrative expenses in the statements of operations—stalutory
basis 1n 2003 and 2002, respeciively. Recelvables from groups are recorded for amounts due 1o the
Company for known claims, which have been paid to providers on behalf of the groups and are recorded
within Other receivables in the statements of admitied assets, liabililies and suyplus—statutory basis.
Claims processed under such arrangements were $160,099 and $184,321 for 2003 and 2002,
respeciively.

Claims Unpaid—Claims unpaid includes amounts for known reporied claims and an amount, based on
past experience, for losses incurred bul not reported. Such liabilities are necessarily based on
assumptions and estimates and while management believes the amount is adequale, the ultimale liability
may be in excess of or less than the amount provided. The methods for making such eslimates and for
establishing the resulting liability are continually reviewed and any adjustments are rellected in the
peried determined.

Aggregate Policy Reserves—Aggregate reserves for accident and health policies include uncamed
premium reserves of 337,751 and $37,203, merit rating reserves of $14,889 and $10,311, and premium
deficiency reserve of $12,270 and $0 rclaled to certain lines of business at December 31, 2003 and 2002,
respectively.

Fair Value of Financial Instruments—The following methods and assumptions were used by the
Company in eslimating its fair value disclosures for financial instruments;

Cash and Short-Term Investments—The carrying amounts for these instruments approximale their
fair values.

Bonds—The fair values for bonds are based on quoted market prices.

Common Stocks — Unaffiliated—The [air values for common stocks—unaffiliated are bascd on quoted
market prices.

Affiliated Common Stocks—The fair values of affiliated common stocks (fnvestment in subsidiaries)
are based on the Company’s ownership portion of respective securities stockholders’ equity.

Mortgage Loans on Real Estate: First Liens—The carrying amounts for these instruments
approximate their fair values.

Expense Reimbursement—Operating expenses are allocated to various lines of business in order to
determine the expense reimbursement due from other Blue Cross plans and other health programs for
which IBC processed claims. Expense reimbursement is also calculated for operaling expenses incurred
on behalf of PBS. The method by which IBC is reimbursed is either actual cost or 2 predetermined
amount.

Income Taxes—IBC is subject to federal income taxes under provisions of Section 1012.b of the Tax
Reform Act of 1986. Since IBC is a nonprofit corporation, it is exempt from Pennsylvania corporate
taxes. All of IBC’s subsidiaries are subject 1o federal and state income or premium taxes.

IBC files a consolidated federal income tax return including all of its wholly owned subsidiaries. The
Company paid taxes of $104,600 and $65,100 in 2003 and 2002, respectively.
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Use of Estimates—The preparation of Ninancial statements in conformity with slatulory accounting
principles requires management to make cslimales and assumptions that affect the reported amounts of
assels and liabilities and disclosure of contingent assels and liabilities at the date of the financial
stalemenls and the reported amounts of revenues and expenses during the period. Actual results could
differ from those eslimales.

Recent Accounting Pronouncements—In June 2002, the NAIC adopled Statement of Statutory
Accounting Principle (“SSAP™) No. 85, Claim Adjustment Expenses, Amendments to SSAP No. 35,
Unpaid Claims, Losses, and Loss Adjustment Expenses. This statemnent subdivides claim adjustment
cxpenses for accident and health reporting entilies and managed care reporting entities into cost
containment cxpenses and other claim adjustment expenses, and provides examples of those expenses.
This statement was effeclive for years ending on or afler December 31, 2003. The Company has
included cost containment expenses of $9,750 and $14,528, respectively within “Claim adjustment
expenses” for the years ended December 31, 2003 and 2002.

In May 2002, the NAIC adopled SSAP No. 86, Accounting for Derivatives and Hedging Activities. This
statement supersedes the provisions of SSAP No. 31, Derivative Instruments, and establishes specific
criteria [or hedging transactions lo be considered highly effective. This statement requires derivatives
that meet the critenia of a highly effective hedge 1o be valued and reported in a manner thal is consistent
wilh the changes in the carrying value or cash flow of the hedged item. Derivative instruments that do
notl meet, or no longer meet, the critena of an effective hedge are to be accounted for at fair value, with
the changes in fair value recorded as unrealized gains or unreahized losses. This statement was effective
{or derivative transactions entered into or modified on or after January 1, 2003. Implementation of this
statemenl on January 1, 2003 did not have a matenal impact on the Company’s financial statements.

In September 2002, the NAIC adopted SSAP No. 87, Capitalization Policy, An Amendment to SSAP
Nos. 4, 19. 29, 73, 79 and 82. This statement requires that a predefined threshold be established for
capitalization of certain assels, and that any purchase (hat does not meet that predefined threshold be
expensed. This statemenl is effective for years beginning on or afler January 1, 2004. Implementation of
this statement on January 1, 2004 did not have a matenal tmpact on the Company’s financial slatements.

In December 2003, the NAIC adopted SSAP No. 89, Accounting for Pensions, A Replacement of SSAP
No. 8. This statement establishes statutory accounting principles and related reporling for employers’
pension obligations and supersedes the conclusions reached in SSAP No. 8, Pensions, which concluded
that an additional minimum liability shall be recorded as a component of statutory income. SSAP No.
89 concludes that an additional minimum liability shall be reported as a component of unassigned funds
(surplus), net of any tax benefits that result from considering such losses as lemporary differences for
purposes of applying the provisions of SSAP No. 10-—/ncome Taxes. The Company has recorded a
change in accounting principle in the amount of $29,886 related to the adoption of SSAP No. 89 during
the year ended December 31, 2003.

Reclassifications—Certain prior-year amounts have been reclassified to conform 10 the current year’s
presentation.

AGENCY CONTRACTS

Claims processed for others under agency contracts and excluded from the financial statements
amounled to $116,882 and $122,670 1n 2003 and 2002, respectively. Reimbursements for the
administrative cost of services performed for PBS, governmental agencies, and other plans in the
amount of $32,120 and $27,698 in 2003 and 2002, respechively, have been offset against general
administrative expenses in lhe slatement of operations—statutory basis.
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4.

INVESTMENTS

11.S. Treasury Notes and
Federal Agencies
Mortgage-backed secunities
States, territories, and possessions
issuer obligations
Corporate debt securities

Total bonds

Common stocks—unaffiliated

U.S. Treasury Notes and
Federal Agencies
Mortgage-backed securities
States, lermitories, and possessions
issuer obligations
Corporate debt securities

Tolal bonds

Common stocks—unaffiliated

The carrying value or cost and estimated market value of investments at December 31, 2003 and 2002
are as follows:

2003
Carrying Gross Gross
Value or Unrealized Unrealized Estimated
Cost Gains Losses Market Value
$ B1,876 $ 241 ¥ (239 $ 81,883
11,367 208 (82) 11,493
400 - - 400
27,998 1,293 (35) 29,256
$121,641 £1,742 5 (351) $123,032
£ 56,067 $£38,367 $ (873) % 63,561
2002
Carrying Gross Gross
Value or Unrealized Unrealized Estimated
Cost Gains Losses Market Value
$ 74,369 $1,996 ¥ - $ 76365
17,974 603 - 18,577
400 - - 400
29747 1,674 (26) 31,395
$122.490 $4,273 3 (9 $126,737
£ 45,518 $3,918 3$(5,312) $ 44,124
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The amorlized cost and estimated markel value of investments in debt securities by maturity date at
December 31, 2003 are shown below. Actual maturities may differ from centractual maturities because
borrowers may have the right to call or prepay obligations with or without call or prepayment penalties.

Estimated
Carrying Market
Value Value
Due in one year or less ¥ 76,591 $ 77,038
Duc afier one year through five years 21,821 22,074
Due after five years through ten years 11,847 12,412
Due after ten years 15 15
110,274 111,539
Mortgage-backed securitics 11,367 11,493

$121,641 $123,032

Gross realized capital gains and losses from sales of investiments for the years ended December 31, 2003
and 2002 were as follows:

2003 2002
Realized gains ¥ 3893 $ 5,191

Realized losses (1,669) (4,002)
' $ 2224 § 1,189

Proceeds from the sale or maturity of bonds were $126,890 and $532,441 duning 2003 and 2002,
respectively.

INCOME TAXES

IBC and its other eligible domeslic subsidiarics file a consolidated federal income tax retum and are
party to a federal income tax allocation agreement. Under the tax sharing agreement, IBC pays to or
recelves from a subsidiary the amount, if any, by which the group’s federal income tax fiability was
affected by virtue of inclusion of the subsidiary in the consolidated federal return. Effectively, this
results in IBC’s annual mcome tax provision being computed, with adjustments, as if IBC filed a
separale retumn.

The Company’s federal income tax return 1s consolidaled with the fellowing entities:

AmeriHealth Administrators, Inc.

AmeriHealth Casvoalty Insurance Company

AmeriHealth Health Plan, Inc.

AmeriHealth HMO, Inc.

AmenHealth Insurance Company of New Jerscy

AmeriHealth Integrated Benefits, Inc,

AmeriHealth Integrated Case Management, Inc.

AmenHealth Integrated Workers” Compensation Management, Inc.
AmeriHeallh of Florida, Inc.
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AmeriHeallh Services, Inc.

AmenHealth, Inc.

CompServices, Inc.

CorCell, Inc

CSI Services, Inc.

HCDV, Inc.

HCS, Inc.

Heallhcare Delaware, Inc.

Independence Healthcare Management, Inc.
Independence Holdings, Inc.

Independence Insurance, Inc.

Keystone Benefits, Inc.

Keystone Health Plan East, Inc.

Keystone Health Systems, Inc.

New Seasons Assisted Living Communities, Inc.
QCC Insurance Company

The AmeriHeallth Agency, Inc.

Vista Health Plan, Inc.

The components of current income tax cxpense {benefit) arc as follows:

2003 2002
Federal income Laxes $3,348 $(8,396)
Foreign income taxes - -
Fedecral income tax expense (benefit) $3,348 $(8,396)

14 -
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The provision for federal income taxes is different from that which would be obtained by applying the
statulory federal income tax rale to income before income taxes. The significant items causing this
difference are as follows:

2003 2002
Provision computed al statutory rate ¥ 19,788 £ 2,931
Dividends from subsidiaries (16,362) (10,807)
Meals and entertainment 156 172
Intangible loss (1,011} (1,295)
Tax allocation adjustment (17,845) 4,131
Change in accounting principle 10,460 -
Nen-admitted assets (22,738) (8,942)
Prior-year adjustments 13,000 (15,763)
Other 3,043 445
Total $(11,509)  §(29,128)
Federal income lax expense (benefit) $ 3,348 $ (8.396)
Change in net deferred income taxes (14,857) (20,732)
Total statutory income tax benefit $(11,509)  $(29,128)
The components of the net deferred tax assel are as follows:
2003 2002

Total dcl_'crred tax assets (admitted and non-admitied) $ 68,279 3 41,417
Total deferred Lax liabilities (23,500) (11,917)
Nel deferred tax assel 44779 29,500
Total delerred tax assets non-admitied (28,323) (12,888)
Nel admitted deferred tax asset $ 16,456 % 16,612
Change in deferred tax assets non-admitted $(15,435) $(11,418)

The net deferred tax asset is included in other receivables in the statements of admitted assets, liabilities,
capital and surplus—statutory basis al December 31, 2003 and 2002.
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The tax effects of temporary differences thal give rise 1o significant portions of the deferred (ax asscts
and deferred tax liabilitics are as follows:

2003 2002
Deferred tax assets:
Discounting ol unpaid losses 3 862 5 1,478
Bad debt 1,010 639
Accrual for future benefits, posl retirement 24,645 22,480
Nen-admitied assets 37,467 14,729
Other 4,295 2,091
Total deferred tax assets (admitied and non-admitted) 68,279 41417
Total deferred lax assets non-admitled (28,323) {12,888)
Admitied deferred tax assets 39,956 28,529
Deferred tax liabililies:
Dcpreciation (7,747) (9,860)
Pension and supplemental employee relirement plan (9,946) -
Impairment ~ (907)
Investments {5,807) (1,150)
Total deferred tax liabilities {23,500} (11,917
Net admitied deferred lax asset $ 16,456 % 16,612
The change in net deferred income taxes is composed of the following:
2003 2002 Change
Total deferred tax assets (admitted
and non-admitted) ¥ 68279 5 41,417 3 26,862
Total deferred tax liabilities (23,500) (11,917) (11,583)
Net deferred tax asset 44779 29,500 15,279
Tax effect of unrealized losses 3,204
Tax effect of additional minimum pension obligation (3,626)
Change in net delerred income taxes ¥ 14,857

RELATED PARTY TRANSACTIONS

IBC received dividends from KHPE and AmeriHealth Administrators, Inc. in the amount of $35,000 and
$11,749, respectively, for the year ended December 31, 2003. IBC received dividends from KHPE and
AmeriHealth Administrators, Inc. in the amount of $20,000 and $10,877, respectively, for the year
ended December 31, 2002. Dividends received are recorded in Nef investment income on the statement
of operations for the years ended December 31, 2003 and 2002.

IBC and several of its affiliales and subsidiaries are party to a master service and expense agreemen

under which IBC will supply underwriting, claims, actuarial, policy processing, tax, legal, investment,
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systems, accounling and customer support services based on the cost of the services and each affiliale or
subsidiary’s proporiional use. Additionally, the home office properties are occupied jointly by IBC and
certain affiliates and substdiaries. Because of this relationship, IBC incurs joint operaling expenses
subject to allocalion through contractual arrangements based on the level of services provided.
Management believes the method of allocating such expenses 1s fair and reasonable. IBC charged
management and administrative services of $359,945 and $326,704 (o alfiliates and subsidiaries during
2003 and 2002, respectively.

The following table summarizes the due from/lo subsidiaries and affiliates balances at December 31,
2003 and 2002:

2003 2002

Due From Due To Due From Due To
Independence Healtheare Management, Inc. 3 1,190 P - 3 5190 L -
AmeriHealth Intcgrated Case Management, Inc. 218 - 176 -
Ameritealth Insurance Company of New Jersey - 22,564 203 -
AmeriHealth Agency 200 - 214 -
AmeriHealth Services, Inc. 299 - 377 -
AmenHealth HMO, Inc.—NJ 515 - 2,135 -
Inter-County Health Plan, Inc. - 26 191 -
C5I Services, Inc. 929 - 1,292 -
Home Health Plan Texoas - - 18 -
NewSeasons Assisted Living Communities, Inc. 996 - 486 -
Independence Insurance, Inc. 76 - 274 -
Keystone Benefits, Inc. 394 . 386 -
AmenHealth Administrators, Inc, - 109 1,635 -
AmeriHealth Casualty Insurance Company - - 230 -
AmenHealth of Florida, Inc. - - 155 -
Independence Holdings, Inc. 46,069 - 39,000 -
La Cruz Azul de Puerto Rico, Inc. 73 - - -
AmeriHealth, Inc. 36,945 - 19,025 ] -
AmeriHealth Insurance Company - - - 107,337
KHPE 1,058 - 2922 -
Caring Foundation 813 - - 895

89,775 $22.699 $73,909 §$108,232

Sec also Notes 5, 8 and 2.
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PHARMACEUTICAL REBATES

The Company estimates pharmaceutical rebates at December 31, 2603 and 2002 based upon the
foHowing information:

Eslimated Actual Rebates
Pharmacy Aclual Rebates - Collected Actual Rebates
Rebates as  Pharmacy Collected Within 9110  Collecied More
Reperted on  Rebates as  Within 90 Days 180 Days of Than 180 Days
Financial Invoiced/ of Inveicing/ Invoicing/ After Invoicing/
Guarter Ending Statements Confirmed Confirmation Confirmation Confirmation
December 31, 2003 s - b s . 3 - s -
Seplember 30, 2003 - - - - -
June 30, 2003 | - - - - -
March 31, 2003 - - ) - - -
December 31, 2002 - - - - -
Septernber 30, 2002 - - - - -
June 30, 2002 - - - - -
March 31, 2002 1,268 1,268 1,268 - -

In lieu of cash collections, in most cases pharmaccutical rebates are offset against future billings from
the pharmacy benefits manager prior to the end of the quarter.

PENSION AND OTHER POSTRETIREMENT BENEFIT PLANS

The Company has noncontributory defined benefit pension plans {qualified and supplemental) for the
benefit of all its employees. The Company’s funding policy is to contribute annually the maximum
amount that can be deducted for federal income tax purposes. Contributions are intended to provide for
benelits attributed lo service to date and for those expected to be earned in the future.

In addition to providing pension benefits, the Company provides certain health care and life insurance
benefits for retirees. Under the current program, substantially all of the Company’s employees may
become eligible for these benefits if they are working for the Company when they reach age 55 and they
have completed at least 10 years of service. Therefore, the Company begins accruing an obligation for
active participanis at the laler of age 45 or date of hire.
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Change in benefit obligation

Benefit obligation at beginning of ycar
Service cost

Inlerest cost

Plan participanis' contribulions
Actuarial loss {gain)

Benefits paid

Amendments

Benefit ebligation at end of year

Change in plan assets

Fair value of plan assets at beginning of year
Actual return on plan asscts

Employer contribution

Actuarial gain

Bencfits paid

Fair value of plan asscts at end of year

Funded status

Funded status

Unrecognized nel gain

Unamortized prior-serviee cost

Remaining net asset at initia)
date of application

Prepaid cost/acerued liabilities

Benefit obligation for nonvested employces

Compuonents of nei periodic benefit cost
Service cosl
Interest cost
Expected return on plan assels
Amortization ol unrecognized:
Incremental liability
Prior-service cost
Actuanal loss
Special termination benelit charge

Statutory pension expeénse

Pension Benelils

A summary of assets, obligations and assumplions of the pension and other postretirement benefit plans
are as follows at December 31, 2003 and 2002:

Other Benefils

2003 2002 2003 2002

$ 227,258 199281 S 20489  § 15786
25,064 21,266 2,681 2212
18,965 13,596 1.757 1374

g A . 58
66,850 (1,048) 6.205 as)
(5,748) (6,692) 2857  (1,932)
1,826 855 671) _

$ 334215 §227.258  $ 27604  § 20489

S 150,039  $142802 5 8165 0§ -
14.83) (19,231) 474 15
53,385 33,160 2,857 9,923

- - ) 58
(5,748) (6,692) 2857  (1.932)

$ 232,507  $150,039  § 8639 5 8164

S(101,708) S (77.219)  $(i8965) $(12,325)
114,579 70,431 3,668 2,569

2,180 643 (1,019) (498)
4,910 5237 ) ]
(19,961) 858 11316 10,254

s - s - s - s -

S 25064 S 21266 5 2688 § 2218
18,965 13,506 1757 374
(17.215)  (16,483) (714) -

327 327 ; ;

288 138 (150) (113)

5,440 615 345 13

212 ] ) ]

$ 33081 5 19459 5 3919 S 3502
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Additional Information

Pension Benefils Other Bencfits
2003 2002 2003 2002
Increase in minimum liability included in
changes in surplus $10,362 I - N/A . N/A
Increasc in minimum liability included in
stalutory nct income - 29,886 N/A N/A

The assumptions used in determining the actuarial present value of the projected benefit obligations
were as follows:

Weighted-average assumptions Pension Benefits Other Benefiis

as of December 31 2003 2002 2003 2002
Discount raie 6.50 % 7.00 % 6.50% 700 %
Rate of compensalion increase 4,00 4.00 4.00 4.00
Expecied long-term rate of

retum on plan assets 10.00 10.00 10.00 10.00

The expecled rate of return on plan assets was eslimated utilizing a vanety of factors including the
historical investment return achieved over a long-term peried, the targeled allocation of plan assets and
expectalion concerning future returns in the marketplace for both equity and debt securities.

In addition to providing health care cost benefils, the Company provides certain healthcare and life
insurance benefits for retirees. The related trend rate information is as follows:

Assumed health care cosl irend rates at

December 31
2003 2002
Health care cost trend rate assumed for next year 90 % 85%
Rate to which the cost trend rate 1s assumed to 50 % 5.0%
decline (the ultimate trend rate)
Year that the rate reaches the ultimate trend rale 2009 2009

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care

plans. A one-percentage-point change in assumned health care cost trend rates would not significantly
change resulls.
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1BC’s pension plan weighted-average asset allocations at December 31, 2003 and 2002, by asset
category are as [ollows:

Plan Assels
at December 31

2003 2002.
Asset Category
Equity securitics 60 % 59 %
Debt securities 27 33
Money market 8 1
Other 3 1

Tolal 100 % 100 %

_The investment strategy of the Company's funded defined benefits plans is to achieve consistent positive
returns, afler adjusting for inflation, and to maximize long-term total return within prudent levels of risk
through a combination of income and capital appreciation. Risk to capital is minimized through (he
diversification of investments across and wilhin various asset categoncs.

IBC’s other postrelirement benefit plan weighted-average asset allocations at December 31, 2003 and
2002, by assct category are as follows:

Plan Assets
at December 31

2003 2002
Assct Category
Equity securities -% -%
Debt securitics 100 100
Real estate - -
Other - -
Total 100 % 100 %

Contributions—The Company expects to contribute in excess of $65,000 to its pension plan in 2004.
The Company does not expect to make any contributions {o its postretirement benefit plan in 2004.

The Company sponsors a qualified 401(k) Savings Plan available to all full time employees of the
Company and its subsidiarics and affiliates. The Company contributes fifty percent ol a participant’s
contribution up fo a maximum of three percenl of a participant’s compensation. The Company’s
contribution for the plan was $4,750 and $4,280 for 2003 and 2002, respeclively. The fair value of plan
assels was $225,300 and $169,527 at December 31, 2003 and 2002, respectively.
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10.

11.

ELECTRONIC DATA PROCESSING EQUIPMENT

Electronic data processing equipment at December 31, 2003 and 2002 is as {ollows:

2003 2002
Electronic data processing equipment $16,043 $14,355
Accumulated depreciation (7,285) (9,549)
Electronic data processing equipnient, nel $ 8,758 $ 4,806

INDEBTEDNESS

IBC has an available line of credit with an area bank in the amount of $10,000 which expires on June 30,
2004. Borrowings under the line of credit bear interest at LIBOR plus 60 basis points and are payable
upon demand. As of December 31, 2003 and 2002, no amounts were outstanding under these
agreements.

IBC has cntered inlo an investment program with an investment company that allows IBC to borrow
funds al the prevailing repurchase rate and invest the proceeds in shorl-term U.S. Government-backed
securities initially yielding a higher return. As of December 31, 2003 and 2002, $32,605 and 341,376,
was ouistanding under this agreement, respectively. In accordance with the investment program, IBC
has pledged certain investments as collateral in the amounts of $33,741 and $46,536 as of December 31,
2003 and 2002, respectively.

COMMITMENTS

The Company leases certain facilitics and equipment under long-term Jeases. As of December 31, 2003,
future minimum rental payments required under operating leases that have iniial or remaiming non-
cancelable lease terms in cxcess ol one year are as follows:

Years Ending: Facililies Equipment Total
2004 ) ¥ 19417 $28,647 $ 48,064
2005 18,546 7,137 25,683
2006 19,532 261 19,793
2007 20,735 72 20,807
2008 20,552 - 20,552
Therealler 232,176 - 232,176
Total $330,958 $£36,117 $£367,075

Total rental expense amounted to $55,202 and $57,096 for 2003 and 2002, respectively.

During 2002, the Company entered into agreements for the sale and Jeaseback of a portion of the
Company’s office furniture, capitalized software and equipment. The leases have terms of 30 through 42
months. The leases are classified as operating leases. The book value and associated depreciation of the
office fumniture, capitalized software and equipment have been removed from the accounts. The
proceeds from the 2002 sales of $19,581 approximated the net book value of the disposed items;
therefore, no gain or loss was realized on the sales. Annual payments under the leases were $24,660 and
$12,751 for 2003 and 2002, respectively. The Company did not enter into any new sale leaseback
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agrcements during the year ended December 31, 2003. IBC has established a Reverse Repurchase
Agreement with a linancial institution in amounts which represent two percent of the statulory admilted
assels of the Company as of Decemnber 31, 2003 and 2002, which were $26,025 and $24,235,
respcchively. Borrowings under this agreement bear inleresl al the prevailing repurchase rate. As of
Deccember 31, 2003 and 2002, no amounts were outstanding under this agreement.

In June of 1998, the Company enlered into a $10,000 surplus note agreemeni with Blue Cross and Blue
Shield of Vermoni (BCBS of VT). Under the terms of the agreement, if BCBS of VT draws on an IBC
letter of credit, such amounts will become 2 principal advance under the surplus note agreement. As of
December 31, 2003 and 2002, there have not been any advances under this surplus note agreement.

12. INVESTMENT IN SUBSIDIARY

The Company owns 100% of the outstanding common stock of AmeriHealth, Inc., whose carrying value
is equal to or exceeds [0% of the admitted assets of the Company. At December 31, 2003 and 2002, the
Company carries AmeriHealth, Inc. at its statutory equity including its remaining goodwill balance of

$39,760 and 362,799, respectively. Goodwill is amortized on a straight-line basis over a len-year period.

Based on the Company's ownership percentage of AmeriHealth, Inc., the value of AmeriHealth, Inc.’s
assets, liabilities and net income were as follows:

2003 2002
Assets $3,125,380 $ 2,879,305
Liabilities 2,125,165 2,024,749
Netincome 169,746 120,803
13. UNPAID CLAIMS LIABILITY
2003 2002

Balance, January ) 3 113,941 $ 110,327
Incurred related to:

Current year 387,350 415,693

Prior years (42,232) (43,851)

Total incurred _ 345,118 371,842
Paid related to:

Current year (309,770) (317,542)

Prior ycars (58,722) (50,686)

Total paid (368,492) (368,228)
Balance, December 31 § 90,567 $ 113,941

Claims expense for prior years decreased by a total of $42,232 in 2003 and $43,851 in 2002 because of
lower than anlicipated claims cosls and favorable utilization trends.
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14. CONTINGENCIES

Claims Liability Guaranip—During 2000, the Company established an Insolvency Protection Trust
Fund (the “Trust™) to comply with the Blue Cross and Blue Shield membership standards, which require
plans to take sleps to ensure the payment of claims liabilities and the continuation of coverage. The
Trust replaces a similar arrangement that was pul in effecl pursuant to the Participation Agreement with
the Pennsylvania plans (Capital Blue Cross, Blue Cross of Northeastern Pennsylvania, Blue Cross of
Weslern Pennsylvania and PBS) dated December 31, 1995. The Parlicipation Agreement was terminated
by the mutual consent of all of the participants on October 2, 2000. As of December 31, 2003 and 2002,
the funded amount required for the Trust was $9,881 and $12,988, respectively, and the fair market
value of investments on deposit was $14,402 and $12,979.

Litigation—In lhe course of ordinary business, the Company is involved in and is subject to claims,
contractual disputes and other uncertainties. In the opinion of management, afier consullation with legal
counscl, the vltimate disposition of these matters will not have a material adverse effect on IBC’s
financial condition or its results of operalions.

* ¥ X ¥ k¥
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INDEPENDENCE BLUE CROSS

SUPPLEMENTAL SCHEDULE—STATUTORY BASIS
SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{Dollars in thousands) '

Gross
Investment
Investment Categories Holdings"
Bonds:
U.S. reasury securities § 79,307
1).5. governmvent agency and corporaie obligations {(excluding mongage-backed securilies):
Issucd by U.S, government agencics 2,569
Issued by U.S. government-sponsered apencies
Forcign govermment {including Canada, excluding mongage-backed securities) 400
Sceuritics issued by states, territories and posscssions and political subdivisions
tn the U.5.:
State, tewitory and possession general obligations
Political subdivisions of suates, [emiteries and passcssions and pelitical subdivisions
general obligations
Revenue and assessment obligations
Industrial development and similar obligations
Moripage-backed securities {includes residential and commercial MBS):
Pass-through securitics,
Guaranteed by GNMA 7,890
Issued by FNMA and FHLMC 3,477

Privately issucd
CMOs and REMICs:

Issued by FNMA and FHLMC

Privalely issued and collateralized by MBS issued or guaraniced by GNMA, FNM A, FHLMC
All other privately issued

Other debt and other [ixed income securities (excluding short 1emm):
UnafTiliated domeslic securities {includes credit tenanl loans rated by the SY0) 27,998
UnafTiliated forcign securities
Afliliated securilics

Equity inlcrests:
Investrments in rmatual funds 46,269
Prefemred stocks:
AfTiliated
UnaiTiliated
Publicly traded equity secunties (excluding preferred slocks):
Afliliated
UnafTihated 17,292
Other equity securities:
Affiltated 842,755
UnaiTiliated
Other cquity inlerests including langible personal property under lease:
Adliliated
UnafTiliated

-5 -

Admitted Assets as
Reported in the
Annual Statement

5 79,367
2,569

400

7.890
3,477

27,998

46,269

17,292

842,755

(Continued)
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INDEPENDENCE BLUE CROSS

SUPPLEMENTAL SCHEDULE—STATUTORY BASIS
SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{Dollars in thousands)

Gross dmitted Assets as
Investment Reposledin the
Investment Categories Holdings* Annual Stalement

Mortgage loans:
Construction and land devclopment 5 hY
Agnculral
Single family residential propertics
Multitamaly residential propertics
Commercial loans 2,987 2,987

Real estate investmenlis:
Property oecupicd by company
Property held for production of income
Property held for sale

Collateral loans

Policy loans

Receivables for secorilies

Cash and short-term invesiments (9,208) (9,208)
Other invested assels 40,564 40,564

Write-in for invested assels

Towal invested asscls 510562300 £1,062,200

* Gross Investment Holdings as valued in compliance with NAIC Accounting Practices and Procedures
Manual. -

(Concluded)
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INDEPENDENCE BLUE CROSS

SUPPLEMENTAL SCHEDULE - STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{Dollars in thousands)

The Company’s tolal admitted assets as reporied in the statement of admitied assets, liabilities, capital
and surplus—stalutory basis are $1,301,266 at December 31, 2003,

1. The 10 largest exposurcs to a single issuer/borrower/investment, by investment category, excluding:
(1) U.S. government, U.S. government agency securities and those U.S. Government money market
funds listed in the Appendix to the SVO Purposes and Procedures Manual as exempt, (1) property
occupied by the Company, and (iii) policy loans at December 31, 2003 are as follows:

Percentage of Total

Investment Calegory Amount Admitled Assets
AmeriHealih, Inc. $840,542 64.59%
Invesco International Equity Fund 12,145 0.93
Memill Lynch Notes 10,004 0.77
Blackrock Funds (PNMIX) 7,585 0.58
PIMCO FDS PAC Invesiment Mgt. Services 6,143 0.47
Lvergreen Fixed Income FFund 5,145 : 0.40
BCS Financial Corp 3,368 0.26
Dodge & Cox STK FD (DODGX) 2,855 0.22
Vanguard 500 Index FD Admiral 2,781 0.21
General Electric PR Growth 2,540 0.00

2. The amounts and percentages of the Company’s lotal admitted assets held in bonds and preferred
stocks by NAIC raling are as follows:

Percentage of Preferred Percentage of
Bonds Amount Admitted Assels Stock Amount Admitted Assels
NAIC-1 $£114,466 8.80 % P/PSF-1 3 - .
NAIC-2 1,777 0.14 P/PSF-2 - -
NAIC-3 2,729 0.21 P/PSF-3 - -
NAICA 2,669 0.21 P/PSF4 - -
NAIC-5 - - P/PSF-5 - -
NAIC-6 - - P/FSF-6 - -

3. The amounts and percentages of the Company’s 1lotal admitted assets held in foreign investments
(rcgardless of whether there is any foreign currency exposure) and unhedged foreign currency
exposure (defined as (he statement value of investment denominated in foreign currencies which
are not hedged by financial instruments qualifying for hedge), including (i} foreign-currency-
denominated investments of $0 supporling insurance liabilities denominated in that same foreign
cuirency of $0 and excluding (ii) Canadian investments and currency exposure of $0 al
December 31, 2003 are as follows: $400 investmenl in Stale of Israel bonds.

4. The amounts and percentages of the Company’s total admitted assets held in Canadian investments
and unhedged Canadian currency exposure, including Canadian-currency-denominated investmenls
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INDEPENDENCE BLUE CROSS

SUPPLEMENTAL SCHEDULE — STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{Dollars in thousands)

of $0 supporting Canadian-denominated insurance liabilities of $0 at December 31, 2003 are as
follows: None.

5. The aggregate amounls and percentages of the reporting entity's total admitted assets held in
investments with contractual sales restrictions (defined as investments having restnctions that
prevent investments from being sold within 90 days) at December 31, 2003 are as follows: None.

6. ‘The amounts and percentages of admitied assets held in the largest 10 equity interests (including
investments in the shares of mutual funds, preferred stocks, publicly traded equity securities, and
other equity securities, and excluding money market and bond mutual funds listed in Ihe Appendix
to SVQ Practices and Procedures Manual as exempt or Class 1) at December 31, 2003 are as

[oliows:
Percentage of Total

Investment Category Amount Admitted Assets
AmenHealth, Inc. $ 840,542 64.59%
Invesco Intemnational Equity Fund 12,145 0.93
Bilackrock Funds (PNMIX) 7,585 0.58
PIMCO FDS PAC Invesiment Mgt. Services 6,143 0.47
BCS Financial Corp 5,145 0.40
Dodge and Cox Stock Fund (PODGX) 3,368 0.26
Vanguard 500 Index FD Admiral 2,855 0.22
SEI Inst] Managed TR (SELCX) 2,781 0.21
Vista Health Plan, Inc. 2,540 0.20
MFS Research Intl {(MRSIX) 1,969 0.15

7. Nonafliliated, privalely placed equities (included in other equity securities) and excluding securities
eligible for sale under (i} Securities Exchange Commission (SEC) Rule {44a or (1i) SEC Rule 144
without volume restriclions at December 31, 2003 totaled $0, which represents 0.00% of lotal
admitted assets.

8. The amounts and percenlages of (the reporling entity’s total admitted assets held 1n general
partnership interests (included in other equity securitics) at December 31, 2003 are as follows:
None.
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INDEPENDENCE BLUE CROSS

SUPPLEMENTAL SCHEDULE — STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES
AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

{Dollars in thousands)

9

The amount and percentage of the reporting entity's tolal admitted assets held in mortgage loans at
December 31, 2003 is as follows:

Percentage of
Investment Category Amount  Admilted Assets

Commercial Loans $2,987 023 %

10. The amounts and percentages of the reporting entity’s total admitted assels held in each of the five

largest investments in one parcel or group of contiguous parcels of real estate, excluding property
occupied by the Company at December 31, 2003 are as follows: None.

11. The amounts and percentages of the reporiing entity’s total admitted assels subject to the following
types of agrecments are as follows:
Percentage
of Total At End of Each Quarter
At YearEnd Admined 15l Quarter  2nd Quarter  3rd Quarter
— Amount Assels Amount Amount Amount

Securitics lending {(do noi include asscls

held as eollateral for such Iransactions) § - % £ - £ 6,751 $ 8,811
Rcpurchase agreements - - - - -
Reverse repurchase agreements 33,741 2.59 36,120 33,541 33,641
Dollar repurchase agreements - - - - -
Dollar reverse repurchase agrecments - - ) - . -

12. The amounts and percentages of warrants not attached to other financial instruments, options, caps,
and floors at December 31, 2003 are as [ollows: None.

13. The amounts and percentages of potential exposure (defined as the amount determined in
accordance with the NAIC Annual Statement Instructions) [or collars, swaps, and forwards at
December 31, 2003 are as follows: None.

14. The amounts and percentages indicated below of potential exposure (defined as the amount

determined in accordance with the NAIC Annual Statement Instructions) for futures contracts at
December 31, 2003 are as follows: None.
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INDEPENDENCE BLUE CROSS

SUPPLEMENTAL SCHEDULE — STATUTORY BASIS
INVESTMENT RISK INTERRCGATORIES
AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

{(Dollars in thousands}

15. The amounts and percenlages of 10 largest investments included in the Wnite-in for Invested Asscls
calegory on the Summary Investment Schedule as of December 31, 2003 are as follows:

Percentage of

Investment Category Amount Admitted Assets
Investment Deferred Benelit—Vanguard $39,680 3.05 %
Investment Plan Liability Insurance 834 0.07

IBC 00044
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INDEPENDENT AUDITORS’ REPORT

Board of Directors of Keyslone Health Plan Easl, Inc.
Philadelphia, Pennsylvania

We have audited the accompanying statements of admilted assets, liabilities, capital and surplus—
statutory basis of Keystone Health Plan East, Inc. (the “Company™) as of December 31, 2003 and 2002,
and the related statements of operations—statutory basis, changes in capital and surplus—statulory
basis and cash flows—slatutory basis for the years then ended. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial stalements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States
of America. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial slatements are frec of material misstatement. An audit includes examining,
on a lest basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounling principles used and significant estimates made by management,
as well as evaluating the overall financial statcment presentation. We believe that our audits provide a
rcasonable basis for our opinion.

As described in Note 2 to Lhe statutory-basis financial slatements, the Company has prepared these
financial statements in conformity with the accounting practices prescribed or permitted by the
Commonwealth of Pennsylvania Insurance Department, which is a comprchensive basis of accounting
other than accounting principles generally accepted in the United States of America.

In our opinion, such financial statements present fairly, in all material respects, the admitted assets,
liabililies, capital and surplus of Keystone Health Plan East, Inc. as of December 31, 2003 and 2002,
and the results of its operations and its cash flows for the years then ended, on the basis of accounting
described in Note 2.

Our 2003 audit was conducted for the purpose of forming an opinion on the basic 2003 statutory-basis
financial statements taken as a whole. The supplemental summary investment schedule and the
supplemnental schedule of investment risk interrogalorics as of and for the year ended December 31,
2003 are presented for complying with the National Association of Insurance Commissioners’
instructions to Annual Audited Financial Reports and are not a required part of the basic 2003
statutory-basis financial statements. This addilional information is the responsibility of the Company’s
management. Such information has been subjected to the audiling procedures applied in our audit of
the basic 2003 statutory-basis financial statements and, in our opinion, is fairly slated in all material
respects when considered in relation to the basic 2003 statutory-basis financial stalements taken as a
whole.
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This report is intended solely for the information and use of the board of directors and the management
of the Company and for filing with the Commonwealth of Pennsylvania Insurance Department and is
not intended to be and should not be used by anyone other than these specified parties.

,_DM + 7_0-%454(_}

March 22, 2004
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KEYSTONE HEALTH PLAN EAST, INC.

STATEMENTS OF ADMITTED ASSETS, LIABILITIES, CAPITAL AND SURPLUS—STATUTORY BASIS

DECEMBER 31, 2003 AND 2002
(Dollars in Thousands, excep! per share data)

ADMITTED ASSETS

Cash and short-term investments
Investments:

Bonds

Preferred stocks

Common stocks—unafTilialed

Total investments

Recejvables:
Accident and health premiums due and unpaid
Amounts reccivable relating to uninsured accident and health plans
Investment incomne due and acerued
Health care reccivables
Amounls due from parent, subsidiaries and affiliales

Total receivables

Investment in subsidiaries
Other assels

TOTAL ADMITTED ASSETS

LIABILITIES, CAPITAL AND SURPLUS

Liabilities:
Claims unpaid
Unpaid claims adjusiment expenscs
Aggregate policy reserves
General cxpenses due or accrucd
Premiums received in advance
Amounls duc 1o parcnt, subsidiaries and afliliates
Fedcral income 1ax paysble

Total liabilities

Commilmenis and contingencies (Note %)

Capital and surplus:
Common stock $1.00 par value; 400,000 shares avthonized,
issued and outsianding
Gross paid-in and conrribuied surplus
Surplus note
Unassigned surplus

Tolal capital and surplus
TOTAL LIABILITIES, CAPITAL AND SURPLUS

Sec notes 1o stalulery-basis financial slatements.

2003 2002

s 33087 § 20732
684,642 767,768
113,620 9,900
154,857 78,905
953,119 856,573
44,625 59,281
12,270 10,455
7.493 9,432
4,113 8,830
70,301 59,346
138,802 147,344
26,358 23,156
33,712 19,064

S 1,085078 S 1,066,869
$ 496559 $ 460,817
12,520 10,952
55,862 69,996
77,220 59,707
115,692 109,559
3,087 2,922
25,085 7,973
786,025 721,926
400 400

6422 6,422
40,000 40,000
352,231 298,121
399,053 344,943

$ 1,185078 S 1,066,869
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KEYSTONE HEALTH PLAN EAST, INC.

STATEMENTS OF OPERATIONS—STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002
{Dollars in Thousands)

2003 2002
Net premium income $ 4067318 $ 3,695,983
Change in uneamed premium reserves 11,000 (31,000)
Total Revenues 4,078,318 3,664,983
Underwnting costs:
Medical and hospital expenses ' 3,619,677 3,264,503
Claims adjustment expenses (includes cost containment
expenses of $75,724 and $60,401, respectively) 114,493 105,903
General admonistrative expenses 251,601 230,064
Increase in reserves for accident and healih contracis (15,346) 23,009
Total underwriting costs 3,970,425 3,623,479
Net underwriling gain 107,893 41,504
Net investment income eamed 20,524 38,156
Net realized capital (losses) gains 21,396 (7,160)
Incomne before federal income taxes 149,813 72,500
Federal income taxes 58,059 26,712
NET INCOME h 81,754 b 45,788
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KEYSTONE HEALTH PLAN EAST, INC.

STATEMENTS OF CHANGES IN CAPITAL AND SURPLUS—STATUTORY BASIS

YEARS ENDED DECEMBER 31, 2003 AND 2002
(Dollars in Thousands)

2003
BALANCE, BEGINNING OF YEAR $344,943
Net income 91,754
Dividends to stockholder (35,000)
Nel unrealized capital gains 12,839
Changes in net deflerred income taxes 19,901
Change in non-admitied assets (35,384)
BALANCE, END OF YEAR $399,053

See notes 10 statulory-basis financial statements.,

2002
$327,449
45,788
(30,000)
2,235
2,384

(2,913)

$344,943
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KEYSTONE HEALTH PLAN EAST, INC.

STATEMENTS OF CASH FLOWS—STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002
(Dollars in Thousands)

CASH FROM OPERATIONS:
Premiums and revenues collected
Claims and claims adjusiment expenses patd
General administrative expenses paid

Cash from underwriting
Net investment income
Miscellaneous income

Federal income laxes paid

Net cash [rom operations
CASH USED BY INVESTMENTS:

Proceeds [rom investments sold, matured or repaid
Cost ol investments acquired

Net cash used by investmendts

CASH USED BY FINANCING AND MISCELLANEOUS SOURCES:
Net transfers to parent, subsidiaries and affiliates
Dividends to stockholder
Other cash provided (used)
Net cash used by (inancing and miscellaneous sources

NET CHANGE IN CASH AND SHORT-TERM INVESTMENTS

CASH AND SHORT-TERM INVESTMENTS, BEGINNING OF YEAR

CASH AND SHORT-TERM INVESTMENTS, END OF YEAR

2003 2002
$ 4,046,591 $ 3,680,277
(3,557,589) (3,332,884)
(347,533) (222,352)
141,469 125,041
26,100 40,606
4,717

(40,947) (23,232)
131,339 142,415
2,663,762 558,802
(2,718,368) (723,401)
(54,606) (164,599)
(10,789) 15,891
(35,000) (30,000)
(18,589) (11,570)
(64,378) (25,679)
12,355 (47,863)
20,732 68,595

$ 33,087 § 20,732
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KEYSTONE HEALTH PLAN EAST, INC.

NOTES TO STATUTORY-BASIS FINANCIAL STATEMENTS
YEARS ENDED DECEMBER 31, 2003 AND 2002
{Dollars in Thousands)

1. ORGANIZATION AND OPERATIONS

Business—Keystone Health Plan East, Inc. (the “Company™) is a wholly owned subsidiary of
AmeriHealth HMO, Inc. (“All”). AH is an indirect, wholly owned subsidiary of Indcpendence Blue
Cress (“IBC"). The Company ts designated as an Individual Practice Associalion health maintenance
organizalion, operating in the greater Philadelphia area, The majority of the Company’s membership is
commercial (including provider risk-sharing programs) (54.4%). Membership also includes Medicare
risk (including provider risk-sharing programs) (11.6%), Medicaid Joint Venture (22.5%), self-funded
third party administration (7.8%), and the Children’s Health Insurance Program and the Adult Basic
Program (3.7%).

The Company has a wholly owned subsidiary, Keystone Health Systems, Inc. (“KHSI”). During 2001
and prior, KHSI administered self-funded health insurance programs and operated in conjunction with
the existing self-funded group arrangements of the Company. Such programs were distinguished from
the sell-funded group arrangements administered by the Company in that groups were given flexibility
i the product selection process under the provisions of the Employee Retirement Income Security Act
of 1974 (“ERISA"). Effective January 1, 2002, all self-funded group arrangements are administered by
the Company.

During 1996, the Company entered into a joinl venture agreement through Keystone Benefits, Inc.
("KBI"”, a wholly owned subsidiary) with Mercy Health Plan (“MHP”) to combine the Medicaid lines of
business of the two companies, under the name Keyslone Mercy Health Plan (“KMHP”). KBI and MHP
each maintains a 50% ownership interest in the joint venture partnership. The term of the partnership
agreement 1s fifty years, expiring in April 2046,

The Company has a wholly owned subsidiary, AmeriHealth of Florida, Inc. (“AHFL"). AHFL was
originally incorporated in 1986 as Anthem Health Plan of Florida, Inc. (“AHPF”), a wholly owned
subsidiary of the Anthem Companies, Inc., which was a wholly owned subsidiary of Anthem Insurance
Companies, Inc. The Company acquired AHPF in 1998 and renamed it AmeriHealth of Florida, Inc. The
Company exited the Florida market by not renewing any of its member contracts, all of which had
expired in 2001. AHFL surrendered its hicense to the Florida Department of Insurance in 2002.

Effective April 5, 2000, the Company entered into a joint venture agreement with Renaissance Medical
Management Company, Inc. to form a limited liability company under the name Renaissance Health
Ailiance ("RHA™). The joint venture arranges [or the delivery of the Company’s covered services to the
Company's members who reside in and around the joint venture geographic area.

2. SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation—The Company’s statutory financial stalements are presenied on the basis of
accounting practices prescribed or permitted by the Commonwealth of Pennsylvania Insurance
Department ("PID"). E{fective January 1, 2001, the PID required thal insurance companies domiciled in
the Commonwealth of Pennsylvania prepare their statutory-basis financial statements in accordance with
the National Association of Insurance Commissioners’ (“NAIC™) Accounting Practices and Procedures
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Manual—Version effective January 1, 2001 (“NAIC SAP™). Accordingly, the admitted asscts, liabilities,
capilal and surplus—statutory basis of the Company as of December 31, 2003 and 2002, and the resulls
of its operations—statutlory basis and its cash [lows—statutory basis for the years then ended have been
determined in accordance with these accounting principles. In addition, the Commissioner of the PID
has the nght to permil other specific practices that may deviate from prescribed practices (sce Note 13).

Accounting praclices and procedures of the NAIC as prescribed or permitled by the PID comprise a
comprehensive basis of accounting other than accounling principles generally accepled in the United
Slates of America ("GAAP”). The more significant diflerences are as follows:

() Investments in bonds are generally carricd at amortized cost, while under GAAP, they are
carried at cither amortized cost or fair value based on their classilication according to the
Company’s ability and intent to hold or trade the securities;

(b) Investments in common stocks are valued as preseribed by the Securities Valuation
Office of the NAIC, while under GAAP, common stocks are reported at market value;

{c) NAIC SAP requires an amount to be recorded for deferred taxes; however, there are
limitations as to the amount of deferred tax assets thal may be reported as “admitted
assets,” while under GAAP there are no limitations as {o the amount that may be reported
as assels;

(d) Assets are reporied under NAIC SAP at “admitted-asset” value and “non-admitted” assets
are excluded through a charge against surplus, while under GAAP, *non-admitted assets”
are reinstated to the balance sheet, net of any valuation allowance;

(e} Comprehensive income and its componenls are not presented in the statutory [inancial
statements; and

()] Subsidianes are included as common stock carried under the equity method, with the
equity in net income of subsidiaries crediled direclly to the Company’s surplus for NAIC
SAP, while GAAP requires either consolidation or the equity of net income of
subsidiaries to be credited to the income stalement.

Cash and Short-Term Investments—The Company considers all highly liquid securities with original
maturities of three months or less when purchased to be cash equivalents. Short-term investments
include money market instruments.

Bonds—Bonds are stated at amortized cost or at values prescribed by the NAIC. Interest is recognized
on the accrual basis. Realized capilal gains and losses are calculated using the specific cost of the
investments sold.

Preferred Stocks—Preferred stocks are stated at cost, lower of cost or amortized cost, or NAIC markel
values depending on the assigned credit rating and whether the preferred stock has mandatory sinking
fund provisions.

Common Stocks—Unaffiliated—Common stocks—unaffiliated are carried at NAIC market value, The
change n the stated value is recorded as a change in net unrealized capital gains (losses), a component
of unassigned surplus.
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Uninsured Accident and Health Plans—Under certain contracts, the Company provides administrative
services to large group employers that maintain self-funded health plans. The Company provides these
groups with claims processing, administration, ulilization managemeni and other related services. The
Company assumes no underwriling risk under these arrangements. For these contracts, revenue is bascd
on administrative fees and is recorded as earmned on an accrual basis. These administrative fees of
$33,792 and 331,608 are nculed against General administrative expenses in the slatemenl of
operations—statutory basis for 2003 and 2002, respectively. Receivables from self-funded groups are
recorded for amounts due to the Company for known claims that have been paid lo providers on behalf
of the groups. Medical and hospital costs under such arrangements were approximately $241,316 and
$207,519 for 2003 and 2002, respectively.

Health Care Receivables—Health care receivables include advances to providers and pharmaceutical
rebates (sce Note 5).

Property and Equipment—Property and equipment are carried at cosl less accummulated depreciation.
Depreciation on furniture and fixtures is calculated based on the straight-line method over the estimated
useful lives of the assets, which range from three to ten years. The Company provides for amortization
ol leaschold improvements using the straight-line method over the lesser of the useful life of the asset or
the remaining original lease term. Maintenance and repairs are charged 1o expense as incurred. Al
December 31, 2003 and 2002, all property and equipment is either [ully depreciated or non-admitted
under statulory accounting principles. Depreciation and amortization expense related to property and
equipment was $1,153 and $65 for the years ended December 31, 2003 and 2002, respectively.

Risk Sharing Arrangemenis—The Company has cerlain arrangements for the Commercial and
Medicare lines of business with integrated delivery systems lo share in any deficit or surplus generated
against established target medical budgets in the hospilal, referral, and pharmacy service categories. A
liability or a receivable is recorded based upon cach arrangement’s estimalted experience.

Claims Unpaid—Claims unpaid includes amounts for known reported claims and an amount, based on
past experience, [or losses incurred but not reported. Such liabililies are necessarily based on
assumptions and estimates and while management believes the amount is adequate, the ultimate liability
may be in excess of or less than the amount provided. The methods for making such estimates and for
establishing the resulling liability are continually reviewed and any adjustments are reflected in the
period determined.

Aggregate Policy Reserves—Aggregale policy reserves represent uneamed premium rescrves of $4,662
and $4,065 at December 31, 2003 and 2002, respectively, and a premium deficiency reserve related to
the Company’s Medicare business of $47,500 and $65,900 at December 31, 2003 and 2002,
respectively, and a premium deficiency reserve related to the Company’s Adult Basic Program of $3,700
at December 31, 2003. Medicare premium deficiency reserves were eslablished during 2001 and the
Adult Basic premium deficiency reserve was established in 2002; the related charge is included in
Increase in reserves for accident and health contracts in he statement of operations—statutory basis for
the year ended December 31, 2003. In addition, related unpaid claims adjustment expenses of $2,500
and $4,117 are included in Unpaid claims adjustment expenses in the statement of admitted assets,
liabilities, capital and surplus—statutory basis at December 31, 2003 and 2002, respectively.

Net Premium Income—Membership contracts are generally established on a yearly basis subject to
cancellation by the employer group upon thirty days written notice. Premiums are duc monthly and are
recognized as revenue during the period in which the Company is obligated to provide services lo
members. The prepaid portion of premiums for a coverage period is recorded in the stalement of
admitted asscts, habtlities, capital and surplus—statulory basis as Premtiums received in advance and
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later reported as premium income when eamned. The Company does not purchase reinsurance but rather
relains the underwriting risk {or all coverages granied under its subscriber contracts.

Incoeme Taxes—The Company has an intercompany fcderal tax sharing agreement with IBC whereby it
calculales ils taxes as il it filed its relurn on a separate—company basis and records ameunls duce to or
receivable from IBC for such calculated amounts. The Company is also subjecl to stale and local taxes
on a sland-alone basis. Siale and local taxes incurred are included in General administrative expenses in
the statements of operations—slatutory basis for the years ended December 31, 2003 and 2002.

Fair Value of Financial Instruments—The following methods and assumplions were used by the
Company in estimating its fair value disclosures for financial instruments:

Cash and Short-Term Investments—The carrying amounts for these instruments approximate their fair
values. t

Bonds—The fair values for bonds arc based on quoted market prices.

Common Stock—Unaffiliated—The fair values for unaffiliated common stocks arc based on quoted
market prices.

Affiliated Common Stocks—The fair valucs of alfiliated common stocks (Investment in subsidiaries)
are based on the Company’s ownership portion of respective seccunties stockholders’ equity.

Preferred Stocks—The fair values for preferred stocks are based on quoted market prices.

Recent Accounting Pronouncements—In June 2002, the NAIC adopted SSAF No. 85, Claim
Adjustment Expenses, Amendments to SSAP No. 55, Unpaid Claims, Losses, and Loss Adjustment
Expenses. This statemenl subdivides claim adjustment expenses [or accident and health reporting entities
and managed care reporling entities into cost conlainment expenses and other claim adjustment
expenses, and provides examples of those expenses. This statement is effective for years ending on or
after December 31, 2003, The Company has included cost containment expenses of $75,724 and
$60,401, respectively within Claim adjustment expenses for the years ended December 31, 2003 and
2002.

In May 2002, the NAIC adopted SSAP No. 86, Accounting for Derivatives and Hedging Activities
{“SSAP 86™). This slatement supersedes lhe provisions of SSAP No. 31, Derivative Instruments, and
establishes specific criteria for hedging transactions to be considered highly effective. SSAP 86 requires
derivatives that meet the crileria of a highly effective hedge to be valued and reported in a manner that is
consistent with the changes in the camrying value or cash flow of the hedged item. Derivative instruments
that do not meet, or no longer meet, the criteria of an effective hedge are to be accounted for at fair
value, with the changes in fair value recorded as unrealized gains or unrealized losses. SSAP 86 is
effective for denivative transactions enlered into or modified on or afler January 1, 2003. Implementation
of this statement on January 1, 2003 did not have a material impact on the Company’s surplus.

In September 2002, the NAIC adopted SSAP No. 87, Capitalization Policy, An Amendment io SSAP
Nos. 4, 19 29, 73, 79 and 82. This statement requires that a predefined threshold be established for
capitalization of certain assets, and that any purchase that does not meel that predefined threshold be
expensed. This slatement is effective for years beginning on or afler January 1, 2004. Implementation of
this statement is not expectled to have a matenal impact on the Company’s financial statements.

IBC 00056
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In December 2003, the NAIC adopted SSAP No. 89, Accounting for Pensions, A Replacement of SSAP
No. 8. This statement eslablishes statutory accounting principles and related reporting for employers’
pension obligations and supersedes the conclusions reached in SSAP No. 8, Pensions, which concluded
that an additional minimurm liability shall be recorded as a component of slatulory income. SSAP No.
89 concludes that an additional minimum liability shall be reported as a component of unassigned funds
(surplus), net ol any tax benefits that result [rom constdering such losses as temporary differences (or
purposcs of applying the provisions of SSAP No. 10, fncome Taxes. Implementation of this statement
on December 31, 2003 had no impact on the Company’s financial staternents.

Use aof Estimates—The preparation of financial statements in conformity with statulory accounting
principles requires management to make estimates and assumptions that affect the reported amounts of
admitted assets and habilities and disclosure of contingenl assels and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the period. Actual results
could differ from those estimales.

Reclassification—Cerlain pnior year amounts have been reclassified to conform to the current year's
presenlation.

INVESTMENTS

The cost or amortized cosl and estimaled market value of investments at December 31, 2003 and 2002
are as follows:

2003
Costor Gross Gross Estimated
Amortized Unrealized Unrealized Market
Cost Gains losses Value
U.S. Treasury Securilies and obligations
of U.S. Government corporations
and agencies $ 94,426 $ 505 $ (114 § 94,817
Mortgage-backed securilies 65,076 1,253 (379) 65,950
Corporale debt sccurities - 271,851 13,359 (604) 284,606
Asset-backed securities 63,444 1,123 (359) 64,208
Other 189,845 1,708 (1,509) 190,044
Tolal bonds . £684,642 $17,948 $£(2,965) $699,625
Preferred stocks $113,620 $ 2,676 $(1,338) $114,958
Common stocks—unafTiliated $ 150,603 $ 6,064 ${1,810) $154,857
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2002

Costor Gross Gross Estimated
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
U.S. Treasury Securitlies and obligations
of U.S. Government corporalions
and agencies £111,608 3 6,769 3 () $118,375
Mortgage-backed sccuritics 81,030 2,876 210 83,696
Corporate debt securitics 300,827 16,155 (899) 316,083
Assel-backed securilics 38,770 1,325 (32) 40,063
Other 235,533 3,721 - 239,254
Total bonds $767,768 530,846 (1,143 3797471
Preferred stocks $ 990 $ 172 $ (&) $ 9,985
Common stocks—unaffiliated 3 84,818 ¥ 1,554 $(7467) § 78,905

The amortized cosl and estimaled market value of debt securities at December 31, 2003, by contractual
maturity, are shown below. Actual matunities may differ from contractual maturities becanse borrowers
may have (he right to call or prepay obligations with or without call or prepayment penallies.

Costor Estimated
Amortized Market
Cost Value
Due within 1 year or less $163,786 £162,824
Due afier 1 year through 5 years 183,188 189,272
Due after 5 years through 10 years 139,418 145,775
Due afier 10 years 69,730 71,596

556,122 569,467

Mortgage-backed securities 65,076 65,950
Assel-backed securities 63,444 64,208
Total $684,642 $699,625

Gross rcalized capital gains and losses from sales of invesiments for the years ended December 31, 2003
and 2002 were as follows:

2003 2002
Realized gains $ 29,488 $13911
Realized losses (8,092) (21,071)

$21,396 $ (7,160)

Procecds from the sale or maturity of bonds were $2,618,273 and $490,969 during 2003 and 2002,
respectively.
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In order to comply with slatutory requirements, the Company has placed on deposit with the PID
investments with a market value of $100 at December 31, 2003 and 2002.

RELATED PARTY TRANSACTIONS

In 2003 and 2002, the Company’s statements of operations—statutory basis include general
adminisiralive expenses charged from IBC and other affiliates for certain services, personnel-related
costs and supplies of $202,991 and $174,221, respectively. -

The following table summarizes the due from/to parent, subsidiaries and affiliates balances at
December 31, 2003 and 2002.

2003 2002
Due From Due To Due From Due To
KHSI b - 5 - b 1 5 -
IBC - 1,058 - 2,922
Independence Healthcare Management 20,521 - 13,260 -
AmeriHealth Insurance Company 24,480 - 2,940 -
AmeriHealth Inc, 263 - 3,439 -
AH . 7,488 - 2,050 -
AmenHealth Insurance Company
of New Jersey - 1,031 105 -
AmeriHealth Integrated Case Management 892 - 3,867 -
KBI 6,165 ~ 10,772 -
AHFL - 8 3,609 -
KMHP 385 - 411 -
AmeriHealth Services 2,046 - 794 -
AmenHealth Administrators - - - -
AmeriHeaith Health Plan - - 7,189 -
RHA 7,898 - 10,856 -
Caring Foundation for Children - 987 - -
VYarious 163 3 53 -
¥ 70,301 $ 3,087 $ 59,346 5 2922
See also Noles 6 and 7.
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5. PHNARMACEUTICAL REBATES

The Company cstimates pharmaccutical rebates at December 31, 2003 and 2002 based upon the
following information:

Actual Actual Actual
Estimaled Rebates Rebates Rebates
Pharmacy Collected Collecied Collected

Rebales as Pharmacy Within 90 Within 91to  More than 180
Reported on Rebates as Days of 180 Days of Days after

Financial Invoiced/ Invoicing/ Invoicing/ Invoicing/
Quarter Statements Confirned Confirmation Confirmation Confirmation
December 31, 2003 ** ¥ 3,712 * * *
September 30, 2003 % 5,083 3,058 * * *
June 30, 2003 > 3,544 * * *
March 31, 2003 4,173 4,021 * * *
December 31, 2002 $ 3,685 3 3,685 e * *
Seplernber 30, 2002 ** 3,075 * * *
June 30, 2002 2,980 3,519 * * *
March 31, 2002 2,918 2,761 * * *

* In lieu of cash collections, pharmaceulical rebales are offset against future billings from the
pharmacy benefits manager within 90 days of the quarter-end.

** Receivable was {ully satisfied prior to the end of the quarter.

6. INCOME TAXES

The Company joins IBC and its other cligible domestic subsidiaries in the {iling of a consolidaled
federal income tax return and is party to a lederal income lax sharing agreement. Under the tax sharing
agreement, the Company pays to or receives from IBC the amount, if any, by which the group’s federal
income lax liability was affected by virtue of inclusion of the Company in the consolidated federal
return. Effectively, this results in the Company’s annual income tax provision being computed, with
adjustments, as i the Company filed a separate returmn.

The Company’s federal income tax return is consclidated with the following entities:

Independence Blue Cross

AmenHealth Admimstrators, Inc.

AmenHealth Casualty Insurance Company
AmerniHealth Health Plan, Inc.

AmeriHealth HMO, Inc.

AmeriHealth Insurance Company of New Jersey
AmeriHealth Integrated Benefits, Inc.
AmenHealth Integrated Case Management, Inc.
AmenHealth Integrated Workers’ Compensalion Case Managemenl, Inc.
AmerniHcalth of Florida, Inc.

AmeriHeallh Services, Inc.

AmeriHealth, Inc.
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CompServices, Inc.

Corcell, Inc.

CSI Services, Inc.

HCDV, Inc.

HCS, Inc.

Healthcare Delaware, Inc.

Independence Healthcare Management, Inc.
Independence Holdings, Inc.

Independence Insurance, Inc.

Keystone Benelils, Inc.

Keystone Health Syslems, Inc.

New Seasons Assisted Living Communities, Inc.
QCC Insurance Company

The AmenHealth Agency, Inc.

Vista Health Plan, Inc.

The components of current income tax expense are as follows:

2003 2002
Federal §58,059 $26,712
Foreign
Federal and foreign income taxes £58,059 $26,712

The provision for [ederal and foreign income laxes is different from that which would be obtained by
applying the slatutory federal income tax rate to income before income taxes. The stgnificant items
causing this difference are as follows:

2003 2002
Provision computed at statulory rate $52,435 $£25,375
Tax exempl interest deduction (1,159) (1,635)
Sale leaseback 3,179
Change in non-admitted assets (12,323) (1,752)
Reduction of tax contingency (260) (790)
Other (535) (49)
Total $38,158 $£24,328
Federal and foreign income taxes £58,059 $26,712
Change in nel deferred income taxes (19,901) (2,384)
Total statutory income taxes $38,158 $24328
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The components of the net deferred tax assct (liability) are as follows:

December 31, December 31,
2003 2002
Total deferred lax assets (admitied and non-admitted) 348,456 $22,716
Total deferred tax liabilitics (13,947) (3,053)
Nel deferred lax assel 34,509 19,663
Total deferred tax assets non-admitted (836) (661)
Net admilled deferred tax asset £33,673 319,002
Decrease in deferred tax assets non-admiticd £ 175 $ (1,044)

The net deferred 1ax asset is included in Other assets in the statements of admitted assets, liabilities,
capital and surplus-statutory basis at December 31, 2003 and 2002.
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The tax cffects of tlemporary differences that give rise to significant poriions of the deferred tax assels

and deferred tax liabilities are as follows:

Deferred lax assets:
Discounting of unpaid losses
Change in uneamed premium reserve
Allowance for doubtful accounts
Contracl valualion allowance
Postretirement benelfils
Pension
Premium Deficiency Reserve
Unrealized losses
Non-admilted assets
Deferred tax losses on investments
Olher

Total deferred tax assels (admilted and non-admitted)

Total deferred tax assetls non-admitted

Admiited deferred lax assels

Deferred tax liabilities:
Fixcd assels
Excess Allowance/Retum Premiums
Unrcalized gains
Other

Total deferred tax liabilities

Nel admitted deferred tax asset

The change in net deferred income taxes is composed of the following:

Total deferred tax assets (admitted
and non-admitted)
Total deferred tax liabilities

Net deferred tax asset
Tax elfect of unrealized gains (losses)

Change in net deferred income taxes

December 31

2003

§ 48,456

(13,947)

$ 34,509
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December 31,

December 31,

2003 2002
5 4318 $ 4856
8,425 7,954
525 525
736
823 30
14 442
18,795
2,425
15,145 2,822
2,506
411 420
48,456 22,716
{836) (661}
47,620 22,055
(4,524) (2,421)
(5,809)
(2,629)
{985) {632)
(13,947 (3,053)
33,673 $ 19,002
December 31,
2002 Change
$22716 $ 25,740
(3,053) (10,894)
$19,663 14,846
__5058
3 19,901
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EMPLOYEE RETIREMENT BENEFITS

The Company has non-contributory defined benefit pension plans, qualified and supplemental plans for
the benelit of ail its employees maintained by IBC. IBC’s funding policy is to contmibute annually the
maximum amount that can be deducted for federal income lax purposes. The Company is allocated its
share of the annual pension cosl by IBC, based upon the Company’s employees. Benelits are based on
the employce’s years of service and compensation during the years preceding retirement.

In addition o the pension benefits, the Company provides certain health care and life insurance benefits
through 2 postretirement plan maintained by IBC. Under the current program, substantially all of the
Company’s employces may become eligible [or these benefits if they are working for the Company
when Lhey reach age 55 and have completed at least 10 years of service. Therefore, the Company begins
accruing an obligation for aclive participants al the later of age 45 or date of hire. The Company is
allocaled its share of the annual postretirement cost by IBC, based upon the Company’s cmployees.

The amounl of pension expense charged by IBC was $922 and $674 lor 2003 and 2002, respectively.
The postretirement benefit expense charged by IBC was $3%0 and $268 in 2003 and 2002, respectively.

The Company’s employees also participate in a 401 (k) savings plan which is maintained by IBC and 1s
available 1o all full-ime employees. The Company contnbules 50% ol a participant’s contribution up to
the first 6% of a participant’s compensation. The Company’s savings plan contribulion was $317 and
$286 in 2003 and 2002, respectively.

SURPLUS AND DIVIDEND RESTRICTIONS

Under applicable state laws and regulations, the Company is required 1o maintain minimum capilal and
surplus detcrmined in accordance with statutory accounting praclices. In addition, statutory regulations
limit dividend payments by the Company. The dividend restrictions are generally based on statulory
income and on certain levels of surplus as determined under stalutory accounting practices which also
require the direct approval of regulatory authorities for any proposed “extraordinary dividend,” as
defined. The Company declared and paid dividends in 2003 and 2002 in the amounts of $35,000 and
$30,000, respectively. Subject to a twelve month look back period to determine the permissible
distribution, the amount available to pay dividends in 2004 is limiled to the greater of 10% of year-end
2003 statutory surplus or 2003 statulory net income. The amount available to pay dividends in 2004
without the approval of the PID is $91,754.

COMMITMENTS AND CONTINGENCIES

The Company leases office space under multiple lease apreements that expire in 2006 and 2008. The
leases require the Company lo pay a proportionate share of operating expenses and taxes for the leased
property. Total net rental expense amounted to $1,899 and $1,231 for 2003 and 2002, respectively. For
2003 and 2002, principalily all rent expense and fulure minimum lease payments are related to shared
office space and are allocated to and from other afliliates.

During 2002, the Company entered into agreemenis for the sale and leaseback of a portion of the
Company’s office furniture, capitalized software and equipment. The leases have terms ol 36 months.
The book value and associated depreciation of the office furniture, capitalized soltware and equipment
have been removed from the accounts. The proceeds from the 2002 sales of $14,953, approximated the
net book values of the disposed ilems, therefore, no gain or loss was realized on these sales. Annual
payments under these leases are $20,096 in 2003 and $21,018 in 2002,
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10.

11.

Total future minimum lease paymenits at December 31, 2003 are as lollows:

Facilities Equipment Total
2004 3 3,133 5 22,115 ¥ 25248
2005 3,199 3,518 6,717
2006 3,254 2 3,256
2007 3,180 - 3,180

2008 1,336 - 1,336
Thereafier - -

$ 14,102 $ 25635 § 39737

Litigation—In the course of ordinary business, the Company is involved in and is subject lo claims,
contractual dispules and other uncerlainties. In the opinion of management, after consultation with legal
counsel, the ullimate disposilion of these matters will not have a material adverse effect on the
Company’s financial condition or results of operations.

DISCLOSURE OF CERTAIN RISKS AND UNCERTAINTIES

The Company's operations are concentrated in the Southeastern Pennsylvania region. As such, regional
economic issues are importani. The Company’s products are highly regulated by the PID and
Pennsylvania Department of Health and Public Welfare. These departments must approve rales and
policy forms.

The Company considers lactors such as rate adequacy, regulatory climale and economic faclors in ils
underwriling process. However, unfavorable developments in these factors could have an adverse
impact on the Company's financial condition and results of operations.

MEDICAID PROGRAM

The Company provides medical services through its joint venture, KMHP, 1o certain persons eligible for
participationt in the Pennsylvama Medical Assistance Program pursuant to agreements with the
Pennsylvania Department of Health and Public Welfare. Under the terins of the current agreements, the
capilation payments received by the Company are remitted to the joint venture and it is the responsibility
of the joint venture, through its participating providers, 1o provide defined program benefits, while the
Company provides certain adminisirative and claims processing services. The accompanying financial
statements do not include any liability for outstanding claims under this program.

The stalements of operations—siatutory basis include the following activity relaled 1o the current
agreements:

2003 2002
Net premium income 3 968,777 $ 845,296
Medical and hospital expenses (968,777 (845,296)
Net $ - $ -
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CLAIMS UNPAID

2003 2002

Balance, January 1 $ 460,817 ¥ 394913
Incurred related Lo:

Current year 3,769,340 3,433,417

Prior years (160,663) (137,914)

Total incurred 3,608,677 3,295,503
Paid related to:

Current year (3,296,782) (3,019,879

Prior years (276,153) {209,720)

Total paid (3,572,935) (3,229,599
Balance, December 31 $ 496,559 $ 460,817

Medical and hospital expenses for prior years decreased by a total of $160,663 in 2003 and $137,914 in
2002 because ol lower than anticipated claims costs and favorable utilization trends.

INDEBTEDNESS

In June 1999, the Company entcred into a $40,000 subordinated capital nole agreement with a third
party. The nole accrues mlerest at 9.6% per annum and is paid quarterly. The principal balance is
payable on June 30, 2014. The Company received permission from the PID to account for this note asa
surplus note. This surplus note is included as a component of capital and surplus.

Interest paid amounted 1o $3,840 in both 2003 and 2002.

The Company has established a2 Reverse Repurchase Agreement with a financial institution in the
amounts nol to excced two percent of stalulory admitted assets of the Company as of December 31,
2003 and 2002, which were $23,702 and $21,337, respectively. Borrowings under this agreement bear
interest at the prevailing market rate. As of December 31, 2003 and 2002, no amounts were outstanding
under this agreement.

£k ok ok ok
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KEYSTONE HEALTH PLAN EAST, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA—STATUTORY BASIS

SUMMARY INVESTMENT SCHEDULE
AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

(Pellars in Thousands)

Invesiment Categories

Bonds:
U.5. easury securitics
U.5, govermment agency and corporate obligations (excluding mongage-backed securilies):

[ssued by U.S. governmenl agencies
Issued by U 5. govemmenl-sporsored agencics
Forcign govermen {inchading Canada, eachsding morigage -backed securifies)
Scowrities ssued by stales, temitoris and possessions and political subdivisions
inthe U.S:
Stale, temilary and posscssion general obligations
Palilical subdivisions of states, 1eritores and possessions political subdivisions
peneral obligations
Reveance and asscssmenl obligations
Indittrial development and similar obligations
Morigage-backed sccwmiries (includes residential and ¢ 2] MBS):

Pass-thrpugh sccumities:
Guameed by GNMA
lssued by FNMA and FHLMC
Privalely issurd
CMOs and REMICs:
Issucd by FINMA and FHLMC
Privately issucd and collateralized by MBS issued or guaraniced by GNMA_ FINMA, FILMC
Al other privataly isnmed

Other debit and other faed income securities (eachading thort term}:
Unaffiliated domeatic securilies (ncludes credit wenant loans rated by the SYO)
Unafffialed foreign secunities
Affiliated securilics

. Equity interests:

Investments in mutual funds

Prefemed siocks:
Affiliatcd
Unaffiliated

Publicly tnded equily sccumities {excluding preferred stocks);
Aftaed
Umaffiliatcd

Other oquily securifies;
Alfdiated
UnafTilialed

Other cquity inlercsls including Lingible personal propeity under bease:
Affiliated
Unaffialed

-21-

Gross
Investment

Moldings*

3 62,290

32,258

§0,511

16,103
47,445

23210
7.6215
34,095

381,085

113,620

134,857

26,358

Admitted Asscis as
Reporied in the
Annual Statement

5 62,290

32,258

BO,511

16,103
47,495

23,230
1,625
34,095

361,085

113,620

154,857

26,358

(Continued)
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KEYSTONE HEALTH PLAN EAST, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA—STATUTORY BASIS

SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

{Dollars in Thousands)

Investment Categories

Mortgage loans:
Construc v and land developoment
Agrcuttural
Single lamaly residential propertics
Mullifamily resideniial propertics

Comrreecial loans

Feal siate investments:
Property occupicd by eompany
Propeery held for production of income
Property held for sale

Collateral Toars

Policy loans

Rexetvablbes for securifics

Cash and short-1erm investmenis

Wrilc-in for invested assels

Total invested assets

Holdings*

33,087

3 LOI2564

Annual Stalement

13,087

3 1012564

* Gross Investment Holdings as valued in compliance with NAIC Accounting Practices and Procedures

Manual.

-922-

{Concluded)

IBC 00068



KEYSTONE HEALTH PLAN EAST, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA~-STATUTORY BASIS

INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 21, 2003

{Dollars in Thousands)

The Company’s tolal admitled assets as reported in the statement of admitied assets, liabilities, capital
and surplus—stalutory basis are $1,185,078 al December 31, 2003.

1. The 10 largest exposures to a single issuer/borrower/investment, by investment calegory, excluding:
(i) U.S. government, U.S. government agency securities and those U.S. Govermmen! money market
funds listed in the Appendix to the S¥O Purposes and Procedures Manual as exempt, (ii) property
occupied by the Company, and (iii) policy loans at December 31, 2003 are as [ollows:

Investment Category

Evergreen Short Intermediate Bond Fund
Evergreen Adjustable Rate Fund
AMF Adjustable Rate Morigage Portfolio

Core Investments

Keysione Benefits, Inc.
Invesco Global Asset Management

Bear Steams
EQP Opcrating LP

HSBC Holdings PLC NT
FLA Waler Pollution Control

Amount

$ 101,034
83,004
26,031
22,581
21,465
11,164
10,439

7,770
7,692
5,756

Admitted Assets

8.53%
7.00%
2.20%
1.91%
1.81%
0.94%
0.88%
0.66%
0.65%
0.49%

2. The amounts and percentages of the Company’s total admitted assets held in bonds and preferred
stocks by NAIC rating are as follows:

NAIC-1
NAIC-2
NAIC-3
NAIC4
NAIC-5
NAIC-6

$ 548,062
83,500
15,245
35,715

1,054
1,066

46.25 % P/PSF-1

7.05
1.29
3.01
0.09
0.09

P/PSF-2
P/PSF-3
P/PSF-4
P/PSF-5
P/PSF-6

$ 50,738
56,918
4,052

935

977

428 %
4.80
0.34
0.08

0.08

3. The amounts and pereentages of the Company’s total admitted assets held in foreign investments
(regardless of whelher there is any f{oreign currency exposure) and nnhedged foreign currency
exposure {defined as the statement valuee of investment denominated in foreign currencies which
are not hedged by financial instruments qualifying for hedge), including (i) foreign-currency-
denominated investments of $0 supporting insurance habilities denominated in that same foreign

currency of $0 and excluding (ii) Canadian investments and currency exposure of $0 at

December 31, 2003 are as fellows: None.
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KEYSTONE HEALTH PLAN EAST, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA—STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDEC DECEMBER 31, 2003

{Dollars in Thousands)

4. The amounts and percentages of the Company’s total admitted asscls held in Canadian invesiments
and unhedged Canadian currency exposure, including Canadian—currency—denominated
investmenls of $0 supporting Canadian-denominated insurance liabilities of $0 at December 31,

2003 are as lollows: None.

5. The aggregale amounts and percentages of the reporting entity’s total admitted assets held in
investments with contractual sales restrictions {defined as investments having restrictions hat
prevent investments from being sold within 90 days) at December 31, 2003 are as follows: None.

6. The amounts and percentages of admitted assets held in the largest 10 equity interests (includng
investments in the shares of mutual funds, preferred stocks, publicly traded equity secunties, and
other equily securities, and excluding money market and bond mutual funds listed in the Appendix
to SVO Practices and Procedures Manual as exempt or Class 1) at December 31, 2003 are as

Tollows:
Evergreen Short Intermediate Bond Fund $101,034 8.53 %
Keystone Benefits, Inc. 21,465 181 %
Invesco Global Asset Managemenl ' 11,164 0.94 %
Lehman Brothers Hldg 4,988 042 %
ABN AMRO 4,537 038 %
HSBC USA Inc. 4,260 0.36 %
Intersiate Power & Light 3,572 0.30 %
Apache Corp. 3,371 0.28 %
Cobank ACB 3,098 0.26 %
Peco Energy 2,999 0.25 %

7. Nonafliliated, privately placed equities (included in other equity securities) and excluding securities
eligible for sale under (i) Securities Exchange Commission (SEC) Rule 144a or (ii) SEC Rule 144
without volume restrictions at December 31, 2003 totaled $0, which represents 0.00% of total

admitted assets.

8 The amounts and percentages of the reporting entity’s total admitted assets held in general
partnership interests (included in other equity securities) at December 31, 2003 are as follows:

None.

9. The amounts and percentages of the reporting cntity’s total admitted assets held in mortgage loans
at December 31, 2003 are as follows: None.

10. The amounts and percentages of the reporting entity’s total admitted assets held in each of the five
largest inveslments in one parcel or group of contiguous parcels of real estate, excluding property
occupied by the Company at December 31, 2003 are as follows: None.

-24 - IBC 00070



KEYSTONE HEALTH PLAN EAST, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA—STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

{Deotlars in Thousands}

11. The amounts and percenlages of the reporting entity’s total admitted assets subject to the following
types of agreements are as follows:

Percentage
of Tolal At End of Each Quarler
At Year-End Admitted 1st Quarter 2nd Quarter 3rd Quarter
“~Amount Assels Amount Amount Amount

Securities lending (do not include assels .
held as collateral for such transactions) h) % 5 $ 22,580 3 26511
Repurchase agreements
Reverse repurchase agrecments
Dollar repurchase agreements

Doillar reverse repurchase agreements

12. The amounts and percenlages of warrants not attached to other financial instruments, options, caps,
and {loors at December 31, 2003 are as follows; None.

13. The amounts and percentages of polennial exposure (defined as the amount determined in
accordance with the NAIC Annual Staternent Instructions) for collars, swaps, and forwards at
December 31, 2002 are as follows: None.

14. The amounts and percentages indicated below of potential exposure (defined as the amount
determined in accordance with the NAIC Annual Statement Instructions) for futures contracls at
December 31, 2002 are as follows: None.

15. The amounts and percentages of 10 largest investments included in the Write-ins for Invested
Assels category of on the Summary Investment Schedule as of December 31, 2003 are as follows:
None. :
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INDEPENDENT AUDITORS’ REPORT

Board of Directors .
QCC Insurance Company
Philadelphia, Pennsylvania

We have audiled the accompanying statements of admilted assets, labilities, capital and surplus - statutory
basis of QCC Insurance Company (the “Company™) as of December 31, 2003 and 2002, and the related
slatements of operalions - statutory basis, changes in capital and surplus - statutory basis and cash flows -
statutory basis for the years 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 audils.

We conducled our audils in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial stalements are free of malterial 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 accounling principles uscd and significant cslimates made by management, as well as evaluating
the overall financial slatement presentation. We believe thal our audits provide a reasonable basis for our
opinion.

As described in Note 2 to the slatutory-basis financial statements, the Company has prepared these financial
statements in conformity with the accounting practices prescribed or permitied by the Commonwealth of
Pennsylvania Insurance Department, which is a comprehensive basis of accounting other than accounting
principles generaily accepted in the Uniled States of America. The effects on the {inancial statements of the
variances between the accounting praclices prescribed or permitted by the Commonwezlth of Pennsylvania
Insurance Department and accounting principles generally accepted in the United States of America, although
not reasonably determinable, are presumed to be material.

In our opinion, because of the effects of the differences between the two bases of accounting referred to in the
preceding paragraph, such financial statements do not present fairly, in conformity with accounting principles
generally accepted in the United States of America, the assels, hiabilities, capital and surplus of QCC
Insurance Company as of December 31, 2003 and 2002, or the results of its operations or its cash flows for
the years then ended.

However, in our opinion, such financial statements present fairly, in all material respects, the admitted assets,

liabilities, capital and surplus of QCC Insurance Company as of December 31, 2003 and 2002, and the results
of its operations and its cash flows for the years then ended, on the basis of accounting described in Note 2.
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Our 2003 audit was conducted for the purpose of forming an opinion on the basic 2003 statutory-basis
financial statements taken as a whole. The supplemental summary invesiment schedule and the supplemental
schedule ol investment nisk interrogatories as of and for the year ended December 31, 2003 are presented for
complying with the National Association of Insurance Commissioners” instructions to Annual Audited
Financial Reporis and are not a required part of the basic 2003 statutory-basis financial statements. This
additional information is the responsibility of the Company’s management. Such information has been
subjected to the auditing procedures applied in our audil of the basic 2003 statutory-basis financial statements
and, in our opinion, is fairly stated in all material respects when considered in relation 1o the basic 2003
statutory-basis financial statcments taken as a whole.

March 22, 2004
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QCC INSURANCE COMPANY

STATEMENTS OF ADMITTED ASSETS, LIABILITIES,
CAPITAL AND SURPLUS - STATUTORY BASIS
DECEMBER 31, 2003 AND 2002

{Dollars in thousands, except per share data)

ADMITTED ASSETS

Cash and shorl-term investments

Investments:
Bonds
Common stocks—unaffihiated

Total investments

Receivables:
Accident and health premiums due and unpaid

Amounts receivable relating to uninsured accident and health plans

Investment income due and accrued
Amounts due from parent, subsidiaries and affiliates
Other

Tolal receivables
Goodwill, net
TOTAL ADMITTED ASSETS
LIABILITIES, CAPITAL AND SURPLUS

Liabilities:
Claims unpaid
Aggregate health claim reserves
Unpaid claims adjustment expense
Aggregate policy reserves
General expenses duc or accrued
Premiums received in advance
Federal income tax payable
Payable to parent, subsidiaries and affiliates

Total liabilities
Conlingencies (See Note 9)

Capital and surplus:
Common capital stock, $10 par value; 200,000 shares authorized,
issued and outstanding
Gross paid-in and contributed capital
Unassigned funds—surplus

Total capital and surplus
TOTAL LIABILITIES, CAPITAL AND SURPLUS

See notes to stalulory-basis financial statements.

2003 2002

$ 146076 $ 86,923
563,138 450,906
102,938 42,621
666,076 493,527
45,147 49,473
107,346 66,963
5,760 5,136
23,918 110,686
64,048 121,750
246,219 354,008
18,165 29,784
$1,076,536  $964,242
$ 430,070  $455,534
21,518 19,273
9,930 10,940
27,367 32,424
50,277 40,757
134,637 110,615
11,003 11,184
34,456 12,600
719,258 693,327
2,000 2,000
187,519 187,519
167,759 81,396
357,278 270,915
$1,076,536  $964,242
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QCC INSURANCE COMPANY

STATEMENTS OF OPERATIONS — STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002
(Dollars in thousands)

Net premium income

Change in aggregate policy reserves

Underwniting costs:
Medical and hospital benefits
Claims adjustment expenses (includes cost conlainment
expenses of $93,862 and $88,601, respeclively)
General administrative expenses

Total underwritling costs
Net underwriting income

Net investment income earned
Net realized capilal gains (losses})

Income before income taxes
Fedecral income taxes incurred

NET INCOME

See notes 1o stalutory-basis financial slatements.

2003 2002
$2,489,714  $2,303,558
5,057 (12,948)
2,070,725 1,916,684
146,343 125,610
157,326 140,143
2,374,394 2,182,437
120,377 108,173
15,080 15,754
5,284 (23,594)
140,741 100,333
41,532 46,981
$ 99209 § 53,352
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QCC INSURANCE COMPANY

STATEMENTS OF CHANGES IN CAPITAL AND SURPLUS — STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002

(Dollars in thousands)

BALANCE, BEGINNING OF YEAR
Net income !
Increase in non-admineci assets
Unrealized capital gains (Josses)
Increase in deferred income taxes

T

Decrease in assel valuatlion reserve

BALANCE, END OF YEAR

See nolces 1o statutory-basis financial staterments.

2003 2002

$270915  $231,465

99,209 53,352
(18,755)  (19,207)
4,557 (16,118)

1,352 15,802

- 5,621

$357,278  $270915

IBC 00078

s v~




QCC INSURANCE COMPANY

STATEMENTS OF CASH FLOWS — STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002
(Dollars in thousands)

CASH FROM OPERATIONS:
Prermiums and revenues collected
Benefils and loss related paymenls
Expenses paid

Cash from underwriting

Net investmenl income
Federal income taxes paid

Nect cash [rom operalions

CASH FROM INVESTMENTS:
Proceeds from invesiments sold, matured or repaid:
Bonds
Stocks
Cosl of invesiments acquired:
Bonds
Stocks

Net cash used by invesimenis

CASH FROM (USED FOR) FINANCING AND OTHER
MISCELLANEQOUS SOURCES:
Other sources (applications)

INCREASE IN CASH AND
SHORT-TERM INVESTMENTS

CASH AND SHORT-TERM INVESTMENTS,
BEGINNING OF YEAR

CASH AND SHORT-TERM INVESTMENTS,
END OF YEAR

Sece notes to statutory-basis financial slatements.

2003 2002

$ 2,511,450  $ 2,357,550
(2,093,944)  (1,799,321)
(376,324) (240,621)
41,182 317,608
14,597 17,220
(41,713) (42,465)
14,066 292,363
725,205 276,841
7,714 33,114
(828,700) (358,754)
(53,737) (60,941)
(149,518) (109,740)
194,605 (131,299)
59,153 51,324
86,923 35,599

$ 146076 $ 86,923
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QCC INSURANCE COMPANY

NOTES TO STATUTORY - BASIS FINANCIAL STATEMENTS
YEARS ENDED DECEMBER 31, 2003 AND 2002
(Dollars in thousands)

1.  ORGANIZATION AND OPERATIONS

Business—QCC Insurance Company (the “Company™) is a wholly owned subsidiary of AmeriHealth,
Inc., which 1s a wholly owned subsidiary of Independence Blue Cross (“IBC"). The Company is a stock
life insurance company incorporated in the Commonwealih of Pennsylvania and is licensed to sell
insurance in twenty-four states, the District of Columbia and the U.S. Virgin Islands. It is also
authorized lo underwrite reinsurance in the Commonwealth of Pennsylvania and does underwrite excess
of loss reinsurance, in limited instances, for IBC’s wholly owned subsidiary, Keysione Health Plan Ezst
(“KHPE"). The Company provides comprehensive major medical and preferred provider network
(“Personal Choice™) coverages in the State of Delaware, the Stale of Pennsylvania, and the U.S. Virgin
Islands. The Company also assumes reinsurance for workers’ compensation business from AmeriHealih
Casualty Insurance Company, an affihate.

2. SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation—The Company’s statutory financial statements are presented on the basis of
accounling practices prescribed or permitted by the Commonwealth of Pemnsylvania Insurance
Department (“P1D"). Effective January 1, 2001, the PID required that insurance companies domiciled in
the Commonwealth of Pennsylvania prepare their statulory-basis financial slatements in accordance with
the National Associalion of Insurance Commissioners’ (“NAIC™) Accounting Practices and Procedures
Manual - Version effective March 2003 ("NAIC SAP"). Accordingly, the admitted assels, liabilities,
capilal and surplus - statutory basis of the Company as of December 31, 2003 and 2002, and the resulls
of ils operations - statutory basis and its cash flows - statutory basis for the years then ended have been
determined in accordance with these accounting principles. In addilion, the Commissioner of the PID
has the right to permil other specific practices that may deviate from prescribed practices {see Permitted
Practices below).

Accounting practices and procedures of the NAIC as prescribed or permitted by the PID comprise a
comprehensive basis of accounting olher than accounting principles generally accepted in the United
States of America (“GAAP”). The more significant differences are as follows:

(a) Investments in bonds are generally carried at amortized cost, while under GAAP, they are
carried at cither amortized cost or fair value based on their classification according to the
Company’s ability and inlent to hold or trade the secunlies;

(b) Investments in common stocks are valued as prescribed by the Securities Valuation
Office of the NAIC, while under GAAP, common stocks are reporied at market value;

(c) NAIC SAP requires an amount 1o be recorded for delerred taxes; however, there are
limitations as to the amount of deferred tax assets thal may be reporied as “admilted
assets,” while under GAAP there are no limitations as to the amount that may be reported
as asscts;
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) Assets are reported under NAIC SAP at “admitted-assel” value and “non-admited” assets
are excluded through a charge against surplus, while under GAAP, “non-admitied assets™
are reinslated 1o the balance sheel, net of any valuation allowance; and

(e) Comprchensive income and its components are not presented in the statutory financial
slatements.

Permitied Practices—The Company prepares ils statutory financial stalements in accordance with the
accounling practices prescribed or permitied by the PID. Prescribed statutory accounting practices
inciude a variety of publications of the NAIC, as well as state laws, rcgulations and general
administrative rules. Permitted statutory practices encompass all accounling praclices not so prescribed.

For the year ended December 31, 2002, the Company received written approval from the PID to admit,
for statulory purposes, additional goodwill (subject 10 accelerated amortization) related to the purchase
of Pennsylvania Blue Shield’s intcrest in certain managed care lines of business (primarily the Personal
Choice line of business), which treatment differs from prescribed statutory accounting practices.
Statutory accounling practices prescribed by the Commonwealth of Pennsylvania limil admitted
goodwill to 10% of the adjusted capital and surplus of an insurer, as reported in its most recently filed
statemenlt with the Pennsylvania State Commissioner. As of December 31, 2002, this permitted practice
increased statutory surplus by $22,201 over what it would have been had prescribed accounting praclices
been followed. Asof December 31, 2003, QCC did nol renew ils permitted practice with the
Pennsylvania Insurance Depariment.

Cash and Short-Term Investments—The Company considers all highly liquid securities with original
maturities of three months or less when purchased to be cash equivalents. Short-lerm investments
include money market instruments.

Bonds—Bonds are slated at amortized cost or at values prescribed by the NAIC. Interest is recognized
on the accrual basis. Realized capital gains and losses are calculated using the specific cost of the
investments sold.

Comumon Stocks — Unaffiliated—Common stocks — unaffiliated are carried at NAIC market value. The
change in the stated value is recorded as a change in nel unrealized capital gains (losses), a component
of unassigned surplus,

The assessment of other than temporary impairments is performed on a case-by-case basis. Factors
considered in determining whether an other than temporary impairment exisis include: the financial
condition, business prospects and creditworthiness of the issuer, the length of time and extent to which
fair value has been less than cost for equity sceurities or amortized cosl for fixed income securities, and
the Company’s intent and ability to hold such investments until the fair value recovers.

The Company recognizes other than temporary impairmenis on common stock when, in management’s
judgment, the decline in value is not temporary or when the Company has made a decision 1o sell the
stock at an amount below its camrying value. When an other than temporary impairment is recognized,
the common stock is wrilten down to fair valuc as the new cosl basis, and the amount of the write-down
is recorded as a realized loss.

The Company recognized $0 and $21,411, respectively, of other than temporary impairments on
common stock during the years ended December 31, 2003 and 2002.

-8- IBC 00081



National Accounts—In order to provide service lo employers with empleyees located in more than one
geographical area, the Company participates in numerous syndicaled conlracts, known as National
Accounts, with Blue Cross plans throughout the country. On an interim basis, income, claims and
administrative cosls incurred in servicing National Account members are recorded in the stalements of
operalions — statutory basis. Underwriting gains and losses are recorded at settlement, which normally
occurs within nine months following the end of the annual contracl period.

Accident and Health Premiums Due and Unpaid—Accident and health premioms are billed in advance
of their respective coverage periods. Receivables and income from such premiums are recorded during
the coverage period. The uneamed portion of premiums for a coverage period is recorded in the
statemenls of admitted assels, liabilities, capital and surplus — statutory basis as Aggregate policy
reserves and later reported as underwriting income when earned. Premium payments received by the
Company prior to the effective date of the policy are recorded in the statemenis ol admitted assets,
liabilities, capital and surplus — statutory basis as Premiums received in advance. Premmums for
reinsurance are remitied by reinsured affiliates lo the Company on a monthly basis as eammed.

Amounts Receivable Relating to Uninsured Accident and Health Plans—Under certain contracts, the
Company provides administrative services lo large group employers (hal maintain sell-funded health
plans. The Company provides these groups with claims processing, administration, uttlization
managemenl and other related services. The Company assumes no underwriting risk under these
arrangements. For these contracls, revenue is based on administrative fees and is recorded as eamed on
an accrual basis. These administrative fees of $150,276 and $168,946 are neited against Generaf
administrative expenses in the stalements of operations - stalutory basis for 2003 and 2002, respectively.
Claims processed under such arangements were $793,799 and $592,901 for 2003 and 2002,
respectively.

Goodwill, Net—Goodwill, net represents the excess of acquisilion cost over the book value of the net
assels acquired in the purchase of lines of business. Goodwill is being amortized on a straight-line basis
over 10 years. Amortization is included as a component of Unrealized capital losses in the statement of
changes in capilal and surplus — statutory basis. ~

Claims Unpaid and Aggregate Claint Reserves—Policy and contract claims payable includes amounts
for kmown reported claims and an amount, based on past experience, for losses incurred but not reported.
Such liabilitics are necessarily based on assumptions and eslimates, and while management believes the
amount is adequate, the ultimate liability may be in cxcess of or less than the amount provided. The
methods for making such estimates and for establishing the resulting liability are conlinually reviewed,
and any adjustments are reflected in the peried determined.

Aggregate Policy Reserves—Aggregate reserves for accident and health policies include unearned
premium reserves of $8,698 and $22,083, meril rating reserves of $4,307 and $3,341, and premivm
deficiency reserves of $14,362 and $7,000 related lo cerlain lines of business at December 31, 2003 and
2002, respectively.

Income Taxes—The Company has an intercompany writlen tax-shanng agreement with IBC whereby it
calculates its taxes as if it filed its tax return on a stand-alone basis and records amounts due to or
receivable [rom IBC for such calculated amount. The Company is also subject to premium taxes.
Premium taxes incurred are included in General administrative expenses i the statements of operations
— slatutory basis for the years ended December 31, 2003 and 2602.
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Use of Estimates—The preparation of linancial stalemenis in conformity with statulory accounting
principles requires management to make estimates and assumplions that affect the reported amounts of
assels and habilities and disclosure of contingent assets and liabililies at the date of the financial
statemnents and the reported amounts of revenues and expenses during the period. Actual resulls couid

differ from those estimates.

Recent Accounting Pronouncemenis—In June 2002, the NAIC adopted Statement of Statulory
Accounling Principle (“"SSAP") No. 85, Claim Adjustment Expenses, Amendments to SSAP No. 55,
Unpaid Claims, Losses, and Loss Adjustment Expenses. This statement subdivides claim adjustment
expenses for accident and health reporiing entities and managed care reporting enlities into cost
containment expenses and other claim adjustment expenses, and provides examples of those expenses.
This statemenl was effective for years ending on or after December 31, 2003. The Company has
included cost containment expenses of $93,862 and $88,601, respectively, within Claim adjustment
expenses [or the years ended December 31, 2003 and 2002.

In May 2002, the NAIC adopted SSAP No. 86, Accounting for Derivatives and Hedging Activities. This
slatement supersedes the provisions of SSAP No. 31, Derivative Instruments, and establishes specific
cntena for hedging transactions to be considered highly effective. This slatement requires derivatives
that meet the critena of a highly effective hedge lo be valued and reported in a manner (hat is consistent
with the changes in the carrying value or cash flow of the hedged item. Derivative instuments that do
not meet, or no longer meel, the criteria of an effective hedge are to be accounted for at fair value, with
the changes in fair value recorded as unrealized gains or unrealized losses. This statement was effective
for derivative transactions entered into or modified on or afler January 1, 2003. Implementation of this
statement on January 1, 2003 did not have a maltcnial impact on the Company’s financial stalements.

In September 2002, the NAIC adopted SSAP No. 87, Capitalization Policy, An Amendment to SSAP
Nos. 4, 19, 29, 73, 79 and 82. This slatemenl requires thal a predefined threshold be established for
capitalizalion of certain assets, and that any purchase thal does nol meet thal predefined threshold be
expensed. This statement is effective for years beginning on or afler January 1, 2004. Implementation of
this statement on January 1, 2004 did not have a material impact on the Company’s financial statements.

In December 2003, the NAIC adopted SSAP No. 89, Accounting for Pepsions, A Replacement of SSAP
No. 8. This stalement eslablishes statutory accounting principles and related reporting for employers’
pension obligations and supersedes the conclusions reached in SSAP No. 8, Pensions, which concluded
that an additional minimun: liability shail be recorded as a component of statutory income. SSAP No.
89 concludes that an additional minimum liability shall be reported as a component of unassigned funds
(surplus}, net of any tax benefits (hat result from considering such losses as temporary differences for
purposes of applying the provisions of SSAP No. 10, /ncome Taxes. Implementation of this statement
on December 31, 2003 had no impact on the Company’s financial statements.

Reclassifications—Certain prior-year amounts have been reclassified Lo conform Lo the current year’s
presentation.
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INVESTMENTS

The cosl or amortized cosl and estimated market value of investments as of December 31, 2003 and

2002 are as lollows:

U.S. Treasury Notes and

Federal Agencies

Morlgage-backed securities
Corporate debt securities

Total bonds

Common stocks—unaffiliated

.S, Treasury Notes and

Federal Agencies

Morigage-backed securities
Corporate debl securities

Total bonds

Common stocks—unaffiliated

2003
Carrying Gross Gross Estimated
Value or Unrealized Unrealized Market
Cost Gains Losses Vatue
¥ 65,583 £ 376 A {41) § 065918
60,282 188 (621) 59,849
437.273 10,974 (2,253) 445,994
$563,138 $11,538 ¥ (2,915 $571,761
$101,573 $ 6,873 3 (5,508) $102,938
2002
Carrying Gross Gross Estimated
Value or Unrealized Unrealized Market
Cost Gains Losses Value
¥ 47,797 $ 1,326 Y (1) $ 49,122
66,810 1,605 (1,806) 66,609
336,299 5,763 (430) 341,582
$450,906 f 8,694 $ (2,287 £457313
¥ 55,638 $ o6l6 £(13,633) ¥ 42621

The amortized cost and estimated market value of debt securities at December 31, 2003, by contractual
maturity, are shown below. Actual maturities may differ from contractual maturities because borrowers
may have the right to call or prepay obligations with or without call or prepayment penallies.

Due in one year or less

Due after one through five years
Due afler [ive years through ten years
Due afler ten years through twenty years

Due after twenty years

Morigage-backed securilies

Carrying Estimated
Value Market Value
$252,073 $249,945
98,295 101,221
151,239 159,453
1,249 1,293
502,856 511,912
60,232 59,849
$563,138 $571,761

11~
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Gross realized gains and losses from sales of investments for the years ended December 31, 2003 and
2002 were as {ollows:

2003 2002
Realized gains ) 10,400 $ 7,305
Realized losses : {5,116) (30,899)

$ 5284  $(23,594)

Procecds from the sale or maturity of bonds were $725,205 and $276,841 during 2003 and 2002,
respeclively.

In order to comply with statulory requirements, the Company has placed on deposit with various State
Insurance Depariments investments with an amortized cost of $2,600 and $2,597 and a fair value of
$2,597 and $2,637 at December 31, 2003 and 2002, respectively.

UNPAID CLAIMS AND AGGREGATE CLAIM RESERVES

Balance, January 1 $ 474,807 $ 357,444
Incurred related to:
Current year 2,169,076 1,990,376
Prior years (98,351) (73,692)

Total incwrred 2,070,725 1,916,684

Paid related lo:

Current year (1,787,914) (1,593,091}

Prior years (306,030) (206,230}

Total paid (2,093,944) (1,799,321)
Balance, December 31 $ 451,588 $ 474,807

Claims expenses for prior years decreased by $98,351 and $73,692 in 2003 and 2002, respectively,
because of Jower than anticipated claims costs and favorable utilization trends.
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SURPLUS AND DIVIDEND RESTRICTIONS

Under applicable slate laws and regulations, the Company is required lo maintain minimum capital and
surplus determined in accordance with slatulory accounting principles. In addition, slatutory regulations
limit dividend payments by the Company. The dividend restrictions are generally based on statutory
income and on certain levels of surplus as delermined under statutory accounting practices which also
require the direct approval of regulatory authorities for any proposed “extraordinary dividend,” as
defined. The amount for the payment ol dividends in 2004 is limited to the greater of 10% of year-end
2003 surplus or 2003 statutory nel income. In addilion, the amount for payment of dividends is limnited
to unassigned surplus. The amount available to pay dividends in 2004 without the approval of the
Department of Insurance is $99,209. No dividends were paid during 2003 and 2002.

INCOME TAXES

The Company joins IBC and ils other eligible domestic subsidiaries in the filing of a consolidated
federal income 1ax retumn and is party lo a lederal income tax allocation agreement. Under the tax-
sharing agreement, the Company pays 1o or receives from IBC the amount, if any, by which the group’s
federal income tax liability was affecled by virtue of inclusion of the Company in the consolidated
Tederal return, Effectively, this resulls in the Company’s annual income 1ax provision being computed,
wilh adjustments, as il the Company filed a separale relum.

The Company’s federal income tax return is consolidated with the following entities:

Independence Blue Cross

AmenHealth Administrators, Inc.

AmenHealth Casuvalty Insurance Company
AmerHealth Health Plan, Inc.

AmenHealth HMO, Inc.

AmeriHealth Insurance Company of New Jersey
AmeriHealth Integrated Benefits, Inc.
AmcnHealth Integrated Case Management, Inc.
AmenHealth Integrated Workers’ Compensation Management, Inc.
AmenHealth of Flonda, Inc.

AmeriHealth Services, Inc.

AmeriHealth, Inc.

CompServices, Inc.

CorCell, Inc.

CSI Services, Inc.

HCDV, Inc.

HCS, Inc.

Bealthcare Delaware, Inc.

Independence Healthcare Management, Inc.
Independence Holdings, Inc.

Independence Insvrance, Inc.

Keystone Benefits, Inc.

Keyslone Health Plan East, Inc.

Keyslone Health Systems, Inc.

New Seasons Assisted Living Communities, Inc.
The AmeriHealth Agency, Inc.

Vista Health Plan, Inc.
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The components of current income tax expensc are as follows:

2003 2002
Federal income 1axes $41,532 346,981
Foreign income taxes - -
Federal and foreign income laxes $41,532 $46,981

The provision for federal and forcign income laxes is different from that which would be obtained by
applying the statutory federal income 1ax rale to income before income taxes. The significant items
causing this difference are as follows:

2003 2002
Provision computed at statulory rale $ 49,260 F 35,117
Interest maintenance reserve amoriization - 789
Change in deferred taxcs on non-admitled assets (9,298) (3,905)
Travel and entertainment 103 105
Other 115 (927)
Total $ 40,180 $ 31,179
Federal and foreign income taxes § 41,532 f 46,981
Change in nct deferred income laxes (1,352) (15,802)
Tolal statutory income laxes . $ 40,180 ¥ 31,179

The components of the nel deferred tax asscl (liability) are as follows:

2003 2002
Totai deferred tax assets (admilted and non-admitted) 3 63,367 $ 55,779
Total deferred tax liabilities (9,566) (875)
Net deferred 1ax asset 53,801 54,904
Total deferred tax assels non-admitied (28,928) (36,738)
Nel admitted deferred tax asset § 24,873 $ 18,166
Change in deferred tax assets non-admitted I 7810 $(20,805)

The net deferred tax asset is included in other receivables in the slatements of admitted assets, hiabilities,
capital and surplus—statutory basis al December 31, 2003 and 2002. '
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The lax cifects of temporary diflerences that give nise lo significant portions of the deferred tax assels

and deferred tax liabilities are as follows:

2003 2002
Deferred lax assels:
Change in unearned premium reserve 510291 - % 8,532
Discounting of unpaid losses 4,121 4,183
Unrealized capital losses 74 6,106
Goodwill 22,955 22,388
Bad debt 270 176
Impairment loss - 7,494
Nel capital loss carryforward 7,636 1,639
Investment in common stock - 352
General insurance expense and prepaids 37 376
Premium deficiency reserve 5,027 -
Non-admitted assels 12,956 4533
Total deferred tax assets (admitted and non-admitted) 03,367 55,779
Total deferred tax assets non-admatted (28,928) (36,738)
Admitled deferred tax asscts 34,439 19,041
Deferred tax habilihes:
Unrealized capital gains {489) (875)
Excess allowance/return premiums (9,077) -
Total deferred tax liabilities (9,566} (873)
Net admitted delerred tax asset 5 243873 T 18,1606
The change in net deferred income taxes is composed of the following:
2003 2002 Change
Total deferred tax assets (admitted
and non-admitted) $63,367 $55,779 $ 7,588
Total deferred tax liabililies (9,566) (875) (8,691)
Net deferred tax asset (Hability) 53,801 54,904 (1,103)
Tax effecl of unrealized gains (losses) 2,455
Change in net deferred income taxes ¥ 1,352
IBC 00088
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RELATED PARTY TRANSACTIONS

The Company was provided, and did provide, cerain affiliates with certain management and
administrative services during the year. The following table summarizes the amounts due from (to}
parent, subsidiaries and affiliates at December 31, 2003 and 2002.

2003 2002

Due From Due To Due From  Due To
iIBC $21,630 s - § 107,337 F -
Independence Healtheare Management, Inc. - 5,796 - 5,370
AmerHealth Adminisirators - 68 - 32i
AmeriHealth Casvalty Insurance Company 1,743 - 3,306 -
AmeriHealth Insurance Company

of New Jerscy 92 - 43 -

Amerillcalth HMO, tne.—NJ - 237 - - 733
Keystone Health Plan East, Inc. - 26,650 - 5,080
CSI Services Inc. 34 279 - 862
AmertHealth Inc. 1 - - -
AmeriHealth Agency - 92 - 206
Ameriliealth HMO, Inc,—DE 28 - - 28
La Cruz Azul dc Puerto Rico - 1,334 - -

$23,918 $34,456 $ 110,686 $12,600

The following table summarizes the amounts charged by affiliates, net, for cerain management and
administrative scrvices and medical managements costs for the years ended December 31 » 2003 and 2002.

2003 2002
IBC . 5191,890 3 180,004
Independence Healthcare Management, Inc. 69,421 64,559
Other miscellaneous affiliates 44,332 46,981
Total 3$305,643 $2951,544

The Company has assumed Ihe following reinsurance premiums from affiliates during the years ended
December 31, 2003 and 2002,

2003 2002
Reinsurance assumed from IBC $ 3425 § 3232
Reinsurance assumed from AmeriHealth Casualty
Insurance Company 17,909 37,942
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8. PHARMACEUTICAL REBATES RECEIVABLE

The Company estimates pharmaceutical rebates receivable at December 3 | » 2003 and 2002 bascd upon
the following information:

Actual Actual
Estimated Rebates Rebates
Pharmacy Collected Collecled  Actual Rebates

Rebales as Pharmacy  Within 90 Within 910 Collected More
Reported on Rebates as Days of 180 Days of Than 180 Days
Financial Invoiced/ Invoicing/ Invoicing!  After Invoicing/
Quarter Ending Statements Confirmed Confirmation Confirmation  Confirmation

December 31, 2003 : - 3 - £ - 3 - 3 -
September 30, 2003 - - - - -
June 30, 2003 - - - . -
~ March 31, 2003 - - - - -

December 31, 2002 - - - - -
September 30, 2002 - - - - -
June 30, 2002 . - -

March 31, 2002 1,990 1,990 1,990 - -

In lieu of cash collections, pharmaceutical rebates are offset against future billings from the pharmacy
benefits manager prior to the end of the quarter.

9. CONTINGENCIES

In the ordinary course of business, the Company is involved in and is subject to claims, contractual
disputes and other uncertainties. In the opinion of management, after consultation with legal counsel, the
ultimale disposition of these matters will not have a material adverse effect on the Company’s financial
condition or its results of operations.

L I S B 3 |

7. IBC 00090



QCC INSURANCE COMPANY

SUPPLEMENTAL SCHEDULE — STATUTORY BASIS
SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{(Dollars in thousands)

Gross Admitted Assels a
Investment Reported in the

Investment Categeories Holdings* Annwal Statement
Bonds:
U.S. treasury sccuritics 3 65,583 5 65,583

U.S. government agency and corporale abligations (excluding morigage-backed secunities);
Issued by LS. government agencies
Issued by U.S. government-sponsored agencies
Forcign government (including Canada, excluding morigage-backed sccurnilies)
Securitics issued by siales, lermitories and possessions and political subdavisions
inthe US.;
State, 1errilory and possession general obligalions
Molitical subdivisions of slalcs, termiories and possessions and political subdivisions
general obligations
Revenue and assessment obligations
Industrial development and similar obligations
Mortgage-backed securities {includes residential and commercial MBS):
Pass-through securities:

Guaranleed by GNMA 3,741 3,741
Issued by FNMA and FHLMC 231,828 23,828
Privately issued

CMOs and REMICs;

Issucd by FNMA and FHLMC
Privately issued and collateralized by MBS issued or guaranieed by GNMA, FNMA, FHLMC
All other privately issued 32713 32,713

Other debt and other fixed income securities (excluding shorl lerm):
UnafTiliated domestic securities {includes credit tenant Joans rated by the SVO) 4317273 4312713
UnaMliated foreign secunilics
AfMiliated securities

Equily intcrests:
Investments in mutual funds
Preferred stocks:
AMhated
Unaffiliated
Publicly wraded equity securitics (exeluding preferred stocks):
Alliated
UnafMilraled 102,938 102,938
Other equity securities:
Affiliated 10,500 -
UnafTiliated
Other equity interests including tangible personal property under lease:
Alliliated
Unafiliated
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QCC INSURANCE COMPANY

SUPPLEMENTAL SCHEDULE - STATUTORY BASIS
SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{Dollars in Lhousands)

Gross Admitled Assels as
Invesiment Reporied in the

Investment Categories Heoldings®  Annpual Slatement
Morigage loans;

Construglion and land developomeni 5 5

Agricultural

Single family residential propenics
Multifamily residential propenies
Commercial laans

Real estale investments:
Property occupicd by company
Property held for production of income
Property held for sale

Collateral loans

Policy loans

Receivables for securities

Cash and short-term investmenls [46,076 146,076
Other invested asscls

Write-in for invested asseis

Total invesied assels 5822.652 £812,152

*  Gross Investment Holdings as valued in compliance with NAIC Accounting Practices and Procedures
Manual.

IBC 00092
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QCC INSURANCE COMPANY

SUPPLEMENTAL SCHEDULE ~ STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{Dollars in thousands)

The Company’s total admilted assets as reported in the statement of admitted asscls, liabilities, capital
and surplus — statutory basis are $1,076,536 at December 3 1,2003.

1. The 10 Jargest exposures to a single issuer/borrower/investment, by mvestment category, excluding:
(1) U.S. government, U.S. government agency sccurities and those U.S. Government money market
funds listed in the Appendix to the SVO Purposes and Procedures Manual as exempl, (i1) property
occupied by the Company, and (jii} policy loans at December 31, 2003 is as follows:

Total
Investment Category Amount Admiltted Assets
Assct Management Fund: ARM Portfolio $138,661 12.9 %
Evergreen Adjustable Rate Fund 107,000 99 %
Evergreen Fixed Income Fund 29,492 27 %
SEI Investment Company 19,620 18%
Evergreen Limited Duration Mutual 11,603 1.1 %
Continental Airlines 9,233 0.9 %
SLMA 98-2-A2 7,026 07 %
Walt Disney Company 5,275 0.5 %
Safeway Inc. 5,222 0.5 %
Telus Corp. 5,100 05 %

2. The amounts and percentages of the Company’s total admitted assets held in bonds and preferred
stocks by NAIC rating is as follows:

erc e of Preferred Percentage of
Bonds Amount AZmitfenc:a:ssets Stock Amount Admitied ﬂ?ssels
NAIC-1 £381,646 35.5% P/PSF-1 I - -
NAIC-2 43,823 4.1% P/PSF-2 - -
NAIC-3 52,023 4.8% P/PSF-3 - -
NAICA4 85,345 7.9% P/PSF4 - -
NAIC-5 299 0.0% P/PSF-5 - -

NAIC-6 2 0.0% P/PSF-6 - -

3. The amounts and percentages of the Company’s total admitted assels held in foreign investments
(regardless of whether there is any foreign currency exposure) and unhedged foreign currency
exposure (defined as the statement value of investment denominated in foreign currencies which
are not hedged by financial instruments qualifying for hedge), including (i) foreign-currency-
denominated investments of $0 supporting insurance liabilitics denominated in that same foreign
currency of $0 and excluding (i} Canadian investments and currency exposure of 30 at
December 31, 2003 are as follows: None.
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QCC INSURANCE COMPANY

SUPPLEMENTAL SCHEDULE — STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{Deollars in thousands)

4. The amounts and percentages of the Company’s total admilted assets held in Canadian investments
and unhedged Canadian currency exposure, including Canadian-currency-denorminated investments
of $0 supporting Canadian-denominated insurance liabililies of $0 at December 31, 2003 are as
follows: None.

5. The aggregale amounls and percentages of the reporting enlity’s total admitted assets held in
investments with contractual sales restrictions (defined as investments having restnctions that
prevent investments from being sold wilhin 90 days) at December 31, 2003 are as follows: None.

6. The amounts and percentages of admitted assels held in the largest 10 cquity interests (including
investments in the shares of mutual funds, preferred stocks, publicly traded equity securities, and
olher equity securitics, and excluding money market and bond mutual funds listed m the Appendix
to SVO Practices and Procedures Manual as exempt or Class 1) at December 31, 2003 are as

follows:
Percentage of
Total
tnvestment Category Amount  Admitted Assets
Evergreen Fixed Income Fund $29492 2.7%
SEI Large Cap Fund (SIIT) #286 19,620 1.8 %
Evergreen Limited Duration Mutual 11,603 1.1 %
SEI Small Cap Fund (SLIT) #287 1,606 01%
General Electric Co. 1,041 0.1 %
Zale Corporation 853 0.1%
Big Lots, Inc. 838 0.1 %
Hubbell Inc. CL B 833 01%
MBIA lnc. - 733 0.1 %
AON Corp. 704 0.1 %

7. Nonaffiliated, privately placed equitics (included in other equity securities) and excluding securities
eligible for sale under (i) Securilies Exchange Commission (SEC) Rule 144a or (i) SEC Rule 144
without volume restrictions at December 31, 2003 totaled $0, which represents 0.00% of Lotal
admitted assets.

8. The amounts and percentages of the reporting enlity’s total admitted assets held in general
partnership interests (included in other equity securities) at December 31, 2003 are as follows:
None.

9. The amounls and percenlages of the reporting entity’s total admilled asscts held in mortgage loans
al December 31, 2003 are as follows: None.
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QCC INSURANCE COMPANY

SUPPLEMENTAL SCHEDULE — STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003
{Dollars in thousands) -

10.

1.

12

13.

14.

15.

The amounts and percentages of the reporting entity’s 1otal admitted assets held in each of the five
largesl investmenls in one parcel or group of contiguous parcels of real estate, excluding property
occupied by the Company at December 31, 2003 are as follows: None:

The amounts and percentages of the reporting entity's lolal admitted assels subject to the following
types ol agreements are as follows:

Percentage
of Total Al End of Each Quarter
At YearEnd Admiited 1st Quarier  2nd Quarter  Jrd Quarer
Armaunt Assels Amounl Amounl Amount

Secuvritics Yending (do not include

assels held as collateral for

such transactions) 5 - - s . $30410 £40,493
Repurchasc agreements - - - - -
Reverse repurchase agreemenis - - - - -
Dollar repurchase agreements - - - . -
Dotlar reverse repurchase agreements - - - - -

The amounts and percentages of warranis not atlached to other financial instruments, oplions, caps,
and Moors at December 31, 2003 are as follows: None.

The amounts and percentages of potential exposure (defined as the amount determined in
accordance with the NAIC Annual Statement Instructions) for collars, swaps, and forwards at
December 31, 2003 are as follows: None.

The amounts and percentages indicated below of polential exposure (defined as the amount
determined in accordance with the NAIC Annual Statement Instructions) for futures contracts at
December 31, 2003 are as follows: None.

The amounts and percentages of 10 largesl investments included in the Write-in for Invested Assets
category on the Summary Investment Schedule as of December 31, 2003 are as follows: None.
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De|0itte @ | . Deloitte & Touche LLP

1700 Market Street
Philadelphia, PA 19103-3984
UsA

Tel: +1 215 246 2300
Fax: +1 215 569 2441
wwuw.deloitte.com

INDEPENDENT AUDITORS’ REPORT

Board of Direclors
AmenHealth HMQ, Inc.
Philadelphia, Pennsylvania

We have audited the accompanying statements of admitted assels, liabilities, capilal and surplus—statutory
basis of AmenHealth HMQ, Inc. (the “Company™) as of December 31, 2003 and 2002, and the related
statements of operations—slatulory basis, changes in capital and surplus—statutory basis-and cash flows—
statulory basis for the years then ended. These financial slatements are the responsibility of the Company’s
management. Our responsibility is lo express an opinion on these financial statements based on our audits.

We conducted our audils in accordance with auditing standards generally accepted in the United States of
Ameneca. Those standards require that we plan-and perform the audit to oblain reasonable assurance about
whether the Ninancial statements are free ol 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 principles used and significant estimates made by management, as well as evaloating
the overall financial statement presentation. We believe thal our audits provide a reasonable basis for our
opinion.

As described in Note 2 to the slatutory-basis financial statements, the Company has prepared these financial
statements in conlormity with the accounting practices prescribed or permitted by the Commonwealth of
Pennsylvania Insurance Department, which is a comprehensive basis of accounting other than accounting
principies generally accepted in the United States of America. The effects on the financial statements of the
vanances betwceen the accounting practices prescribed or permitied by the Commonwealth of Pennsylvania
Insurance Department and accounting principles generally accepted in the United States of America, although
nol reasonably determinable, are presumned to be material.

In our opinion, because of the effects of the differences between the two bases of accounting referred to in the
preceding paragraph, such financial statements do not present fairly, in conformity with accounting principles
generally accepted in the Uniled States of America, the assets, liabililies, capital and surplus of AmeriHealth
HMO, Inc. as of December 31, 2003 and 2002, or the results of its operations or ils cash flows for the years
then ended. '

However, in our opinion, such financial statements present fairly, in all material respects, the admitted assets,
liabilities, capital and surplus of AmeriHealth HMO, Inc. as of December 31, 2003 and 2002, and the results
of its operations and its cash flows for the years then ended, on the basis of accounting described in Note 2.

Qur audits were conducted for the purpose of forming an opinion on the basic statutory-basis financial
statemenls laken as a whole. The supplemental summary investment schedule and the supplemental schedule
of investment risk inlervogatories as of and for the year ended December 31, 2003, are presenled for
complying with the National Association of Insurance Commissioners’ instructions 1o Annual Audited
Financial Reports and are not a required part of the basic statutory-basis financial statements. This additional

Member of
Deloitte Touche Tohmatsu

1IBC 00093



information is the responsibility of the Company’s management. Such information has becn subjected to the
auditing procedures applied in our audits of the basic statutory-basis [financial statements and, in our opinion,
is fairly stated in all material respects when considered in relation to the basic Statutory-basis financial
staternenis taken as a whole,

March 22, 2004
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AMERIHEALTH HMO, INC.

STATEMENTS OF ADMITTED ASSETS, LIABILITIES, CAPITAL AND SURPLUS—

STATUTORY BASIS
DECEMBER 31, 2003 AND 2002
(Dollars in Thousands, except for per share data)

ADMITTED ASSETS

Cash and short-termn investments
Investments;
Bonds
Receivables:
Accident and health premiums due and unpaid
Amounis reccivable relating to uninsured accident and health plans
Amounts recoverable from reinsurers
Investment income due and accrued
Health carc receivables
Amounts due from parenl, subsidiaries, and affiliates

Total receivables

Investment in subsidiarics
Other assels

TOTAL ADMITTED ASSETS

LIABILITIES, CAPITAL AND SURPLUS

LIABILITIES:
Claims unpaid
Unpaid claims adjustment expenses
Aggregate policy rescrves
General expenses due or acerued
Federal income 1ax payable
Premiums received in advance
Amounts due lo parent, subsidiaries, and affiliates
Amounts withheld or retained for the account of others
Liability for amounts held under uainsured accident
and health plans

Toltal liabilities

COMMITMENTS AND CONTINGENCIES (Note 6)

CAPITAL AND SURPLUS:
Common stock $400 par value; 1,000 shares authorized,
1ssued and oulslznding
Gross paid-in and contributed surplus

Unassigned surplus
Total capital and surplus

TOTAL LIABILITIES, CAPITAL AND SURPLUS

Sce notes lo statulory-basis {ipancial stalemenls.

2003 2002
$ 309 $ 5825
150,127 118,455
7,900 9,227
966 593
189
1,807 1,525
8,585 5,248
976 1,472
20,234 18,254
399,053 344,943
26,302 32,208
$ 598809 § 519,685
$ 93087 § 94962
3,338 3,080
16,869 2,542
9,858 9,350
6,832 969
10,414 6,817
8,898 5,524

843
1,197 480
151,336 123,724
400 400
221,952 221,952
225,121 173,609
447,473 395,961
$ 598,809 $ 519,685
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AMERIHEALTH HMO, INC.

STATEMENTS OF OPERATIONS—STATUTORY BASIS

YEARS ENDED DECEMBER 31, 2003 AND 2002
{Dollars in Thousands)

REVENUE:
Net premim income
Change in unearned premium reserves

Total revenues
UNDERWRITING COSTS:
Medical and hospital expenscs

Claims adjustment expenses (includes cost containment
expenses of $15,993 and $13,066, respectively)

General admmistrative cxpenses
Increase in reserves for health coniracts
Total underwnting costs

NET UNDERWRITING GAIN

NET INVESTMENT INCOME EARNED
NET REALIZED CAPITAL GAIN (LOSS)

INCOME BEFORE FEDERAL INCOME TAXES

FEDERAL INCOME TAX EXPENSE

NET INCOME

See notes to statutory-basis financial staternents.

2003 2002
$ 688,658  $ 645421
234 t3))
688,892 645,340
602,902 573,897
19,704 18,383
48,139 49,638
14,500
685,245 641,918
3,647 3,422
42,303 35,627
656 (1,084)
46,606 37,965
9,309 4,768
$ 37297 § 33,197
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AMERIHEALTH HMO, INC.

STATEMENTS OF CHANGES IN CAPITAL AND SURPLUS—STATUTORY BASIS

YEARS ENDED DECEMBER 31, 2003 AND 2002

(Dollars in Thousands)

BALANCE, BEGINNING OF YEAR
Net income
Dividends to stockholder
Net unrealized capital gains
Change in nel deferred income taxes
Other losses in surplus (amertization of goodwill)

Change in non-admitted assets

BALANCE, END OF YEAR

Sec notes 1o statutory-basis financial stalements.

2003 2002
$395961  $ 391,663
37,297 33,197
(35,000) (30,000)
90,352 20,008
5,380 2,001
(10,700) (17,709)
(35,817) (3,199)
$447473  $395961
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AMERIHEALTH HMO, INC.

STATEMENTS OF CASH FLOWS—STATUTORY BASIS
YEARS ENDED DECEMBER 31, 2003 AND 2002
(Dollars in Thousands)

CASH FROM OPERATIONS:
Premiums and revenues collecled
Claims and claims adjustment expenses paid
Gencral administrative expenses paid

Cash provided (used) by underwriting

Net investmenl income
Federal income taxes (paid) recovered

Net cash lrom operations

CASH FROM INVESTMENTS:
Proceeds (rom investmenis sold, matured or repaid

Cosl of investmenls acquired

Net cash from investmenis

CASH USED BY FINANCING AND MISCELLANEQUS
SOURCES:
Nel transfers from parent, subsidiaries, and afliliates
Dividends to stockholder
Other cash (used) provided

Net cash used by financing and miscellaneous sources

NET CHANGE IN CASH AND SHORT-TERM
INVESTMENTS

CASH AND SHORT-TERM INVESTMENTS,
BEGINNING OF YEAR

CASH AND SHORT-TERM INVESTMENTS, END OF YEAR

See notes 1o slatutory-basis financtal statements.

2003 2002
$708,034  $646,842
(619,776)  (567,240)
(64,344) (47,201)
23,914 32,401
39,993 35,419
(6,093) (3,420)
57,814 64,400
115,631 65,498
(145817)  (104,868)
(30,186) (39,370)
3,869 3,400
(35,000) (30,000}
771 (402)
(30,360) (27,002)
(2,732) (1,972)
5,825 7,797
$ 3093 § 5,825
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AMERIHEALTH HMO, INC.

NOTES TO STATUTORY-BASIS FINANCIAL STATEMENTS
YEARS ENDED DECEMBER 31, 2003 AND 2002
{Dollars in Thousands)

1. ORGANIZATION AND OPERATIONS

AmeriHealth HMO, Inc. (the “Company™) is a licensed health mainienance organization writing
business in the states of Delaware, New Jersey and Pennsylvania. The Company 15 domiciled in the
Commonwealth of Pennsylvama.

The Company is a federally qualified health maintenance organization under Title XIII of the Public
Health Service Act. The Company is a wholly owned subsidiary of AmeriHealth Integrated Benelils,
Inc. (*AIB"), which is a wholly owned subsidiary of AmeriHealth, Inc., a Pennsylvania Holding
Company. The Company’s ultimate parent is Independence Blue Cross ("IBC™).

The Company underwrites group health insurance coverage. The Company also offers minimum
premium arrangements or cost plus contracts for certain groups. In those instances, the underwriting risk
is shifled to the self-funded groups and the Company acls as a third-party administralor.

2. SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation—The Company’s statutory financial statements arc presented on the basis of
accounting practices prescribed or permitied by the Commonwealth of Pennsylvania Insurance
Department (“PID"). Effective January 1, 2001, the PID required that insurance companies domiciled in
the Commonwealth of Pennsylvania prepare their statutory-basis financial statemenls in accordance with
the National Associalion of Insurance Commissioners’ (“NAIC™) Accounting Praclices and Procedures
Manuval—Version effective January 1, 2001 (“NAIC SAP"). Accordingly, the admitted assels, liabilities,
capilal and surplus—statutory basis of the Company as of Decemnber 31, 2003 and 2002, and the results
ol its operations—slatulory basis and its cash flows—statutory basis for the years then ended have been
determined in accordance with these accounting principles. In addition, the Commissioner of the PID
has the right to permit other specific practices that may deviate from prescribed practices (see Permitted
Practices below).

Accounting practices and procedures of the NAIC as prescribed or permitted by the PID comprise a
comprehensive basis of accounting other than accounting principles generally accepted in the United
States of America (“GAAP”). The more significant differences are as follows:

(3} Investments in bonds are generally carried at amortized cost, while under GAAP, they are carried at
either amortized cost or fair value based on their classification according lo the Company’s ability
and inlent to hold or frade the securities;

(b) Investments in common slocks are valued as prescribed by the Securities Valuation Office of the
NAIC, while under GAAP, common stocks are reported at market value;

{c) NAIC SAP requires an amount 10 be recorded for deferred taxes; however, there are limitations as

to the amount of deferred tax assets that may be reported as “admitted assets,” while under GAAP
there are no limitations as to thc amount that may be reported as assets;
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(d) Assels are rcported under NAIC SAP at “admitied-asset” value and “non-admitted” assels are
excluded through a charge against surplus, while under GAAP, “non-admilted assets” are reinstated
lo the balance sheet, net of any valuation allowance;

(¢} Comprehensive income and ils components are not presenled in the statutory financial statements;

(f) Subsidiarics are included as common stock carried under the equity method, with the equity in net
income of subsidiaries credited directly to the Company’s surplus for NAIC SAP, while GAAP
requires cither consolidalion or the equity of net income of subsidiarics to be credited to the income
statement; and

(g) Goodwill under GAAP is calculaled as the difference between the cost of acquiring the entity and
the fair value of the assets received and liabilities assumed. Under NAIC SAP, goodwill is
calculated as the dilference between the cost of acquiring the entity and the reporting entity’s share
of the historical book value of the acquired entity. However under NAIC SAP, the amount of
goodwill recorded as an “admitted asset” is subject to limitations.

Permitted Practices—The Company prepares its statutory financial statements in accordance with the
accounling praclices prescribed or permitied by the PID. Prescribed statutory accounting practices
include a variety of publications of the NAIC, as well as state laws, regulations and general
administrative rules. Permitied statutory practices encompass all accounting practices nol so prescribed.

In 2002, the Company reccived written approval from the PID to admit, for statutory purposces,
additional goodwill related to the purchased of Pennsylvania Blue Shield’s interest in Keystone Health
Plan East, Inc. ("KHPE"), which treatment differs from the prescribed slatutory accounting practices.
Statutory accounting practices prescribed by the PID limit admitted goodwill to 10% of the adjusted
capital and surplus of an insurer, as reporied i its preceding Annual Statement. As of December 31,
2002 this permitted practice increased slatutory capital and surplus by $18,194, over what it would have
been had prescribed accounting practices been followed.

As of December 31, 2003, the Company did not renew its permitted practice with the Pennsylvania
Insurance Department.

The Company received written approval from the PID to include in its valuation of investment in KHPE,
for statutory purposes, a surplus note issued by KHPE, which treatment differs from the prescribed
statutory accounling practices. Statutory accounting practices prescribed by the PID do not allow the
insurer lo include surplus noles in valuing its investment in a subsidiary. As of December 31, 2003 and
2002, this permitted practice increased statutory capital by $40,000 over what it would have been had
prescribed accounting practices been followed.

Cash and Short-Term Investments—The Company considers all highly liquid securities with original
maturities of three months or less when purchased to be cash equivalents. Shori-term investments
include money market instruments.

Bonds—Bonds are stated at amortized cost or at values prescribed by the NAIC. Interest is recognized
on the accrual basis. Realized capital gains and losses are calculated using the specific cost of the
investments sold.

Preferred Stocks—Preferred stocks are slated at cost, lower of cost or amortized cost, or NAIC market
values depending on the assigned credit rating and whether the preferred stock has mandatory sinking
fund provisions.
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Uninsured Accident and Health Plans—Under certain contracts, (he Company provides administralive
services (o large group employers that maintain sell-funded health plans. The Company provides these
groups wilh claims processing, administration, utilization management and other relaicd services. The
Company assumes no underwriting risk under these arrangements. For Administrative Services Contracl
arrangements, revenue is based on administrative fees and is recorded as earmed on an accrual basis.
These administrative fees of $652 and $502 are nctted against General administrative expenses in the
stalement of operations - statutory basis for 2003 and 2002, respectlively. Receivables from sell-funded
groups are recorded for amounts due to the Company for known claims which have been paid to
providers on behall of the groups. Medical and hospital costs under such amangements were
approximately $4,821 and $4,364 for 2003 and 2002, respectively. For Administrative Services Only
arrangements, net reimbursement for administrative expenses in excess of actual expenscs were $1,844
and $2,183 in 2003 and 2002, respectively. Medical and hospital costs under such arrangements were
approximalely $13,386 and $11,557 for 2003 and 2002, respectively.

Health Care Receivables—Health care receivables represent advances Lo providers.

Property and Equipment—Property and equipment are carried at cost less accumnulated deprectalion.
Depreciation on furniture and fixtures is calculated based on the straight-linec method over the eslimated
useful lives of the assels, which range from three to ten years. The Company provides for amortization
of lcasehold improvements using the straight-line method over the Jesser of the useful life of the asset or
the remaining original lcase term. Maintenance and repairs arc charged to cxpense as incwred. At
December 31, 2003 and 2002, most of the property and equipment is either fully depreciated or
nonadmitied under statulory accounting principles. Depreciation and amortization expense related to
property and equipment and building improvements was $218 and $321 for the yecars ended December
31, 2003 and 2002, respectively.

Goodwill—Goodwill is being amortized on a straight-linc basis over the expected period of benefit,
which is ten years. Amortization of goodwill was $10,700 and $17,709 for the years ended December
31, 2003 and 2002, respectively. Goodwill is recorded as an “admitted asset” in the slalements of
admittcd assets, liabililies, capital and surplus-—slatutory basis in Other assets and has been detenmined
in accordance with NAIC SAP and permitted praclices guidance (see Permiited Praclices above). The
Company analyzes the carmrying value of its recorded goodwill annually or when cerlain facls or
circumstances indicate that the carrying value may be impaired. The review includes an assessment of
cash flow projections and other factors the Company believes are relevant. The Company has concluded
that there is no impairment to the carrying value ol its recorded goodwill as of December 31, 2003.

Claims Unpaid—Claims unpaid include amounts for known reported claims and an amount, based on
past experience, for losses incurred but not reported. Such Hhabilities are necessarily based on
assumptions and estimates and while management believes the amount is adequate, the ultimate hability
may be in excess of or less than (he amount provided. The methods for making such estimates and for
establishing the resulling liability arc continually reviewed and any adjustments are reflected in the
period determined.

Aggregate Policy Reserves - Aggregate policy reserves represent uneamed premium reserves of $2,369
and $2,542 at December 31, 2003 and 2002, respectively, and a premium deficiency reserve related to
the Company's Commercial HMO line of business of $14,500 and 30 at December 31, 2003 and 2002,
respectively. The premium deficiency reserve was established in 2003; the related charge was included
in Increase in reserves for accident and health contracts in the statement of operations-statutory basis
for the year ended 2003.
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Net Premium Income—Membership contracls arc generally established on a yearly basis subject to
cancellation by the cmployer group upon thirty days written notice. Premiums arc due monthly and are
recognized as revenue during the penod in which the Company is obligated lo provide services to
members. The uncamned portion of premiums for a coverage period is recorded in the statement of
admitied assels, liabilities, capital and surplus—statulory basis as Aggregate policy reserves and later
reported as premium income when eamed.

Income Taxes—The Company has an intcrcompany federal tax shaning agreement with IBC whereby it
calculales its Laxes as if it filed its return on a separate company basis and records amounts due to or
receivabie from IBC for such calculated amounts. The Company is also subject to state and local taxes
on a sland-alone basis. Stale and local taxes incurred are included in Generaf administraiive expenses in
the statements of operations—statutory basis for the years ended December 31, 2003 and 2002.

Fuair Value of Financial Instruments—The following methods and assumplions were used by the
Company in estimating its fair value disclosures for financial instruments:

(a) Cash and Short-Term investments—The carrying amounts for these instruments approximale their
fair values.

(b) Bonds—The fair values for bonds are based on quoted markel prices.
{c)} Preferred Stocks—The fair values for preferred stocks are based on quoted market prices.

(d) Affiliated Common Stocks—The fair values of affiliated common stocks (fnvestment in
subsidiaries) arc based on the Company’s ownership portion of respective sccurities stockholders’

equity.

Recent Acconnting Pronouncemenis—In June 2002, the NAIC adopted SSAP No. 85, Claim
Adjustment Expenses, Amendments (o SSAP No. 55, Unpaid Claims, Losses, and Loss Adjusiment
Expenses. This stalement subdivides claim adjustment expenses for accident and health reporting entities
and managed care reporting entities into cost conlainment expenses and other claim adjustment
expenses, and provides examples of those expenses. This statement is effective for years ending on or
after December 31, 2003. The Company has included cost containment cxpenses of $15,993 and
$13,066, respectively within Claim adjustment expenses for the years ended December 31, 2003 and
2002.

In May 2002, the NAIC adopted SSAP No. 86, Accounting jor Derivatives and Hedging Activities
(“SSAP 86™). This statement supercedes the provisions of SSAP No. 31, Derivative Instruments, and
establishes specific critena for hedging transactions to be considered highly effective. SSAP 86 requires
derivatives that meel the criteria of a highly elfective hedge to be valued and reported in a manner that is
consistent with the changes in the carrying value or cash flow of the hedged item. Dernivalive instruments
that do not meet, or no longer meet, the criteria of an effective hedge are 10 be accounted for at fair
value, with the changes in fair value recorded as unrealized gains or unrealized losses. SSAP 86 is
effeclive for derivative transactions entered into or medified on or after Yanuary 1, 2003. Implementation
of this slatement on January 1, 2003 did not have a maierial impact on the Company’s financial
slatements.

In September 2002, the NAIC adopled SSAP No. 87, Capitalization Policy, An Amendment to SSAP

Nos. 4, 19, 29, 73, 79 and 82. This slatcment requires thal a predefined threshold be established for
capilalization of certain asscls, and that any purchase that does not meet that predefined threshold be
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expensed. This stalement is effective for years beginning on or afler January 1, 2004. Implementation of
this statement is not expecled to have a material impact on the Company’s financial statements.

In December 2003, the NAIC adopled SSAP No. 89, Accounting for Pensions, A Replacement of SSAP
No. 8. This statement eslablishes slatutory accounling principles and related reporting for employers’
pension obligations and supersedes the conclusions reached in SSAP No. 8, Pensions, which concluded
that an additional minimum liability shall be recorded as a component of statutory income. SSAP No.
89 concludes that an additional minimum liability shall be reported as a component of unassigned funds
(surplus), net of any tax benefits that result from considering such losses as temporary differences for
purposes of applying the provisions of SSAP No. 10, Jncome Taxes. Implementation of this stalement
on December 31, 2003 had no impact on the Company’s financial statements.

Use of Estimartes—The preparation of financial slatements in conformity with statutory accounting
principles requircs management to make estimates and assumptions that affect the reported amounts of
admitted assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the period. Actual results
could differ from those estimates.

Reclassification—Certain prior year amounts have been reclassified to conform to the current year's
presentation.

INVESTMENTS

The cost or amortized cosl and estimated market value of investments at December 31, 2003 and 2002
are as follows:

2003
Costor Gross Gross Estimated
Amorized Unrealized Unrealized Market
Cost Gains Losses Value
U.S. Treasury Sccurities and obligations
of U.S. Government corporations
and agencies 3 80,313 § 982 I (456) $ 80,839
Corporate debt sccurities 61,852 3,394 65,246
ARM Fund 7,962 {21) 7,941
Total bonds '$150,127 34,376 3477 $ 154,026
2002
Costor Gross Gross Estimated
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
U.S. Treasury Securilies and obligations
of U.S. Government corporations
and agencies $ 48,221 £2.210 $ - 3 50,431
Corporate debt securities 47,753 1,759 49,512
ARM Fund 22,481 78 22,559
Total bonds $118455 $4,047 Ny - $122,502
-11 -
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The amorlized cost and estimated market value of debt securities af December 31, 2003, by contractual
maturity, arec shown below. Actual maturities may differ from contractual maturities bccause borrowers
may have the right to call or prepay obligations with or without call or prepaymenl penaltics.

Estimated

Amortized Market

Cost Value
Due within 1 year or less 3 16,721 3 17,052
Due after 1 year through 5 years 49,975 51,218
Due after 5 years through 10 years 62,430 64,803
Due after 10 years 21,001 20,953
Total § 150,127 $ 154,026

Gross realized capital gains and losscs from sales of investments for the year ended December 31, 2003
were as follows:

2003 2002
Realized gains ¥ 1,904 £ 322
Realized Josses (1,248) (1,406)

3 656 $(1,084)

Proceeds from the sale or maturity of bonds were $115,59] and $64,870 during 2003 and 2002,
respectively.

In order to comply with statulory requirements, the Company has placed on deposit wilh three state
insurance departments, investments with a markel value of $62,658 and $56,619 at December 31, 2003
and 2002, respectively. These amounts are included in Cask and Short-Term Investments and Bonds in
the statements of admitted assets, liabilities, capital and surplus—statutory basis at December 31, 2003
and 2002.

INCOME TAXES

The Company joins IBC and its other cligible domestic subsidiaries in the filing of a consolidated
federal income tax return and is party to a federal income tax sharing agreemenl. Under the tax shanng
agreement, the Company pays to or receives from IBC the amount, if any, by which the group’s federal
income tax liability was affected by virtue of inclusion of the Company in the consolidated federal
return. Effectively, this resulls in the Company’s annual income tax provision being computed, with
adjustments, as if the Company filed a separate return.

The Company’s federal income tax return is consolidated with the following entilies:

Independence Blue Cross

AmenHealth Administrators, Inc.

AmerniHealth Casualty Insurance Company
AmeriHealth Health Plan, Inc.

AmeriHealth Insurance Company of New Jersey
AmernHealth Integraled Benefits, Inc.

-12-
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AmeriHealth Integrated Case Management, Inc.
AmeriHealth Inlegrated Workers® Compensation Case Management, Inc.
AmeriHealth of Flonda, Inc.

AmeriHealth Services, Inc.

AmeriHealth, Inc.

CompServices, Inc.

Corcell, Inc.

CSI Scrvices, Inc.

HCDV, Inc.

HCS, Inc.

Healthcare Delaware, Inc.

Independence Healthcare Management, Inc.
Independence Holdings, Inc.

Independence Insurance, Inc.

Keystone Benefits, Inc.

Keystone Health Plan East, Inc.

Keystone Health Systems, Inc.

New Seasons Assisted Living Communities, Inc.
QCC Insurance Company

The AmcriHealth Agency, Inc.

Vista Health Plan, Inc.

The components of current income tax expense are as follows:

2003 2002
Federal $9,309 $4768
Foreign - -
Federal and foreign income taxes $9,309 $4,768

The provision for federal and foreign income taxes is different from that which would be cobtained by
applying the statulory federal income tax rate to income before income laxes. The significanl ilems
causing this diflerence are as follows:

2003 2002
Provision computed at statutory rate % 16,312 $ 13,288
Dividend received deduction (12,250) (10,500)
Other (132) 2n
Total $ 3,930 $ 2,767
Federal and foreign income taxes $ 9,309 3 4,768
Change in net deferred income laxes (5,680) (2,001)
Total statulory income laxes 3 3,629 T 2,767

-13-
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‘The components of the net deferred tax asset (liability) are as follows:

Total deferred tax assels {admilted and nonadmitted)
Tolal deferred tax liabilities

Net deferred (ax asset -
Total deflerred 1ax assels nonadmilted

Net admitted deferred tax asset

Decrease in deferred tax assets nonadmitied

December 31,

2003 2002
$8152  $3,240
(110) (37)
8,042 3,203
(410) (442)

$ 7,632 $ 2,761

$ (32) $ (442)

The net deferred tax asset is included in Gther assets in the statements of admitted assets, liabilities,

capilal and surplus—slatulory basis at December 31, 2003 and 2002.

“The tax effects of temporary differences that give nise Lo significant portions of the deferred tax assets

and deferred tax liabilities are as follows:

Deferred iax asscls:
Discounting of unpaid losses
Change in unearmned premium reserve
Bad Debt
Pension and postretirement bencfits
Disallowed capilal loss
Premium Deliciency Reserve
Unrealized loss on investmenls
Fixed assets
Other

Total deferred tax assels (admitted and nonadmitted)
Total deferred ax assels nonadmitted

Admitted deferred tax assels

Deferred tax liabilities:
Other

Net admitied deferred tax asset

-14-

December 31,

2003 2002

5 849 ¥ 999

895 653
430 153
190 161
150 379

5,075 -

27 568
190 193
295 133

8,151 3,239

(410) (442)

7,741 2,797

(110) 37

$ 7,631 $ 2,760
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The change in net defcrred income taxes is composed of the following:

Becember 31, December 31,

2003 2002 Change
Total deferred tax assets (admitted
and nonadmiticd) - $8,152 § 3,240 $4,912
Tolal deferred tax liabilities (119) (37 (3
Nel delerred tax asset ¥ 8,042 £3,203 % 4,839
Tax effcct of unrealized gains (losses) 541
Change in net deferred income taxes 55,380

EMPLOYEE RETIREMENT BENEFITS

The Company has noncontributory defined benefit pension plans, qualified and supplemental plans for
the benefit of all its employees maintained by IBC. IBC’s funding policy is lo contribute annually the
maximum amount that can be deducted for federal income tax purposes. The Company is ailocated its
share of the annual pension cost by IBC, based upon the Company’s employces. Benefits arc based on
the employec’s years of service and compensation during the years preceding retirement.

In addition to the pension benefits, the Company provides certain health care and life insurance benefits
through a postretirement plan maintained by IBC. Under the current program, substantially all of the
Company’s employees may become ehgible for these benefits if they are working for the Company
when they reach age 55 and have completed at least 10 years of service. Therefore, the Company begins
accruing an obligation for active participants at the later of age 45 or date of hire. The Company is
allocated its share of the annual postretirement cost by IBC, based upon the Company’s employees.

The amount of pension expense charged by IBC was $455 and $429 for 2003 and 2002, respectively.
The amount of postretirement benefit expense charged by IBC was $204 and $75 in 2003 and 2002,
respectively. N

The Company’s employees also partictpate in a 401(k) savings plan which is maintained by IBC and is
available to all full-time employees. The Company contributes 50% of a participant’s contribution up {o
the first 6% of a participant’s compensation. The Company’s savings plan contribution was $226 and
$233 1n 2003 and 2002, respectively.
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COMMITMENTS AND CONTINGENCIES

The Company Icases officc space under multiple lease agreements that expire tn 2006 and 2008. The
leases require the Company to pay a proportionale sharc of operaling expenscs and taxes for the icased

property.

Total future mimmum lcase payments al December 31, 2003 are as follows:

Facilities Equipment Total
2004 564 75 639
2005 568 62 630
20006 254 28 282
2007 152 152
2008 and thercafier 38 - 38

$1,576 $ 165 $ 1,741

Tolal nel rental expense amounted to $851 and $852 for 2003 and 2002, respectively.

Litigation—1n the course of ordinary business, the Company is involved in and is subjecl lo claims,
contractual disputes and other uncertainties. In the opinion of management, alter consultation with legal
counsel, the ultimate disposilion of these matters will not have a matenial adverse eifect on the
Company’s financial condition or results of operations.

DISCLOSURE OF CERTAIN RISKS AND UNCERTAINTIES

The Company’s operalions are concentratled in New Jersey and Delaware. As such, regional economic
issues are imporlant. The Company’s products are highly regulated by the respective state insurance
departments and the Pennsylvania Depariment of Health and Public Wel(are. These departments must
approve rales and policy forms.

The Company considers laclors such as rate adequacy, regulatory climate and economic factors in ils
underwriting process. However, unfavorable developmenls in these factors could have an adverse
1mpact on the Company’s financial condition or results of operations.

REINSURANCE AGREEMENTS

Under the terms of the Company’s reinsurance agreements with Allianz Life Insurance Company of
North Amenca and Zurich American Insurance Company, the Company is reimbursed 50% to 90% of
covered medical services dependent upon the provider and procedure, after a $100 deductible per
member per calendar year with a maximum lifetime payment up to $2,000 per member. Premiums paid
for reinsurance coverage were $2,013 and $2,078 in 2003 and 2002, respectively. Amounts recoverable
under reinsurance agreements were $0 and $189 at December 31, 2003 and 2002, respectively.

The Company also cedes reinsurance premiums to AmeriHezlth Insurance Company of New Jersey, an
affiliate, for self-referred covered services incurred under the Company’s point of service plans sold to
New Jersey members. Reinsurance premiums under this agreement were $7,659 and $6,190 in 2003 and
2002, respectively. There were no amounts of reinsurance recoverable under this agreement recorded at
December 31, 2003 and 2002,
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10.

MEDICAID JOINT VENTURES

"The Company’s affiliatc, AmeriHealth Case Management, Inc,, is a2 50-50 partner in the joint venture
AmenHcalth Mercy Health Plan (Ihe “Medicaid Joint Venture”). The Medicaid Joint Venture provides
medical services (o certain persons eligible for participation in the Pennsylvania Medical Assislance
Program pursuant to agreements with the Pennsylvania Department of Welfare. Under the terms of the
agreements, the capitation payments reccived by the Company are remilted to the Medicaid Joint
Venture and it is the responsibility of the Medicaid Joint Venture, through its providers, to provide
defined program benefits. The slatements of operations—statutory basis include the following activity
related to the agreements for the years ended December 31, 2003 and 2002:

2003 2002
Net premium income $ 196,353 $ 163,426
Medical and hospilal expenses (196,353) (163,426)
Nel income 5 - $ -

The accompanying financial statements do not include any liabilities for outstanding claims under this
program.

RELATED PARTY TRANSACTIONS

The Company was provided by, and did provide, certain affiliates with management and administrative
services during the year. The lollowing table summarizes the amounts due from (to) parent, subsidiaries
and affiliates at December 31, 2003 and 2002:

2003 2002
Due From Due To Due From  Due To
BC 5- 3 (516) 3 - 12,135
Healthcare Delaware, Inc. - - - -
AmeriHealth, Inc. - (81} - (o1
AmeriHealth Insurance Company - - - -
of New Jersey - {182) - (447}
AmeriHealth Insurance Company - - 760 -
KHPE - (7,488) - (2,050)
Independence Healthcare - - - -
Management, Inc. - (462) - (347)
QCC Insurance Company 208 - - -
AmernHealth Administrators, Inc. 104 - 89 -
AmeriHealth Mercy Health Plan - {169) - (454)
Kentucky Mercy Health Plan _ 664 - 623 -
Total $ 976 $ (8,898) $ 1,472  §(5,5249)
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11.

12

The following fable summarizes the amounls charged (from) to affiliates for the years ended
December 31, 2003 and 2002:

2003 2002

IBC $(18457) ${18,128)
AmeriHealth inc. 770 (140)
AmenHealth Insurance Company of New Jerscy (3,587) (7,252)
AmeriHealth Administrators, Inc. 918 754

KHPE (2,516) (1,898)
Independence Healthcare Management, Inc. 9,419) (7,170)
Total $(37,291) 5 (33,834)

See also Notes 4, 5, 8,9 and 11.

INVESTMENTS IN AFFILIATES

The Company owns 130% of the outstanding common stock of KHPE al December 31, 2003 and 2002.

Summary financial dala for KHPE is as follows (dollars in thousands):

2003 2002
Assels $1,185,078 $ 1,066,869
Liabilitics 786,025 721,926
Net income 91,754 45,788

SURPLUS AND DIVIDEND RESTRICTIONS

Under applicable stale laws and regulations, the Company is required 1o mainiain minimum capital and
surplus delermined in accordance with statulory accounting principles. In addition, statulory regulations
limit dividend payments by the Company. The dividend restrictions are generally based on statutory
income and on certain Jevels of surplus as determined under statulory accounling principles which also
require the direct approval of regulatory authorities for any proposed “extraordinary dividend,” as
defined. The Company paid a dividend of $35,000 and 330,000 to its parent in 2003 and 2002,
respeclively. The amount available for the payment of dividends in 2004 is limited to the greater of 10%
of year-end 2003 statutory surplus or 2003 statutory net income. Based on Lhis restriction, $44,747
would be available to pay dividends in 2004.
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13. CLAIMS UNPAID

2003 2002

Balance, January 1 $ 94,962 $ 71,147
Incurred related to:

Current year ' 632,779 586,551

Prior years (29,877) (12,654}

Tolal incurred 602,902 573,897
Paid related to;

Current year (551,602) (505,645)

Prior years (53,175) {44,437)

Total paid (604,777) (550,082)
Balance, December 31 ¥ 93,087 ¥ 94962

Medical and hospital expenses for prior years decreased by a tolal of $29,877 in 2003 and £12,653 in
2002 because of lower than anlicipated claims cosls.

L B A O
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AMERIHEALTH HMO, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA—STATUTORY BASIS
SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

{Dollars in Thousands)

Gross Admilled Assets as
Investment Reported in the

Invesiment Categories Holdings* Annual Statement
Bonds:
U5 treasury securitics 1 18,046 - 18,046

U.S. povernment agency and corporate obligations (excloding mongage-tacked securitics):
Issued by 1.5, povernmenl agencics ’
Issued by LS. povemmeol-sponsorcd agencies 42 606 42,606
Forrign govermment {including Canada, excluding morgage-backed scowites)
Securifics ixsucd by states, lemitoncs and possessions and political subdivisions
nthe US:
Sote, wmitory and p ! 1 ohligaty 192,661 19,651

Political subdivisins of stales, Lomitories and possessions amd political subdivisions
zencral obligabons

Revenue and asscssment obligations

Industriat development and similar ebligations

Mongage-tacked secunoes {meludes residental and comenercial MBS):
Pats-thmpugh seruribics:

Guaraniced by GNMA

Lssued by FNMA and FHILMC

Privarcly isued

CMOs and REMICs:
ssued by FiNMA and FHLMC
Privately issued and colatcnlized by MBS issued or guannteed by GNMA, FNMA, FHLMC

Al oiber privately tsued

Other debt and other fixed income scoumities (excludng short term):
Unaffiliated demestic soeamilics (includes ceedit enant boans ralzd by the SY0) 69,814 69,814
Unaffiliated forcign scomities

Afflised securites

Eqaty inlerests;

Tnvestrnents in ol fimds

Preferred slocks:
Affitialcd
Unaffiliated

Publicly traded cquity sceuritics (excluding prefared stocks):
Afiliated
UnafElaled

Oher equity sccuritres:
Affiliated 399,053 192,053
LnafMiljated

Other equity intercsts mcluding tangible personal property under bease:
Afhhaled
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AMERIHEALTH HMO, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA—STATUTORY BASIS
SUMMARY INVESTMENT SCHEDULE

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

(Dollars in Thousands)

Gross Admitted Assets as
Invesiment Reported in the
Investment Categories oldings®  Annual Statement

Mortgape loans:
G tion and land develog

Apriculhoal

Single lamily residential propertics
Multifamily rcsidenbial properties
Comancreial boans

Real estair ipvestments:
Property occupied by company
Property held for production ef income
Propesty held for ale

Collateral Toans

Palicy koans

Rexeivables for securitics

Cash and short: Lenn investments 3.093 3,093

Wrile-in for invested asscls —_— —_—

Tobl invested assels 8552373 §$552213

* Gross Investment Holdings as valued in compliance with NAIC Accounting Practices and Procedures
Manual.
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AMERIHEALTH HMO, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA - STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

{DOLLARS IN THOUSANDS)

The Company's total admitied assels as reported in the statement of admitted assels, liabilities, capital and
surplus—siatutory basis are $598,809 at December 31, 2003.

1. The 10 largest exposures lo a single issuer/borrowerfinvestment, by investment category, excluding:
() U.S. governmenl, U.S. government agency securities and those U.S. Govemment money market
funds listed in the Appendix to the SVO Purposes and Procedures Manual as exempt, (ii) property
occupied by the Company, and (ii1) policy loans at December 31, 2003 are as follows:

Percentage of

Investment Category Amount Admitted Assets
Keystone Health Plan East, Inc. g 399053 66.64 %
AMF Adjustable Rate Morigage Portfolio 7,962 1.33 %
Union Planters 5,498 0.92 %
Pemex Project Fdj 5,244 088 %
Maryland State Serial Ist-A 818 0.14 %
Chicago llinois Tran SR-B g14 0.14 %
Flordia Water Pollution Control 813 0.14 %
Musconetcong New Jersey Sewer 808 0.14 %
Connecticut State Serial D 805 0.13%
Kansas Development Finance Authornity 804 013 %

2. The amounts and percentages of the Company’s total admitted assets held in bonds and preferved stocks
by NAIC raling are as follows:

Percentage of

Bonds Amount Admitted Assets
NAIC-1 3 88,275 14.74 %
NAIC-2 11,055 1.85 %
NAIC-3 15,479 2.58 %
NAIC4 35,318 5.90 %
NAIC-5 0 %
NAIC-6 : ¢ %

3. The amounts and percentages of the Company’s total admitted assets held in foreign investments
(regardless of whether there is any foreign currency exposure) and unhedged foreign currency exposure
(defined as the slatement value of investment denominated in foreign currencies which are not hedged
by financial instruments qualifying for hedge), including (i} foreign-currency-denominated investments
of $0 supporting insurance liabilities denominated in that same foreign currency of $0 and excluding
(i1) Canadian investments and currency exposure of 30 at December 31, 2003 are as follows: None.

4. The amounts and percentages of the Company’s total admilted assets held in Canadian investments and
unhedged Canadian currency exposure, including Canadian currency denominated investments of $0
supperling Canadian-denominated insurance liabilities of 30 at December 31, 2003 are as follows: None.
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AMERIHEALTH HMO, INC.

SUPPLEMENTAL SCHEDULE OF SELECTED FINANCIAL DATA — STATUTORY BASIS
INVESTMENT RISK INTERROGATORIES

AS OF AND FOR THE YEAR ENDED DECEMBER 31, 2003

{DOLLARS IN THOUSANDS)

5. The aggregale amounis and percenlages of (he reporting cnlity’s lolal admitted assets held in
invesiments with contractual sales restrictions (defined as investments having restrictions thal prevent
investments from being sold within 90 days) al December 31, 2003 are as follows: None.

6. The amounts and percentages of admitted assels held in the largest 10 equily inlerests (including
investments in the shares of mutual funds, preferred stocks, publicly traded cquity securilies, and other
cquity securities, and excluding money market and bond mutual funds listed in the Appendix lo SVO
Practices and Procedures Manual as exempl or Class 1) at December 31, 2003 are as follows:

Invesiment Category Amount Admitted

Keystone Health Plan East, Inc. g 399,053 66.64 %

7. Nonaffiliated, privately placed equities (included in other equity securilies) and cxcluding sccurities
eligible for sale under (i} Securities Exchange Commission (SEC) Rule 144a or (ii} SEC Rule 144
without volume restrictions at December 31, 2003 totaled $0, which represents 0.0% of total admitted
assels.

8. The amounts and percentages of the reporting entity’s lolal admitled assels held in general partnership
inlerests (included in other equity securities) at December 31, 2003 are as follows: None.

9. The amounts and percentages of the reporting entity’s total admitted assels held in mortgage loans at
December 31, 2003 are as follows: None.

10. The amounts and percentages of the reporting entity’s total admitted assets held in cach of the live
largest investments in onc parcel or group of conliguous parcels of real estale, excluding property
occupied by the Company at December 31, 2003 are as follows: Nonc.

11. The amounts and percentages of the reporting entity's total admilted assets subjecl to Securities Lending
Agreements, Repurchase Agreements, Reverse Repurchase Agreements, Dollar Repurchase
Agreements, and Dollar Reverse Repurchase Agrecments are as follows: None

172. The amounts and percenlages of warrants not attached to other [inancial instruments, oplions, caps, and
floors at December 31, 2003 are as follows: None.

13. The amounts and percentages of potenlial exposure (defined as the amount determined in accordance
with the NAIC Annual Statement Instructions) for collars, swaps, and forwards at December 31, 2003 are
as follows: None.

14. The amounts and percentages indicated below of potential exposure (defined as the amount determined
in accordance with the NAJC Annual Statement Instructions) for futures contracts at December 31, 2003
are as follows: None.

15. The amounts and percentages of 10 largest investments included in the Write-in for Invested Assels
category on the Summary Investment Schedule as of December 31, 2003 are as follows: None.
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Deloitte.

1700 Markel Street
Philadelphia, PA 19103.3984
UsSA

Tel: +1 215 246 2300
Fax: +1 215 569 2441
wwnw deloitte.com

INDEPENDENT ACCOUNTANTS’ REPORT ON APPLYING AGREED-UPON
PROCEDURES

To the Board of Dircclors of
Independence Blue Cross
Philadelphia, Pennsylvania

We have performed the proccdures enumerated below, which were agreed to by Independence
Blue Cross angd subsidiaries (the “Company™), solely to assist the Company in complying with the
Health Plan Corporations Act, 40 P.S. 6101 ef seg. requirements of the Commonwealth of
Pennsylvania Insurance Law, which addresses the assessment of surplus levels maintained by the
Company as of December 31, 2003, as communicated 1o the Company in the January 5, 2004
letier received from the Pennsylvania Insurance Department (“PID”). The Company’s
management is responsible for compliance with those requirements. This agreed-upon
procedures engagement was conducted in accordance with attestation standards established by the
American Institute of Certified Public Accountants. The sufficiency of these procedures is solely
ihe responsibility of those parties specified in this report. Consequently, we make no
representation regarding the sufficiency of the procedures described below either for the purpose
for which this report has been requested or for any other purpose.

The procedures that we performed for Independence Blue Cross, QCC Insurance Company,
Keystone Health Plan East and AmeriHealth HMO, Inc. {the “Companies™) are described below
and relate lo the following statutory accounts and balances as of December 31, 2003:

Assets Liabilities Liabilities

Line 12.1 Line 8 Included in Line 4
Uncollected premiums

(Dollars in thousands) and agents' balances Premiums Uneamed

in the course Received in Premiuvm

Entity of collection Advance Reserves
Independence Blue Cross S 12,444 $ 33,629 \S 37,751
QCC Insurance Company 45,147 134,637 8,698
Keystone Health Plan East, Inc. 44,626 115,692 4,662
AmeriHealth HMO, Inc. 7,900 10,414 2,369
Totals $ 110,117 $ 294372 $ 53,480

IBC 00121
Member of

Deloitte Touche Tohmatsu



Accident and Health Premiums Due and Unpaid

1.

We obtained a summary frem the Companies of the components of the accounts
receivable balance thal comprise the uncollecled premiums and agents’ balances in the
course of collection line in the Annual Statement. The summary was formatted as
follows:

Gross Accounts Receivable

Less: unapplied cash

Less: non-admitted balances over 90 days

Less: other allowances for doubtful accounts in excess of 90 day non-admit
Plus/L.ess: any other misccllaneous debits or credits

Net Accounts Reccivable recorded on the General Ledger

We obtained a summary from the Companies of the general ledger accounts that
comprise the gross accounts receivable balance.

For the gross accounls receivable accounts included in the uncollected premiums and
agents” balances in the course of collection line itemn that are supported by one or more
detailed aging reports, we compared the account balance, per the general ledger, 1o the
aging reports, and noted that they were in agreement. We identified reconciling items
between each general ledger account and the related aging reports in excess of $500,000
and obtained a writien explanation supporting each reconciling ilem.

We summarized the aging by categories (e.g. 0-30 / 30-60 / 60-90 / 90+) for each of the
agmng reporls obtained in step 3,

For accounts receivable accounts included in the uncollected premivms and agents’
balances in the course of collection line item that were not supporied by a detailed aging
report, we compared the account balance, per the general ledger, to a supporting schedule
or reconciliation prepared by the Companies, and noted that they were in agreement. We
obtained an explanation from the Companies supporting why the receivable balance does
not have an aging report.

We obtained a detailed listing from the Companies of all credit balances recorded in each
accounts receivable account and compared it 1o the general ledger detail, and noted that
they were in agrcement.

We obtained a listing from the Companies of all unapplied cash account balances
included in the uncollected premiums and agents’ balances in the course of collection line
and identified the related accounts receivable account (from step 2 above) to which the
unapplied cash account related and compared the balances to the general ledger detail,
and noted that they were in agreement.

We compared the unapplied cash account balances to a detailed aging report or other
detailed listing that supported the balance recorded on the general ledger, and noled that
they were in agreement. We identified reconciling items between the detailed listing and
the general ledger balance in excess of $500,000 and obtained written explanations
supporling each reconciling item.
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9. We obtained a dctailed listing from the Companies of all debit balances recorded in each
vnapplied cash account and compared them to the general ledger detail, and noted that
they were in agreemenl.

10. We obtained a listing from the Companies of all non-admitied accounts receivable
balances included in the uncollected premiums and agents’ balances in the course of
collection line and compared non-admitted accounts receivable balances to the over 90
day amounts on the aging reports obtained in step #3 above or other supporting schedules
for additional non-admitted assets, and noted that they were in agreement.

11. We selected, on a haphazard basis, a sample of 20 individual receivables balances from
each system that generates an aging report and compared the balances to supporting
documentation to verify the accuracy of the aging, and noted that they were in agreement.
We compared the invoice date from the system 1o 2 supporting invoice and performed a
recalculation of the aging of the individual receivables, and noted that they were in
agreementl.

12. We obtained a summary from the Companies of any other bad debt reserve account
balances included in the uncollected premiums and agents' balances in the course of
collection Jine and compared it to the accounts receivable balance (from step #3) to which
the bad debt rescrve related, noting that the accounts were related.

13. For those accounts receivable accounts supported by a detailed aging report and 1o which
the Company applies a bad debt reserve percentage to each aging category, we
recalculated the bad debt reserve related to the respeclive aging calegory as a percent of
each aging category, and noted that the calculations were mathematically comrect.

14. For those accounts recetvable accounts not supported by a detailed aging report, we
obtained the related bad debt reserve methodology and compared the reserve amount to
supporiing documentation, and noted that they were in agreement.

15. Obtained a history from the Companies of write-offs per year as a percentage of each
accounis receivable balance for which there is an allowance for doubtful accounts in
excess of the over 90 day balance and compared that write-off percentage to the
percentage derived in step 13 as applicable, and noted that the calculalions were
mathematically correet,

Premiums Received in Advance / Unearned Premium Reserves

1. We obtained a summary from the Companics of the components that comprise the
accident and health premiums received in advance line and the unearned premium
reserves included in the aggregate health policy reserves Iine in the Annual Statement.

2. We obtained a summary from the Companies of general ledger accounts that are included
in the premiums received i advance line and the uneamed premium reserves included in
the aggregate health policy reserves line in the Annual Statement.

3. We compared the individual account balances to a detailed aging report or other detailed

listing that supports the balance recorded on the general ledger, and noted that they were
in agreement.

IBC 00123



4. We obtained a listing from the Companies of the accounis receivable accounts and the
premiums received in advance and the uneamed preminvm reserve accounts (hat relate to
the respective accounts receivable accounts, and noted the accounts were related.

5. We obtained a detail listing from the Companies of all debit balances recorded in each
account balance included in the premiums received in advance line and the uneamed
premium reserves ncluded in the aggregate health policy reserves line and compared to
the general ledger detail, and noled that they were in agreement.

6. We selected, on a haphazard basis, a sample of 20 items from each system that generates
a detailed listing of premiums received m advance and unearned premivm reserves and
obtained the service period informalion on the refated remittance materals and invoice,
and noted that the dale of service was afler December 31, 2003.

We were not engaged to, and did not, conduct an examination, the objective of which would be
the expression of an opinion on compliance. Accordingly, we do not express such an opinion.
Had we performed additional procedures, other matters might have come to our attention that
would have been reported to you.

This report is intended solely for the information and vse of management and the Commonwealth

of Pennsylvania Insurance Depariment, and is not intended to be and should not be used by
anyone other than these specified parties.

Delodls + T5uehy o

March 22, 2004
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PENNSYLVANIA DEPARTHENT OF STATE
CORPORATION BUREAU
ROOM 308 NORTH OFFICE BUILDING
P.0. BOX 8722
HARRISBURG, PA 17105-8722

IBC/PBS CARING FOUNDATION FOR CHILDREN

THE CORPORATION BUREAU IS HAPPY TO SEND YOU YOUR FILED
DOCUMENT. PLEASE NOTE THE FILE DATE AND S5IGNATURE OF THE SECRETARY OF
THE COMMONWEALTH. THE CORPORATION BUREAU IS HERE TO SERVE YOU AND WANTS
TO THANK YOU FOR DOING BUSINESS IN PENNSYLVANIA. IF YOU HAVE ANY
QUESTIONS PERTAINING TQO THE CORPORATION BUREAU CALL 717-787-1057.

ENTITIES ACTING AS PROFESSIONAL FUNDRAISING CONSULTANTS OR PROFESSIONAL
SOLICITORS ON BEHALF OF CHARITIES SOLICITING CONTRIBUTIONS WITHIN THE
COMMONWEALTH OF PENNSYLVANIA MUST REGISTER WITH THE DEPARTMENT OF STATE,
BUREAU OF CHARITABLE ORGANIZATIONS, ROON 308, NORTH OFFICE
BUILDING, HARRISBURG, PENNSYLVANIA 17120-0029 (717)/783-1720).

ENTITY NUMBER: 0902328
MICROFILM NUMBER: 09456

1165~-1167

MORGAN LEWIS & BOCKIUS
COUNTER

IBC 00125
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\ ' o _ SEP 001 1994
iAicrofilim Numbet : Fled w, h thp Department OIE‘ 1o on

0902328 [/ ‘u@{,_ub;

Secretary ol Iho Commonweal'lh \D

Entity Numbet.

ARTICLES OF AMENDMENT-DOMESTIC NONPROFIT CORPORATION
DSCB:15-5915 (Rev 91)

in compllance with the requlrements of 15 Pa.C.S. § 5915 (refating to articles of amendment), the undersigned
nonprofit corporation, desliing to amend its articles, hereby states that:

1. The name of the co tion Is: Irdepencence Blue Cross and Pennsylvania Blue Shield Caring

Foundation for Children

2. The {a) address of this corporation’s current registered office In this Commonwealth or (b) name of s commerclal registered
office provider and the county of venue Is (the Department Is hereby authorized to comrect the following Information to
conform to the records of the Department):

(a) 1901 Market Street Philadelphia PA 19103 Philadelphia
d
Number and Street City Stale ap County
{b) c/o: :
Name of Commaercial Reglstered Office Provider County

For a corporation represented by a commerclal registered office provider, the county In (b) shall bs desmed the county In which the corporation Ia
localed for venue and official publicalion purposes.

' “he statute by or under which it was incorporated Is: Act of November 15, 1972 (P.L. 1063, No. 27)

I. The date of its incorporation Is: June 27, 1386

.. (Check, and If appropriate complete, one of the following):

X The amendment shall be effective upon filing these Articles of Amendment In the Department of State.

The amendment shall be effective on: at
’ Date Hour

i. (Check one of the following):
____ The amendment was adopted by the members (or shareholders) pursuant to 15 Pa.C.S. § 5914(a).
_X_ The amendment was adopted by the board of directors pursuant to 15 Pa.C.S. § 5914(b).

. {Check, and If appropriate complete, one of the following):

The amendment adopted by the corporation, set forth In full, Is as follows:

L

b

X _ The amendment adopted by the corporatlon Is set forth in full I Exhibit A attached hereto and made a part hereof.

IBC 00126
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DSCB:15-59.5 (Rev 91)-2

8. (Check, if the amendment restates the Articles):

:__ The restated Aricles of Incorporation supersede the original Articles and all amendments thereto.

IN TESTIMONY WHEREOF, the undersigned corporation has catised these Articles of Amendment to be signed by a
duly authorlzed officer thereof this _30th _ day of _ Auqust , 1994

Irdependence Blue Cross and Pennsylvania
Blue Shield Caring Foundation for Children

{Name of Corporatlon)

(Signature)

e FoE= DYt

v
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EXHIBIT

The Articles of Incorporation are hereby amended to
read as follows:

1. Name of Corporation: IBC/PBS Caring Foundation
for Children.

~
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PENNSYLVANIA DEPARTHENT OF STATE 12
CORPORATION BUREAU
ROOH 308 NORTH OFFICE BUILDING
P.0. BOX 8722
HARRISBURG, PA 17105-8722

INDEPENDENCE BLUE CROSS AND PENNSYLVANIA BLUE SHIELD CARING FOUNDA
TION FOR CHILDREN

THE CORPORATION BUREAU IS HAPPY TO SEND YOU YOUR FILED
DOCUHMENT. PLEASE NOTE THE FILE DATE AND SIGNATURE OF THE SECRETARY OF
THE COMMONWEALTH. THE CORPORATION BUREAU IS HERE TO SERVE YOU AND WANTS
TO THANK YOU FOR POING BUSINESS IN PENNSYLVANIA. IF YOU HAVE ANY
QUESTIONS PERTAINING TO THE CORPORATION BUREAU CaALL 717-787-1057,

ENTITIES ACTING AS PROFESSIONAL FUNDRAISING CONSULTANTS OR PROFESSIONAL
SOLICITORS ON BEHALF OF CHRARITIES SOLICITING CONTRIBUTIONS WITHIN THE
COMMONWEALTH OF PENNSYLVANIA HUST REGISTER WITH THE DEPARTMENT OF STATE,
BUREAU OF CHARITABLE ORGANIZATIONS, ROOM 308, NORTH OFFICE
BUILDING, HARRISBURG, PENNSYLVANIA 17120-0029 (717)/783-1720).

ENTITY NUMBER: 0902328
HICROFILM NUMBER: 09437

0029-0031

MORGAN LEWIS & BOCKIUS
COUNTER
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ACTING Smlary of the Commonweahh
jppe"2ak

Entity Numbser

ARTICLES OF AMENDMENT-DOMESTIC NONPROFIT CORPORATION
DSCB:15-5913 (Rev 91)

In compllance with the requirements of 15 Pa.C.S. § 5915 (relatlng 1o articles of amendment), the undersigned
nonproft corporation, desling to amand s articles, heraby states that

1. The name of the corporation Is: The Caring Foundation of Southeastern Pennsylvania:

2. The (a) address of this corporation’s current registered offica In this Commonwaealth or (b) name of s commaerctal reqlsfered
office provider and tha county of venue Is (the Department Is hereby authorized to correct the following Information to
conform to thae records of the Departmant);

]J901 Market Street Philadelphia PA 19103 Philadelphia
(a)
Number and Straet City State : Jp County
() c/fo:
Nama of Commoencial Reglxtsred Office Provider County

For 8 corporation repressnted by a commercial reglstared office provider, the county In (b) shak ba deemed the county in which the coporation Is
focated for venus and official publication purposas

3. The statute by or under which It was Incorporated ls: Act of November 15, 1972 (P.L. 1063, No. 27

June 27, 1986

"The date of its Incorporation Is:
5. {Check, and i appropriate complete, one of the following):
x_ The amendment shall be effective upon fiing these Articles of Amendment In the Department of State.

Tha amendment shall ba eflective on: at
Date Hour

6. {Check one of the following): i

=

The amendment was adopted by the members (or shareholders} pursuant to 15 Pa.C.S. § 5914(a).
X _ The amendment was adopted by the board of directors pursuant to 15 Pa.C.S. § 5914(b).
7. {Check, and it appropriate complete, one of the following):

The amendment adopted by the corporation, set forth In full, is as follows:

x_ The amendment adopted by the corporation Is set forth In full In Exhibit A attached hereto and made a part hereof.

-8 34
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8. {Check, if the amendment restates the Asticles):
The restated Artiddes of Incorporation supersaeda the original Articles and all amendments thereto.

IN TESTIMONY WHEREOF, the undersigned corporation has caused thase Artidas of Amendment t
duly authorlzed officer thereof this _6th  day of _June 1994, endment to ba signed by a

The Caring Foundation of Southeasterr
Pennsylvania (Nama of Corporation)

BY: bod S, C:L-Lca::—-}
(Slgnalur%-iﬁ

nmMe: D NeN T
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EXHIBIT A

The Articles of Incorporation are hereby amended to
read as follows:

1. Name of Corporation: Independence Blue Cross and
Pennsylvania Blue Shield Caring Foundation for
Children.
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COMMONWEALTH OF PENNSYLVANIA
: DEPARTMENT OF STATE
CORPORATIOR BUREAU
ROOM 308, NORTH OFFICE BUILDING
HARRISBURG, PENNSTYLVANIA 17120

CARING FOUNDATION OF SOUTHEASTERN PENNSYLVANIA THE

THE CORPORATION BUREAU IS HAPPY TO SEND YOU YOUR FILED
DOCUMENT. PLEASE NOTE THE FILE DATE AND SIGRATURE OF TEE SECRETARY OF
THE COMMONWEALTH. THE CORPORATION BUREAU IS HERE TO SERVE YOU ARD WANTIS
TO THANX YOU FOR DOING BUSINESS IN PENNSYLVANIA.

ENTITY NUMBER: 0902328
NICROPILM NUMBER: 09118
1480-1483

MORGAN LEWIS & BOCKIUS ESQS
COUNTER

281
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913__81430 APR 0 4 1991

Microlim Number_ Fied with thg Depanmeny of State on
3.7 :

. Entity Number. Cf {39._1_ :

Secretary of the Commeonwesith

ARTICLES OF AMENDMENT-DOMESTIC NONPROEIT CORPORATION l}"
DSCE:IS5D1S (Rev 90 '

In compliance with the requirements of 18 Pa.C.S. § 5915 (relating 10 anicies of amendment), the undersigned
nonprofit corporation, desiring to amand Nta articles. heteby states that:

"1 The name of the corporation is: Indevendence Blue Cross and Pennsylvania Blue

Shield Cari i r ildren

2. The {a) address of this corporation’s curent registersd cffice in this Commornwealth or (6) name ol 18 commercial regisieia:
oftice provider and the county of venue is (the Departrmant is hereby authorized to correct the following information 1o
conrform to tha records of the Deapartmen): -

) 1901 Market- Street Philadelphia PA 19103 7Philadelohia
Nurnber Andt Strest ) Gy Sumw Zp County
) clo:

Name of Commertial Paginiarsa Otfice Provide . County

For m COrpOraton represanted by & cornmersial regimered office prowidar, T county in {5} ¥hall Do Jesmdd T COUNTY in whith 1he SoIporatc-
g Soraind 1 varus and oificin) publicAtich purpale

3. The siatute bY or um,; which & was ]nw‘” "_Acg Of NQ‘JEmbEr ;5 3 1972 {P.L. 1063 ’ m.z’l)

4. The date of s incorporation is: —JUN& 27, 1986

s, (Check, and it appropriate complele, one of tha following):
X The amendmant shatt be efective upon fiing these Articles of Amandment in the Department of Siste.

The amendmert shall be stfective on: &
Date Hout

6. (Chatk one of the following):
The amendment was adoptad by the mambaers {or sharehcidars) pursuant 10 15 Pa.C.5. § 5914(a).
_X_ The amandment was adopted by the board of diectors pursuant to 18 Pa.C.S. § 5914(0).

7. (Check, and i sppropriste complets, Ond o the following):
- The amendment adopted by the corporation. ast forth in full, is as foliows:

X  The amendment adopted by the corporation as set forth In fsl In Exhibh A is attached hereto and mads » part rerest.
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- 9. {Check, Hf the emengment restates the Astictes):
X The restated Aricles of incorporation supersede the origingl Anticles and all amendmants thereto.

IN TESTIMONY WHEREOQE. 1# undersig lion has caused thess Articles of Amendment 1o be sighec ty ¢
duly authorized officer thereo! this day of ﬁm 1991 .
. ' Irdeverdence Blue Cross and Pennsvylvania
Blue Shield Caring Foundation for Children

(Mame of Corporation)

ay,_lA_J&L:ﬁZW
ignature)

e PLEAIDENT
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Exhibit A

The Articles of Incorporation ars heredy amended and
restated in their antirety to read as follows!

1.

2.

Hame of corporation: The Caring Foundation of
Southeastern Pennaylvania.

Addrass of Registered office in Pennsylvania:

1901 Market Streat
FPhiladelphia, Pennsylvania 19103.

The corporation is incorporated under the
Nonprofit Corporation law of the Commonwealth of
Pennsylvania for the following purposs Or
purposest

Exclusively for charitable, sducational and
scientific purposes, including the making of
distributions to organizations that qualify as
exenpt organizations under saction 3501(c)(3) of
the Internal Revenus Code, OT corresponding
section of any future federal tax code. The
corporation will serve the public health purposes
of Indapendence Blue CToss and Pennsylvania Blue
Shield and, among other things, perfornm and
promote scientific research and advance knowledge
respacting health-care needs and services in the
cormunity.

No part of the net earnings of the co oration
shall inure to the benefit of, or bes distributable
to its directors, officers, or other private
persons, except that the corporation shall be
authorized and empowered to pay reasonable
coppensation for services rendered and to mike
payrents and distributions in furtherance of the
urposes set forth in this Article Third. No
substantial part of the activities of the
corporation shall be the carrying on of
propaganda, or otherwise attempting to influence
legislation, and the corperation shall not
particigato in, or intervene in {including the
publishing or distribution of statements) any
political caspalgn on behalf of any candidate for
public office. Notwithstanding any other
provision of these articles, the corporation shall
not earry on any otherx activities not permitted to
be carried on (a) by a corporation exempt from
federal income tax under section %01(c)(3) of the

IBC 00136
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Tnternal Revenue code, OT corresponding gaction of
any futurse federal tax code, or (b) DY &
corporation, contributions £o vhich are deductible
under section 170(c) (3) of the Internal Revenue
Codse, OX corresponding section of any future
rederal tax cods.

uUpon the diggolution of the corporation, its
assets shall bs distributed for one or more exempt
purposes wvithin the meaning ot sectlion x01(c) (3)
of the Internal Revanue Code, OF corresponding
section of any future federal tax code, ©OF shall
be distributed to rhe federal government, for a
public purpose. Any such assats not 8O disposed
of shall ke disposed of by vhe Court of Coxmon
Pleas for the county in which the principal oftfice
of the corpozation i3 then located, exoclusively
oy such purposes or to such organization or
organizaticons, as sald Court shall deternmine,
which are organized and operated exclusively for
such purposes.

The corporation is te have no mexbers.

The corporation isg to be organized oh a non-stock
basis.

The term for which ths corporation is to exist is
perpstual.
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COHMONWEALTH OF PENNSYLVANIA
DEPARTHMENT OF STATE
CORPORATION BUREAU

ROOM 308, NORTH OFFICE BUILDING
HARRISBURG, PENNSYLVANIA 17120°

JUNE 2B, 1990

INDEPENDENCE BLUE CROSS AND PENNSYLVANIA BLUE SHIELD CARING FOUNDA
TION FOR CHILDREN

THE CORPORATION BUREAU IS HAPPY TC SEND YOU YOUR FILED
DOCUHMENT. PLEASE NOTE THE FILE DATE AND SIGNATURE OF THE SECRETARY OF
THE COMMONWEALTH. THE CORPORATION BUREAU IS HERE TO SERYE YOU AND WANTS
TO THANK YOU FOR DOING BUSINESS IN PENNSYLVANIA.

ENTITY NUMBER: 0902328
HMICROFILM NUMBER: 09032

0428-0430

HMORGAN LEWIS & BOCKIUS ESQS
COUNTER

00000-0000
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roim nampe:._ 3032 428 . Flled whh the Depanmert of State on__~_ :1.9 199¢

A 29% | bzt O ,é..;_.//
Sacretary of the Commonwealth ,

kv Number,

ARTICLES OF AMENDMENT - DOMESTIC NONPROFIT CORPORATION
DSCB:15-5915 (Rev B89)*

in compliance with the requirements of 15 PaC.S. § 5915 {relating o anicles of amendment), the undersigned
1profit corporation, desiring 1o amend its aricles, heraby states that:

The name of the corporation is: Center For _Health services Research Of Southeastern

Pennsylvania

The (a) address of this corporation’s current registered office In this Commonwaakh or {b) name of ks commercial
registered office provider and the county of yenue Is {the Departmert ks hereby muthorized to cofrect the {ollowing
information to conformn to the records of the Departmant):

(a) __1333 Chestnut Street Philadelphia PA 19107 Philadelphia
Numbar and Streat City Sune p Coumy

(®) /o
Name of Commarcial Regisisrsd Office Provider Courty

Hnwmmw.mwwwﬂoﬁuw,ﬁmhwﬁlhdumdh.noumthhichﬂumionit
oeated Sor venue and officlal publication purposss.

gahe by or under which k was incorporated Is; Act of November 15, 1%72 (P.L. 1063, No.271)

The date of its incorporation Is:___June 27, 1986
(Qndg.ﬁlwnpﬂamﬂﬁa.mdmm:
X The amandrmm:haﬂbeeﬂectlvauponﬁlingmeséAnidesdAr;wndmamhmeDepamnemdSme.

__The amendment shall be sffective on; a
Data Houf

{Chock one of the folowing):

___The amendmer was sdopted by the members pursuant to 15 PaC.S. § 5814(a).
_X_The amendment was adopted by the board of directors pursuant to 15 PaC.S. § 5914(b).
mwlwﬁam“dhw@:
_mm\dmmadop!edbymaoorpomimmtonhhfun.b:sblm:

_X The amendment adopted by the corporation is sat forth In full In Exhibit A, aftached hereto and made a pan
heredd.
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:B:15-5915 (Fev 89)-2*
' . 9032 429

Check I the amendment restates the articles):

e restated articies of incorporation supersede the original articles and all amendments thereto.

N TESTIMONY WHEREOF, the undersigned corporation has caused these Articles of Amendment to be signed by a
+ authorized officer thered! this §th dayof ___Jupe , 19 90,

Center For Health Services Research
Of Southeastern Pennsylvania

(Name of Corporation)

BY: %%Z/’é‘ (o ggz u;%ﬂz—éﬂ

Senior Vice President — General Counsel
TiTLE: and Corporate Secretary

IBC 00140
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Articles 1, 2 and 3 of the Articles of Incorporation
are hereby amended in their entirety to read as follows:

1.

The name of the corporation is: Independence Blue
cross and Pennsylvania Blue Shield Caring
Foundation for Children.

The location and post office address of the
registered office of the corporation in this
Ccommonwealth is:

1901 Market Street
Philadelphia, Pennsylvania 19103.

The corporation is incorporated under the
Nonprofit Corporation Law of the Commonwealth of
Pennsylvania for the following purpose or
purposes:

Exclusively for charitable, educational and
scientific purposes, including the making of
distributions to organizations that qualify as
exempt organizations under section 501{c) (3) of
the Internal Revenue Code, or corresponding
section of any future federal tax code. “The
corporation will serve the public health purposes
of Independence Blue Cross and Pennsylvania Blue
Shield and, among other things, perform and
promote scientific research and advance knowledge
respecting health-care needs and services in the
community. ;

IBC 00141



-

——
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rMﬂ75ri 86401031
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N COMMONWEALTH OF PENNSYLVANIA
IncatposITion—~ DEPARTMENT OF STATE
Domentx Noaprofit Carsorstion CORPORATION BUREAU

902328

fssme —__JUN 2 7 1985

»

Cammenmwalth 4l Pennsyrivsen.a

Depertmant ol S1q1¢

Kot o
TN

Secrurary of the Commen—onith

In comphance with the requirements of |5 Pa.C.5. §7)16 (relating 1o areles of incorpurauon) the undersnmed.

densing to be incorporated as a nonprofit corporation, hereby cernifies {cernly) that:

1. The name of the corporation 1s:  Center For

Health Services Research of Southeastern Pennsylvania

2. The lotauun and post office address of the imnal registered oilice of the corporanon in this Communwestti 13,

1333 Chestnut Street
(MUMBERA]) ISTAEET}
Philade lphla Pennsvivann 19107 g7
[Tk ] IZIF CODE) -

J. The corpuration i3 incorporated under the Nonproiit Corpuration Law of the Commonweatth of Peumyvania 1or

the Tuilowing purpose or purposes:

Exclusively for charitable, educational, and scientific purposes,
including the making of distributions to organizaticne that

gualify as exempt organizations under section

501{c) (3) .of

the Internal Revenue Code, or corresponding section of any
future federal tax code. The Corporation will sexve the
public health purposes ¢f Blue Cross of Greater Philadelphia
and, inter alia, perform and promote scientific research and

advance knowledge respecting health-care needs
in the community.

The corporation does not contemplare pecunmary gmn or profit, incidenial ot othen-;se.

Cullvtoun? 1977 Brmjeq o S0i By Jonn £ Clarm Co., 1128 vealnut 1. PAr)., LIS

and services
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DSCA: 157118 [Rev. 11.72).7 ’ \

4. The term for which the corporstion 13 ta exist s bercetual .
5. The corporation 11 orgamzed wpon a nonsiock basis.

b, {Sirike out if inapplicable}  The corporsuon shall have no members.

X Y KIORK KX E S % K FaRK ol Bk Ak St R R Kok okk K B Sl MBS 30T e X Bobeab kXK X K K

DEXOCH A

(NAME OF unmcallonArtc Assocmnom
190 8 DAACOLALI K WO M KA KX X X N o SR X RAS L AR ALAK X Bk Snfohl AL AXAK LKL

(See Rider Attached)
9. % The namety) and post office addresxtes) of each nenrporatortsh is {arcd:

NAME - {1 Cluding llt:onloa::sn:m'&lr. o any)
Cheryl Lewis 800 North Third Street

Harrisburg, PA 17102

iIN TESTIMONY WHEREOF, the ihcorporatorfs) has thave) siened and sealed these Ariicles of Incorporation tf

27th day of June 19 36_

(SEAL) DlLUgL. \!Jl:'_.o (SEA

ISEA

INSTRUCTIONS FOR COMPLETION OF FORM:

A. For general instructions relating te the incorporation uf nonprofit corporations see 19 Pa. Cade Ch.:
{relaung 10 nonprolit corporations generally). These mstructions relate 10 such maiters as corpotate nam
stated purposes, term of exumience. authonzed share structure. inclunion of names of first direcrors n 1k
Articles of Incorporation. provnisions on incorporanon of umncorporated andcianons, eic.

B. One or more corporauons or natural persons of {ull age may mcorporate 3 nonprofit corporanion.
C. If the corporation it to be organur=y upon 3 stock share baus Paragraph 5 should be mod:ified accordingly.
D. Opnoml provinons required or authonized by law may be added ax Paragraphs 8, 9. 10 . .. rtc.

E. The following shall accompany this form:

(!}  Any necossary copies of Form DSCB:17.2 {Consent to Appropration of Name) or Form DSCB.17
{Consent ta Uzte of Similar Name).

(2) Any necgary, governmenlal approvals.
I %-pisE nr
F. 15PacCs. I'}Jl? lrclanrlz 10 '(tfver":emenn requires that the incorperators shall advertise therr inteanen i
or the corpou'TOI'l"‘sh,a.ﬂ‘ agvertise the filing of arucles of incorporation. Proofs of pubhcauun of
adverunng should not” B¥ Telivered 10 the Department. but  should be filed with the munuies of
COrporation.
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CENTER FOR HEALTH SERVICES 86401035

RESEARCH OF SOUTHEASTERN PENNSYLVANIA

Rider to Articles of Incorporation

7. No part of the net earnings of the corporation shall
inure to the benefit of, or be distributable to its directors,
officers, or other private persons, except that the corporation
shall be authorized and empowered to pay reasonable compensation
for services rendered and to make payments and distributions in
furtherance of the purposes set forth in Article Third hereof.

No substantial part of the activities of the corporation shall be
the carrying on of propaganda, or otherwise attempting to
influence legislation, and the corporation shall not participate
in, or intervene in (including the publishing or distribution of
statements) any political campaign on behalf of any candidate for
public office. Notwithstanding any other provision of these
articles, the corporation shall not carry on any other activities
not permitted to be carried on (a) by a corporation exempt from
federal income tax under section 501{(c)(3) of the Internal
Revenue Code, or corresponding section of any future federal tax
code, or {(b) by a corporation, contributions to which are
deductible under section 170{c)(2) of the Internal Revenue Code,
or corresponding section of any future federal tax code,

8. Upon the dissolution of the corporation, its assets
shail be distributed for one ©or more exempt purposes within the
meaning of section 501(c)(3) of the Internal Revenue Code, or
corresponding section of any future federal tax code, or shall be
distrubted to the federal government, for a public purpose. Any
such assets not so disposed of shall be disposed of by the Court
of Common Pleas for the county in which the principal office of
the corporation is then located, exclusively for such purposes or
to such organization or organizations, as said Court shall
determine, which are organized and operated exclusively for such
purposes.
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Philadelphia, PA [7101

! 1a 215 496.9100
§ Fax: 215 496.0980

INDEPENDENT AUDITORS’ REPORT

Board of Directors

Independence Blue Cross & Pennsylvania Blue Shield
- Canng Foundation for Children

Philadelphia, Pennsylvania

- We have audited the accompanying stalements of financial position of Independence Blue Cross
& Pennsylvania Blue Shield Caring Foundation for Children (the Foundation) as of December. -
31, 2002 and 2001, and the related statements of activities and changes-in net assets, and cash
flows for the years then ended. These financial stalements are the responsibility of the
Foundation’s management. Our responsibility is 1o express an opinjon on -these financial
statements based on our audils. ‘

We conducted our audits in accordance with auditing standards generally accepted in the United
States of America and the standards applicable to financial audits contained in Government
Auditing Standards issued by the Comptroller General of the United States. Those standards
require that we plan and perform the audits to obtain reasonable assurance about whether the
financial slatements are free of material misslatement. Amn audil includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant estimates made by’
management, as well as evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion. '

In our opinion, the financia) statements referred to above present fairly, in all material respects,
the financial position of the Foundation as of December 31, 2002 and 2001, and the changes in

_its net assets and its cash flows for the. years then ended in conformity with accounting principles
generally accepted in the United States of America.

Mibhger d Copery LiLC

Milligan & Company, LLC

June 20, 2003
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INDEPENDENCE BLUE CROSS AND PENNSYLVANIA BLUE SHIELD
CARING FOUNDATION FOR CHILDREN
STATEMENTS OF FINANCIAL POSITION

DECEMBER 31, 2002 AND 2001

ASSETS
2002 2001

Current assets:
Cash and cash equivalents 3 308,598. $ 158,073
Interest receivable 212 169
Contnibutions recetvable 762,685 481,808
Accounts receivable 2,802,105 3,059,798
Advances 75,002 147,057
Total assets 3 3,948,692 ¥ 3,846,905

NET ASSETS

Unrestricled net assets 3 3,948,692 $ 3,846,905
Total net assets 3 3,948,692 $ 3,846,905

The accompanying notes are an integral part of the financial statements.
2 IBC 00148



INDEPENDENCE BLUE CROSS AND PENNSYLVANIA BLUE SHIELD
CARING FOUNDATION FOR CHILDREN
STATEMENTS OF ACTIVITIES AND CHANGES IN NET ASSETS

For The Years Ended December 31, 2002 and 200!

Support and revenue:
Contributions
Contnibuled facilities and materials
Fundraising
Investment income

Total supborl and revenue
Expenses:
Health msurance
Contnbuted facilities and matenals
Fundraising
Healthy Futures expenses
Total expenses
Changes in nel assets

Net asscts, beginning of year

Nel assets, end of year

2002 2001
Unrestricted Unrestricted
§ 542445 $ 1,033,197

123,954 103,266

228,558 260,161

12,485 11,226

907,442 1,407,850

583,014 463,553

. 123,954 103,266

65,110 68,026
33,577 223,128
805,655 857,973
101,787 549,877
3,846,905 3,297,028

3 3,948,692

3 3,846,905

The accompanying notes are an integral part of the financial statements.
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INDEPENDENCE BLUE CROSS AND PENNSYLVANIA BLUE SHIELD
CARING FOUNDATION FOR CHILDREN
STATEMENTS OF CASH FLOWS
For The Years Ended December 31, 2002 and 2001

2002 2001
Cash flows from operaling activities:
Total changes in net assets $ 101,787 $ 549,877
Changes in assets and liabilities:
{Increase) decrease in contributions receivable (280,877) 441,336
{Increase) decrease in interest receivable (43) 1,145
Decrease (increase) in accounts receivable 257.693 {810,823)
Decrease (increase) 1n advances 71,965 {72,206)
Total adjustments . 48,738 (440,548)
Net mncrease in cash
and cash equivalents 150,525 109,329
Cash and cash equivalents, beginning of year 158,073 48,744
Cash and cash equivalents, end of year $ 308,598 $ 158,073

The accompanying noles are an integral part of the financial stalements.
4 IBC 00150



INDEPENDENCE BLUE CROSS & PENNSYLVANIA BLUE SHIELD
CARING FOUNDATION FOR CHILDREN
NOTES TO FINANCIAL STATEMENTS
December 31, 2002 and 2001

Organizalion and Purpose;

The Independence Blue Cross & Pennsylvania Blue Shield Caring Foundation for
Chaldren (the Foundatjon) 1s a joint undertaking of Independence Blue Cross (IBC) and
Pennsylvania Blue Shield {PBS). From its inception in 1990, the Foundation has worked
to provide health insurance 1o children of low-income, working families of Southeastern
Pennsylvamia. Today, the Foundation works with Keystone Health Plan East (KHPE) to
administer the Commonwealth of Pennsylvania’s Children’s Health Insurance Program
(CHIP) 1n addition to the Aduli Basic Coverage Insurance Program (ABC), which
provides health insurance to low-income uninsured adults.

The Foundation's chantable work remains focused on 1mproving the heallh status of
children in the Delaware Valley. The Foundation subsidizes the monthly cost of children
enrolled in the low cost CHIP program, making coverage more affordable for parents of
ehgible children. Additionally, the Foundation’s Healthy Futures imtiative educates and
guides parents Lo more effectively use their children’s health coverage. Both endeavors
are funded through charitable donations, which are maiched by 1BC and PBS.

Summary of Sigmficant Accounting Policies:

Basis of Accounting

The accompanying financial statements have been prepared on the accrual basis.

Use of Estimates

The preparation of financial statements in accordance with accounting principles
generally accepted in the Uniled States of America includes the use of estimates that
affect the financial slatements. Accordingly, actual resuits could différ from those
eslimates.

Continued
5
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INDEPENDENCE BLUE CROSS & PENNSYLVANIA BLUE SHIELD
CARING FOUNDATION FOR CHILDREN
NOTES TO FINANCIAL STATEMENTS, (CONTINUED)
December 31, 2002 and 2001

Summary of Significant Accounting Policies, continucd:

Financial Stalement Preseniation

The Foundation is required to report information regarding its financial position and
activities according 1o three classes of net assets: unrestncled net assets, temporarily
restricted net assets, and permanently resiricled net assets. As of December 31, 2002 and
2001, there were no lemporarily or permanently restricted net assets.

Cash and Cash Equivalents

The Foundation considers all highly liquid debt instruments purchased with an onginal
maturity of three months or less to be cash equivalents. ’

Governmenl Funded Heallh Insurance Premiums

The Foundation is responsible for the administration of CHIP and ABC funds and
premium payments 1o insurance providers.

The payments {o the providers and rcimbursements fom the Commonwealth of
Pennsylvarua are considered pass-through transaclions and are not recorded as
transactions in the accompanying statements of activities.

Contributions Receivable and Coniributions

Contributions are recognized when Lhe donor makes a pledge lo the Foundation that is, in
substance, unconditional. Contributions that are restricled by the donor are reporied as
increases in unrestricted net assets 1f the restnctions expire in the fiscal year in which the
coninbulions are recogmzed. All other donor-restricted contnbutions are reporied as
increases in lemporarily or permanently restricted nel assets depending on the nature of
the restricions. When a restnction expires, temporanly restricted net assels are
reclassified to unrestricted net assets.

Contributed Facilities and Matenals

The Foundation occupies, without charge, certain premises owned and operated by IBC.
The cost of operating these premises and other donated materials and administrative costs
are jointly donated by IBC and PBS. The estimated fair rental value of the premises and
administrative expenses are simultaneously reporied as support and expense in the penod
in which they are used.

Continued
6
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INDEPENDENCE BLUE CROSS & PENNSYLVANIA BLUE SHIELD
CARING FOUNDATION FOR CHILDREN
NOTES TO FINANCIAL STATEMENTS, (CONTINUED)
December 31, 2002 and 2001

Summary of Significant Accounting Policies, continued:

Income Taxes

The Foundation is a non-profit corporation organized under the laws of the
Commonwealth of Pennsylvania and is exempt from income tax under section 501 (c) (3)
of the Intemal Revenue Code.

Contnbutions:

Conlributions for the years ended December 31, 2002 and 2001 consisted of the
following;

2002 2001
Individuals and Orgamizations § 142,445 § 203,543
Independence Blue Cross 200,000 414 827
Pennsylvania Blue Shield 200.000 414,827
Tolal 3542445 3.1 197

Contributions Receivable:

Contribulions receivable as of December 31, 2002 and 2001, were as {ollows:

2002 2001
Independence Blue Cross $ 526,838 § 425,455
Pennsylvania Blue Shield 200,000 -
United Way 35,847 56,353
Contributions receivable $ 762,685 3 481,808

Accounis recetvable:

Accounts receivable represent funds that the Foundation has paid on behalf of a provider
for insurance premiums in excess of grant reimbursements the Foundation received from
the Commonwealth of Pennsylvania for (he provider. As of December 31, 2002 and
2001, the balances were $2,802,105 and $3,059,798, respectively.

Continued
7
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INDEPENDENCE BLUE CROSS & PENNSYLVANIA BLUE SHIELD
CARING FOUNDATION FOR CHILDREN
NOTES TO FINANCIAL STATEMENTS, (CONCLUDED)
December 31, 2002 and 2001

Relaled Parties and Advances:

Because the presidents and chief executive officers of IBC and PBS co-chair the
Foundation’s board of directors, these companies are rclated parties. These two
companies have contnibuted services of certain executive and administrative personnel.
These scrvices have not been recognized in the accompanying financial stalements as
they are not under the direct contro] of the Foundation.

The value of administrative cosls joinlly donated by IBC and PBS was $123,954 and
$103,266 at December 31, 2002 and 2001, respectively.

At times, the Foundation advances payments to affiliates for program expenses incurred
by the affiliates on behalf of the Foundation. As of December 3}, 2002 and 2001
advances paid were $75.092 and §147,057, respectively.

Concentration of Credi Risk:

The Foundation is required by SFAS No. 105 to disclose significant concentrations of
credit nisk. The Foundation maintains cash accounts with a bank that from time to time
exceed the limit of insurability under the Federal Deposit Insurance Corporation.

Functional Classification of Activities:

The functional allocation of expenses is based primarily on the amount of direct cost
spent on the aclivity as follows:

2002 2001
Program services $616,591 $686,681
Management and general 123,954 103,266
Fundratsing 65,110 68,026
Total $805,655 $857,973

Indirect expenses are allocated to the Foundation by IBC on the basis of salanes, square
footage and vsage.
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=" Internal Revenue Service

. .District Director

21 HOFKINS FLAZA
EALTIMORE, WD 21201

Date: AUG 01 1989

CEMIER FOR HEALTH SERVICES RESEaiTH
OF SOUTHEASTERN FENNSYLVANIA

C/0 ROBERT T KELLY JR

MORGAN LEWIS % EOCKIUS

2000 DNE LOGAN SD!ARE

FHILADELFHIA: PA 1910%

Dzar Applicant:

Department of thé Treasury

Employer Identification Number:
m2-2724721

Contsct Ferson:
MRS. £. PRATT

Eontact Telephone Number:
(301 962-4779

Accounting Ferind Ending:
December-2
Foundatinon Status Classification:

EQ09(a) (1
Advance Ruling Perind Begins:
June 7y 1929 ’

Advauce Ruling Period Ends:
December 21y (793
Addendum App!ics:

None

Basy-d on information suppliedy and assuming your operations Rill be as
stated in your application for recognition of exemptiony we have determined yiou
are sxempt from Federaf income tax under section 501(a) nf the Internal
Revenue Code as an organization described in section 501(r)(2).

Because you are

neHly created organizationy wWwe are not now making a

final determination of your foundation status under section 509(a) of the Code.
Howevery we have determined that you can reasonably be expected to be a public-
ly supported organization described in sections 509(a) (1) and 170(b) (1) (A) (vi}.

Accordinglys you Hill be treated as a publicly supporied organizations

and not as a private foundations during an advance ruling period.

This

advance ruling period begins and ends on the dates shown above.

Within 90 days after the end of your advance ruling periody you must
submit to us information needed to determine Hhether you have met the require-
ments of the applicable support test during the advance ruling period. If you
establish that you have been a publicly supported. organizationy you. wikk-be
classified as-a section 50%(a) (1) or 509¢a) (2} organization as long as you con~

tinue to meet the requirements of the applicable support test.

If you do not

meet the public support requirements during the advance ruling periody you will

be classified as a private foundation for future periods,

Alsor if you are

classified as a private foundations you will be btreated as s private foundation
from the date of your iInception for purposes of sections 507(d) and 4940.

Grantors and contributors may refy on the determination that you are not a
private foundation unti!{ 20 days after the end of your advance ruling period.
If you submit the required information mithin the 90 dayss grantors and contri-
butors may continue to rely on the advance determination untilf the Service
wakes a final determination of your foundation status.

IBC 00156
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CENIER FOR HEALTH SERVITES RESEARCH

the return even if you do not exceed the grose recespte test. If are net re~
quired to files simply attach the label providzds check the box in the headinn
to indicate that ycur annual grose roteipts are narmally $25.000 or lesss and
sign the return.

If a return is requiredy it sust be filed by the 15th day of the Tifth
menkh after the end of your annua’ accounting perivd. A penalty of "$10 s gav
Is charged when a returs is filed lates unless there is reasonable cause far
the delay. Honevers the maximum penalty Lharged cannot excesd $5.000 or & per-
cenkt of your groass receipts for the years whichever is less. This penalty may
alsc be charged if a.return is not completer en please be sure your retyrn is
compiete before you fite it.

You are not required to file Federal income tax returns unless you are
subiect to the tex on unrelated business incom~ under section 511 of the Cade.
If you are subject to this taxs you nmust file an inrome tax return on Form
?90-Ts Exempt Organization Business- Income Tax Return. In this letter we are
not determining whether any of your present or proposed ackivities are unre-
lated trade or business as defined in section 512 of the Code.

You need an emplayer identification number even if you bave no employees.
If an employer ‘identification number mas not entered on your applications a
numiber will be assigned to you and you will be sdvized of it. Please use that
number on ali returns you file and in all correspendence With the Internal
Revenue Servire.

If we have indicated in the heading of this letter that an addendum
appliess the addendum enclosed is an integral part of this letter.

Because this letter could help resolve any questions about your exempt
status and foundation statuss you should keep it in your permanent records.

If you have any questionss please contact the person Hhose nawme and
telephone nuwber are shown in the heading of this letter.

Sincerely yourss

ﬂJ

District Director

IBC 00157
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Internal Revenue Service Department of the Treasury
Washinglon, DC 20224

Persan to Contact:

Independence Blue Cross Telephone Number:
and Pennsylvania Blue Shield
Caring Foundation for Children Refer Reply to:

- 1901 Market Street

Philadelphia, PA 19103 Date: JUL 11 199]
DO: Baltimore ' '
EIN: 22-2724721

Dear Sir or Madam:

This is in reply to your letter of July 24, 1990, in which
You notified your key District Director in Baltimore of numerous
changes in your activities and various amendments to your
governing instruments.

You were recognized as exXempt under section 501(c) (3} of
the Internal Revenue Code and received an advance ruling as a
publicly supported organization described in section 509 (a) (1)
and 170(b) (1) (A) (vi) of the Code. Your advance ruling period is
to end on December 31, 1993. Thereafter, you are required to
submit additional financial information and a final determination
on your public charity status will be made.

Your letter of July 24, 1990, included a description of a
program you intend to undertake to provide health care coverage
for children of unemployed, or marginally employed, residents of
the communities serviced by Independence Blue Cross. Under this
program you will purchase pPrimary health care coverage for
eligible children. The insurance i$ to be provided, without
charge to the families, to the eligible children whose families
meet certain income guidelines. The insurance coverage is to be
purchased from Independence Blue Cross and Pennsylvania Blue
Shield, your founders, at a cost based on the lowest actuarial
estimates of the costs involved. The Pennsylvania Department of
Insurance has reviewed and approved the insurance Program and
will review any changes in benefits or costs. Independence Blue
Cross and Pennsylvania Blue Shielgd will have a matching grant
program for the first 3 years of operations which will provide up
to $2,000,000. This matching grant shall be used to provide
insurance and will not be used to pay overhead costs. You

approximately 50 percent of the insurance costs. Blue Cross and
Blue Shield will be providing the variable overhead cost without
charge. You state that You expect to receive sufficient
contributions from the general public to enable you to carry on
this program and not be reclassified as a private foundation
within the meaning of section 509(a}) of the Code.

In your letter of June 7, 1991, you indicate that You have
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Re: Independence Blue Cross and Pennsylvania
Blue Shield Caring Foundation for Children

taken formal action to reconstitute your Board of Directors to
include representatives of the public. 1In particular, you have
amended your bylaws to add 3 community representatives to your
Board of Directors. These community representatives must be
approved by the other 4 members of the board who are :
representatives of Pennsylvania Blue Shield and Independence Blue
Cross. You have also established a special committee that will
have responsibility for reviewing the terms and conditions of the
insurance coverage and determining on an annual basis that the
insurance purchased is the most favorable coverage available at
the most favorable price. This committee will be made up of 3
individuals, 2 of whom will be comnunity representatives.

Section 501(c) (3) of the Code provides for the exemption
from federal income tax of organizations which are organized and
operated exclusively for religious, charitable, or educational
purposes, no part of the net earnings of which inures to the
benefit of any private shareholder or individual.

Section 509(a) (1) of the Code provides that organizations
described in section 170(b) (1) (A) (other than in clauses (vii)
and (viii)) are excepted from classification as private
foundations.

We have reviewed the various amendments to your governing
documents and other materials you have submitted and have
concluded that these changes will not affect Your status as an
organization described in section 501(c)(3) of the Code. A copy
of your letter of July 24, 1990, and the other materials you have
submitted have been forwarded to your key district director.

In addition, we are specifically ruling that your program to
provide medical insurance without cost to qualifying children
will not affect your status under section 501(c) {(3) of the Code.
We recognize that this insurance will be purchased from the
organizations which established you~and“control your operations.
However, by expanding your board of directors to include
community representatives, you have taken appropriate measures to
ensure that no private benefit will inure to your Sponsors.

We also wish to point out that should you be reclassified as
a private foundation within the meaning of section 509(a), you
will be subject to the excise taxes under Chapter 42 of the Code
and your current program may constitute self-dealing within the
meaning of section 4941.

Therefore, at the end of your advance ruling period you may
need to reconsider the operation of this program .and.might have
to seek another ruling from the Service regarding its continued
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Re: Independence Blue Cross and Pennsylvania
Blue Shield Caring Foundation for Children

operation. This is not a ruling with respect to Chaptetr 42.

This ruling is based on the understanding that there will be
no material changes in the facts upon which they are based.
Furthermore, it is based upon your representation that the
amendments in your governing instruments regarding. the .
modification of your governing body  and the establishment of a
insurance committee will be adopted, and, also that community
directors will be elected in the near future.

A copy of this letter and a copy of the materials you have
submitted are being forwarded to your key District Director.
Because it could resolve questions concerning your federal income
tax status, a copy of this ruling should be kept in your
permanent records.

Sincerely yours

RS/

Conrad Rosenberg
Chief, Exempt Organizations
Rulings Branch 1
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Internal Revenue Service Department of the Treasury
District Director

P. 0. Box 2508
Cincinnati, OH 45201

Date: Person .to Contact:
Juk 05 1Y D. Downing
IBC/PBS Caring Foundation for Children Telephone Number:
1901 Market Street 513-241-5199
Philadelphia, PA 19103-1400 Fax Number

513-684-593¢6
Federal Identification Number:
22-2724721

Dear Sir or Madam:

Our records indicate that a determination letter issued in July of 1989
granted your organization exemption from federal income tax under section
501(c)(3) of the Internal Revenue Code. That letter is still in effect.

Based on information subsequently submitted, we classified your
organization as one that is not a private foundation within the meaning of

section 509(a) of the Code because it is an organization described in
section 509{(a)(l).

This classification was based on the assumption that your organization's
operations would continue as stated in the application. If your
>rganization’'s sources of support, or its character, method of operations,
or purposes have changed, please let us know so we can consider the effect

>f the change on the exempt status and foundation status of your
>rganization.

(our organization is required to file Form 990, Return of Organization
ixempt from Income Tax, only if its gross receipts each year are normally
nore than $25,000. If a return is required, it must be filed by the 15th
lay of the fifth month after the end of the organization's annual
iwccounting period. The law imposes a penalty of $20 a day, up to a maximum

>f $10,000, when a return is filed late, unless there is reasonable cause
or the delay.

111 exempt organizations {unless specifically excluded) are liable for
-axes under the Federal Insurance Contributions Act {social security taxes)
m remuneration of $100 or more paid to each employee during a calendar
'ear. Your organization is not liable for the tax imposed under the
‘ederal Unemployment Tax Act (FUTA).

'rganizations that are not private foundations are not subject to the
'xcise taxes under Chapter 42 of the Code. However, these organizations
re not automatically exempt from other federal excise taxes.
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IBC/PBS Caring Foundation for Children
22-2724721

Donors may deduct contributions to your organization as provided in section
170 of the Code. Bequests, legacies, devises, transfers, or gifts to your
organization or for its use are deductible for federal estate and gift tax
purposes 1f they meet the applicable provisions of sections 2055, 2106, and
2522 of the Code.

Your organization is not required to file federal income tax returns unless
it is subject to the tax on unrelated business income under section 511 of
the Code. 1If your organization is subject to this tax, it must file an
income tax return on the Form 99%90-T, Exempt Organization Business Income
Tax Return. In this letter, we are not determining whether any of your
organization's present or proposed activities are unreélated trade or
business as defined in section 513 of the Code.

Because this letter could help resclve any questions about your
organization’s exempt status and foundation status, you should keep it with
the organization's permanent records.

Please direct any questions to the person identified in the letterhead
above.

This letter affirms your organization's exempt status.

Sincerely,

Al t

C. Ashley BuYlard
District Director
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IBC/PBS Caring Foundation for Children Officers

. Fred DiBona, Jr., Esq.
Samuel D. Ross, Jr.
Stephen P. Fera

John G. Foos

Danie! C. Lyons, M.D.
Paul A. Tufano, Esq.

Co-Chairman and Co-Chiel Executive Officer
Co-Chairman and Co-Chief Executive Officer
President

Senior Vice President and Treasurer

Senior Vice President, Government Programs
Corporale Secretary
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IBC/PBS Caring Foundation for Children — Officers’

Affiliation with Parent Corporation or any Subsidiary

G. Fred DiBona, Jr., Esq.

Independence Blue Cross

CorCell, In¢.

CSl Semvices, Inc.

AmeriHeallh Adminislralors, Inc.

AmeriHeallh Casualty Inswance Company
AmerHeallh HMO, Inc.

AmerHeallh Insurance Company of New Jersey
AmenHeallh Inlegrated Benelils, Inc.
AmeriHeallh Inlegrated Case Management, In¢.

AmeriHealth Inlegrated Workers® Compensalion Management, Inc.

AmeriHealth Mercy Health Plan
AmeriHealth Services, Inc.
AmeriHealth, Inc.

CompSenvices, Inc.

HCDV, Inc.

HCS, Inc.

Heallhcare Detaware, Inc.
Independence Heallhcare Management, inc.
Independence Holdings, Ing.
Independence Insurance, Inc.
Keystone Benefits, Inc.

Keystone Health Plan Easl, Inc.
Keyslone Health Syslems, Inc.
Keyslone Mercy Heallh Plan

La Cruz Azul de Puerlo Rico, Inc.
NewSeasons Assisled Living Communiies, inc.
QCC Insurance Company

Select Heallh of South Carelina, Inc.
Renaissance Heallh Alliance, LLC
The AmeiiHealth Agency, Inc.

Vista Heallh Plan, Inc.

Independence Blue Cross

AmertiHealth Adminisiralors, Inc.

AmeriHeallh Casualty Insurance Company
AmeriHeallh Insurance Company of New Jersey
AmerHeallh Merey Heallh Plan

CompServices, Inc.

CSI Services, Inc.

Keystone Mercy Health Plan

La Cruz Azul de Puerto Rico, Inc.
NewSeasons Assisled Living Communilies, Inc.
Renaissance Health Afliance, LLC

Select Heallh ol South Carelina, Inc.
AmeriHealth HMO, Ing.

AmerHeallh Integrated Benelils, Inc.
AmenHealth Inlegrated Case Management, Inc.

AmeriHealth Inlegrated Werkers' Compensation Management, Inc.

AmeriHeallh Services, Inc.
AmerHeallh, Inc.

HCDVY, Inc.

HCS, Inc.

Healthcare Delaware, Inc.

Direclor

Director

Director (Chaimman)

Directer {Chairmany}

Director (Chairman})

Director {Chairman)

Direclor (Chalrman}

Direclor {Chairman)

Direclor {Chaimman)

Direclor {Chaiman)

Direclor {Chairman)

Directer {Chaimmany)

Director {Chairmany

Director (Chairman)

Director {Chaimany)

Direclor (Chaiman}

Direclor {Chatman)

Direclor (Chaimnan)

Director {Chairman)

Director {Chainman)

Director {Chaiman}

Directer {Chaimman}

Direclor {Chairman)

Direclor {Chaiman)

Director {Chaiman)

Director {Chairmany)

Director {Chairman)

Director {Chairman}

Manager {Chaiman)

Direclor (Chaiman)

Direclor [Chaiman)

President and Chiel Executive Officer

Chairman of the Board

Chairman of Ihe Board

Chaiman of the Board

Chairmman of the Board

Chaiman of the Board

Chairman of the Board

Chairman of the Boand

Chairman of the Board

Chairman of {he Board

Chairman of the Board

Chairman of the Board

Chairman, President and Chiel Executive Officer
Chairman, President and Chief Executive Officer
Chairman, Presidenl and Chiel Executive Officer
Chairman, President and Chiel Execulive Officer
Chairman, President and Chief Execuiive Oficer
Chairman, Presidenl and Chiel Executive Officer
Chairman, Presiden! and Chiel Execulive Officer
Chairman, President and Chief Executive Officer
Chaimnan, President and Chiel Execulive Olicer
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Independence Healllxare Management, Inc.
Independence Holdings, Inc.
Independence Insurance, Inc.

Keyslone Benelils, Inc.

Keyslone Health Plan Easl, Inc.
Keyslone Heallh Syslems, Inc.

QCC Insurance Company

IBG/PBS Caring Foundalion for Children
AmerHealth of Florida, Inc.

The AmeriHeallh Agency, Inc.

Visia Healih Plan, Ing,

Samuel D. Ross, Jr.

Keyslone Health Plan Easl, Inc.

Stephen P. Fera
Independence Blue Cross

John G. Foos

CSl Services, Inc.

AmeriHealth of Florida, Inc.

NewSeasons ol Allenlown, Ing.
NewSeasons of Bensalem, Inc.
NewSeasons ol Cherry Hill, Inc.
NewSeasons of Clarks Summil, Inc,
NewSeasons of Concordvilie, Inc.
NewSeasons of Devon, Inc.

NewSeasons of Emmaus, Inc.
NewSeasons of Exton, Inc.

NewSeasons of Hamisburg, Inc.
NewSeasons of Jenkinlown, Ine.
NewSeasons of Kingston, Inc.
NewSeasons of ML Adinglon |, Inc.
NewSeasons ol New Britain, Inc.
NewSeasons of Voorhees, Inc.
NewSeasons ol Washington Township, Inc.
AmeriHeallh Adminisirators, Inc.
AmeriHealih HMO, Ine.

AmeriHeallh Insurance Company of New Jersey
AmeriHeallh Inlegraled Benefils, Inc.
AmeriHealth Inlegrated Case Management, Inc.

AmeriHealth Inlegraled Workers' Compensation Management, Inc.

AmeriHealth Mercy Heallh Plan
AmeriHeallh Services, Inc.
AmenHeallh, Inc.

CompSenvces, Inc,

Healthcare Delaware, Inc.
Independence Healthcare Management, Ine,
Independence Holdings, Inc.
Independence Insurance, Inc.
Imer-County Heallh Plan, Inc,
Inter-County Hespitalization Plan, Inc.
Keystone Benefils, Inc.

Keystone Health Plan Easl, Inc.
Keystone Heallh Syslems, Ine.
Keyslone Mercy Health Plan

Chairman, President and Chiel Execuiive Officer
Chairman, President ang Chiel Execulive Olficer
Chairman, President and Chiel Executive Officer
Chairman, President and Chiel Execulive Olflicer
Chairman, Presidenl and Chief Execulive OHicer
Chairman, President and Chiel Executive Ollicer
Chairman, Presidenl and Chief Execulive Officer
Co-Chairman and Co-Chiel Executive Officer
President and Chief Execulive Olficer

Chairman, Presidenl and Chief Execulive Officer
Chairman, Presidenl and Chiel Executive Offlicer

Direclor

Senior Director, Government Programs

Direclor
Director {Chaimman})
Direclor
Direclor
Direclor
Direclor
Direclor
Direclor
Direclor
Director
Direclor
Director
Direclor
Direclor
Director
Director
Director
Director
Director
Direclor
Direclor
Direclor
Direclor
Direclor
Director
Director
Director
Director
Director
Director
Direclor
Direclor
Direclor
Direclor
Director
Director
Director
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La Cruz Azul de Puerio Bico, Inc.

NewSeasons Assisled Living Communities, Inc.
QCC Insurance Company

Select Health of Soulh Carolina, Inc.

The AmeriHeallh Agency, Inc.

Vista Heallh Plan, Inc.

Independence Blue Cross

AmeriHeallh of Florida, inc.

QCC Insurance Company

AmeriHeallh Casually Insurance Company
AmeriHeallh HMO, Inc.

AmeriHealth insurance Company ol New Jersey
AmeriHealth Inlegraled Benefits, Inc.
AmeriHeallh Inlegrated Case Management, Inc.
AmeriHeallh Inlegrated Workers' Compensalion Management, Inc.
AmerHeallh Services, Inc.

AmeriHeallh, Inc.

CompServices, Inc.

CSl Services, Inc.

HCDV, Inc.

HCS, Inc.

Healtheare Delaware, Inc.

Independence Heallhcare Management, Inc.
Independence Holdings, Inc.

Independence Insurance, Inc.

Keyslone Benefils, In¢.

Keysione Health Syslems, Inc.

The AmeriHeallh Agency, Inc.

Visla Heallh Plan, Inc.

AmeriHeallh Adminislralors, [n¢.

Inter-County Health Plan, nc.

Inter-County Hospitalization Plan, Inc.
Keystone Heallb Plan East, Inc.

Daniel C. Lyons, M.D.

Keystone Benelits, Inc.
Independence Blue Cross
AmeriHeallh HMO, Inc.
Keystone Benefils, Inc,
Keystene Health Plan Easl, Inc.
QCC Insurance Company

Paul A. Tufano, Esq.

Independenice Blug Cross
NewSeasons of Allentown, Inc.
NewSeasons ol Bensalem, Inc.
NewSeasons of Cherry Hill, Inc.
NewSeasons of Clarks Summit, Inc.
NewSeasons of Concordville, Inc.
NewSeasons of Devon, Inc.
NewSeasons of Emmaus, Inc.
NewSeasons of Exton, Inc.
NewSeasons o Hamisburyg, Inc.
NewSeasons of Jenkintown, [nc.
NewSeasons of Kingston, Ine.
NewSeasons of ML. Adington |, Inc.
NewSeasons ol New Brilain, Inc.
NewSeasons of Voorhees, Inc.
NewSeasons ol Washinglon Township, Inc.
tnter-County Health Plan, Inc.
Inter-County Hospitahzation Plan, Inc.

Director

Director

Director

Director

Direclor

Direclor

Chiel Financial Ollicer
Chairman, Chief Financial Olficer and Treasurer
Chief Financial Otficer

Chiet Financial Oficer and Treasurer
Chiel Financial Officer and Treasurer
Chief Financial Olficer and Treasurer
Chiel Financial Officer and Treasurer
Chiel Financial Qlficer and Treasurer
Chiel Financial Officer and Treasurer
Chief Financial Officer and Treasurer
Chiel Financial OHicer and Treasurer
Chiel Financial Officer and Treasurer
Chief Financial Officer and Treasurer
Chief Financial Officer and Treasurer
Chief Financial Officer and Treasurer
Chief Financial Cfficer and Treasurer
Chief Financial Officer and Treasurer
Chiel Financial Officer and Treasurer
Chiel Financial Olficer and Treasurer
Chiel Financial Officer and Treasurer
Chief Financial Olficer and Treasurer
Chiel Financial Oficer and Treasurer
Chiel Financial Officer and Treasurer
Treasurer

Treasurer

Treasvrer

Treasurer

Direclor

Senior Vice President, Govemmen! Programs
Senior Vice President, Govemmen! Programs
Senior Vice Presidenl, Govemmen! Programs
Senior Vice President, Govermmenl Programs
Senior Vice Presiden!, Govemmenl Programs

Senior Vice Presiden!, General Counsel and Corporale Secretary

Secrelary
Secrelary
Secrelary
Secrelary
Secelary
Secrelary
Secrelary
Secrelary
Secrelary
Secrelary
Secrelary
Secrelary
Secrelary
Seciefary
Secrelary
Corporale Secrelary
Corporale Secretary
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NewSeasons Assisled Living Communilies, Inc.
Renaissance Health Alliance, LLC

AmeriHealth HMQ, Inc,

AmeriHealth Insurance Company of New Jersey
AmenHeallh Administrators, Inc.

AmenHeallh Casualty Insurance Company
AmeriHeallh Inlegrated Benefits, Inc.
AmeriHeallh Inlegrated Case Managemenl, Inc.
AmeriHeallh Integrated Workers' Gompensation Management, Inc.
AmeriHealth of Florida, Inc.

AmenHealth Services, Inc.

AmeriHeallh, Inc.

CompServices, Inc.

CSl Services, Inc.

HCDV, Inc.

HCS, Inc.

Healthcare Delaware, Inc.

Independence Heallhcare Managemenl, Inc.
Independence Heldings, Inc.

Independenca Insurance, Inc.

Keystone Benelits, Inc.

Keystone Health Plan East, Inc.

Keystone Heallh Systems, Inc.

QCC Insurance Company

The AmeriHealth Agency, Inc.

Visla Heallh Plan, Inc.

Secretary

Secrelary

Senior Vice President and General Counsel

Senior Vice Presidenl and General Counsel

Senior Vice President, General Counsel and Comporate Secrelary
Senior Vice President, General Counsel and Comorate Secrelary
Senior Vice President?, Generat Counsel and Corporate Secrelary
Senior Vice President, General Counsel and Corporale Secretary
Senior Vice President, General Counsel and Corporale Secrelary
Senior Vica President, General Counse! and Corporale Secrelary
Senior Vice President, General Counset and Corporate Secrelary
Senior Yice President, General Counsel and Corporate Secrelary
Senior Vice Presidenl, General Counsel and Corporate Secrelary
Senior Vice President, General Counsel and Corporate Secrelary
Senior Vice Presiden), General Counsel and Corporate Secrelary
Senior Vice President, General Counsel ang Corporale Secrelary
Senior Vice Presiden!, General Counsel and Corporale Seczelary
Senior Vice President, General Counsel and Corporale Secrelary
Senior Vice Presiden!, General Counsel and Corporale Secretary
Senior Vice President, General Counsel and Corporaie Secretary
Senior Vice President, General Counsel and Corporale Secretary
Senior Vice President, General Counsel and Corporale Secretary
Senior Vice President, General Counsel and Corporale Secretary
Senior Vice President, General Counsel and Corporale Secretary
Senior Vice President, General Counsel and Corporale Secrelary
Senior Vice President, General Counsel and Corporate Secrelary
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’4t>a |ndependence
Blue Cross

1501 MARKET STREET
PHILADELPHIA, PA 19103-1480

March 22, 2004

Honorable M. Diane Keoken, Commissioner
Pennsylvania Insurance Department

1326 Strawberry Square

Harrisburg, PA 17101

Dear Commissioner Koken:

This information is submitted pursuant to your Order of March 15, 1997, that requires
Independence Blue Cross (IBC} annually to submit "a summary, in a form acceptable to
the Department, of its charitable and benevolent endeavors”.

Independence Blue Cross is a non-profit entity, but is not a charity. IBC has never been
a 501(c)(3) entity entitied fo receive charitable donations and has never accepted
charitable donations.

IBC is more highly regulated than commercial insurance companies. Pursuant to this
special regulatory status and Insurance Department requirements, IBC engages in
activities that are considered "social mission” activities. The following summarizes the
most notable of these social mission activities for 2003.

1. Direct Rate Subsidy to Non-Group $3.7 million
Programs' Rates

2. Indirect Rate Subsidy to Non-Group $2.8 million
Programs’' Rates
(Losses after premium and direct subsidy)

In addition to the above, IBC’s subsidiary QCC Insurance Co.
(QCC) provided direct and indirect subsidies to non-group rates of
$9.8 million in 2003, and Keystone Heaith Plan East (Keystone)
provided indirect subsidies to the CHIP and Adult Basic programs
of $4.1 million.
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Hon. M. Diane Koken, Commissioner
March 22, 2004
Page: Two

Further, for 2004 Keystone projects that it will lose approximately
$50 million from its participation in the Medicare + Choice program
in Southeastern Pennsylvania. All of these subsidies reflect IBC's
ongoing, significant commitment to the non-group and elderly
populations of this region.

3. Year Round Open Enroliment - IBC non-group programs accept
direct applicants 12 months a year. Many health insurers either do
not offer non-group programs at all, or they limit non-group
enrollment to a few weeks or months each year. IBC does not
have data to quantify the exira costs of this practice.

4. Contributions to Caring Foundation - The Independence Blue
Cross Pennsylvania Blue Shield Caring Foundation for Children is
a separate Section 501{c}{3) company, which provides subsidized
health insurance for poor children and administers a significant
portion of the state’s CHIP program for children in Southeastern
Pennsylvania. IBC makes substantial contributions to this effort.

2003
$175,000 direct funding contribution
$1,301,699 funding of Foundation administrative
expenses
5. Miscellaneous — The IBC Family of Companies $ 3,643,500

also supports numerous charitable, fund-raising
and wellness activities of local health care, educational
and civic organizations.

6. In 2003, the IBC Board approved funding for two initiatives in the
Southeast Pennsylvania region to improve and increase the quality
and availability of healthcare services. First, it authorized the
expenditure of $6 million over the next three years for direct
financial support to free medical clinics in the region. IBC has
already committed $1.2 million of grants to local clinics in
connection with this initiative.
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Hon. M. Diane Koken, Commissioner
March 22, 2004
Page: Three

In addition, on March 8, 2004 IBC announced a commitment of
approximately $3 million over the next three years to fund, in
participation with the Pennsylvania Higher Education Foundation,
graduate and undergraduate nurse scholarships to support
regional nursing education programs. Initial scholarship awards
will be made beginning in Spring 2004.

IBC is fully taxable at the federal level, and has paid federal income laxes since the late
1980s. During 2003, IBC paid $104.6 million in Federal income taxes; its subsidiaries
paid $16.7 million in state income taxes, and $13.4 million in local income and business
taxes. All IBC subsidiaries pay the local and state taxes applicable to businesses of
their type. For example, QCC Insurance Company paid $49.3 million in Pennsylvania
premium tax for 2003. Total federal and state taxes paid in 2003 were $184 million.

Independence Blue Cross looks forward to continuing to work with the Insurance
Department.

Sincerely,
n G. Foos

Chief Financial Officer

Copy: Stephen J. Johnson — PID

JGF/dI
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independence Blue Cross
Subsidy 1o Non Group Programs

{All $ Millions)
2002 2003

IBC QcC Total IBC QcC Tolal
Premium $ 951 $ 863 § 1814 $ 831 § 862 $ 1743
Claims 90.2 B4.2 174.4 83.3 87.4 170.7
Adminislrative Expense 6.9 4.2 111 77 4.2 12.0
Medical Management - 2.7 2.7 5.4 23 26 49
Premium Tax - 1.7 1.7 - 1.7 1.7
Gain/(Loss) PriortoSubsidy $ (4.7} $ (66) $ (11.3) $ (B2)% (98 $ (15.0)
Group Subsidy 4.5 6.7 11.2 37 9.1 12.9
Nel Gain/(Loss) $ (©3)% 01 % (0.1) $ (14 8$ (0N s (1)
Indirect Subsidy $ o3 % - $ 0.1 $ 14 8§ 07 $ 21
Total Subsidy $ 47 % 67 % 113 % 52 % 98 $ 150
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Indepénder_lce
Blue Cross

1509 MARKET STREET
PHILADELPHIA, PA 19103-1480

VIA FEDERAL EXPRESS

May 15, 2003

Honorable M. Diane Koken, Commissioner
Pennsylvania Insurance Department

1326 Strawbernry Square

Harrisburg, PA 17101

Dear Commissioner Koken:

This information is submitted pursuant to your Order of March 15, 1997, that requires -
Independence Blue Cross (IBC) annually to submit "a summary, in a form acceptable to
the Department, of its charitable and benevolent endeavors™.

Independence Blue Cross is a non-profit entity, but is not a charity. IBC has never been
a 501(c)(3) entity entitled to receive charitable donaticns and has never accepted
charitable donalions. , _

IBC is more highly regulated than commercial insurance companies. Pursuant to this
special regulatory stalus and Insurance Department requirements, IBC engages in
activities that are considered "social mission” activities. The following summarizes the
most notable of these social mission activities for 2002.

1. Direct Rate Subsidy to Non-Group
Programs’ Rates $4.5 million

2. Indirect Rate Subsidy to Non-Group _
Programs' Rates . $1.4 million
(Losses after premium and direct subsidy) '

In addition to the above, IBC’s subsidiary QCC Insurance Co.
. {QCC) provided direct subsidies o non-group rates of $6.7 million
tn 2002. .

" Over the past five years, combined IBC and QCC direct and

indirect subsidies provided to the non-group programs have
exceeded $100 million, an average of over $20 million per year.
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Hon. M. Diane Koken, Commissioner
May 15, 2003

Page 2

Further, in 2003 IBC’s subsidiary Keystone Health Plan East
projects that it will lose more than $50 million from its participation
in the Medicare + Choice program in Southeastern Pennsylvania.
All of these subsidies reflect IBC's ongoing, significant commitment
to the non-group and elderly populations of this region.

No Medical Underwriting- IBC enrolls every

applicant in alf health insurance programs (group
and non-group) regardless of the applicant’s health
status. IBC does not have data to quantify the extra
costs of this practice.

Year Round Open Enroliment - IBC non-group
programs accept direct applicants 12 months a year.
Many health insurers either do not offer non-

group programs at all, or they limit non-group
enroliment to a few weeks or months each year.

IBC does not have data to quantify the extra costs
of this practice.

Community-Rating for Small Groups - IBC offers
community rating to small group employers, which
enables them more effectively to spread their risk
experience. IBC does not have data o quantify the
extra costs of this practice.

Contributions fo Caring Foundation - The Independence

Blue Cross Pennsylvania Blue Shield Caring Foundation

for Children is a separate Section 501(c)(3) company,

which provides subsidized health insurance for poor children

and administers a significant portion of the state’s CHIP program
for children in Southeastern Pennsylvania. IBC makes substantial
contributions to this effort.

2002
$222,504 direct funding conlribution
$1,316,279 funding of Foundation administrative

expenses.

-
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Hon. M. Diane Koken, Commissioner
May 15, 2003
Page 3

7. Miscellaneous - IBC also supporis numerous $767,900
charitable, fund-raising and wellness activilies
of local health care, educational and civic
organizations.

IBC is fully taxable at the federal level, and has paid federal income taxes since the late
1980s. During 2002, IBC paid $65.1 million in Federal income taxes; its subsidiaries
paid $10.7 million in Pennsylvania net income tax, and $8.2 million in local income and
business taxes. All IBC subsidiaries pay the local and state taxes applicable to
businesses of their type. For example, QCC Insurance Company paid $42.5 million in
Pennsylvania premium tax for 2002

Independence Blue Cross iooks forward o continuing to work with the Insurance
Department.

0. G A

ohn G. Foos
Chief Financial Officer

Copy: Stephen J. Jobhnson ~ PID

JGFI
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% Independence
A S Blue CTOSS www. ibx.com
1501 MARKET STREET
PHILADELPHIA, PA 19103-14B0
May 13, 2004
V1A HAND DELIVERY

Sandra L. Ykema, Esquire
Department Counsel

Pennsylvania Insurance Department
1341 Strawberry Square
Harnisburg, PA 17120

RE: RESPONSE TO YOUR LETTER DATED MAY 7,2004 .
Dear Ms. Ykema:

Your letter dated May 7, 2004, 10 Paul Tufano, Esquire, IBC’s General Counsel, has been
forwarded to me for response. For your convenience, this written response will address each of
the matters in the order presented in your May 7" leuer.

Question No. 1:

Inter-County Hospitalization Plan, Inc. - As the Department knows, this entity is not
included in IBC’s insurance blank. However, I am informed that Highmark supplied the
responsive information for this enlity in its March 22, 2004 written reply to the
Department and, therefore, I draw your atlention to Highmark’s response.

Inter-County Health Plan, Inc. - As the Department knows, this entity too is not included
in IBC’s insurance blank. However, it is my understanding that Highmark supplied the
responsive information for this entity in its March 22, 2004 writien reply to the
Department and, therefore, 1 draw your attention to Highmark’s response.

Vista Health Plan, Inc. - Inactive.

AmenHealth Casualty Ins. Co. — This Delaware domiciled entity only recently began
underwriting operations. Premiums eamed in 2003 were $17.3 million, a clearly
immatenal amount. For your information, the most recent insurance blank with actuanal
certificalion is enclosed.
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Sandra L. Ykema, Esquire
May 13, 2004
Page 2

AmeriHealth Ins. Co. of NJ - The responsive information was included in my March 23,
2004 written response to the Department.

Healthcare Delaware, Inc., - Inaclive.
AmeriHealth Health Plan, Inc. - Sold December 2003.
Independence Insurance, Inc. - Inactive.

La Cruz Azul de Puerto Rico - Notwithstanding IBC's belief that this nol-wholly-owned,
foreign domiciled entity is both irrelevanl and immaterial to the Dcpartment’s
considerations at hand, the mos! recent insurance blank with actuarial certification for
claims liability for this entity is cnclosed.

Question No. 2:

There are no accrued medical incentive pool and bonus payments posted to the 2003
financial statements, so independent acluarial certification is not applicable.

Further, accident and health unearned premiums posted to the 2003 financial statements
-are a function of accounting, and are not subject lo actuarial estimation, calculation or judgment.

I trust thal you recall our having discussed this in our telephone conference on January
22,2004, in which Stephen J. Johnson, Depuly Commissioner, and others parlicipated. My notes
and recollection of that Yanuary 22" conference call reflect Mr. Johnston advised me that
Highmark earlier had raised the same concemn about actvarial review and certification of such
matlers and Mr. Johnson agreed upon procedures for Highmark to follow in lieu of such review
and certification. Mr. Johnson then advised that IBC could and should follow those same
procedures, which IBC did.

Specific procedures related to non-claim accounts (specifically unearned premiums and
premiums due and unpaid) were provided to the Department on March 23, 2004, along with a
letter from Deloitte & Touche documenting cerlain audit procedures performed with respect to
those balances.

Therefore, IBC’s substantive response to the information requested remams Lhe
information IBC previously supplied to the Department.
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Sandra L. Ykema, Esquirc
May 13, 2004
Page 3

Question No. 3 (The Response To Which Applies Equally To Question Nos. 4 & 6):

The documentation responsive to these questions is extremely proprietary and sensitive 1o
IBC. In fact, the release, whether inadvertent or not, to a third party of the trend, cost and pricing
informalion contained in these documents would have a devastating impact upon IBC’s ability to
compete in the markel place. For these reasons, we have offercd to make the documents
available for inspection by the Department at IBC’s premises; an eminently rcasonable offer
which the Department has rejected without explanation.

IBC ncvertheless is willing to try to accommodate the Department and, in the spint of
cooperation, makes the following proposal in exchange for IBC producing the documents to the
Department:

1. The Department agrees that the documents (and their content) will not be made
available in any way Lo any third party(ies);

2. The Depariment agrees 1o take all necessary steps o implement and/or enforce a
policy or process designed to ensure that the documents (and their content) are not
released 1o any third party(ies) by accident or otherwise;

3. The Department agrees that the documenls contain sensilive proprictary
information about IBC which must be maintained in confidence and not released
to any third party(ies);

4. The Department agrees it will take whatever action is necessary 1o ensure that the
documents and their contents are maintained in confidence and not released to any
third party(ies) and will affirmatively support any action by IBC to ensure that
such documents and their contents are maintained in confidence and not released
10 any third party(ies); and,

5. The Department agrees (o retumn the documents and any copies thereof to IBC
within thirty (30) days afier production by IBC.

Please direct all inquiries regarding the confidential treatment of the documents to Eleanor D.
Thompson, Vice President and Depuly General Counsel at Eleanor.Thompson@ibx.com or
215-241-3835.
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Sandra L. Ykema, Esquire
May 13, 2004
Page 4

Question No. 5:

The first talking point for clarificalion during our telephone conference on January 22,
2004 was whether IBC should provide the Department with a consolidated surplus level because
the identification of surplus on a company by company basis would be misleading in that it
would fail to accurately record requisite accounting deductions necessary 1o reflect shifts
between equity and investment. My notes reflect Mr. Johnson agrecd that IBC’s point was well
taken, and that IBC should only provide a consolidated surplus number. In IBC’s case, the
answer remains $840,916,664.

If you have any further questions regarding this information, please contact me at
215-241-2420, or via e-mail at John.Foos @ibx.com.

Very truly yours,

John G. Foos

Chief Financial Officer

JGF/d]
Enclosures

cc: S.J. Johnson - PID
R.L. Rohrbaugh - PID
Pau) Tufano, Senior Vice President and General Counsel
Eleanor D. Thompson, Vice President and Deputy General Counsel
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