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Vermont as of December 31, 2001 and 2000, and the related consolidated statements of operations
and changes in surplus, and cash flows for the years then ended. These financial statements are the
responsibility of the Plan’s management. Our responsibility is to express an opinion on these
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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 statements are free of material misstatement.
An audit includes examining, on a test basis , evidence supporting the amounts and disclosures
in the financial statements . An audit also includes assessing the accounting 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 consolidated financial statements referred to above present fairly, in all mater ial
respects, the financial position of Blue Cross and Blue Shield of Vermont as of December 31, 2001
and 2000, and the results of its operations and its cash flows for the years then ended, in
conformity with accounting principles generally accepted in the United States of America.
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Blue Cross and Blue Shield of Vermont
Consolidated Balance Sheets
December 31, 2001 and 2000

Assets 2001 2000

Cash and cash equivalents $ 44,913,295   29,894,872
Short-term investments 5,025,715   4,976,872
Equity secur ity investments , at fair value 847,590   972,028
Fixed maturity investments:

Held-to-maturity 6,244,635   8,251,716   
Investment in affiliates 1,098,294 1,021,156   

58,129,529   45,116,644   
Accounts receivable (less allowance for doubtful
accounts of $1,668,999 in 2001 and $863,398 in 2000):

Local subscr ibers 12,523,392 12,425,083   
Cost-Plus programs 5,289,932 7,802,974   
Other health plans 2,006,544   1,680,928   
Prospective reimbursements 4,461,340   3,442,070   
Reinsurers 1,435,527   1,656,343   
Other 3,592,799   3,120,935   

29,309,534   30,128,333   

Property and equipment, net 12,162,615   10,430,886 
Goodwill 4,951,397   5,346,935
Other assets 1,461,238 1,052,304   

$106,014,313 92,075,102   

Liabilities and Surplus

Liabilities:
Liability for unpaid claims $ 28,771,662 23,235,717   
Unpaid claim adjustment expenses 1,775,000   1,150,000   
Unearned subscription income 22,660,149   19,247,540   
Notes payable 993,001   2,115,089   
Deposits from subscribers 4,637,368   4,262,544   
Reinsurance balances payable 2,696,330   2,744,654   
Minority interest in subsidiaries 10,025,313   8,696,634   
Other liabilities 11,986,489   13,327,634   
Federal income taxes payable 555,012   1,228,000   

Total liabilities 84,100,324   76,007,812   

Surplus:
Unrestricted surplus 21,718,449   15,811,275   

Net unrealized appreciation on equity secur ities and fixed
maturity investments less applicable deferred income
taxes of $48,885 in 2001 and $64,004 in 2000 195,540   256,015   

Total surplus 21,913,989   16,067,290   

Total liabilities and surplus $106,014,313   92,075,102   

See accompanying notes to consolidated financial statements.
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Blue Cross and Blue Shield of Vermont
Consolidated Statements of Operations and Changes in Surplus
Years ended December 31, 2001 and 2000

2001 2000

Subscr iption income $396,575,137   374,983,102

Losses and expenses:
Claims incurred 335,734,840 319,346,641   
Operating expenses incurred 54,536,045   50,499,699 

390,270,885 369,846,340

Operating income 6,304,252   5,136,762   

Investment income, net 2,655,300   2,313,296   
Interest expense (151,976)  (174,415)  
Letter of credit fee (223,045)  (223,241)  
O ther income 229,822   448,470

Income before minor ity interest in subsidiaries
and Federal income tax expense 8,814,353   7,500,872   

Minority interest in subsidiaries (1,328,678)  (945,651)

Income before Federal income tax expense 7,485,675   6,555,221   

Federal income tax expense 1,371,000   1,828,000

Net income 6,114,675   4,727,221   

Distribution of dividend on subsidiary preferred stock (207,500)  (142,500)  

Change in net unrealized gains (losses) on fixed
maturity investments, net of deferred income taxes 39,075   26,735   

Change in net unrealized gains (losses) on equity
secur ities, net of deferred income taxes (99,551)  (91,308)

Total increase in surplus 5,846,699   4,520,148   

Total surplus, beginning of year 16,067,290   11,547,142

Total surplus, end of year $ 21,913,989 16,067,290   

See accompanying notes t o consolidated financial statements.
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Blue Cross and Blue Shield of Vermont
Consolidated Statements of Cash Flows
Years ended December 31, 2001 and 2000

2001 2000

Operating activities:
Net income $ 6,114,675 4,727,221   
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation expense 1,995,289   2,245,142   
Amortization expense 408,493   335,212   
Gain on sale of property and equipment (538)  —    
Changes in assets and liabilities:

Increase in investment in affiliates (77,138)  (717,377)  
Decrease in accounts receivable 818,799   6,260,515   
Increase in goodwill —    (1,530,900)  
Increase in other assets (421,889)  (131,117)  
Increase in liability for unpaid claims and unpaid

claim adjustment exp enses 6,160,945 1,983,349   
Increase in unearned subscription income 3,412,609   2,988,328   
Increase in deposits from subscribers 374,824   51,489   
Decrease in reinsurance balances payable (48,324) (1,025,923)  
Increase in minor ity interest in subsidiaries 1,328,679   6,591,400   
Decrease in other liabilities (1,341,145)  (715,447)  
Increase (decrease) in federal income taxes payable (672,988) 1,217,734

   Net cash provided by operating activities 18,052,291   22,279,626

Investing activities:
Proceeds from matur ity and sale of investments 2,272,024   7,431,479   
Purchases of investments (249,824)  (5,502,247)  
Proceeds from sale of property and equipment 1,984 —    
Additions to property and equipment (3,728,464) (2,627,602)  
Acquisition of affiliate —    (1,895,000)

Net cash used for investing activities (1,704,280)  (2,593,370)

Financing activities:
Minority interest’s investment in subsidiary received —    1,000,000   
Cash received from line of credit —    1,500,000   
Principal repayment of notes payable (1,122,088)  (1,232,994)  
Dividends paid (207,500)  (142,500)

Net cash provided by (used for) financing activities (1,329,588) 1,124,506

Net increase in cash and cash equivalents 15,018,423   20,810,762   

Cash and cash equivalents , beginning of year 29,894,872 9,084,110

Cash and cash equivalents , end of year $ 44,913,295 29,894,872

Supplemental cash flow information:
Cash paid during the year for:

Interest $ 151,976 174,415   
Income taxes paid, net of refund received 2,043,988 610,266   

See accompanying notes t o consolidated financial statements.
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(1) NATURE OF BUSINESS
Blue Cross and Blue Shield of Vermont (the Plan) (BCBSVT)) was founded in 1944 as part of Blue
Cross and Blue Shield of Vermont and New Hampshire.  In 1981, the Vermont Plan formally sepa-
rated its financial records and certain administrative functions from New Hampshire under orders
from Vermont’s Commissioner of Banking and Insurance.  Finally, in 1988-1989, BCBSVT established
full and independent administrative operations in Berlin, Vermont.  With only 50 employees in the
late 1980s, BCBSVT now has over 400 employees.  The Plan is the only Vermont domiciled health
insurance company and is subject to regulation by Vermont’s Department of Banking, Insurance,
Securities and Health Care Administration.  The Plan is the largest health insurance company/
health plan in the state with 40% of the commercial insurance market.  BCBSVT is incorporated
as a not-for-profit hospital/medical service corporation in the state of Vermont and is a member
of the Blue Cross and Blue Shield Association.

BCBSVT is organized for the purpose of establishing, maintaining and operating a non-profit
hospital and medical service company to provide hospitalization, medical, and other health
benefits to members through contracts with hospitals, participating physicians, skilled nursing
homes and other health care organizations including physician/hospital organizations.  The Plan
offers a var iety of group indemnity plans , health maintenance organizations, preferred provider
networks, non-group, Medicare supplemental and other benefit coverages to its members on
both an insured and self-funded basis.

The Plan delivers its health maintenance organization (HMO) product through The Vermont
Health Plan (TVHP). TVHP was licensed and approved to operate as an HMO in Vermont in
December of 1996.  The health plan is jointly owned by BCBSVT (50%) and three provider
organizations; Fletcher Allen Health Care, Rutland Regional Medical Center and The Dartmouth-
Hitchcock Alliance, who own the remaining 50%.  BCBSVT also delivers administrative-service-only
products through two third-party administrators, Comprehensive Benefits Administrator (CBA),
Inc. and Employee Benefit Plan Administration.  AmeriHealth Administrators, Inc., a subsidiary of
Independence BlueCross, owns a minority interest in CBA.

(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
(a) Basis of Presentation

The accompanying financial statements have been prepared in accordance with generally
accepted accounting principles, which differ in some respects from statutory accounting
practices prescribed or permitted by the State of Vermont’s Department of Banking,
Insurance, Securities, and Health Care Administration.  The preparation of financial state-
ments in conformity with generally accepted accounting principles requires management
to make estimates and assumptions that affect the reported amounts of assets and liabili-
ties and disclosure of contingent assets and liabilities at the date of the financial statements
and the reported amounts of revenues and expenses during the reporting periods.
Actual results could differ from those estimates.

The accompanying consolidated financial statements include the accounts of Blue Cross
and Blue Shield of Vermont and its wholly-owned subsidiary, Catamount Insurance Services,
Inc. and The Vermont Health Plan, LLC, a controlled affiliate.  S ignificant intercompany
accounts and transactions have been eliminated in consolidation.

Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000
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Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000

(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued
(b) Cash and Cash Equivalents

Cash and cash equivalents include cash on deposit, money market accounts, commercial
paper and other income producing securities with a maturity of three months or less when
purchased.

(c) Shor t-Term Investments

Short-term investments at December 31, 2001 and 2000 include a $5,000,000 investment in
the Standish, Ayer & Wood Star Fund, carried at a fair value of $5,025,715 and $4,976,872,
respectively.

(d) In vestments

The Plan’s investment portfolio is classified as either “held-to-maturity” or “available-for-sale”
at the time of purchase.  Investments in debt securities that management has positive intent
and ability to hold to matur ity are classified as “held-to-maturity” and reflected at amortized
cost.

Investments not classified as “held-to-maturity” are classified as “available-for-sale.”
Secur ities available for sale consist of debt and equity securities that are available for sale
in order to respond to changes in market interest rates or liquidity needs.  These assets are
carried at market value.  Changes in market value of available for sale securities, net of
applicable income taxes, are reported as a separate component of surplus.

Premiums and discounts are amortized over the life of the security.  Gains and losses on the
sale of secur ities are recognized at the time of sale using the specific identification method.

(e) In vestment in Affiliates

Catamount Insurance Services, Inc. (CIS) a wholly-owned subsidiary of the Plan, serves as the
holding company for the Plan’s investments in affiliates which include Enterprise Benefits
Management, Inc. (EBM) a Third Party Administrator which administers employer benefit
plans on a fee basis and a 33% interest in Combined Services LLC (CSLLC), a New Hampshire
domiciled insurance broker.  CSLLC markets life and disability products, as well as, COBRA
administration as a supplement to the Plan’s health offerings.

CIS is also the major ity owner (80%) of Comprehensive Benefits Administrator, Inc. (CBA),
a Vermont based Third Party Administrator, which administers employer benefit plans on a
fee basis.  AmeriHealth Administrators, Inc., a subsidiary of Independence Blue Cross, holds
the remaining 20% interest in CBA.  CBA wholly owns Employee Benefit Plan Administration
(EBPA), a New Hampshire based Third Party Administrator, which also administers employer
benefit plans on a fee basis .

AmeriHealth Administrators, Inc. owns 2,000 shares of $1,000 par value, non-voting 5.5%
Ser ies A preferred stock issued by CBA at the time of the CBA acquisition in 1998.
In addition, AmeriHealth Administrators, Inc. and CIS own 1,000 and 500 shares respectively,
of $1,000 par value, non-voting 6.5% Ser ies B preferred stock issued by CBA at the time of
the EBPA acquisition in 2000.
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Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000

(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued
Goodwill relating to the above acquisitions is being amortized using the straight-line
method over 15 years.  The consolidated balance sheets include unamortized goodwill of
$4,951,397 in 2001 and $5,346,935 in 2000.

In December 1996, the Plan entered into an agreement with two of the largest Vermont
health care institutions, Fletcher Allen Health Care, Inc. and Comprehensive Health Re-
sources, Inc., the parent organization of Rutland Regional Medical Center, to jointly establish
a company, The Vermont Health Plan, LLC (TVHP) to provide and market managed care
products and services.  The Hitchcock Alliance joined TVHP as an equity partner in 1998.
During 1999 the Plan contributed capital totaling $1,505,000 to TVHP.

(f ) Prospec tive Reimbursements

Under the terms of agreements with certain institutional providers, the Plan makes periodic
level payments to the providers as inter im reimbursements for services rendered, pending
ultimate adjudication of corresponding claims.

(g) Provider Reimbursements

The Plan enters into contractual agreements with various health care providers to provide
certain medical services to its members. Compensation arrangements vary by provider.
Certain providers have entered into risk sharing arrangements with the Plan, whereby a
settlement is calculated by comparing actual medical claims experience to a pre-approved
and predetermined budgeted amount.  These settlements are accrued on an estimated
basis in the period the related services are rendered and adjusted in future periods as final
settlements are determined.  Estimated settlements for these r isk sharing arrangements are
reflected in claims expense and other liabilities on the Plan’s balance sheets.

(h) Property and Equipment

Property and equipment are recorded at cost and depreciated to expected salvage value
using the straight-line method over the estimated useful lives of the assets.

(i) Liabilit y for Unpaid Claims and Unpaid Claim Adjustment Expenses

The liabilities for unpaid claims and unpaid claim adjustment expenses are actuarially
computed estimates of the ultimate cost of reported but unpaid and unreported claims
incurred through December 31 based on historical claims experience modified for changes
in enrollment, cost and utilization trends.  These liabilities are necessarily subject to the
impact of changes in claim severity and frequency, as well as numerous other factors.
Management believes that the liabilities are adequate but the ultimate net cost of settling
these liabilities may vary from the estimated amounts.  Accordingly, these estimates are
continually reviewed and, as adjustments become necessary, they are reflected in current
operations.

When necessary, the Plan provides for the estimated liability for net future contract benefits
based on the excess of estimated contract benefits over income to be earned during the
remainder of the contract period.  The Plan considers investment income in estimating this
liability.  The Plan determined that no liability exists for future contract benefits at Decem-
ber 31, 2001 and 2000.
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Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000

(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

(j) Subscription and Administrative Fee Income

The Plan receives subscr iption income from insured business and administrative fees from
self-funded accounts.  Subscription income is billed monthly in advance of the coverage
per iod and is recognized as revenue in the month that coverage is effective.  Subscr iption
income billed in advance of the coverage per iod is recorded as unearned subscription
income.

(k) Claim Costs for Self-F unded Accounts

Self-funded accounts are billed monthly for actual medical claims plus an administrative fee.
Deposits received from self-funded accounts are reported as deposit liabilities on the
consolidated balance sheets.

(l) Reinsurance

The Plan has available reinsurance coverage for selected organ and bone marrow transplant
procedures.  Assets and liabilities relating to reinsured contracts are recorded gross of the
effects of reinsurance.  Ceded reinsurance premiums are recognized over the policy per iod.
Losses recoverable under these policies are deducted from claims incurred.  The Plan is
liable for amounts recoverable from reinsurers in the event that the reinsurers do not
meet their contractual obligations.

(m) Pension Plans and Other Postr etirement Benefits

Blue Cross and Blue Shield of Vermont participates in a nationally sponsored, noncontribu-
tory, defined benefit plan covering employees meeting certain age and service require-
ments .  Benefits are based upon years of service and the employee’s compensation dur ing
the last five years of employment.  Pension fund assets are part of the Blue Cross Blue Shield
National Retirement Trust, which invests in a variety of equity and fixed income secur ities.
The pension plan administrator utilizes the “Projected Unit Credit” actuarial cost method
to determine pension costs and the present value of accumulated plan benefits.

A 401(k) voluntary defined contribution plan is available to full-time employees meeting
certain requirements.  Under the terms of the 401(k) plan, the Plan will match 60% of an
employee’s contribution up to the first 6% of the individual employee’s salary, as limited by
federal law. CBA and TVHP also offer 401(k) voluntary defined contribution plans to full-time
employees meeting certain requirements.  Expenses incurred for the retirement programs
described above amounted to $1,408,070 and $1,213,741 in 2001 and 2000, respectively.
The cost of these benefits is reflected in current operations on an incurred basis.

Blue Cross and Blue Shield of Vermont provides health and life insurance benefits for retired
employees who meet specific eligibility requirements.  Prior to 1995, the cost of these
benefits was reflected in current operations on a claims incurred basis.  In 1995, the Plan
changed its method of accounting for the cost of these postretirement benefits to the
accrual method, and elected to amortize its transition obligation for retirees, fully eligible
and partially vested employees totaling approximately $1,800,000 over 20 years.
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Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000

(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued
During 1995, the Plan amended its postretirement benefit plan to eliminate postretirement
health insurance benefits for future retirees who have not attained age 55 and who will not
have 15 years of service by December 31, 1998.

(n) Income Taxes

Income taxes are accounted for under the asset and liability method.  Deferred tax assets
and liabilities are recognized for the future tax consequences attributable to differences
between the financial statement carrying amounts of existing assets and liabilities and their
respective tax bases.  Deferred tax assets and liabilities are measured using enacted tax
rates expected to apply to taxable income in the years in which those temporary differences
are expected to be recovered or settled.  Under this method, the effect on deferred tax
assets and liabilities of a change in tax rates is recognized in income in the per iod that
includes the enactment date.

(o) Reclassifications

Certain items in the 2000 financial statements have been reclassified to conform with the
current year presentation.

(p) Statutor y Codification

The National Association of Insurance Commissioners (NAIC) revised statutory accounting

and pr inciples in a process referred to as Codification.  Statutory accounting pr inciples, as
they existed prior to codification did not always provide a consistent and comprehensive
basis of accounting and reporting.  The prescribed or permitted statutory accounting model
resulted in practices that periodically varied fr om state to state.  As a result , insurers’ finan-
cial statements were not always prepared on a comparable and consistent basis .

The purpose of Codification was to produce a comprehensive guide to statutory accounting
for use by insurance departments, insurers , and auditors.  The NAIC Instructions Handbook
and Accounting Practices and Procedures Manual became effective January 1, 2001,
pursuant to Vermont Statutes Subchapter §3561.  The NAIC Instructions Handbook and
Accounting Practices and Procedures Manual provides insurance examiners and analysts
with uniform statutory accounting rules against which companies’ financial statements can
be evaluated.  In addition, accounting guidance for the industry and auditors will be more
effective and consistent, as all such requirements will be contained within a single NAIC
Manual.

The accompanying consolidated financial statements have been prepared in conformity
with generally accepted accounting principles (GAAP), which vary in some respects from
the statutory accounting practices of the NAIC Accounting Practices and Procedures
Manual and those prescribed or permitted by the State of Vermont Department of Banking,
Insurance, Securities, and Health Care Administration.  The combined impact of the letter of
credit , premium deficiency reserve, deferred tax asset and non-admitted assets do have a
material impact on the determination of the Plan’s statutory capital at December 31, 2001.
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(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued
The following is a reconciliation of the Plan’s total surplus as set forth in the accompanying
consolidated financial statements to the corresponding amounts on a statutory basis, at
December 31:

 2001 2000

Total surplus—GAAP basis $ 21,913,989 16,067,290
Less: Nonadmitted assets (4,312,750) (2,094,024)

TVHP Nonadmitted assets (35,010) —
Add: Letter of credit 10,000,000 10,000,000

Deferred tax asset 369,494 —
Deferred income tax effect of unrealized

gain on equity investments 43,743 68,631
Net unrealized (gain) loss on investments ,

net of deferred income taxes (20,566) 18,509
Postretirement benefits and pension 42,111 52,000
Accounting for organization costs:

Blue Cross and Blue Shield of Vermont — 73,126
Investment in affiliates—

The Vermont Health Plan, LLC — 88,925
Premium deficiency reserve (1,000,000) —

Total Surplus—Statutory basis $ 27,001,011 24,274,457

(3) INVESTMENTS
Alternative values, gross unrealized gains and losses and fair values at December 31, 2001 and
2000 for fixed maturity and equity investments are set forth below.  The alternative value for fixed
maturity investments and equity secur ities is amortized cost and cost, respectively.

2001

Gross Gross
Alternative Unrealized Unrealized Fair

Value Gains Losses Value

Held-to-maturity
(Carried at amortized cost):

Federal government
bonds $ 6,244,635 222,529 — 6,467,164

Equity secur ities $ 628,872 218,718 — 847,590

Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000
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Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000

(3) INVESTMENTS, Continued

2000

Gross Gross
Alternative Unrealized Unrealized Fair

Value Gains Losses Value

Held-to-matur ity
(Carried at amortized cost):

Federal government
bonds $ 7,245,144 123,971 4,410 7,364,705

Corporate securities 1,006,572 — 1,372 1,005,200

$ 8,251,716 123,971 5,782 8,369,905

Equity secur ities $ 628,872 343,156 — 972,028

The alternative value and fair value of fixed maturity investments at December 31, 2001 are shown
below by contractual matur ity per iods.  Actual maturities could differ from contractual maturities
because borrowers may have the right to call or prepay obligations with or without call or prepay-
ment penalties.

Alternative Fair
Value Value

Held-to-matur ity
(Carried at amortized cost):

Due in one year or less $ 3,500,721 3,551,859
Due after one year through five years 2,743,914 2,915,305

      Total $ 6,244,635 6,467,164

The components of net investment income for the years ended December 31, 2001 and 2000
are as follows:

2001 2000

Fixed maturity investments $ 482,171 509,164
Equity secur ities 10,085 11,890
Cash and equivalents 2,298,624 1,857,358

Total investment income 2,790,880 2,378,412

Less investment expenses 135,580 65,116

Net investment income $ 2,655,300 2,313,296
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(4) PROPERTY AND EQUIPMENT
Details of property and equipment as of December 31, 2001 and 2000 follow:

2001 2000

Land and land improvements $ 325,424 325,424
Home office and improvements 8,020,198 7,574,987
Furniture, fixtures, and equipment 12,304,590 11,631,959
Computer software 4,648,905 2,771,116
Vehicles 36,373 36,373

25,335,490 22,339,859
Less accumulated depreciation 13,172,875 11,908,973

$ 12,162,615 10,430,886

Depreciation expense aggregated $1,995,289 and $2,245,142 for the years ended December 31,
2001 and 2000, respectively.

(5) REINSURANCE
Subscr iption income written, earned and ceded for the years ended December 31, 2001 and 2000
are as follows:

2001 2000

Gross wr itten subscription income $402,652,410 377,078,381
Change in unearned subscription income (3,412,609) 776,322

Subscr iption income earned 399,239,801 377,854,703
Subscr iption income ceded (2,664,664) (2,871,601)

Subscr iption income $396,575,137 374,983,102

Claims and claims expenses incurred and claims and claims expenses ceded for the years ended
December 31, 2001 and 2000 are as follows:

2001 2000

Gross claims and claims expenses incurred $337,054,141 323,831,088
Claims and claims expenses ceded (1,319,301) (4,484,447)

$335,734,840 319,346,641

Reinsurance recoverable from reinsurers, including paid claims and an estimate of unpaid claims, is
$1,435,527 and $1,656,343 at December 31, 2001 and 2000, respectively.

Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000
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(6) LIABILITY FOR UNPAID CLAIMS AND CLAIM ADJUSTMENT EXPENSES
As discussed in note 2(i), the Plan establishes a liability for insured events which includes estimates
of future payments of claims and related claim adjustment expenses.  The following schedule
presents changes in these aggregate liabilities dur ing the years ended December 31, 2001 and
2000:

2001 2000

Balance at January 1 $ 24,385,717 22,402,868
Less reinsurance recoverables 920,717 4,502,368

Net balance at January 1 23,465,000 17,900,000

Consolidation of affiliate — 3,620,000

Incurred related to:
Current year 337,287,112 323,496,039
Prior years (1,552,272) (4,149,398)

Total incurred 335,734,840 319,346,641

Paid related to
Current year 309,102,987 301,386,779
Prior years 20,521,853 16,014,862

Total paid 329,624,840 317,401,641

Net balance at December 31 29,575,000 23,465,000
Plus reinsurance recoverables 971,662 920,717

Balance at December 31 $ 30,546,662 24,385,717

As a result of changes in estimates in prior years the liability for unpaid claims and claim adjust-
ment expenses decreased by $1,552,272 in 2001 and $ 4,149,398 in 2000.  The cost of claims
incurred for Cost-Plus groups is included in claims incurred and claims paid and amounted to
$141,437,890 and $125,717,048 in 2001 and 2000, respectively.

(7) FEDERAL INCOME TAXES
For federal income tax purposes, the Plan is treated as a stock property and casualty insurance
company subject to special provisions of the tax code as a Blue Cross Blue Shield organization.

The Plan is allowed certain benefits under the Tax Reform Act of 1986, including a special reserve
deduction and an exemption from the reduction requirements for unearned premiums.  Further,
some events reflected in the consolidated financial statements do not have tax consequences as
certain revenues are exempt from taxation and certain expenses are not deductible.  These include
the change in the net book value of the Plan’s investment in its affiliates and certain meals and
lobbying expenses.  The Plan is exempt from Vermont income tax.

Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000
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Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000

(7) FEDERAL INCOME TAXES, Continued
During 2001 and 2000, the Plan was not subject to taxes at regular rates. In 2001 and 2000, the
Plan was subject to tax at the alternative minimum tax rate of 20%.  This position was due
primarily to the special deduction afforded Blue Cross Blue Shield Plans under the Internal
Revenue Code.  The difference between the total expected income tax expense computed by
applying the federal income tax rate of 34% for 2001 and 2000, and the reported tax expense, is
primarily the result of permanent differences, of which the Plan’s special deduction under Internal
Revenue Code (IRC) Section 833 and the disallowance of lobbying and meals and entertainment
expenses are the most significant.

The Plan’s temporary differences represent the estimated future tax effects attributable to future
taxable or deductible differences between amounts recognized for financial statement and
income tax purposes.  At December 31, 2001 and 2000, significant components of the Plan’s
deferred tax assets and liabilities are as follows:

2001 2000

Deferred compensation $ — 41,000
Allowance for uncollectible accounts 538,000 294,000
Discounting of loss reserves 213,000 184,000
Depreciation 723,000 912,000
Accrued compensated absences 474,000 346,000
Postretirement benefits 368,000 372,000
Accrued pension costs 95,000 378,000
Partnership activity 91,000 153,000

Total deferred tax asset 2,502,000 2,680,000

Valuation allowance (2,502,000) (2,680,000)

$ — —

In 2001, the valuation allowance decreased by $178,000. The valuation allowance reflects
management’s belief that the realization of the entire deferred tax asset is not assured.

The Plan has an alternative minimum tax (AMT) credit through December 31, 2001 of $7,248,600
which may be credited to future taxes payable at regular rates, if the Plan becomes subject to
taxes at regular rates.  This potential credit has no expiration date.  As conditions for incurring taxes
at regular rates are not likely to occur, no recoverable has been recognized.  The Plan does not
have an AMT net operating loss.
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(8) PENSION BENEFITS
The following table sets forth the Plan’s benefit obligations, fair value of plan assets and funded
status at December 31, 2001 and 2000:

2001 2000

Benefit obligation at December 31 $ 9,830,677 8,275,233
Fair value of plan assets at December 31 7,140,726 6,293,043

Funded status $ (2,689,951) (1,982,190)

Accrued benefit cost recognized in the consolidated balance
sheets $ 260,599 1,111,250

Weighted average assumptions as of December 31:
Discount rate 7.25% 7.50%
Expected return on plan assets 9.00% 9.00%
Rate of compensation increase 3.0-6.5% 3.0-6.5%

Benefit cost $ 768,310 655,881
Employer contribution 1,618,961 511,497
Benefits paid 395,283 802,580

(9) POSTRETIREMENT BENEFITS
In addition to pension benefits, the Plan provides certain health care and life insurance benefits
(postretirement) for retired employees.  Employees may become eligible for these benefits if they
have attained age 55 and have 15 years of service with the Plan by December 31, 1998.

The net postretirement benefit cost for the years ended December 31, 2001 and 2000 was $52,000
and $38,000, respectively, and includes the expected cost of such benefits for newly eligible or
vested employees, interest cost, gains and losses ar ising from differences between actuarial
assumptions and actual exper ience, and amortization of the transition obligation.  The Plan paid
benefits of $21,000 and $22,000 in 2001 and 2000, respectively, as incurred.

The accumulated postretirement benefit obligation included in other liabilities in the accompany-
ing consolidated balance sheets at December 31, 2001 and 2000 consists of the following
components:

2001 2000

Retirees $ 836,000 672,000
Actives fully eligible for benefits 84,000 131,000
Actives not fully eligible for benefits 68,000 59,000

988,000 862,000
Unrecognized net gain 153,000 227,000

$ 1,141,000 1,089,000
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(9) POSTRETIREMENT BENEFITS, Continued
Actuarial assumptions used were as follows:

2001 2000

Weighted average discount rate 7.50% 7.50%
Health care cost trend rate, which is graded to 6% through 2001 6% 7%

The health care cost trend rate assumption has a significant effect on the amounts reported.
To illustrate, increasing the assumed health care cost trend rates by one percentage point in each
year would increase the postretirement benefit obligation as of December 31, 2001 by approxi-
mately $87,000 and would not effect the estimated eligibility cost and interest cost components of
the net per iodic postretirement benefit cost for 2001 and 2000.

(10) NOTE PAYABLE AND HEALTH RISK-BASED CAPITAL
The Plan has a $10,000,000 ir revocable letter of credit in favor of the State of Vermont Commis-
sioner of Banking, Insurance, Secur ities and Health Care Administration.  The letter of credit , issued
by The Howard Bank, N.A., expires on March 31, 2003. The letter of credit qualifies as capital under
statutory accounting practices prescribed or permitted by the State of Vermont Department
of Banking, Insurance, Secur ities and Health Care Administration.  The Plan also entered into a
$10,000,000 surplus note agreement with Independence Blue Cross (IBC) whereby any amounts
IBC is required to reimburse The Howard Bank, N.A. for draws on the letter of credit under a Letter
of Credit Reimbursement Agreement will become principal advances to the Plan under the
surplus note agreement.  As of December 31, 2001 there have not been any draws under the letter
of credit or advances under the IBC surplus note agreement.

The monetary effect on statutory surplus of using accounting practices permitted by the State
of Vermont Department of Banking, Insurance, Secur ities and Health Care Administration is as
follows:

2001 2000

Statutory Capital and Surplus per
Statutory Financial Statements $ 27,001,011 24,274,457

Effect of permitted practice of recording letter of
credit as Statutory Capital 10,000,000 10,000,000

Statutory Capital and Surplus in accordance with the NAIC
     Statutory Accounting Practices $ 17,001,011 14,274,457

The Plan is subject to the National Association of Insurance Commissioners (“NAIC”) Health Risk-
Based Capital (Health RBC) for administering the Blue Cross Blue Shield Association’s licensure
and performance monitoring programs.  This requires a licensure minimum, monitoring and
other threshold standards for B lue Cross Blue Shield Plans based on the Health RBC results.
At December 31, 2001, the Health RBC results require that the Plan achieve and maintain a statu-
tory capital minimum of 200% of the Health RBC author ized control level capital requirement.
The Plan’s statutory surplus of $27,001,011 at December 31, 2001 exceeded this requirement.
The Plan’s future compliance with the risk based capital standards is subject to changes in the
health r isk based capital requirements and the Plan’s future operating results.

Notes to Consolidated Financial S tatements, D ecemb er 31, 2001 and 2000
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(11) COMMITMENTS AND CONTINGENCIES
In the normal course of business, there are various legal actions pending against the Plan.  Man-
agement, after reviewing developments to date with legal counsel, is of the opinion that the
ultimate outcome of pending litigation will not have a mater ial adverse effect on the financial
position of the Plan.

The Plan has a standby line of credit of $3,000,000 with interest at prime rate minus 0.25%, expir-
ing in September 2002.  This line of credit , collateralized by the home office, may be drawn upon by
the Plan at the instruction of the Vermont Department of Banking, Insurance, Secur ities and Health
Care Administration.  There were no borrowings under this line of credit during 2001 or 2000.

The Plan has an additional $3,000,000 line of credit with interest at pr ime rate and collateralized
by unspecified debt securities in the investment portfolio up to the amount of the line of credit.
This line of credit is renewable on an annual basis.

As of December 31, 2001 and 2000, a bond with a face value of $1,000,000 was on deposit with a
financial institution to comply with an administrative service contract with the State of Vermont.
The original bond matured in August 2001 and was replaced with a bond maturing in March 2002.

Catamount Insurance Services, Inc., (CIS) had a $1,500,000 unsecured line of credit with interest at
prime plus 2%.  The outstanding balance due under this line of credit was $678,571 in 2000 and
was repaid and not renewed in 2001.

Comprehensive Benefits Administrator, Inc. (CBA) has a $2,230,000 letter of credit from PNC Bank
which is guaranteed by Independence Blue Cross.  There were no borrowings under this letter of
credit dur ing 2001 or 2000.  The letter of credit was established to back an installment note issued
in connection with the acquisition of CBA.  The accompanying consolidated financial statements
reflect the outstanding balance of the installment note payable of $993,001 and $1,436,518 in
2001 and 2000 respectively.

CBA signed two promissory notes with Catamount in 2000, a note for $750,000 and a note for
$650,000.  The $750,000 note bore interest at pr ime plus 2% and was paid in 2000.  The $650,000
note bore interest at prime plus 2% and the outstanding balance at December 31, 2001 and 2000,
was $0 and $619,048 respectively.
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