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This Annual Report on Form 10-K, including the Management's Discussion and
Analysis of Financial Condition and Results of Operations, contains
forward-looking statements, within the meaning of the Private Securities
Litigation Reform Act of 1995, that reflect our views about future events and

financial performance. When used in this report, the words "may," "will,"
"should," "anticipate," "estimate," "expect," "plan," "believe," "predict,"
"potential," "intend" and similar expressions are intended to identify

forward-looking statements. Forward-looking statements are subject to known and
unknown risks and uncertainties that could cause actual results to differ
materially from those projected. You are cautioned not to place undue reliance
on these forward-looking statements that speak only as of the date hereof. You
are also urged to carefully review and consider the various disclosures made by
us which attempt to advise interested parties of the factors which affect our
business, including Exhibit 99 "Risk Factors" filed as an exhibit hereto and
incorporated into this Form 10-K by reference, and our reports filed with the
Securities and Exchange Commission from time to time.

Health benefits companies operate in a highly competitive, constantly
changing environment that is significantly influenced by aggressive marketing
and pricing practices of competitors, regulatory oversight and organizations

that have resulted from business combinations. The following is a summary of
factors, the results

of which, either individually or in combination, if markedly different from our
planning assumptions, could cause our results to differ materially from those
expressed in any forward-looking statements contained in this report:
trends in health care costs and utilization rates;
ability to secure sufficient premium rate increases;
competitor pricing below market trends of increasing costs;
increased government regulation of health benefits and managed care;
significant acquisitions or divestitures by major competitors;
introduction and utilization of new prescription drugs and technology;
a downgrade in our financial strength ratings;
litigation targeted at health benefits companies;
ability to contract with providers consistent with past practice; and
general economic downturns.
References in this Annual Report on Form 10-K to the term "Anthem Insurance"
refer to Anthem Insurance Companies, Inc., an Indiana insurance company.

References to the term "Anthem" refer to Anthem Insurance and its direct and
indirect subsidiaries before the demutualization, and to Anthem, Inc., an
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Indiana holding company, and its direct and indirect subsidiaries, including
Anthem Insurance, after the demutualization, as the context requires.
References to the terms "we," "our," or "us," refer to Anthem, before and after
the demutualization. The demutualization was consummated on November 2, 2001.

ii

PART I
ITEM 1. BUSINESS.
General Business Description

We are one of the nation's largest health benefits companies, serving
approximately eight million members, or customers, primarily in Indiana,
Kentucky, Ohio, Connecticut, New Hampshire, Maine, Colorado and Nevada. We hold
the leading market position in seven of these eight states and own the
exclusive right to market our products and services using the Blue Cross(R)
Blue Shield(R), or BCBS, names and marks in all eight states under license
agreements with the Blue Cross Blue Shield Association, or BCBSA, an
association of independent BCBS plans. We seek to be a leader in our industry
by offering a broad selection of flexible and competitively priced health
benefits products.

Our product portfolio includes a diversified mix of managed care products,
including health maintenance organizations, or HMOs, preferred provider
organizations, or PPOs, and point of service, or POS plans, as well as
traditional indemnity products. We also offer a broad range of administrative
and managed care services and partially insured products for employer
self-funded plans. These services and products include underwriting, stop loss
insurance, actuarial services, provider network access, medical cost
management, claims processing and other administrative services. In addition,
we offer our customers several specialty products including group life,
disability, prescription management, workers compensation, dental and vision.
Our products allow our customers to choose from a wide array of funding
alternatives. For our insured products, we charge a premium and assume all or a
majority of the health care risk. Under our self-funded and partially insured
products, we charge a fee for services, and the employer or plan sponsor
reimburses us for all or a majority of the health care costs. Our 2001
operating revenue was 91.3% derived from fully insured products, while 8.7% was
derived from administrative services and other revenues.

Our customer base primarily includes large groups (contracts with 51 or more
eligible employees), individuals and small groups (one to 50 employees), each
of which accounted for 40.4%, 18.1% and 17.7% of our 2001 operating revenue,
respectively. Other major customer categories include National accounts,
Medicare recipients, federal employees and other federally funded programs. We
principally market our products through an extensive network of independent
agents and brokers who are compensated on a commission basis for new sales and
retention of existing business.

Our managed care plans and products are designed to encourage providers and
members to make quality, cost-effective health care decisions by utilizing the
full range of our innovative medical management services, quality initiatives
and financial incentives. Our leading market shares enable us to realize the
long-term benefits of investing in preventive and early detection disease
management programs. We further improve our ability to provide cost-effective
health benefits products and services through a disciplined approach to
internal cost containment, prudent management of our risk exposure and
successful integration of acquired businesses. These measures have allowed us
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to achieve significant growth in membership (93%), revenue (100%), and net
income (256%) from the beginning of 1997 through 2001.

We intend to continue to expand through a combination of organic growth and
strategic acquisitions in both existing and new markets. Our growth strategy is
designed to enable us to take advantage of the additional economies of scale
provided by increased overall membership. In addition, we believe geographic
diversity reduces our exposure to local or regional economic, regulatory and
competitive pressures and provides us with increased opportunities for
expansion. While the majority of our growth has been the result of strategic
mergers and acquisitions, we have also achieved growth in our existing markets
by providing excellent service, offering competitively priced products and
effectively capturing the brand strength of the Blue Cross and Blue Shield
names and marks.

Anthem, Inc. is an Indiana corporation that was formed in July 2001 as a
wholly owned subsidiary of Anthem Insurance. Anthem, Inc. was formed in
connection with the conversion of Anthem Insurance from a mutual insurance
company into a stock insurance company in a process called demutualization. The
demutualization was effective on November 2, 2001, and at that time Anthem
Insurance was converted into a stock insurance company and became a wholly
owned subsidiary of Anthem, Inc., and Anthem, Inc. became a publicly-held
company. In addition, effective November 2, 2001, all membership interests in
Anthem Insurance were extinguished and Anthem Insurance's eligible statutory
members received shares of Anthem, Inc. common stock or cash, as consideration
for the extinguishment of their membership interests in Anthem Insurance.

Industry Overview

The health benefits industry has experienced significant change in recent
years. The increasing focus on health care costs by employers, the government
and consumers has led to the growth of alternatives to traditional indemnity
health insurance. HMO, PPO and hybrid plans, such as POS plans, incorporating
features of each, are among the various forms of managed care products that
have developed in recent years. Through these types of products, the cost of
health care is contained by negotiating contracts with hospitals, physicians
and other providers to deliver health care at favorable rates. These products
also can feature medical management and other quality and cost containment
measures such as pre-—-admission review and approval for non-emergency hospital
services, pre—-authorization of outpatient surgical procedures, and network
credentialing to determine that network doctors and hospitals have the required
certifications and expertise. In addition, providers may share medical cost
risk or have other incentives to deliver quality medical services in a
cost—-effective manner. HMO, PPO and POS enrollees generally are charged
periodic, pre-paid premiums, and pay co-payments or deductibles when they
receive services. PPO and POS plans provide benefits for out-of-network usage,
typically at higher out-of-pocket costs to members. HMO members generally
select one of the network's primary care physicians who then assumes
responsibility for coordinating their health care services. Typically, there is
no out-of-network benefit for HMO members. PPOs and other open access plans
generally provide coverage when members select non-network providers without
coordination through a primary care physician, but at a higher out-of-pocket
cost. Hybrid plans, such as POS plans, typically involve the selection of
primary care physicians similar to HMOs, but allow members to self refer or to
choose non-network providers at higher out-of-pocket costs similar to those of
PPOs.

Recently, economic factors and greater consumer awareness have resulted in
the increasing popularity of products that offer larger, more extensive
networks, more member choice related to coverage and the ability to self refer
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within those networks. There is also a growing preference for greater
flexibility to assume larger deductibles and co-payments in exchange for lower
premiums. We believe we are well positioned in each of our regions to respond
to these market preferences. Our PPO products, which contain most or all of the
features noted above, have experienced significant growth over the past few
years.

The Blue Cross Blue Shield Association, or BCBSA, has also undergone
significant change in recent years. Historically, most states had at least one
Blue Cross (hospital coverage) and a separate Blue Shield (physician coverage)
company. Prior to the mid 1980s there were more than 125 separate Blue Cross or
Blue Shield companies. Many of these organizations have merged, reducing the
number of independent licensees to 43 as of December 2001. We expect this trend
to continue, with plans merging or affiliating to address capital needs and
other competitive pressures.

Each of the BCBS plans work cooperatively in a number of ways that create
significant market advantages, especially when competing for very large
multi-state employer groups. As a result of this cooperation, each plan is able
to take advantage of other member plans' substantial provider networks and
discounts when any member from one state works or travels outside of the state
in which the policy is written. We receive a substantial and growing source of
revenue under this "BlueCard" program for providing member services in our

states for individuals who are customers of other BCBS plans.

2

Our Operating Segments
Our reportable segments are strategic business units delineated by
geographic areas within which we offer similar products and services, but
manage with a local focus to address each geographic region's unique market,
regulatory and health care delivery characteristics. The regions are:
the Midwest, which includes Indiana, Kentucky and Ohio;
the East, which includes Connecticut, New Hampshire and Maine; and

the West, which includes Colorado and Nevada.

In addition to our three geographic regions, we have a Specialty segment and
an Other segment. Our Specialty segment includes business units providing:

group life and disability insurance benefits;
pharmacy benefit management;
dental and vision administration services; and
third party occupational health services.
Various ancillary business units (reported with the Other segment) include:

AdminaStar Federal, a subsidiary which administers Medicare programs in
Indiana, Illinois, Kentucky and Ohio; and

Anthem Alliance Health Insurance Company, a subsidiary which primarily
provided health care benefits and administration in nine states for the
Department of Defense's TRICARE program for military families. On May 31,
2001, the TRICARE operations were sold.
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The Other segment also includes intersegment revenue, expense eliminations and
corporate expenses not allocated to reportable segments.

Our Strategy

Our strategic objective is to be among the best and biggest in our industry
with the size and scale to deliver the best product value with the best people.

To achieve these goals, we offer a broad selection of flexible and
competitively priced products and seek to establish leading market positions.
We believe that increased scale in each of our regional markets will provide us
competitive advantages, cost efficiencies and greater opportunities to sustain
profitable growth. The key to our ability to deliver this growth is our
commitment to work with providers to optimize the cost and quality of care
while improving the health of our members and improving the quality of our
service.

Promote Quality Care

We believe that our ability to help our members receive quality,
cost—-effective health care will be key to our success. We promote the health of
our members through education and through products that cover prevention and
early detection programs that help our members and their providers manage
illness before higher cost intervention is required. To help develop those
programs, we collaborate with the providers in our networks to promote improved
quality of care for our members. The following policies and programs are key to
improving the quality of care that our members receive:

Selection and continued assessment of provider networks: Our networks
consist of providers who meet and maintain our standards of medical
education, training and professional experience.

Disease management: We develop disease management programs that educate
members on actions they can take to help monitor and better control their
illnesses and to manage diseases such as diabetes, asthma and congestive
heart failure.

Prevention measures: We work with providers and members to promote
preventive measures such as childhood and adult immunizations, as well as
breast cancer screening.

Education: We help our members prevent disease and illness or minimize
their impact by promoting lifestyle modification through education. For
example, our nationally recognized smoking cessation program in Maine has
helped to reduce the number of our members in Maine who smoke by 49% over
four years.

Technology: We also utilize technology to evaluate the medical care
provided to our customers. For example, our Anthem Prescription Management
decision support system helps to identify potentially harmful drug
interactions and helps prevent members from receiving potentially
dangerous combinations of drugs.

Product Value

We work to create products that offer value to our customers. By offering a
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wide spectrum of products supported by broad provider networks, we seek to meet
the differing needs of our various customers. The breadth and flexibility of
our benefit plan options, coupled with quality care initiatives, are designed
to appeal to a broad base of employer groups and individuals with differing
product and service preferences. We use innovative product design, such as a
three-tiered prescription program that provides customer selection among
generic, brand and formulary drugs at various out-of-pocket costs. Innovative
product designs help us contain costs and allow our products to be
competitively priced in the market.

Formulary drugs are prescription drugs that have been reviewed and selected
by a committee of practicing doctors and clinical pharmacists for their quality
and cost effectiveness. Use of medications from the formulary, which includes
hundreds of brand name and generic medications, is encouraged through pharmacy
benefit design. A three-tier pharmacy benefit and the use of formulary drugs
allow members access to highly useful prescription medications, while also
helping to control the cost of pharmacy benefits to employers. Members have the
same access to medications but share a greater portion of the cost for brand
name drugs through the co-payment structure. Under a three-tier program, the
customer pays the lowest price for generic drugs, a higher price for formulary
brand name drugs and the highest price for brand name drugs not included in the
formulary.

Operational Excellence

To provide cost-effective products, we continuously strive to improve
operational efficiency. We actively benchmark our performance against other
leading health benefits companies to identify opportunities to drive continuous
performance improvement. Important performance measures we use include
operating margin, administrative expense ratio, administrative expense per
member per month, or PMPM, and return on equity. Current initiatives to drive
operational efficiency include:

consolidating and eliminating information systems;
standardizing operations and processes;
implementing e-business strategies; and
integrating acquired businesses.

Technology

We continuously review opportunities to improve our interactions with
customers, brokers and providers. By utilizing technologies, we seek to make
the interactions as simple, efficient and productive as possible. We monitor
ourselves using industry standard customer service metrics, which measure,
among other things, call center efficiency, claims paying accuracy and speed of
enrollment. We ease the administrative burden of enrolling new accounts,
processing claims and updating records for our brokers and providers by
automating many of these processes. We also collect information that enables us
to further improve customer service, product design and underwriting decisions.

Growth

We believe that profitable growth, both organic and through acquisitions, is
an important part of our business. Increased scale allows us to increase
customer convenience and improve operating margins, while keeping our products
competitively priced. Expansion into new geographic markets enables us to reduce
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exposure to economic cycles and regulatory changes and provides options for
business expansion. We plan to generate earnings growth first by increasing
revenues through new enrollment, while maintaining pricing discipline. In
addition, we plan to grow our specialty segment by increasing the penetration
of specialty products to existing health members through cross selling and
expansion into non-Anthem markets. These specialty products include
prescription management, vision, dental, group life and disability insurance.
While enjoying a leading market share in seven of our eight markets, we have
market shares ranging from 18% to 47% and believe there is remaining
opportunity to grow profitably in each market. We also intend to make strategic
acquisitions to augment our internal growth.

Our History

We were formed in 1944 under the name of Mutual Hospital Insurance, Inc.,
commonly known as Blue Cross of Indiana. In 1946, Mutual Medical Insurance
Inc., also known as Blue Shield of Indiana, was incorporated as an Indiana
mutual insurance company. In 1985, these two companies merged under the name
Associated Insurance Companies, Inc. In 1993, Southeastern Mutual Insurance
Company, a Kentucky-domiciled mutual insurance company doing business as Blue
Cross and Blue Shield of Kentucky, was merged into us. In 1995, Community
Mutual Insurance Company, an Ohio-domiciled mutual insurance company doing
business as Community Mutual Blue Cross and Blue Shield, was merged into us. We
changed our name to Anthem Insurance Companies, Inc. in 1996. In 1997, Blue
Cross & Blue Shield of Connecticut, Inc., or BCBS-CT, a Connecticut-domiciled
mutual insurance company, was merged into Anthem Insurance. We completed our
purchases of New Hampshire-Vermont Health Service, which did business as Blue
Cross and Blue Shield of New Hampshire, or BCBS-NH, and Rocky Mountain Hospital
and Medical Service, which did business as Blue Cross and Blue Shield of
Colorado and Blue Cross and Blue Shield of Nevada, or BCBS-CO/NV, during 1999.
In 2000, we completed our purchase of Associated Hospital Service of Maine,
which did business as Blue Cross and Blue Shield of Maine, or BCBS-ME. In
November of 2001, we completed our demutualization, in which Anthem Insurance
converted from a mutual insurance company to a stock insurance company, and
became a wholly owned subsidiary of Anthem, Inc., a holding company formed in
connection with the demutualization.

Mergers and Acquisitions

Much of our recent growth in membership has resulted from strategic mergers
and acquisitions, primarily with other Blue Cross and Blue Shield licensees.
These combinations, coupled with growth in existing markets, have enabled us to
establish multi-regional centers of focus with a significant share of each
region's health benefits market. The following table sets forth our membership
by state as of the dates indicated:

Membership
December 31
2001 2000 1999 1998 1997
(In Thousands)
Midwest
1) o 5 2 2,212 2,118 1,987 2,096 1,990
15 o ¥ B = o = 1,543 1,410 1,358 1,175 1,226

KentuCKky .« oottt i i e i 1,099 1,054 1,037 928 1,129
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LU o it it 4,854 4,582 4,382 4,199 4,345

East
CoNNECEICUL .t vttt ettt ettt ettt ittt e e 1,217 1,127 1,031 968 916
New Hampshire..... ...t nnenennn. 539 479 366 - -
= o 504 487 - - -
LU o it it 2,260 2,093 1,397 968 916

West
(O @ o= Yo L 2 606 463 395 - -
J S T= K = 163 132 91 - -
LU o it it 769 595 486 - -
e o= 7,883 7,270 6,265 5,167 5,291

Percentage increase (decrease) from
previous yvear end.......eitetieeeeenn 8% 16 21 (2) % 29
5

During the last three years,

On June 5, 2000,

liabilities of BCBS-ME.

we have completed the following acquisitions:

we purchased substantially all of the assets and

(including direct costs of acquisition).

On November 16, 1999,

On October 27, 1999,

The cash purchase price was $125.4 million

acquisition).

When integrating new operations,

we purchased the stock of BCBS-CO/NV.
purchase price was $160.7 million

The cash purchase price was $95.4 million
The cash
(including direct costs of acquisition).

we purchased the assets and liabilities of BCBS-NH.
(including direct costs of

we focus on improving customer service,

underwriting,

best practices and consolidating information systems.
underwriting practices by establishing discipline in our data analysis and

product design.

medical management and administrative operations.
operations by centralizing certain management and support functions,

We improve
sharing

We also improve

Pending Acquisition of Blue Cross and Blue Shield of Kansas

General

On May 30, 2001,
Shield of Kansas,
BCBS-KS,
2002,

Inc.,

or BCBS-KS,

we signed a definitive agreement with Blue Cross and Blue
pursuant to which we agreed to acquire

which would become a wholly owned subsidiary of ours.
the Kansas Insurance Commissioner disapproved the proposed transaction,

On February 11,

which had been previously approved by the BCBS-KS policyholders in January

2002. On February 19,

2002,

the board of directors of BCBS-KS voted unanimously

to appeal the Kansas Insurance Commissioner's decision and BCBS-KS will seek to

have the decision overturned in Shawnee County District Court.

join BCBS-KS in the appeal.

Under the proposed transaction,

The Company will

BCBS-KS would convert from a mutual

insurance company to a stock insurance company through a process known as a

10
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sponsored demutualization. Under the agreement, BCBS-KS policyholders eligible
to receive consideration in its demutualization would be entitled to receive
$190.0 million, a portion of which totaling $48.0 million we would pay in cash
to the escrow described below at the closing of the transaction. The portion of
the $190.0 million not placed in escrow would be distributed directly to
eligible BCBS-KS policyholders. The amount placed in the escrow account would
be held in escrow pending the resolution of a matter involving a subpoena dated
February 28, 2001, received by BCBS-KS from the Office of Inspector General, or
OIG. The subpoena seeks documents related to an investigation of possible
improper claims against Medicare. The amount held in escrow would be used to
pay costs, expenses and liabilities related to the OIG investigation, and to
pay costs and expenses of the escrow, with any remaining amount to be
distributed to eligible BCBS-KS members following final resolution of the
matter. In addition, at or prior to the closing, BCBS-KS would declare a
special distribution payable after the closing to its eligible policyholders in
an amount equal to the excess of BCBS-KS' consolidated closing book value over
$155.0 million.

BCBS—-KS

BCBS-KS 1is the largest health insurer in Kansas. BCBS-KS provides insurance
coverage or self-insured administration services to more than 800,000
individuals in all Kansas counties except Johnson and Wyandotte, two counties
near Kansas City. BCBS-KS also administers Medicare and Medicaid government
programs.

BCBS-KS offers a wide range of health benefit products including traditional
indemnity products and HMO, POS and PPO managed care products. BCBS-KS also
offers claims administration and stop-loss coverage for employer self-funded
plans, as well as underwriting, actuarial services, provider network access,
and medical cost management. Additionally, BCBS-KS offers several specialty

insurance products, including group life, disability, dental and long-term care.

For the year ended December 31, 2001, BCBS-KS had preliminary (unaudited)
total revenue of $1,097.1 million and a net loss of $12.6 million and, at
December 31, 2001, assets of $770.3 million and surplus of $312.3 million.

Core Health Benefits Products and Services

We offer a diversified mix of managed care products, including HMO, PPO and
POS plans, as well as traditional indemnity products. Our managed care products
incorporate a broad range of options and financial incentives for both members
and participating providers, including co-payments and provider risk pools. We
also offer a broad range of administrative and managed care services and
partially insured products for employer self-funded plans. These services and
products include underwriting, stop loss insurance, actuarial services, network
access, medical cost management, claims processing and other administrative
services. We charge a premium for insured plans and typically assume all or a
majority of the liability for the cost of health care. For self-funded or
partially-insured products, we charge a fee for services while the employer
assumes all or a majority of the risks. The fee is based upon the customer's
selection from our portfolio of services. We also provide specialty products
including group life, disability, prescription management, dental and vision
care. Our principal health products, offered both on an insured and
employer-funded basis, are described below. Some managed care and medical cost
containment features may be included in each of these products, such as
inpatient pre-certification, benefits for preventive services and reimbursement

11
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at our maximum allowable amount with no additional billing to members.

Preferred Provider Organization, or PPO. PPO products offer the member an
option to select any health care provider, with benefits paid at a higher level
when care is received from a participating network provider. Coverage is
subject to co-payments or deductibles and coinsurance, with member cost sharing
limited by out-of-pocket maximums.

Traditional Indemnity. Indemnity products offer the member an option to
select any health care provider for covered services. Coverage is subject to
deductibles and coinsurance, with member cost sharing limited by out-of-pocket
maximums.

Health Maintenance Organization, or HMO. HMO products include
comprehensive managed care benefits, generally through a participating network
of physicians, hospitals and other providers. A member in one of our HMOs must
typically select a primary care physician, or PCP, from our network. PCPs
generally are family practitioners, internists or pediatricians who provide
necessary preventive and primary medical care, and are generally responsible
for coordinating other necessary health care. Preventive care services are
emphasized in these plans. We offer HMO plans with varying levels of
co-payments, which result in different levels of premium rates.

Point-of-Service, or POS. POS products blend the characteristics of HMO
and indemnity plans. Members can have comprehensive HMO-style benefits through
participating network providers with minimum out-of-pocket expense
(co-payments) and also can go directly, without a referral, to any provider
they choose, subject to, among other things, certain deductibles and
coinsurance. Member cost sharing is limited by out-of-pocket maximums.

BlueCard Plan. BCBS plans across the United States share their local
provider networks in a unique arrangement, where one plan's enrolled members
travel or live in another plan's service area. The local or "host" plan is paid
an administrative fee by the "home" or selling plan in exchange for providing
claims and member services to home plan customers in the host plan's service
area. All claims are reimbursed by the home plan, which may have an insured or
self-funded relationship with the member's employer under any of the product
designs discussed above. BlueCard membership is calculated based on the amount
of BlueCard administrative fees we receive from the BlueCard members' home
plans. Generally, the administrative fees we receive are based on the number
and type of claims processed and a portion of the network discount on those
claims. The

administrative fees are then divided by an assumed per member per month, or
PMPM, factor in order to calculate the number of members. The assumed PMPM
factor is based on an estimate of Anthem's experience and BCBSA guidelines.

The following table sets forth our health benefits membership data by
product:

December 31

2001 2000 1999

(In Thousands)
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= 3,193 2,733 2,427
Traditional Indemnity......... 1,113 1,155 1,048
HMO . v e ettt ettt eeeeeeeeeenn 1,211 1,121 964
= 1 740 813 723

Directly Contracted Membership 6,257 5,822 5,162

BlueCard(R) (Anthem Host)..... 1,626 1,320 974
Total without TRICARE...... 7,883 7,142 6,136
TRICARE . ...ttt ieiennn —— 128 129

Total..ee i ennnenn, 7,883 7,270 6,265

Specialty Products and Services

Prescription Management Services. We provide pharmacy network management,
pharmacy benefits and mail order prescription services through our subsidiary,
Anthem Prescription Management, or APM, our pharmacy benefit manager. APM
administers its programs primarily to customers who are also Anthem health plan
members. Anthem Rx, our retail pharmacy network, provides members access to
more than 50,000 chain and independent pharmacies across the United States, and
Anthem Rx Direct, our mail service pharmacy, provides long-term therapy
medications through convenient home delivery.

Group Life and Disability. We offer an array of competitive group life
insurance and disability benefit products to both large and small group
customers. We have over $24.5 billion of life insurance in force, insuring over
33,000 groups with more than 835,000 employees. Our traditional group insurance
products include term life, accidental death and dismemberment, short-term
disability income and long-term disability income. In addition, we offer
voluntary group life and disability products through employers which
payroll-deduct premiums from their participating employees.

Vision and Dental Care Programs. These programs are primarily for
customers enrolled in our Blue Cross and Blue Shield health plans. Vision and
dental products available include both fully insured and self-insured products.
In addition, we provide dental third-party administration services through
Health Management Systems, Inc., our wholly owned subsidiary.

Other Products and Services

In addition to the above-described products and services, we provide
services as a fiscal intermediary for the Medicare Part A and Part B program in
certain states.

Marketing

We market our managed care and specialty products through three regional
business units. Our health plans are generally marketed under the Blue Cross
and Blue Shield brand, except for certain government programs. We organize our
marketing efforts by customer segment and by region in order to maximize our
ability to meet the specific needs of our customers. Marketing programs are
developed by a cross—-functional team including the actuarial, underwriting,
sales, operations and finance departments to evaluate risk and pricing and to
ensure

13



Edgar Filing: ANTHEM INC - Form 10-K405

adherence to established underwriting guidelines. We believe our reputation,
financial stability, high quality customer service and exclusive BCBS license
provide us with competitive advantages and allow us to gain share in our
markets. We strive to develop solutions for our customers. Our keys to success
include developing long-term relationships and providing stable pricing of our
products. Most contracts are for one year, although we occasionally enter into
multi-year arrangements.

We maintain the quality of our sales staff and independent brokers through
regularly held training seminars and advisory groups, which familiarize them
with evolving consumer preferences, as well as our products and current
marketing strategies. In addition, we structure sales commissions to provide
incentives to our sales staff and brokers to promote the full value of our
products. Each region is responsible for enrolling, underwriting and servicing
its respective businesses.

Customers

In each region, we balance the need to customize products with the
efficiencies of product standardization. Overall, we seek to establish pricing
and product designs to achieve an appropriate level of profitability for each
of our customer categories. Our customers include several distinguishable
categories:

Local Large groups, defined as contracts with 51 or more eligible
employees (but excluding "National business," described below), accounted
for 40.4% of our operating revenue and 35.9% of our members as of and for
the year ended December 31, 2001. These groups are generally sold through
brokers or consultants working with industry specialists from our in-house
sales force. Large group cases are usually experience rated or sold on a
self-insured basis. The customer's buying decision is typically based upon
the size and breadth of our networks, the quality of our medical
management services, the administrative cost included in our quoted price,
our financial stability and our ability to effectively service large
complex accounts.

Small groups, defined as contracts with one to 50 eligible employees,
accounted for 17.7% of our operating revenue and 10.3% of our members as
of and for the year ended December 31, 2001. These groups are sold
exclusively through independent agents and brokers. Small group cases are
sold on a fully insured basis. Underwriting and pricing is done on a
community rated basis, with individual state insurance departments
approving the rates. See "Regulation--Small Group Reform" below. Small
group customers are generally more sensitive to product pricing and, to a
lesser extent, the configuration of the network and the efficiency of
administration. Account turnover is generally higher with small groups.

Individual policies (under age 65) accounted for 5.3% of our operating
revenue and 3.9% of our members as of and for the year ended December 31,
2001. These policies are generally sold through independent agents and
brokers. In some cases an in-house telemarketing unit is used to generate
leads. This business is usually medically underwritten at the point of
initial issuance. Rates are filed with and approved by state insurance
departments. In several of our markets, there is much less competition for
individual business than group contracts.

Medicare Supplement business accounted for 6.8% of our operating revenue
and 4.9% of our members as of and for the year ended December 31, 2001.
These standardized policies are sold to Medicare recipients as supplements
to the benefits they receive from the Medicare program. New policyholders
come from independent agents or brokers or through the conversion of
existing group members or individual policyholders when they retire and
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reach age 65.

The Federal Employee Program accounted for 10.4% of our operating revenue
and 5.4% of our members as of and for the year ended December 31, 2001. As
a BCBSA licensee, we participate in a nationwide contract with the Federal
government whereby we cover Federal employees and their dependents in our
eight-state service area. Under a complex formula, we are reimbursed for
our costs plus a fee. We also participate in the overall financial risk
for medical claims on a pooled basis with the other participating BCBS
plans.

Medicare + Choice accounted for 6.0% of our operating revenue and 1.2% of
our members as of and for the year ended December 31, 2001. This program
is the managed care alternative to the federally funded Medicare program.
Most of the premium is paid directly by the Federal government on behalf
of the participant who may also be charged a small premium.
Medicare+Choice is marketed in the same manner as Medicare Supplement
products.

National business (including BlueCard) accounted for 5.1% of our operating
revenue, but 36.8% of our members as of and for the year ended December
31, 2001, because much of our National business is self-insured. These
groups are generally sold through brokers or consultants working with our
in-house sales force. We have a significant competitive advantage when
competing for very large National accounts due to our ability to access
the national network of BCBS plans and take advantage of their provider
discounts in their local markets.

The following chart shows our membership by customer segment:

Membership
December 31
Customer Segment 2001 2000 1999
(In Thousands)
Local Large grOUP .« . e e eeeeeeeeeeannnn 2,827 2,634 2,249
SMAll GLrOUP . v v vttt e oo ee e eeaeeeeeneens 813 775 637
Individual (under age 65)............ 311 260 215
Medicare Supplement (age 65 and over) 390 390 371
Federal Employee Program............. 423 407 362
Medicare + Choice...... .o 97 106 96
National.....ooii i, 2,903 2,468 2,106
Other (1) ...ttt 119 230 229

(1) Includes TRICARE and Medicaid at December 31, 2000, 1999 and 1998. Consists
of Medicaid only at December 31, 2001, since we sold our TRICARE operations
on May 31, 2001.
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The Blue Cross Blue Shield License

We have the exclusive right to use the Blue Cross and Blue Shield names and
marks for all of our health benefits products in Indiana, Kentucky, Ohio,
Connecticut, New Hampshire, Maine, Colorado and Nevada. We believe that the
BCBS names and marks are valuable identifiers of our products and services in
the marketplace. The license agreements, which have a perpetual term, contain
certain requirements and restrictions regarding our operations and our use of
the BCBS names and marks. Upon termination of the license agreements, we would
cease to have the right to use the BCBS names and marks in one or more of
Indiana, Kentucky, Ohio, Connecticut, New Hampshire, Maine, Colorado and
Nevada, and the BCBSA could thereafter issue a license to use the BCBS names
and marks in these states to another entity. Events that could cause the
termination of a license agreement with the BCBSA include:

failure to comply with minimum capital requirements imposed by the BCBSA;
impending financial insolvency;
the appointment of a trustee or receiver;

a change of control or violation of the BCBSA ownership limitations on our
capital stock; and

the commencement of any action against Anthem Insurance seeking its
dissolution.

10

Pursuant to the rules and license standards of the BCBSA, we guarantee the
contractual and financial obligations to respective customers of our
subsidiaries that hold controlled affiliate licenses from the BCBSA. Those
subsidiaries are Anthem Health Plans of Kentucky, Inc., Anthem Life Insurance
Company, Anthem Health Plans, Inc., Community Insurance Company, Anthem Health
Plans of New Hampshire, Inc., Rocky Mountain Hospital and Medical Service,
Inc., Anthem Health Plans of Maine, Inc., HMO Colorado, Inc., Matthew Thornton
Health Plan, Inc., Maine Partners Health Plan, Inc. and Health Management
Systems, Inc.

In addition, pursuant to the rules and license standards of the BCBSA, we
have agreed to indemnify BCBSA against any claims asserted against it resulting
from the contractual and financial obligations of AdminaStar Federal, our
subsidiary which serves as a fiscal intermediary providing administrative
services for Medicare Part A and B.

Each license requires an annual fee to be paid to the Blue Cross Blue Shield
Association. The fee is based upon enrollment and premium. BCBSA is a national
trade association of Blue Cross and Blue Shield licensees, the primary function
of which is to promote and preserve the integrity of the Blue Cross and Blue
Shield names and marks, as well as provide certain coordination among the
member plans. Each BCBSA licensee is an independent legal organization and is
not responsible for obligations of other BCBSA member organizations. We have no
right to market products and services using the Blue Cross and Blue Shield
names and marks outside of our eight core states.

Information Systems
Information systems have played and will continue to play a key role in our

ongoing efforts to continuously improve quality, lower costs and increase
benefit flexibility for our customers. Our analytical technologies are designed
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to support increasingly sophisticated methods of managing costs and monitoring
quality of care, and we believe that our information systems are sufficient to
meet current needs and future expansion plans.

We use a combination of custom developed and licensed systems throughout our
regions. An overall systems architecture is maintained to promote consistency
of data and reduce duplicative platforms. This architecture assumes single
separate core systems supporting each of our operating regions with centralized
systems for key company-wide functions such as financial services, human
resources and servicing National accounts. Focus is placed on identifying and
eliminating redundant or obsolete applications with an emphasis on increasing
our capability to operate in an Internet-enabled environment. Regional
administration systems serving unique products and markets feed data to a
combination of regional and corporate decision support systems. These systems

provide sources of information for all of our data reporting and analysis needs.

Our architecture calls for significant standardization of software, hardware
and networking products. Enhancements are undertaken based on a defined
information systems plan. This plan, which is developed collaboratively by our
technical and operating leadership, is revalidated regularly and maps out
business-driven technology requirements for the upcoming three-to-five year
period.

We recognize consumer demand will cause an increasing need for more of our
business to be conducted electronically. Toward that end we have developed
several Internet-enabled initiatives focused on improving interactions with our
customers, members, providers, brokers and associates. We also are improving
communication and data collection through compliance with the provisions of the
Federal Health Insurance Portability and Accountability Act or HIPAA. See

"Regulation—--Regulation of Insurance Company and HMO Business Activities" below.

We are also engaged in a series of pilot programs that will result in
web-enabled services such as on-line membership enrollment and on-line price
quoting for brokers. Brokers will receive on-line quoting capabilities for
life, dental and vision related products. For our members, we have on-line
access to health information using carefully chosen content providers for
consumer health information. All of our members currently have on-line access
to physician and hospital network directories for their specific health plan.

11

Collaborations

In addition to internal efforts to leverage technology, we are actively
involved as investors and leaders in several collaborative technology
initiatives. As an example, we are one of seven major national health benefits
companies that are initial investors in MedUnite, Inc., an e-business company.
MedUnite is designing Internet-based technology that will permit real-time
transactions between providers and insurance companies. MedUnite's solutions
will address claims filing, eligibility determination and specialist referrals.
These programs will make these transactions more convenient for members while
improving efficiencies among doctors, hospitals and health insurers.
Additionally, we are a founding member of the Coalition for Affordable Quality
Healthcare. This group, founded by 26 of the nation's largest health benefits
companies and associations, develops programs to improve access to quality
health care coverage and to simplify plan administration.

Pricing and Underwriting

We price our products based on our assessment of underwriting risk and
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competitive factors. We continually review our underwriting and pricing
guidelines on a national and regional basis so that our products remain
competitive and consistent with our marketing strategies and profitability
goals.

We have focused our efforts to maintain consistent, competitive and strict
underwriting standards. Our individual and group underwriting targets have been
based on our proprietary accumulated actuarial data. Subject to applicable
legal constraints, we have traditionally employed case specific underwriting
procedures for small group products and traditional group underwriting
procedures with respect to large group products. Also, we employ credit
underwriting procedures with respect to our self-funded products.

In most circumstances, our pricing and underwriting decisions follow a
prospective rating process. A fixed premium rate is determined at the beginning
of the policy period. Unanticipated increases in medical costs may not be able
to be recovered in that current policy year. However, prior experience, in the
aggregate, is considered in determining premium rates for future periods.

For larger groups (over 300 lives) with PPO, POS or traditional benefit
designs, we often employ retrospective rating reviews. In retrospective rating,
a premium rate is determined at the beginning of the policy period. Once the
policy period has ended, the actual experience 1is reviewed. If the experience
is positive (i.e., actual claim costs and other expenses are less than those
expected), then a refund may be credited to the policy. If the experience is
negative, then the resulting deficit may either be recovered through
contractual provisions or the deficit may be considered in setting future
premium levels for the group. If a customer elects to terminate coverage,
deficits generally are not recovered.

We have contracts with the federal Centers for Medicare and Medicaid
Services, or CMS (formerly the Health Care Financial Administration, or HCFA),
to provide HMO Medicare+Choice coverage to Medicare beneficiaries who choose
health care coverage through one of our HMO programs. Under these annual
contracts, CMS pays us a set rate based on membership that is adjusted for
demographic factors. These rates are subject to annual unilateral revision by
CMS. In addition to premiums received from CMS, most of the Medicare products
offered by us require a supplemental premium to be paid by the member.

See "Regulation--Small Group Reform" below for a discussion of certain
regulatory restrictions on our underwriting and pricing.

Reserves

We establish and report liabilities or reserves on our balance sheet for
unpaid health care costs by estimating the ultimate cost of incurred claims
that have not yet been reported to us by members or providers and reported
claims that we have not yet paid. Since these reserves represent our estimates,
the process requires a degree of

12

judgment . Reserves are established according to Actuarial Standards of Practice
and generally accepted actuarial principles and are based on a number of
factors. These factors include experience derived from historical claims
payments and actuarial assumptions to arrive at loss development factors. Such
assumptions and other factors include healthcare cost trends, the incidence of
incurred claims, the extent to which all claims have been reported and internal
claims processing charges. Due to the variability inherent in these estimates,
reserves are sensitive to changes in medical claims payment patterns and

18



Edgar Filing: ANTHEM INC - Form 10-K405

changes in medical cost trends. A worsening (or improvement) of the medical
cost trend or changes in claims payment patterns from the trends and patterns
assumed in estimating reserves would trigger a change. See Note 9 to our
audited consolidated financial statements for quantitative information on our
reserves, including a progression of reserve balances for each of the last
three years.

Medical Management

Our medical management programs include a broad array of activities that are
intended to maintain cost effectiveness while facilitating improvements in the
quality of care provided to our members. One of the goals of these benefit
features is to assure that the care delivered to our members is supported by
appropriate medical and scientific evidence.

Precertification. A traditional medical management program that we use
involves assessment of the appropriateness of certain hospitalizations and
other medical services. For example, precertification is used to determine
whether a set of hospital and medical services is being appropriately applied
to the member's clinical condition in accordance with our criteria for medical
necessity as that term is defined in the member's benefits contract.

Concurrent review. Another traditional medical management strategy we use
is concurrent review, which is based on nationally recognized criteria
developed for the industry. With concurrent review, the requirements and
intensity of services during a patient's hospital stay are reviewed, often by
an onsite skilled nurse professional in coordination with the hospital's
medical and nursing staff, in order to determine whether those services are
covered under a member's benefits contract.

Disease management. More and more, health plans, including ours, are moving
away from traditional medical management approaches to more sophisticated
models built around disease management and advanced care management. These
programs focus on those members who require the greatest amount of medical
services. We provide important information to our providers and members to help
them optimally manage the care of their specific conditions. For example,
certain therapies and interventions for patients with diabetes help prevent
some of the serious, long-term medical consequences of diabetes and reduce the
risks of kidney, eye and heart disease. Our information systems can provide
feedback to our physicians to enable them to improve the quality of care. For
other prevalent medical conditions such as heart disease or asthma, our ability
to correlate pharmacy data and medical management data allows us to provide
important information to our members and providers which enables them to more
effectively manage these conditions.

Formulary management. APM develops a formulary, a selection of drugs based
on clinical quality and effectiveness, which is used across all of our regions.
A pharmacy and therapeutics committee consisting of 20 physicians, 16 of whom
are academic and community physicians practicing in our markets, make pharmacy
medical decisions about the clinical quality and efficacy of drugs. Our
three-tiered co-pay strategy enables members to have access to all drugs that
are not covered on formulary for an additional co-pay.

Medical policy. A medical policy group comprised of physician leaders from
all Anthem regions, working in close cooperation with national organizations
such as the Centers for Disease Control, the American Cancer Society and
community physician leaders, determines Anthem's national policy for best
approaches to the application of new technologies.
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Patient outcomes. A significant amount of health care expenditures are used
by a small percent of our members who suffer from complex or chronic illnesses.
We have developed a series of programs aimed at helping our providers better
manage and improve the health of these members. Often, these programs provide
benefits for home care services and other support to reduce the need for
repeated, expensive hospitalizations. Increasingly, we are providing
information to our hospital networks to enable them to improve medical and
surgical care and outcomes to our members. We endorse, encourage and
incentivize hospitals to support national initiatives to improve patient
outcomes and reduce medication errors. We have been recognized as a national
leader in developing hospital quality programs.

External Review Procedures (Patients' Bill of Rights). In light of
increasing public concerns about health plans denying coverage of medical
services, we work with outside experts through a process of external review to
help provide our members with timely medical care. When we receive member
concerns, we have formal appeals procedures that ultimately allow coverage
disputes related to medical necessity decisions under the benefits contract to
be settled by independent expert physicians.

Service management. In HMO and POS networks, primary care physicians serve
as the overall coordinators of members' health care needs by providing an array
of preventive health services and overseeing referrals to specialists for
appropriate medical care. In PPO networks, patients have greater access to
network physicians without a primary care physician serving as the coordinator
of care.

Health Care Quality Initiatives

Increasingly, the health care industry is able to define quality health care
based on preventive health measurements and outcomes of care. A key to our
success has been our ability to work with our network providers to improve the
quality and outcomes of the health care services provided to our members. Our
ability to provide high quality service has been recognized by the National
Committee on Quality Assurance, or NCQA, the largest and most respected
national accreditation program for managed care health plans. All but one of
our HMO plans in the East region hold the highest NCQA rating. Our HMO plan for
Colorado has received a three-year accreditation. In our Midwest region, our
Ohio HMO and POS plans hold the highest NCQA rating. We expect to seek
accreditation for our managed care plans in Indiana and Kentucky in 2002.

A range of quality health care measures have been adopted by the Health Plan
Employer Data and Information Set, or HEDIS, which has been incorporated into
the oversight certification by NCQA. These HEDIS measures range from preventive
services, such as screening mammography and pediatric immunization, to elements
of care, including decreasing the complications of diabetes and improving
treatment for heart patients. While our results on specific measures have
varied over time, we are seeing continuous improvement overall in our HEDIS
measurements, and a number of our state plans are among the best performers in
the nation with respect to certain HEDIS standards.

In addition, we have initiated a broad array of quality programs, including
those built around smoking cessation and transplant management, and an array of
other programs specifically tailored to local markets. Many of these programs
have been developed in conjunction with organizations such as the Arthritis
Foundation and regional diabetes associations.

Provider Arrangements

Our relationships with health care providers, physicians, hospitals and
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those professionals that provide ancillary health care services are guided by
regional and national standards for network development, reimbursement and
contract methodologies.
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In contrast to some health benefits companies, it is generally our
philosophy not to delegate full financial responsibility to our providers in
the form of capitation-based reimbursement. While capitation can be a useful
method to lower costs and reduce underwriting risk, we have observed that, in
general, providers do not positively accept the burden of maintaining the
necessary financial reserves to meet the risks related to capitation contracts.

We attempt to provide fair, market-based hospital reimbursement along
industry standards. We also seek to ensure physicians in our network are paid
in a timely manner at appropriate rates. We use multi-year contracting
strategies, including case or fixed rates, to limit trend exposure and increase
cost predictability. In all regions, we seek to maintain broad provider
networks to ensure member choice while implementing effective management
programs designed to improve the quality of care received by our members.

Depending on the consolidation and integration of physician groups and
hospitals, reimbursement strategies vary substantially across markets. Fee for
service is our predominant reimbursement methodology for physicians. We
generally use a resource-based relative value system fee schedule to determine
fee for service reimbursement. This structure was developed and is maintained
by CMS and is used by the Medicare system and other major payers. This system
is independent of submitted fees and therefore is not as vulnerable to
inflation. In addition, physician incentive contracting is used to reward
physician quality and performance.

Like our physician contracts, our hospital contracts provide for a variety
of reimbursement arrangements depending on the network. Our hospital contracts
recognize the size of the facility and the volume of care performed for our
members. Many hospitals are reimbursed on a fixed allowance per day for covered
services (per diem) or a case rate basis similar to Medicare (Diagnosis Related
Groups) . Other hospitals are reimbursed on a discount from approved charge
basis for covered services. Hospital outpatient services are reimbursed based
on fixed case rates, fee schedules or percent of charges. To improve
predictability of expected cost, we frequently use a multi-year contracting
approach which provides stability in our competitive position versus other
health benefit plans in the market.

We believe our market share enables us to negotiate favorable provider
reimbursement rates. In some markets, we have a "modified favored rate"
provision in our hospital and ancillary contracts that guarantees contracted
rates at least as favorable as those given to our competitors with an equal or
smaller volume of business.

Behavioral Health and Other Provider Arrangements

We have a series of contracts with third party behavioral health networks
and care managers who organize and provide for a continuum of behavioral health
services focusing on access to appropriate providers and settings for
behavioral health care. These contracts are generally multi-year capitation
based arrangements. Substance abuse and alcohol dependency treatment programs
are an integral part of these behavioral health programs.

In addition, a number of other ancillary service providers, including

21



Edgar Filing: ANTHEM INC - Form 10-K405

laboratory service providers, home health agency providers and intermediate and
long term care providers, are contracted on a region-by-region basis to provide
access to a wide range of services. These providers are normally paid on either
a fee schedule, fixed-per-day or per case basis.

Competition

The managed care industry is highly competitive, both nationally and in our
regional markets. Competition has intensified in recent years due to more
aggressive marketing and pricing, a proliferation of new products and increased
quality awareness and price sensitivity among customers. Significant
consolidation within the industry has also added to competition. In addition,
with the 1999 enactment of the Gramm-Leach-Bliley Act, banks and other
financial institutions have the ability to affiliate with insurance companies,
which may lead to new competitors in the insurance and health benefits fields.
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Industry participants compete for customers mainly on the following factors:
price;
quality of service;
access to provider networks;
flexibility of benefit designs;
reputation (including NCQA accreditation status);
brand recognition; and
financial stability.

We believe our exclusive right to market products under the Blue Cross Blue
Shield brand in our markets provides us with an advantage over our competition.
In addition, our strong market share and existing provider networks in both our
Midwest and East regions enable us to achieve cost-efficiencies and service
levels that allow us to offer a broad range of health benefits to our customers
on a more cost-effective basis than many of our competitors. In our West
region, the marketplace is highly fragmented with no single player having a
dominant market share. There, as in all regions, we strive to distinguish our
products through excellent service, product value and brand recognition.

Competitors in our markets include local and regional managed care plans,
and national health benefits companies. In our Midwest region, our largest
competitors include UnitedHealthcare, Humana Inc., Aetna U.S. Healthcare and
Medical Mutual of Ohio. In our East region, our main competitors are Aetna U.S.
Healthcare, Health Net, Inc., CIGNA HealthCare, ConnectiCare, Inc. and Harvard
Pilgrim Health Care. In our West region, our principal competitors include
Sierra Health Services, Inc., PacifiCare Health Systems, Inc.,
UnitedHealthcare, Kaiser Permanente, Aetna U.S. Healthcare and Hometown Health
Plan, Inc. To build our provider networks, we also compete with other health
benefits plans for contracts with hospitals, physicians and other providers. We
believe that physicians and other providers primarily consider member volume,
reimbursement rates, timeliness of reimbursement and administrative service
capabilities along with the "non-hassle" factor or reduction of non-value added
administrative tasks when deciding whether to contract with a health benefits
plan. At the distribution level, we compete for qualified agents and brokers to
distribute our products. Strong competition exists among insurance companies
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and health benefits plans for agents and brokers with demonstrated ability to
secure new business and maintain existing accounts. The basis of competition
for the services of such agents and brokers are:

commission structure;

support services;

reputation and prior relationships; and
quality of the products.

We believe that we have good relationships with our agents and brokers, and
that our products, support services and commission structure compare favorably
to our competitors in all of our regions.

Financial Strength Ratings

Financial strength ratings are the opinions of the rating agencies regarding
the financial ability of an insurance company to meet its obligations to its
policyholders. Ratings provide both industry participants and insurance
consumers with meaningful information on specific insurance companies and have
become an increasingly important factor in establishing the competitive
position of insurance companies. Rating agencies continually review the
financial performance and condition of insurers and higher ratings generally
indicate
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financial stability and a strong ability to pay claims. The current financial
strength ratings of Anthem Insurance and its consolidated subsidiaries are as
follows:

Financial
Rating Agency Strength Rating Rating Description
AM Best Company, Inc. A- Second highest of nine ratings categories and seco
("Best") ("Excellent") highest within the category based on modifiers (i.
A and A- are "Excellent")
Standard & Poor's Rating A Third highest of nine ratings categories and mid-
Services ("S&P") ("Strong") range within the category based on modifiers (i.e.
A+, A and A- are "Strong")
Moody's Investor Service, Inc. A2 Third highest of nine ratings categories and mid-
("Moody's") ("Good") range within the category based on modifiers (i.e.
Al, A2 and A3 are "Good")
Fitch, Inc. ("Fitch") A+ Third highest of eight ratings categories and high
("Strong") within the category based on modifiers (i.e., A+,

and A- are "Strong")

These financial strength ratings reflect each rating agency's opinion as to
our financial strength, operating performance and ability to meet our claim
obligations to our policyholders. In December 2001, S&P reaffirmed our A rating
and maintained its outlook as positive. In December 2001, Moody's upgraded our
rating to A2. In April 2001, Fitch reaffirmed our A+ rating, and revised its
outlook to positive. Each of the rating agencies reviews its ratings
periodically and there can be no assurance that current ratings will be
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maintained in the future. We believe our strong ratings are an important factor
in marketing our products to our customers, since ratings information is
broadly disseminated and generally used throughout the industry. Our ratings
reflect each rating agency's opinion of our financial strength, operating
performance and ability to meet our obligations to policyholders, and are not
evaluations directed toward the protection of investors in our common stock,
the units or the debentures.

Investments

Our investment objective is to preserve our asset base and to achieve rates
of return, which are consistent with our defined risk parameters, mix of
products, liabilities and surplus. Our portfolio is structured to provide
sufficient liquidity to meet general operating needs, special needs arising
from changes in our financial position and changes in financial markets. As of
December 31, 2001, fixed maturity securities accounted for 95% of total
investments. Our fixed maturity portfolio consists exclusively of U.S.
dollar-denominated assets, invested primarily in U.S. government securities,
corporate bonds, asset-backed bonds and mortgage-related securities. As of
December 31, 2001, our corporate fixed maturity portfolio (approximately 36% of
the total fixed maturity portfolio as of December 31, 2001) had an average
credit rating of approximately double-A. Our investment policy prohibits
investments in derivatives.

Our portfolio is exposed to three primary sources of risk: credit quality
risk, interest rate risk, and market valuation risk for equity holdings. Credit
quality risk is defined as the risk of a credit downgrade to an individual
fixed income security and the potential loss attributable to that downgrade. We
manage this risk through our investment policy, which establishes credit
quality limitations on the overall portfolio as well as dollar limits of our
investment in securities of individual issuers. Interest rate risk is defined
as the potential for economic losses on fixed-rate securities, due to an
adverse change in market interest rates. We manage interest rate risk by
maintaining a duration commensurate with our insurance liabilities and
shareholders' equity. Market valuation risk for the equity holdings is defined
as the potential for economic losses due to an adverse change in equity prices.
We manage these risks by investing in index mutual funds that replicate the
risk and performance of the S&P 500 and S&P 400 indices, resulting in a
diversified equity portfolio.
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For additional information regarding Investments, refer to Note 5 to our
audited consolidated financial statements included herein.

Employees

As of December 31, 2001, we had approximately 14,800 full-time equivalent
employees primarily located in Cincinnati and Columbus, Ohio; Indianapolis,
Indiana; Louisville, Kentucky; North Haven, Connecticut; Denver, Colorado;
Portland, Maine; and Manchester, New Hampshire. Employees were also located in
various other cities within our regions, as well as in Illinois and New York.
Our employees are an important asset, and we seek to develop them to their full
potential. We believe that our relationships with our employees are good. No
employees are subject to collective bargaining agreements.

Regulation

General
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Our operations are subject to comprehensive and detailed state and federal
regulation throughout the United States in the jurisdictions in which we do
business. Supervisory agencies, including state health, insurance and
corporation departments, have broad authority to:

grant, suspend and revoke licenses to transact business;
regulate many aspects of our products and services;

monitor our solvency and reserve adequacy; and

scrutinize our investment activities on the basis of quality,
diversification and other quantitative criteria.

To carry out these tasks, these regulators periodically examine our
operations and accounts.

Regulation of Insurance Company and HMO Business Activities
The federal government as well as the governments of the states in which we

conduct our operations have adopted laws and regulations that govern our
business activities in various ways. These laws and regulations may restrict
how we conduct our businesses and may result in additional burdens and costs to
us. Areas of governmental regulation include:

licensure;

premium rates;

benefits;

service areas;

market conduct;

utilization review activities;

prompt payment of claims;

member rights and responsibilities;

sales and marketing activities;

quality assurance procedures;

plan design and disclosures;

disclosure of medical information;

eligibility requirements;

provider rates of payment;

surcharges on provider payments;

provider contract forms;

underwriting and pricing;

financial arrangements;

financial condition (including reserves); and

25



Edgar Filing: ANTHEM INC - Form 10-K405

corporate governance.

These laws and regulations are subject to amendments and changing
interpretations in each jurisdiction.
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States generally require health insurers and HMOs to obtain a certificate of
authority prior to commencing operations. If we were to establish a health
insurance company or an HMO in any state where we do not presently operate, we
generally would have to obtain such a certificate. The time necessary to obtain
such a certificate varies from state to state. Each health insurer and HMO must
file periodic financial and operating reports with the states in which it does
business. In addition, health insurers and HMOs are subject to state
examination and periodic license renewal.

There has been a recent trend of increased health care regulation at the
federal and state levels. Legislation, regulation and initiatives relating to
this trend include, among other things, the following:

eliminating or reducing the scope of ERISA pre-emption of state medical
and bad faith claims under state law, thereby exposing health benefits
companies to expanded liability for punitive and other extra-contractual
damages;

extending malpractice and other liability for medical and other decisions
from providers to health plans;

imposing liability for negligent denials or delays in coverage;
requiring

—-—coverage of experimental procedures and drugs,

——direct access to specialists for patients with chronic conditions,
——direct access to specialists (including OB/GYNs) and chiropractors,

——expanded consumer disclosures and notices and expanded coverage for
emergency services,

——liberalized definitions of medical necessity,

——liberalized internal and external grievance and appeal procedures
(including expedited decision making),

—--maternity and other lengths of hospital inpatient stay,
——point of service benefits for HMO plans, and

——payment of claims within specified time frames or payment of interest on
claims that are not paid within those time frames;

prohibiting
—--so-called "gag" and similar clauses in physician agreements,
—-—incentives based on utilization, and

——limitation of arrangements designed to manage medical costs such as
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capitated arrangements with providers or provider financial incentives;
regulating and restricting the use of utilization management and review;

regulating and monitoring the composition of provider networks, such as
"any willing provider" and pharmacy laws (which generally provide that
providers and pharmacies cannot be denied participation in a managed care
plan where the providers and pharmacies are willing to abide by the terms
and conditions of that plan);

imposing
——payment levels for out-of-network care, and

—-requirements to apply lifetime limits to mental health benefits with
parity;

exempting physicians from the antitrust laws that prohibit price fixing,
group boycotts and other horizontal restraints on competition;

restricting the use of health plan claims information;

regulating procedures that protect the confidentiality of health and
financial information;

implementation of a state-run single payer system;

imposing third-party review of denials of benefits (including denials
based on a lack of medical necessity); and

restricting or eliminating the use of formularies for prescription drugs.
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The health benefits business also may be adversely impacted by court and
regulatory decisions that expand the interpretations of existing statutes and
regulations. It is uncertain whether we can recoup, through higher premiums or
other measures, the increased costs of mandated benefits or other increased
costs caused by potential legislation or regulation.

Patients' Bill of Rights

On August 8, 2001, the House of Representatives passed a version of the
Patients' Bill of Rights legislation (an amended version of the Ganske-Dingell
bill) which would permit health plans to be sued in state court for certain
coverage determinations. The current administration has indicated a willingness
to pass some form of patient protection legislation which could adversely
affect the health benefits business, and, in fact, the bill adopted by the
House was the result of a compromise reached by President Bush and
Representative Charles Norwood (R-GA). Under the bill a claim would be
permitted for a wrongful coverage denial which is the proximate cause of
personal injury to, or the death of, a patient. Medically reviewable claims
against health insurers would be tried in state court but under federal law.
Patients would be required to exhaust external review before filing suit.
Patients who lose an external review decision would have to overcome a
rebuttable presumption that the insurer made the correct decision. The bill
caps non-economic damages at $1.5 million. Punitive damages would be available
only if insurers do not follow an external review decision and would be capped
at an additional $1.5 million. The bill also limits class action lawsuits (both
future suits and pending suits where a class has not yet been certified)



Edgar Filing: ANTHEM INC - Form 10-K405

against health insurers under both ERISA and the Racketeer Influenced and
Corrupt Organizations Act to group health plans established by a single plan
sponsor.

The Senate version of the Patients' Bill of Rights legislation (the
McCain-Edwards bill) was passed on June 29, 2001 and contains broader liability
provisions than the House bill. The Senate bill would permit patients to sue
health plans in state court over medical judgments or in federal court over
contractual issues, and it would not cap damages in state courts. In federal
court, punitive damages would be allowed, up to $5 million, and there would be
no limit on economic and non-economic damages. President Bush has stated that
he will veto any Patients' Bill of Rights legislation that contains liability
provisions similar to the Senate bill. The House and Senate versions of the
bill are expected to be reconciled in the Conference Committee. We cannot
predict the provisions of the Patients' Bill of Rights legislation that may
emerge from the Conference Committee, if any, and whether any Patients' Bill of
Rights legislation would be enacted into law. We also cannot predict what
impact any Patients' Bill of Rights legislation would have on our business,
financial condition and results of operations.

Small Group Reform

All of the principal states in which Anthem does business have enacted
statutes that limit the flexibility of Anthem and other health insurers
relative to their small group underwriting and rating practices. Commonly
referred to as "small group reform" statutes, these laws are generally
consistent with model laws originally adopted by the NAIC.

In 1991, the NAIC adopted the Small Group Health Insurance Availability
Model Act. This model law limits the differentials in rates carriers could
charge between new business and health insurance renewal business, and with
respect to small groups with similar demographic characteristics (commonly
referred to as a "rating law"). It also requires that insurers disclose to
customers the basis on which the insurer establishes new business and renewal
rates, restricts the applicability of pre-existing condition exclusions and
prohibits an insurer from terminating coverage of an employer group because of
the adverse claims experience of that group. The model law requires that all
small group insurers accept for coverage any employer group applying for a
basic and standard plan of benefits (commonly known as a "guarantee issue
law"), and provides for a voluntary reinsurance mechanism to spread the risk of
high risk employees among all small group carriers participating in the
reinsurance mechanism. Representatives of Anthem actively participated in the
committees of the NAIC, which drafted and proposed this model law. NAIC model
laws are not applicable to the industry until adopted by individual states, and
there is significant variation in the degree to which states adopt and/or alter
NAIC model laws. Some, if not all, of these rating and underwriting limitations
are present in small group reform statutes currently adopted in all of the
principal states in which Anthem does business.

20

Underwriting Limitations. In the past, insurance companies were free to
select and reject risks based on a number of factors, including the medical
condition of the person seeking to become insured. Small group health insurers
were free to accept some employees and reject other employees for coverage
within one employer group. An insurance company was also free to exclude from
coverage medical conditions existing within a group which the insurance company
believed represented an unacceptable risk level. Also, for the most part,
insurance companies were free to cancel coverage of a group due to the medical
conditions which were present in that group. Additionally, a new employee
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seeking medical coverage under an existing group plan could be either accepted
or rejected for coverage, or could have coverage excluded or delayed for
existing medical conditions.

The small group health insurance reform laws limit or abolish a number of
these commonly utilized practices to address a societal need to extend
availability of insurance coverage more broadly to those who were previously
not eligible for coverage. Reform laws have been adopted which at a minimum
generally require that a group either be accepted or rejected for coverage as
one unit. The law in all of the states in which Anthem does business now
prohibits the practice of terminating the coverage of an employer group based
on the medical conditions existing within that group. (Insurers may still
cancel business for a limited number of reasons.) These states also generally
require "portability" of coverage, which means that an insurer cannot exclude
coverage for a pre-existing condition of a new employee of an existing employer
group 1if that person had previously satisfied a pre-existing condition
limitation period with the prior insurer, and if that person maintained
continuous coverage. Most state small group reform statutes also prohibit
insurers from denying coverage to employer groups based upon industry
classification.

All states in which Anthem does business require the "guarantee issue" of
small group policies, either through specific state law or the states'
requirement to enforce a federal law, the Health Insurance Portability and
Accountability Act of 1996, known as HIPAA. These laws require an insurer to
issue coverage to any group that applies for coverage under any of the small
group policies marketed by the insurer in that state, regardless of the medical
risks presented by that group.

Rating Limitations. Prior to the adoption of state rate reform laws, there
was very limited regulation of the rating practices utilized in the small group
health insurance market. There was virtually no regulation of the amount by
which one group's rate could vary from that of a demographically similar group
with different claims experience, and there was no statutorily placed limit on
the extent and frequency of rate increases that could be applied to any one
employer group.

Over the last nine years, all of the principal states in which Anthem does
business have enacted rating laws. These laws are designed to reduce the
variation in rates charged to insured groups who have favorable and unfavorable
claims experience. They also limit the extent and frequency of rate increases.
They do not, however, establish an appropriate base or "manual" rate level for
an insurer. The most stringent rate reform regulation would be a pure community
rating requirement, pursuant to which all persons in a geographic region would
receive the same rate for the same coverage as any other person, without
consideration of demographic factors such as age, gender, geographic location,
medical risk or occupation. Most existing rating laws also impose a limit on
the extent and frequency of a group's rate increases.

Small Group Statutory Reinsurance Mechanisms

At this time, the Connecticut, New Hampshire and Nevada (HMO only) Anthem
plans are subject to involuntary assessments from state small group reinsurance
mechanisms. These mechanisms are designed to provide risk-spreading mechanisms
for insurers doing business in jurisdictions that mandate that health insurance
be issued on a guarantee issue basis. Guarantee issue requirements increase
underwriting risk for insurers by forcing them to accept higher-risk business
than they would normally accept. This reinsurance mechanism allows the insurer
to cede this high-risk business to the reinsurance facility, thus sharing the
underwriting experience with all insurers in the state. Each of Connecticut and
New Hampshire subject insurance companies doing business in that jurisdiction
to assessments to fund losses from the reinsurance mechanisms. Each of Indiana,

29



Edgar Filing: ANTHEM INC - Form 10-K405

21

Ohio and Nevada provide voluntary reinsurance mechanisms in which the
assessment is against only those carriers electing to participate in the
reinsurance mechanism. Anthem has elected not to participate in these voluntary
reinsurance mechanisms. Neither Kentucky nor Maine has a small group
reinsurance mechanism.

Recent Medicare Changes

In 1997, the federal government passed legislation related to Medicare that
changed the method for determining premiums that the government pays to HMOs
for Medicare members. In general, the new method has reduced the premiums
pavable to us compared to the old method, although the level and extent of the
reductions varies by geographic market and depends on other factors. The
l