FEDERAL ELECTION COMMISSION
WASHINGTON, D.C. 20463

October 25, 2002

TO: The Commission

FROM: MaiDinh,AcﬁngAsaismGenenlCounse‘*ED
Anne A. Weissenborn, Senior Attomey

SUBJECT: Supplementary Documents related to AO 2002-12

On October 21, 2002 this Office circulated for the Commission’s information a letter
dated October 18, 2002 from counsel for the requestor in AOR 2002-12 agreeing to an extension
of time for the Commission is issue an opinion. Attached to the original letter was a U.S.
Securities and Exchange Commission Form 144 (Notice of Proposed Sale of Securities) dated
September 11, 2002 and an SEC Form 4 (Statement of Changes in Beneficial Ownership) dated
October 15, 2002. These documents are being circulated, together with the ¢-mail from this
Office suggesting an extension of time, as attachments to this memorandum.

Earlier, this Office distributed to the Commission two letters from counsel dated July 24,
2002 and September 3, 2002, along with materials submitted in response to questions posed by
this Office. These responses revealed, inter alia, the steadily declining ownership interest of
Cobalt Corporation/BCBS in American Medical Security Group, Inc, the parent company of
American Medical Security, Inc., an interest which reached 12.3% as per the documents
provided on October 18, 2002.

Also attached for the Commission’s information are portions of the 2000 Annual Report
of Cobalt Corporation/United Wisconsin Service, Inc. and of the 2000 Annual Report of
American Medical Security Group, Inc. These reports were submitted in February, 2002 as
attachments to the original advisory opinion request. The attached portions of the two annual
reports consist of consolidated balance sheets for the period addressed in the reports and, in
particular, information related to stock issues and holdings. The full reports are available in this
Office. Because the portions of the financial information in these reports relevant to
AO 2002-12 have been superseded by more recently supplied information, this particular
information is being circulated as background only.

Aftachmeats
SEC Form 144 dated September 11, 2002
SEC Form 4 dated October 15, 2002
E-mail from OGC dated October 18, 2002 :
Financial information from annual reports for 2000
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To: mwittenw@gklaw.com

o
Subject:  Advisory Opinion Request
To: Mike B. Witicnwyler:

I am writing to confirm our telephone conversations over the last couple of weeks in which you answered
some questions that arise from your letter of Septembér 3, 2002, and also informed us that Blue Cross Blue Shield
United of Wisconsin has recently sold additional shares of AMSG common stock. You expressed oral agreement
with a suggestion on my part that there be an extension of time for the Commission to issue an advisory opinion
regarding the disaffilistion of BCBS PAC and AMS PAC, in light of the ongoing changes in stock owncrship and
also in light of the Conmmission's presently heavy workload. You stated that you would submit written agreement to
such an extension after you received some additional information and paperwork from your client,

November 4, 2002 is the present deadline for issuance of an advisory opinion to your client. This Ofice has
determined that December 13, 2002 would be a feasible revised deadline for the Commisgion to issue an opinion, If
this latter date is acceptable to you, please send us an e-mail or letter to this effect as soon as possible.

‘We would also appreciate your including in your letters brief responses to my telephoned questions about
whether preferred stock has been issued and about Mr. Hefty's exercise of his stock options. I knmow you responded
orally, but we need the answers in writing. Just a couple of sentences will be fine,

Thank you very nach, .

Anne Weisgenbom
Senior Attorncy
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QMB APPROVAL
OMB Number 3235-0287

Expires: January 31, 2005
Estimated average burden

UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 4

STATEMENT OF CHANGES IN BENEVICIAL OWNERSHIP
Filed pursusnt to Section 16{a) of the Securities Excharigo Act of 1934,
Sectian 17(s) of the Public Uhility Holding Compmy Act of 1935 o
Section 30{h) of the Investmant Company Act of 1940
(_] Chack this box ifno longer subject to Section 16. Form 4 or Form § obligations may continue. See hustroction 1(b).
1. Namse and Address of Reporting Pearson® '

BLUE CROSS & BLUE SHIELD UNTTED OF WISCONSIN (1)
(Last) (Pirst) (Middle) .

401 WEST MICHIGAN STREET
(Srect)

MILWAUKEE, WI 53203
{City) (State) (Zip)

2. Tasuar Namme and Ticker or Trading Symbol

AMERICAN MEDICAL SECURITY GROUP, INC. (AMZ)
3. IRS Ideatification Number of Beporting Person, if an Entity (Volustsry)
4. Satemaent for Month/Day/Year
' October 15, 2002
5. If Amendment, Daie of Origina] (Month/Day/Y ear) -

6. Relatlonship of Reporting Person(s) to Issuer
(Check all applicahle) ) p

[ ] Direciar [X] 10% Owner
] Officer (give tithe below) [_) Other (specify below)
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7. Individua) or Joint/Group Filing (Check applicsble line)

Form filed Reporting Persan

Table [ ~— Won=Derivative Bscurities Acquiced, Disposed of,
o Dynefieinlly oumed

. G

. 4. Aaount of Owney=
Duumad Securitios Asqulred [A) or Sevucicies ship

| Engrukioa 3. Diupdaed of I} Beneficinlly Formi T.

Tesnsnakion Date, if ¥ranmackion (Instr. 3, 4 snd 5} ouned Follow- Direct Maturs of

Datw any Coda ing Raporced B} or Tl ot
1. {noneh/ Month/ (Ingkr. B) N Transpctionis) Indivect Sesefickal
Title of Saowrity Day/ Day/ ————— Jacunt or Frice {Inasty. 3 [#4] Ownezshin
tInacs. 3] tear) Tasr) Cocle v m and ¢) (Instz.4) {(Instr. 41
. Cosman Skbik 10718/702 8 10,000 ) -] #14,90 Sas below b
Common Rtock lo/158/43 8 3,200 P #14.10 1,305,673 p

{1} As o rweult of the convervion af Blws Creass 4 Bloa Mhiald United of wisoonsin ("RCRSON®} from » Wisemngin sorvios insursnex
corporation Eo & Wisconsipn atock ingurepos copporstion, Cobolt Corpurstion bachme the owasr of 100% ol the lesued and oultstanding
coapon stock of BCBBUW and Wieconsin Oninesl fer Bealih Fowndavion, Inc. (“Foundation“) became the ovner of 77.5% of the lssysd and
susrianding sosmun suseh of Csball Corperstion. Consequently, Cobelt Chrporation bnoaso » bonoficizl mmer and sha

bacase an ingirecc banaficial owner of ths Common Stock owngd by DCREUW.

Remindez: Raport on » sapersto lise Lor sach class of securitiea beneficially ownwed directly or indirectly.
* If the Form ia riled mora than ops Asporting Parson, see Instroction 4{b)iv).

Persons who respond to the callection of informarion contalned in this form are not required to respond (Over) unless the form displaya
curently valid OMB SEC 1474 (9-02) control namber. - ® O ’

s—niBllieome o 3002, poean online, Inc.
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Table Il ~ Derfvative Securitics Acquired, Dispesed of, or Beneficially Owned N
(c.g., puts, calls, warrants, options, convertible secarities)
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Explanstion of Respoases:
BLUE CROSS & BLUE SHIELD UNITED OF WISCONSIN
/s/ Gall L. Banson 10/16/02
**Signature of Reporting Pearson Date

Gail L, Hanson. Senior Vice Presidsat

]

** Intentions) misstaternents or omissions of facts constitute Federal Criminal Violations.
See 18U.S.C. 1001 ond 15 US.C. 78fKa).

Note: File thyee copies of this Form, one of which roust be manvally sigaed.
If spacs is insuflicient, soe Instruction 6 for procedure.
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JOINT PILER INFORMATION

Designated Fller:

Issuer and Ticker Symbol:

Date of Event Requiring Statemant:
Signature:

MAddress:

Deaignatad Filer:

Issvar and Ticker Symbol:

Date of Event Requiring Statement:

Signature:
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Cobalt Corporatien

401 West Michigan Avenue
Milwaukes, Wisconsin 53203

Blus Cross & Blue Shield United of
Wisconsin

Anszican Medical Sscurity Group, Inec.
(AME)

October 15, 2002

- COBALT CORPORATION

By: /»/ Gail L. Banson

Gall L. Hanson
Senior Yiea Prusidant

Wisconsin United for Realth
roundation, Ine.

10 East Doty Street, Suite 600
Madison, Wiscenaln 53701

Blue Cross & Blue Shield United of
Wiscensin

Anerican Medical Sscurity Group, Inc.
{RMZ)

October 15, 2002

" WISCOWSIN UWITED FOR REALTH
FOUNDATION, INC,

By: = /a/ David Mmiasner

David Meissner
Vice President



American Medical Security Group, Inc.
2000 Annual Report

2000 was a year ‘qf building and focusing for AMS »”
Samuel V. Miller
Chairman and Chief Execstive Officer




American Medical Security Group, Inc,

Consolidated Balance Sheets

Assets:
Investments:
Securities available for sale, at fair value:
Fixed maturities
Equity securities — prefesred
Fixed maturity securities held to maturity, at amortized cost
Trading securities, at fair value
Total investments

Cash and cash equivalents

Other assets:
Propesty and equipment, net
Goodwill and other intangibles, net
Other assets

Total other assets

Total assets

Liabilities and Shareholders’ Equity:
Liabilities:
Medical and other benefits payable
Advance premiums
Payables and accrued expenses
Notes payable
Other liabilities
Total liabilitics

Redesmable preferred stock — Series A adjustable rate
nonconvertible, $1,000 stated valug, 25,000 shares authorized

Shareholders’ squity:

Preferred stock (no par value, 475,000 shayes authorized)

Common stock (no par value, $1 staged value, 50,000,000 shares authorized,
16,654,315 issued and 14,270,945 outstanding at December 31, 2000,
16,653,646 issued and 15,532,146 outstanding at December 31, 1999)

Paid-in capital

Retained eamings

Accumulated other comprehensive loss (net of tax
benefit of $2,126,000 in 2000 and $5,634,000 in 1999)

Treasury stock (2,383,370 shares at December 31, 2000
and 1,121,500 shares at December 31, 1999, at cost)

Total shareholders’ equity

Total liabilities and shareholders’ equity

See accomparying notes to Consolidated Financial Statements
4

December 31,
2000 1999

(In thousands)
$ 262428 § 270,800
2,368 2,198
4,320 3,275
260 -
269,376 276273
15,606 17,266
32,451 32,624
107,562 111,347
46928 65,584
186,94} 209,555
$ 471,923 $ 503,094
$ 145310 § 169,117
17,568 17,277
25,902 25,044
41,258 42,523
20,708 28,853
250,746 282814
16,654 16,654
187,956 187,952
36,295 33,626
(.948)  (10.464)
15,780 (7,488)
21,177 220,280
§ 471,923 § 503,094
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American Medical Security Group, Inc.

Consolidated Statements of Operations

Revenues:

Insurance premiums
Nex investment income
Other revenue

Total revenues

Expenses:

Medical and other benefits

Selling, general and administrative

Interest

Amortization of goodwill and other intangibles

Write-off of intangible assets and related charges
Total expenses

Income (loss) from continuing aperations,
before income taxes ’

Income tax expense (benefit)
Income (loss) from continuing operations

Income from discontinued operations,
less applicable income taxes

Net income (loss)

Eamings (loss) per common share - basic
Continuing operations
Discontinued operations e
Net income {loss) per common share — basic

Eamings (loss) per common share — diluted
Continuing operations
Discontinued operations

Net income (loss) per common share — diluted

See accompanying noies to Consolidated Financial Statements

Year ended December 31,
___ 2000 1999 1998
{In thousands, except per share data)

$ 951,071 $1,056,107 $ 914,017
18,682 18912 24,200
20,112 22,361 22,632
089,865 1,097,380 960,859
724,613 860,473 691,767
251,767 268,059 242,073
3,584 3,564 7,691
3,785 4,273 8,781
- - usdsy
983,749 1,136,369 965,765
6,116 (38,989) (4,896)
3447  (13043)  (1,368)
2,669 (25,946) (3,028)

- - 10,003

$ 2669 5 (25946) $§ 6,975
s 018 § (158 $ (0.18)
- - 0.60

$ 018 § (158) ¢ 042
$ 018 3§ (158 § (0.1%)
] - - 0.60
s 018 $ (158) $ 042

)




American Medical Security Group, Inc.

Consolidated Statements of Cash Flows

Year ended December 31,
2000 1999 1998
(In thowsandy)
Operating Activities:
1
Income (loss) from continuing operations $ 2669 § (25946) $ (3,028)
Adjustments to reconcile income (loss) from continuing
operations to net cash provided by (used in) operating activities:
Depreciation and amortization 9,762 11,038 15343
Write-off of intangible assets - - 12,833
Net realized investment losses (gains) ' 325 354 (3.670)
Net change in trading securities (260) - .
Deferred income tax expense (benefit) 6,029 (7,112) {8,256)
Chan in qntaﬁn pccounts:
Oﬂiers assets s 9,119 (12,945) (4,869)
Medical and other benefits payable (23,307) 55,984 (14,911)
Advance premiums - 291 (880) (2,004)
Payables and accrued expenses 858 1,605 {6,129)
Other liabilities (8,145) 3,330 10,982
Net cash provided by (used in) operating activities (3,159) 26,428 (3,709)
Investing Activities:
Acquisition of subsidiaries (net of cash and cash
equivalents acquired in 1998 of $2,773,000) - . 2,623
Purchases of available for sale securities (14,512) -(190,834) (347931)
Proceeds from sale of available for sale securities 25,460 172,086 300,416
Proceeds from maturity of available for sale securities 4,045 20,805 20,225
Purchases of held to maturity securities . - (686) (540)
Proceods from maturity of held to maturity securities 630 770 1,100
Purchases of property and equipment (4,584) (2,976) (3,326)
Proceeds from sale of property and equipment 13 1,049 254
Net cash provided by (used in) investing activities 11,052 214 (27179)
Financing Actlvities: y
Cash dividends paid - - (8,956)
Issuance of commaon stock 4 5 2,356
Purchase of treasury stock (8.292) (7.488) -
Proceeds from notes payable borrowings 39,158 5,000 45,158
Repayment of notes payable (40423)  (17,541)  (46,944)
Net cash used in financing activities (9,553) (20,024) (5,386)
Net cash provided by discontinued operations - - 1,631
Cash and cash equivalents:
Net increase (decrease) during year (1,660) 6,618 (34,643)
Balance at beginning of vear 17,266 10,648 45,291
Balance a1 end of year $§ 15606 $ 17266 § 10,648

Sec accompanying notes to Consolidated Financial Statements

1
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American Medical Security Group, Inc.

Consolidated Statements of Changes in Sharcholders’ Equity and Comprehensive Income (Loss)

Accumulated
Other
_____ Common Stock Paid-In  Remxined Comprehensive Treasury
Shares Amount Capital Eamings Income (Loss)  Stock Total
(In thousands, except share data)

Balance at January 1, 1998 16,509,578 § 16,510 ' $186,763 $117,331 § 5,768 $ - 3326377
Comprehensive income:

Net income 1 6,975 6,975

Change in net unrealized gain on :

securities, net of taxes of $642,000 (4,613) (4,613)

Comprehensive income 2,362
Cash dividends paid on common stock ,

($0.36 per share) - (5,956) (5,956)
Issuance of common stock _ 143,601 143 2,213 y 2,356
Distribution of Newco/UWS to

Shareholders (58,778) 90 (58,638)
Balance at December 31, 1998 16,653,179 16,653 188981 .59,572 1,245 - 266451
Comprehensive loss: ,

Net loss « (25,946) (25,946)

Change in net unrealized gain on

securities, net of taxes of $6,304,000 (11,709) 11,709)
Comprehensive loss {37,655)
Issuance of commeon stock - 467 1 4 5
Stock option forfeiture , (1,033) (1,033)
Purchase of treasury stock .

(1,121,500 shares, at cost) (7.488)  (7,488)
Balance at December 31, 1999 16,653,646 16,654 187,952 33626 (10,464) (7488) 220280

[ 3
Comprehensive income:

Net income 2,669 2,669

Change in net unrealized loss on

securities, net of taxes of $3,508,000 6,516 6,516
Comprehensive income 9,185
Issuance of common stock 669 4 4
Purchase of treasury stock

(1,261,870 shares, at cost) - (8,292) (8,292)
Balance at December 31, 2000 16,654,315 § 16,654 $187,956 § 36,295 $ (3,948) $(15780) $221,177

See accompanying notes to Consolidated Financial Statements
27
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American Medical Security Group, Inc.

Notes to Consolidated Financial Statements

L Organization and Sigunificant Accounting Policles
GOrganization

American Medical Security Group, Inc., together with its subsidiary companies (“AMSG” or the
“Company™), is a provider of health care benefits and insurance products for individuals and small employer
groups. The Company’s principal product offering is health insurance for small employer groups and health
insurance for individuals and families (“MedOne™). TMCmpwlyahooffenlife.denul.mlpﬁondrug,
disability and accidental death insurance, and provides self-funded benefit administration. The Company’s products
are actively marketed in 32 staes and the District of Columbia through independent agents. Approximately 70
Company sales managers located in sales offices throughout the United States support the independent agents. The
mmysleumdimmwmmmmmmmcm

AMSG owns a preferred provider network and also contracts with several other networks to ensure cost-effective
health care choices to its customers.

Basis of Presemtation

The consolidated financial statemnents include the accounts of the Company and all of its majority-owned
subsidiaries. Significant intercompany accounts snd transactions have been eliminated. The accompanying
consolidated financial statements have been prepared in accordance with accoumting principles generally accepted in
the United States (“GAAP”). The preparation of financial statements in conformity with GAAP requires
mmqmmtmmakeeﬁmmmdmmpﬁmﬂﬂ@ﬂﬂnmmmpﬂdhﬁcmﬂdmdﬁmcm
statements and accompanying notes. Actual results could differ from those estimates.

Cash and Cash Equivalents

Cash and cash equivalents include operating cash and short-term invesiments with original maturities of
three months or less. These amounts are recarded at cost, which approximates market value.

Investments

The Company's investments are classified in three categories. . Investments that the Company has the
positive intent and ability to held to maturity are classified as held-to-maturity securitios and are reported at
amortized cost, Assets which are invested for the purpose of supporting the Company's nonqualifiod executive
retirement plan are classified as trading securitips and reported at fair value, with unrealized gains and losses
included in eamings as net investment incqgme. All other investimenits are classified as available-for-sale securities
and are reported at fair value based on quoted market prices, with unrealized gains and losses excluded from
eamings and reported as a separate component of shareholders’ equity as accumulated other compeehensive income
or loss, net of income tax effects. Realized gains and Josses from the sale of available-for-sale debt and equity
securities are calculated using the specific identification method.

Fair Value of Financial Instruments

The fair values of investments are reported in Note 3. The fair values of all other financial instruments
approximate their December 31, 2000 and 1999 carrying values.

— —— —— iy




Goodwill and Other Intangibles

Goodwill répresents the excess of cost over the fair market value of net assets acquired. Goodwill and
other intangible assets are being amortized on a straight-line basis over a period of 40 years or less. Accumulated
amortization was $16,461,000 and £12,676,000 at December 31, 2000 and 1999, respectively,

The Company periodically evaluates whether events and circumstances have occurred that may affect the
estimated useful life or the recoverability of the remaining balance of its intangibles. A study conducted during
1998 determined that the Company's sales distribution system intangible assets were impaired. The sales
distribution system was acquired on December 3, 1996 in conjunction with the purchase of the Company's small
group business. Since the acquisition, the Company has largely eliminated it commission-based sales distribution
system, replacing it with salaried sales offices. This resulted in an after-tax charge to 1992 operations of $9,231,000
or $0.56 per share, including $7,683,000 of intangible distribution system assets'and $1,568,000 of related costs,

The Company’s management belioves that no impairment of goodwill or other intangible assets exists at December
31, 2000.

Revenue Recognition

Premiums for health and life policies are recognized ratably over the period that insurance coversge is
provided. Other revenue, including administrative fee income from claim processing and other administrative
servim.isreoognizedinﬂieperiodﬂaeaerviceispmvided.

Medical and Other Benefits

The lisbilities for medical and other benefits are determined using statistical analyses and represent
estimates of the ultimate net cost of all reported and unreporied claims that are unpaid at year end. The Company’s
year-end claim liabilities are substantially satisfied through claim payments in the subsequent year, Management
believes that the liabilities for insurance claims are adequate. The Hability for unpaid claims of $139,457,000 at
December 31, 1999, developed redundant in the subsequent year by $3,397,000, The liability for unpaid ¢laims of
$101,721,000 at December 31, 1998, developed deficient by $10,398,000 in the subsequent year. The liability for
unpaid claims of $123,907,000 at December 31, 1997, developed deficient by §1,228,000 in the subsequent year,

The estimates are reviewed periodically and, as adjustments to the liabilities become necessary, the adjustments are
reflected in current aperations,

Premium Deﬂciawyksrm

TheCunpmywimmmimdeﬁciencymonan existing group of insurance contracts when
the sum of expected future claim costs, claim adjustment expenses and related maintenance expenses exceeds the
expected future premium revenue and investment income. Insurance contracts are grouped as relating to highly
regulated markets or all other markets consistent with the Company’s manner of acquiring, servicing and measuring
the profitability of its business. Highly regulsied markets arc identified based on significant rating restrictions,
states® general legislative and regulatory fenvironments, and the Company’s ability to effectively underwrite risk.
The Company continues to evaluate assumptions and updates the premium deficiency reserves as niecessary.

During 1999, the Company established a premium deficiency reserve of $19,200,000 for its highly
regulated markets. At December 31, 2000 and 1999, the Company had remaining recorded premium deficiency
resetves totaling $1,142,000 and $16,700,000, respectively, which are inchuded in medical and other benefits
paysble in the accompanying balance sheets. No premium deficiency reserves were recorded prior to 1999,




Reinsurance

Reinsurance premiums, commissions and expense reimbursements on reinsured business are accounted for
on a basis consistent with those used in accounting for the original policies issued and the terms of the reinsurance
contracts, Premiwms and benefits ceded to other companies have been reported as a reduction of premium revenye
and benefits. Reinsurance receivables and prepaid reinsurance premium amounts are reporied as assets,

The Company limits the maximum net loss that can arise from centain lines of business by reinsuring
(ceding) a portion of these risks with other insurance organizations (reinsurers) on an excess of loss or quota share
basis. The Company’s retention limit per covered life is $500,000 per policy year for medical claims and $50,000
for life claims. The Company is contingently liable on reinsurance ceded in the event that the reinsurers do not
meet their contractual obligations,

A summary of reinsurance assumed and ceded is as follows:

Year ended December 31,
s 2000 1999 1998
(in thousands)

Reinsurance assumed: )

[nsurance premiums $ 8725 § 58924 § 45056

Medical and other benefits 9,921 52,137 37,593
Reinsurance ceded:

Insurance premiums $ 2523 $ 4916 § 16936

Medical and other benefits 3,250 7.897 14,099

Property and Equipment

Property and equipment are recorded at cost. Depreciation and amortization are provided using the
straight-line method over the estimated useful lives, which are 20 to 30 years for land improvements, 10 to 40 years

for buildings and building improvements, three 10 five years for computer equipment and software and three to 10
years for furniture and other equipment.

Income Taxes

Deferred income taxes reflect the net tax cffects of wemporary differences between the carrying amounts of
assets and liabilities for financial statement purposes and the amounts used for income tax purposes. A valuation

allowance is recognized when, based on available evidence, it is more likely than not that the deferred tax asset may
not be realized. . “

Related Parties

The Company has deferred compensation payable to cmployees of $3,388,000 and $3,597,000 at
December 31, 2000 and 1999, respectively.




Earnings Per Common Share

A reconcilfation of the numerator and denominator of the basic and diluted earnings per common share
(“EPS™) is as follows:

Year ended December 31,
2000 1999 1998
(In thousands, except share and per share data)
Numerator:
Income (loss) from continuing operations $ 2669 § (2596) $ (3,028)
Denominator: ot
Denominator for basic EPS - weighted average shares 14,898,652 16,470,096 16,558,887
Effect of dilutive securities — employee stock options 150,651 - -
Denominstor for diluted EPS 15,049,303 16,470,096 16,558,887
Income (loss) from continuing operations per common share: *
Basic $ 018 3% (1.58) $ (0.a%8)
Diluted s 018 § (158) § (0.18)

Options to purchase 3,460,130 shares of common stock were outstanding at the end of 2000 and all but
1429960muehﬂedﬁm&emmpmﬁmofdllmdmwpuﬂ:mbmuﬂuopmﬁexemueprwewu
greater than the averags market price of common shares and, therefore, the effect would be antidilutive. There was
no effect of dilutive securities for 1999 and 1998 because employee stock options were antidilutive during such
periods.

Comprehensive Income (Loss)

Compeehensive imcome (loss) is defined as net income (Jass) plus or minus other comprehensive income
(loss). For the Company, under existing accounting standards, other comprehensive income (loss) inchides
unrealized gains and losses, net of income tax effects, on certain investments in debt and equity securities.
Comprehensive income (loss) is reported by the Company in the consolidated statements of changes in
shareholders’ equity and comprehensive income (loss).
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2 Distribution of Newco/UWS to Sharcholders

On May 27, 1998, the Board of Directors of the Company, then known as United Wisconsin Services, Inc,,
(“UWS") approved a plan to spin off its managed carc companies and specialty management business to g
sharcholders (the “Distribution™). In connection with the spin-off, the Company changed its name to “American
Medical Security Group, Inc.” On September 25, 1998, the Distribution date, shareholders of AMSG received one
share of common stock of a newly formed company, Newco/UWS, Inc. (“Newco/UWS™), for every share of AMSG
owned as of September 11, 1998, the record date. AMSG obtained a private ruling from the Internal Revenue
Service to the effect that the spin-off qualified as tax free to AMSG, Newco/UWS and AMSG shareholders,

The net assets of Newco/UWS consisied of assets and liabilities of the mmaged care and specialty
mansagement business along with $70,000,000 in debt that was assumed, by Newco/UWS in conjunction with the
Distribution. Newco/UWS was renamed “United Wisconsin Services, Inc.™ The operations of Newco/UWS, along
with direct costs of approximately $4,900,000 associated with the spin-off, are reflected in discontinued operations,
Discontinued operations reported total revenues of $488,033,000 for 1998. Interest expense on the $70,000,000
debt assumed by Newco/UWS is reflected in continuing operations only through September 11, 1998,

3 luvestments *

Net investment income from continuing operations includes the following:

Year ended December 31,
2000 1999 - 1998
 {In thousands)

Interest on fixed maturities $ 17867 3 18731 § 13,437

Dividends on equity securities . 148 134 716

Realized gains 1 1,351 5078
Realized losses {436) (2,205) (1,408)

Unrealized loss on trading securities 21) - -
Interest on cash equivalents and other investment income 1,629 1,581 2,112

Gross investment income 19298 19,592 24,935
Investment expenses (616) (680) (715)

Net investment income $ 18682 § 18912 § 24,220

Unrealized gains (losses) are computed as the difference between cstimated fair value and amortized cost
for fixed maturities and equity securities classified as available for sale. A summary of the net change in unrealized
gains (losses), which is included in accumulated other comprehensive income (loss), is as follows:

]

Year ended December 31,
2000 o 1999 1998
{In thousands)
Fixed maturities $ 9854 $ (17,753) $ (1,849
Equity securities 170 (260) {105)

Discontinued operations, net of deferred income taxes - {3.211)
Net change in unrealized gains (losses) $ 10024 $ (18013) § (5.165)
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Changes in accumulated other comprehensive income (loss) related to changes in unrealized gains and
losses on securities are as follows:

. Year ended December 31,
2000 1999 1998
{in thousands)
Change in nct unrealized gain (Joss) on securities, net of taxes $ 6727 $ (12264) § 1,074

Less: reclassification adjustment for gains {losses) included in
net income (loss), net of tax benefit of $114,000 and $299,000 in

2000 and 1999, respectively and tax expense of $1,284,000 in 1998 211) (555) 2,386
Change in net unrealized gain (loss) from continuing operations,
net of taxes 6,516 {11,709) (1,312)
Change in net unrealized gain from discontinued operations, '
net of taxes . - - (3,211)
Change in net unrealized gain (Joss) on securities, net of taxes $ 6516 $ (11,709 $ (4,523)

The amortized cost and estimated fair values of invéstments are as follows:

Gross Gross
Amortized Unrealized Unrealized Estimated
Cost Gains Losses Fair Values
(In thousands)
At December 31, 2000:
Available for sale:
Fixed maturities:
U.S. Treasury securitics $ 51657 § 160 % (340) § 51477
Corporate debt securities 145,817 213 (5.1423 140,888
Foreign government securities 15,614 82 (356) 15,340
Govemment agency mortgage-backed securities 37,718 45 (513) 37,250
Municipal securities 17,556 6 (39 17473
268,362 506 (6,440) 262,428
Equity securities — preferred 2,508 - (140) 2,368
Held to maturity:
U.S. Treasury securities 4320 10 (16) 4,314
$ 275190 3§ 516 § (6,596) § 269,) l_?_
Gross Gross
Amortized Unrealized Unrealized Estimated
P Cost (Lugs Losses Fair Value
) {In thousands)
At December 31, 1999:
Available for sale:
Fixed maturities:
U.S. Treasury securities . $ 5415 § - 5 (3.488) $ 50662
Corporate debt securities 152,312 90 (9,067) 143,335
Foreign government securities 16,638 - (636) 15,952
Government agency mortgage-backed securities 44,102 12 (1,919) 42,200
Municipal securities 19,386 - (735) 18,651
286,588 102 (15,890) 270,800
Equity securities — preferred 2,508 - (310) - 2,198
Held to maturity:
U.S. Treasury securities 3,275 3 (54) 3224

$ 292371 $§ 105 5 (16254) § 276222
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The amortized cost and estimated fair values of debt securities at December 31, 2000 by contractual maturity

are shown below. Expected maturities will differ from contraciual maturities because borrowers may have the right to
call or prepay obligations.

Available-for-Saie Held-to-Maturity
Amortized Estimated Amortized Estimated
Cost Fair Value Cost Fair Value

(In thousands)
Due in one year or less $ 14399 $ 14060 § 300 § 300
Due after one through five years 114,655 112,416 2,704 2,699
Due after five through ten years 64,216 162,884 1,316 L3115
Due after ten years 37,3714 35,818 - -
230,644 225,178 4,320 4314
Govemment agency mortgage-backed securities 37,718 37,250 - -
$ 268362 § 262428 § 4,320 4,314

At December 31, 2000, the insurance subsidiaries had fixed securities and cash equivalents on deposit with
various state insurance departments with carrying values of approximately $4,520,000.

4. Property and Equipment

Property and equipment are stated at cost and are summarized as follows:

Decsmber 31,
2000 1999
(Tn thorusands)
Land and land improvements 8 3390 § 3382
Building and building improvements 24,301 24,175
Computer equipment and software 13,024 9,668
Fumiture and other equipment ' 13,495 13,476
54,710 51,201
Less accumulated depreciation . (22,2522 !ls,sm

$ 32451 § 32624

The Company recognized cfepr‘eciation expense on property and equipment of $4,656,000, $4,544,000, and
$5,450,000 in 2000, 1999 and 1998, respectively.




7. Commitments and Contingencies

On August 26, 1999, a $6.9 million verdict was entered against the Company in a lawsuit which principally
alleged breach of contract involving the timing of claims payments. On April 17, 2000, the Company filed its
notice of appeal of this decision with a Federal Appeals Coust. Management expects the verdict to be reversed or
substantially reduced following appeal. As a result, the Company’s accrual related to this case is not material.

On February 7, 2000, a $5.4 million verdict was entered against the Company in a lawsuit which alleged
breach of contract involving commission amounts due to a former agent. On April 18, 2000, the Company filed a
notice of appeal with an Ohio Appeals Court requesting reversal of the decision. The Appeals Court heard oral
arguments on October S, 2000, and the parties are awaiting a decision. Management expects the verdict to be

reversed or substantially reduced following appeal. As a result, the Company’s accrual related to this case is not
material. '

The Company is involved in various legal and regulatory actions occurring in the normal course of its
business. In the opinion of management, adequate provision has been made for losses that may result from the
above-mentioned and other legal and regulatory actions; accordingly, the outcome of these matters is not expected
to have a material adverse effect on the consolidated financial statements.

8. Shareholders’ Equity
Statutory Financial Information

State insurance laws and regulations prescribe accounting practices for determining stahntory net income
and equity for insurance companies. These regulations require, among other matters, the filing of financial
statements prepared in accordance with statutory accounting practices prescribed or permitied for insurance
companies. The combined statutory surplus of the Company’s insurance subsidiaries, United Wisconsin Lifc
Insurance Company and American Medical Security Insurance Company of Georgia, at December 31, 2000 and
1999, was $153,912,000 and $155,937,000, respectively.

State insurance regulations also require the maintenance of a minimum compulsory surplus based on a
percentage of premiums written. At December 31, 2000, the Company's insurance subsidiaries were in compliance
with these compulsory reguiatory requirements. :

The National Association of Insurance Commissioners revised the Accounting Practices and Procedures
Manual in a process referred to as Codification. The revised manual will be effective January 1, 2001. Codification
has changed certain prescribed statutory accounting practices and will resuit in changes to the accounting practices
that the insurance subsidiaries of the Company use to prepare their statutory-basis financial statements.
Management believes that the impact of Codification to the Company's insurance subsidiaries' statutory-basis capital
and surplus will not be material.

Fl

[}

Restrictions on Dividends From Subsidiaries

Dividends paid by the insurance subsidiaries to the Company are limited by state insurance regulations.
The insurance regulator in the state of domicile may disapprove any dividend that, together with other dividends
paid by an insurance company in the prior twelve months, exceeds the regulatory maximum as computed for the
insurance company based on its statutory surplus and net income, Based upon the financial statements of the
Company’s insurance subsidigries as of December 31, 2000, as filed with the insurance regulators, no dividends
may be paid without prior regulatory approval prior to December 2001, at which time the aggregate amount
available without regulatory approval is $7,274,000.
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9. Employee Benefit Plans
Retirement Savings Plan

The Company’s employees ar: included in a gualified defined contribution plan (the “Retirement Savings
Ptan™) with profit sharing and discretionary savings provisions covering all eligible salaried and hourly employees.
Participant contributions up to 6% of the participant’s compensation are matched 60% by the Company. Profit
sharing contributions to the Retirement Savings Plan are determined annually by the Company. Participants vest in
Company contributions in three years. The Company recognized expense associated with the Retirement Savings
Plan of $1,944.000, $1,610,000 and $1,449,000 in 2000, 1999 and 1998, respectively.

Nongqualified Executive Retirement Plan .

During 2000, the Company adopted a nonqualified executive retirement plan (the “Nonqualified Plan™) to
provide key management with the opportunity t0 accumulate deferred compensation which cannot be accumulated
under the Retirement Savings Plan due to compensation limitations imposed by the Internal Revenue Service. The
Nonqualified Plan is funded through a rabbi trust and has contribution and investment options similer to those of the

Retirement Savings Plan. The Company recognized expense associated with the Nonqualified Plan of $77,000
during 2000.

Stock Based Compensation Plans

The Company has a stock-based compensation plan, the Equity Incentive Plan (the “Plsn”), for the benefit
of eligible employees and directors of the Company. The Plan permits the. grant of nonqualified stock options
(*NQSO™), incentive stock options, stock appreciation rights, restricted stock awards and performance awards.
Persons eligible to participate in the Plan include all full-time active employees and outside directors of the board of
directors. The Plan allows for the granting of up to 4,000,000 shares of which 282,690 shares are available for grant
as of December 31, 2000. No benefits other than NQSOs have been granted under the plan.

The terms of incentive stock options and nonqualified stock options granted under the Plan cannot exceed
more than 10 and 12 years, respectively, and the option exercise price generally cannot be less than the fair market
value of the Company’s common stock on the date of grant. Incentive stock options and NQSOs are not exercisable
in any event prior to six months following the grant date.

Stock appreciation rights generally have a grant price at least equal to 100% of the fair market value of the
Company’s common stock. The term of the stock appreciatjon rights cannot exceed 12 years. Stock appreciation
rights are not exercisable prior to six months following the grant date.

Restricted stock generally may not be sold or otherwise transfesred for certain periods based on the passage
of time, the achievement of performance goals or the occurrence of other events. However, participants may
exercise full voting rights and are entitled to receive all dividends and other distributions with respect to restricted
stock. Restricted stock does not vest prior to six months following the date of grant.

On November 17, 1998, the Company and a key executive entered into a deferred stock agreement, Under
the agreement the Company has an obligation to issuc 73,506 shares of AMSG common stock provided the
executive remains continuously employed with AMSG through November 17, 2002, The Company incurred
expense of $225,000 in 2000 and 1999 and $28,000 in 1998 related 1o this agreement,

The Company also has a Director Stock Option Plan which permits the grant of NQSOs. The plan allows
for the granting of up to 75,000 shares of which 14,000 shares are available for grant, as of December 31, 2000.

Effective January 1, 2000, the Company adopted a defetred compensation plan for the benefit of certain
outside directors of the Company who wish to defer the receipt of eligible compensation which they may otherwise
be entitled to receive from the Company. Directors who choose to participate in the plan may elect to have their
deferred compensation credited to, in whole or in part, either an interest account or 8 Company stock unit account.
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Stock option activity for all plans iz as follows:

M December 31,
2000 1999 1998

Total number of RQSOs
Outstanding at beginning of year 2,809,143 2,918,893 2,217,307
Granted 715,000 999,000 874,560
Exercised ' - - (114,028)
Forfeited (64,013)  (1,108,750) (20,000)
Spin-off rclated:

Conversion to UWS options® - - (351,322

AMSG modification™ . - - 312,376
Outstanding at ¢nd of year -3,460,130 2,809,143 2,918,893
Exercisable at end of year 1,807,963 1,504,976 2,365,893
Available for grant at end of year 296,690 947,677 837,927
Weighted average exercise price of NQSOs '
Outstanding at beginning of year $11.10 $15.18 $27.02
Granted - Exercise price equals market price on grant date 528 733 10.75
Granted ~ Exercise price is less than market price on grant date - - -
Granted - Exercise price exceeds market price on grant date - - 12.00
Exercised - - 4.15
Forfeited "13.14 18.45 18.44
Outstanding at end of year 9.86 11.10 15.18
Exercisable at end of year 12.60 13.68 16.23
NQSOs by exercise price range :
Range of exercise prices $ 301-3888 § 3.01-58.88 $3.01
Weighted average exercise price 35N $6.07 $3.01
Weighted average remaining contractual life (years) 11.03 1134 393
Exercisable at cnd of year 260,877 47,960 47,960
Outstanding at end of year 1,571,960 - 856,960 47,960
Weighted average exercise price of options exercisable at end of year $5.64 $3.01 $3.01
Range of exercise prices ) $10.25-514.38 $10.25-814.38 $1025-514.38
Weighted average exercise price } $11.54 $11.53 $1138
Weighted average remaining contractual life (years) 8.75 9.79 10.62
Exercisable at end of year 848,151 734,848 595,765
Outstanding at end of year . 1,189.234 1,230,015 1,148,765
Weighted average exervise price of optiogs exercisable at end of year $11.66 $11.76 s$12.01
Range of exercise pricos $15.76-322.74 $15.76-$22.74 $15.76-522.74
Weighted average exercise price £16.33 $16.33 $13.06
Weighted average remaining contractual life (years) 7.48 8.50 5.69
Exercisabie at end of year 698,936 722,168 1,722,168
Outstanding at end of year 698,936 722,168 1,722,168
Weighted average exercise price of options exercisable at end of year $16.33 $16.33 $18,06

{s) Effective on the date of Distribution, ceriain AMSG stock options held by Newco/UWS employees were converted t0

Newco/UWS stock options.

(b) Immedistely following the Distribution, the number of options was increased and exercise prices wére decreased (the
*modification™) to preserve the economic value of those options that existed just prior to the Distribution for the holders of

certain AMSG stock options.

}
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The Black-Scholes option valuation model is commonly used in estimating the fair value of traded options
which have no vesting restrictions and are fully transferable. In addition, option valuation models require the input
of highly subjective assumptions including the expected stock price volatility. Since the Company’s employee
stock options have characteristics significantly different from those of traded options, and because changes in the
subjective input assumptions can materially affect the fair value estimates, in management’s opinion, the existing
models do not necessarily provide a reliable single measure of the fair value of its employee stock options.

The Company follows Accounting Principles Board Opinion No. 25 under which no compensation ¢xpense
is recorded when the exercise price of the Company’s employee stock options equals the market price of the
underlying stock on the date of grant. The Company’s pro forma information regarding net income and net income .
per share has been determined as if these options had been accounted for since January 1, 1995, in accordance with -
the fair value method of Statement of memalAeemmeunduds(“SFAS") No. 123, “Accounting for Stock- .
Based Compenszation™, i

L
For purposes of pro forma disclosures, the estimated fair value of the options is amortized to expense over
the options' vesting period. The Company’s pro forma information is as follows:
' Year ended December 31,
__ 2000 1999 1998
(In thousands, except per shara data)

Pro forma net income (Joss) $ 1,736 § (26429) $§ 6484
Pro forma carnings (loss) per common share:

Basic _ $ 012 $ (160) $ 039

Diluted $ 012 $ (Q60) $ 039

Thepmfouﬁadisclmonly include the effect of options granted subsequent to January 1, 1995.
Accordingly, the effects of applying the SFAS No. 123 pro forma disclosures to future periods may not be
indicative of future effects.

In determining compensation cost pursuant to SFAS No. 123, the fair value for these options was estimated
at the date of grant using the Black-Scholes option pricing model with the following weighted average assumptions:

*

Year ended December 31,
2000 1999 1998

Expected life of options . 600 years 600years 3.55 years
Risk-free interest rate v 5.13% 6.13% 4.53%
Expected dividend yield 0.00% 0.00% 0.00%
Expected volatility factor 56% 45% 3%
Grant date fair value of options;

Exercise price equals market price $ 309 § 334 § A3

Exercise price is less than market price 3 - 3 - 8§ 7137

Exercise price exceeds market price $ - ¥ - 3 .77
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consolidated Balance Sheets

LN LT Ty TR T )

- 2000 1999

Assela
Current assels .
Cash and cash equivalonts $ 49625 - § 16,254
Investiments  available-for-sale, al fair value 117,893 120,721
Due from aflilates 5867 , 1575 ¢
Pramium jecovables 39,091 - 24,215 |
Due from clinics and providers 10,756 ! 19,448 |
Other receivables 21,003 | 26,337
Prepaid expenses and other currentassets e .. 22890 29438
Total curren assels ! 266,955 M
Noncurrent assets
Invesiments - held-to-maturity, at amortized cost 9,758 9,153
Property and equipment, net 12,969 9,838
Goodwill 22,178 10,492
Prepaid pension ) 8,305 7.451
Deferred income taxes 26,276 10,060
Other noncurrent assels — ) : 19,385 12,072
Tolat assels ’ $365,826 $297,154
Lisbillties and sharehoiders’ equity
Current Rabilities
Medical and other benefits payable $119,017 $ 74,238
Advance premiums 51,523 38,248
Oue to affifiates - other . 12704 13,037
Payables and accrued expenses 16,238 15.033
Shorl-term debit 13,823 11,880
Other kabilities . 17,418 10.274
Total current kabilities 230,720 160,720
Noncurrent liabilities :
Note payable to affiliate . 70.000 70,000
Other benefits payable 35,360 24,104
Other liabilities . 12,964 11,298
Total liabilities 349,053 266,122
Sharsholders' equity
Preferrad stock {no par valua, 1,000,000 ehares authorized) - -
Common stock (no par value, no slated value, 50.000,080 shares

authorized, 17,048,908 and 16,939.882 shareb issued and oulstanding

at December 31, 2000 and December 31, 1999, respectively) 14,445 14052
Retained earnings 3.040 20,242 |
Accumulatod olher comprehensiveloss . . 2y e
Total shareholders equily o o - 18773 ¢ 31032
Tolal Wiabilities and shareholders’ equily $365,826 $297.154 ,
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Consolidated Statements of Operations

{in thausane) Yoar Enciod Dncombey 31,

2000 |
Reverniea ;
Heallth services revenues:

Premiam $760.,624

Other 45,496 *
Invesiment results N - .-
Total revenues 814,374
Expsnass ) '
Medical and olher benefits 700,004
Selling, general and administrative 80,643
Othar oparating 52377
Prolit (loss) sharing on provider arrangements 460
Inarest . 6,500
Amoxlization of goodwill 1,065
Total expenses 841,139
et operating income (loss) {28,765)
Equity in net loss of affiliate, net of tax (312)
Incoma (loss) before income tax {21.077)
Income tax expense {benefit) (10,649)
Net income (loss) $(16,428)
Loss per common sharg
Basic $ (0970
Diluted $ (087
See accompanying noles.
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Consolidated Statements of Changes in Shareholders’
Equity and Comprehensive Income (Loss)

' Accumaled
PRUIT T I stlime ity twy Ot Towsl
- St | Conmxs® Rl il Arksnw i Laanpwehensive Shagholdors'
o HhOus IS, ey, 27 (k) st anckan i Slock Eatvngs i frommy AN Income (Loss) Equity
Balance at December 31, 1997 - i $ - $ -1 $120405 $3211 $123,616
Comprehensive inCome: | .
Net income I - 3572 | 14,508 - 18,078
Change in unrealized gairs-losses i |
on mvesiments - . - i - (2,218) {2.218)
Comprehensiva income ; 15,860
Cash dividends paid on common stock - - (839) | - - (839)
Change in investment by and advances ' f
from AMSG - - - (76.133)" - (76.133)
Oistribution of equily ta the Company ' g ;
from AMSG - 11,423 47355 (58.778) - —
Issuance of common stock in connection :
with the Spin-off 16,673,202 - - -1 - -
Issuance of common stock - other 238,879 1,955 wdl D T - 1.955
Balance at December 31, 1998 16,812,081 13,978 50,088 - l 293 64,459
Comprehensive loss: O
Net loss - - (29,004) - - (29,004)
Change in unrealized gainsflosses :
on investments - - - - (4.255) (4,255)
Comprehensive loss ' (33,259)
Cash dividands paid on common stock - - (842) - - (842)
Iaguance of commen stock - other 127.601 674 . - ~ - 674
Balance at December 31, 1999 16,939,682 14,052 | 20,242 - (3.262) 31,032
Comprehengive loss: : '
Net loss - -. (16428 - - (16,428)
Change in urvealized gainsfosses ;
on investments - - - - 2,550 2,550
Comprehensive oss § _ (13.878)
Cash dividends paid on common stock - - (847) - - (847)
Change in ownership of afiitiates - - 73 - - 73
(ssuance of common stock - other 109,226 _ 398 | - T - 393
Balance at December 31, 2000 17,048,908 $14445 | $ 3040 $ - $ (M) §$ 16773
See accompenying noles.
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Consolidated Statements of Cash Flows

{in thousands} Yeor Erciad December 21, 2000 1950
Oparating activities
Net income (ioss) $(16,428) $ (29.004)
Adiustments to reconcile net income (loss) to net cash provided by :
{usad in) operating activities: :
Depreciation and amortization 4203 3,585
Equity in foss of affiliate 312 -
Realized investment Yogses (gains) 925 (2.145)
Delerred income tax (asset} liability N (10,875) (12,383)
Changee in other operating accounts net of acquisitions: ’
Premium receivablas (9,795) {4,078)
Other receivables 5,656 (1,556)
Due from clinics and providers - 9,780 (427)
Medical and other benefits payable \ 31,864 B,308
Advance premiums 15,255 5,684
Due toffrom afiliates : {4,628) 4516
Current taxes, net _ 10467 (9,395)
Other, net (7,635) (8,323)
Net cash provided by (used in) operating activities 29,101 (45,238)
wvesting activities
Acquisition of new businesses net assets (net of cash and cash equivalents acquired) (464) (3,605)
Purchases of available-for-sale investments {28,919) {119,594)
Proceeds from sale of available-for-sale investments 31,486 143,761
Proceeds from maturity of available-for-sale investments 3,260 8,650
Purchases of heli-to-meaturity invesiments (2.938) (1.460)
Proceeds from maturity of held-to-maturity investmenis 2325 -
Dividand from affiliate 1,572 -
Additions 10 property and equipment {3,467} (3,140)
Net cash provided by (used in) investing activities 2,835 24,812
Financing activities
Cash dividends paid . (847) (842)
issuance of common slock 393 an4
Decrease in investments by and advances from AMSG ) - -
Net borrowings on short-term debt 1.889 10,943
Nel cash provided by (used in) financing activities 1,435 10,495
Cash and cash equivalents: .
Increase (decrease) during year 33,371 {10,131)
Balance a1 beginning of year 16,254 26,385
Balance at end of year $ 49,625 $ 16,254
See accompanying noles,
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Notes to Consolidated Financial Statements

1 Organization and Significant Accounting Policies

Organization

United Wisconsin Sarvicos, Inc. {the “Company™ is a leaq-ng provider
of managed health care serces and employee benelil roducts.
The Company's two prunary product lines are (i) health nantsnance
erganization ("HMO") products, sold primanly in Wisconsin. and

{l) speciay managed care products and senvices, inchuding dental,
life, disability and worker's compensation products. managed care
consulting, elecironic claim submission, pharmaceutical manage-
ment, managed behavioral heelth services, case menagement and
receivables management, sokd throughout the United States.

On May 27. 1998, the Board of Directors of American Medical
Security Group, inc. ("AMSG") (lormerly United Wisgonsin Services,
Inc.) approvad a formal plan to spin off its managed care companies
and specialty business to its shareholders, The Spin-of involved the
creation of a new corporation ariginally named Newct/UWS, Inc.,
subsequently renamed Uinited Wisconsin Services, Inc. ({UWS"). The
Spin-off resulted in the distribution of one share of cormmon stock of
UWS on Septamber 25, 1998 ("Spin-olf date™) for each share of AMSG
common stock held as of September 11, 1998, AMSG received a
private felter nuling from the internad Bevenye Service that the Spin-off
is tax free to AMSG, UWS and their shareholders. A furlther descrip-
tion of the Spin-off and certain transactions with AMSG is included
inNoles 1,6, 7 and 10.

At December 31, 2000, Biue Cross & Blue Shield United of
Wisconsin ("BCEBSUW") owned approdmately 46.6% of the Company's
common stock. In addition, the Company is affliated with BCBSUW
through certain common officers and direciors. On August 17,

1509, BCBSUW completed a purchase of 1,400,000 shares of the
. Company's common stock in the open market in connection with a
previously disclosed plan for BCBSUW to increase its ownerghip in
the Company. The ownership by BCBSUW, in combination with
the ownership by the Gunpmy‘smloyaebenefﬂplansgnablea
Compcare Health Servicas Insurance Corporation §‘Campcare™),

a wholly owned sutsidiary of the Company, 1o use the Blue Cross
and Biue Shield brand on its products.

Pending Trangaction

BCBSUW'S Board of Directors announced in June of 1939 its inten-
tion to convert BCBSUW from a service insurance corporation lo a

stockholder owned corporation. On March 28, 2000 the Wisconsin

Commissioner of Insurance issued an order that allows BCBSUW to
convert 10 a stock lorm of ownership by completing a combination

with the Company.

In the iourth quarler of 2000, the Comnpany announced that
it had executed a definitive agreement lo combine with BCBSUW.
Under the agreemant, BCBSUW will become a wholly owned
subsidiary of the Company, and the Wisconsin United for Health
Foundabion. Inc. ("the Foundation”) will receive 31,313,390 newly-
issued shares of UWS stock. The Foundation was established for
the sole purpose of benefiting public health in Wisconsin through
the Medical College of Wisconsin and the University of Wisconsin
Madical School.

The agreement isaPiectloappfovai by the Wisconsin Office
of tha Commissioner of Insurance and other regulaiory approvals
as well as by the sharehoiders of the Company.

Basis of Presentation

The consolidated financial staterments present the Company’s finan-
cial position, operations and cash flows as if the Company had
been an independent. public company for al years presented. The
Company consolidates majority-owned subsidiaries that are con-
trofled by the Comparny. All intercomparty transactions have been
eliminated. The Company consolidates subsidiaries for which repur-
chasa opfions exist (see Note 2) when control is desmed to be other
than temporary. Menagernant belisves that control of Unity Health
Plans Insurance Corporation (*Unity™) and Valley Health Plan, Inc.
(“Valley™) is not temporary because exercise of the repurchase options
s not probabole. Any repurchase would not provide a substantial
aeconomic benefit to the oplion hotders and would require regulatory
approval pursuant 1o change of control regulations.

Cash and Cash Equivalents

Cash and ¢ash aquivalents include operating cash and shorl-lerm
investments with original maturities of three months of less. These
amounis are recorded at cost, which approximates fair value,

Investmants

invesiments are classified as either heid-to-maturity or availabile-for-
sale. Investmants, which the Company has the intent and ability 10
hold to medurity, are designated ag held-to-malurity and are stated at )
amoriized cost. All other investments are classified as available-for-
sale and are slated at fair value based on qupted market prices, with
unrealized gains and losses excluded from earmings and reported
as a component of accumulated olher comprehensive income {loss).
nel of income tax effects. Realized gains and losses from the sale

ol available-for-saie debt and equity securities are caiculalad using
the first-in, first-out basis. .
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Notes to Consolidated Financial Statements

Premium Receivables

Premium receivables are staied at net realizable value. nel of allow-
ances for uncollactible amounis of $3,262,000 and $2.858,000 at
Decamber 31, 2000 and 1989, respeciively, based upon historical
collection trends and management’s best estimate of the ultimate
collectibilily.

Due trom Clinics and Providers

Amounts due from clinics and providers are stated at net realizable
valua, net of an alowance for uncoliectible amounl of $8,063.000
and $9,548,000 at December 31, 2000 and 1999, respectively,
based upon management’s best estimate of the uttimate collectibility.

Other Receivables

Other receivables are stated al net realizable value, net of allowances
for uncollectible amounts of $678,000 and $965,000 at December 31,
2000 and 1999, respectively, based upon historical collection trends
and management’s best estimale of the ultimate collectibility.

Property and Equipment

Proparty and equipment are recorded at cost. Depraciation and
amortization are provided using the straight-line method over the
eslimated useful lives of the related assets, which range from 3 to

5 yeare for computer ecuipment and sofiware, 3 1o 10 years for
furniture and other equipment, 20 to 30 years for land improvements
and 10 to 40 yeers for buildings and bullding improvernents,

Goodwill

Goodwill represents the excess of cost over the lair value of net
assets acquired. Goodwill is being amortized on a siraight-ling basis
over a weighted average period of approximately 17 years. Accumu-
fated amortization was $3,304,000 and $2,239,000 &t December 31,
2000 and 1999, respectively.

The Company periodically evatuates whether events and cir-
cumstances have occurned which may aflect the estimated useful
tilg or tha recoverability of tha remaining balance of goodwill. At
December 31, 2000, the Company's management believed that
no material impairmeni of goodwill existed.

3% URITLD WISCONSIN SERVICES. INC

Revenue Recognition

Health services premiums and managed behavioral health feas are
recognized as revenue in the period in which enroliees are entitied 1o
care. Managed care consulling revenues are generally recognized
when services are rendered. Case management revenues are recog-
nized when servicas are billed. Receivables management revenues
are recognized when cash is received, which is in accordance with
generally accepted accounting principles for the industry.

Madical and Other,Benefils
Medical and other benefits expense congists principally of capitation
expenses, health and disability benefit claims and life insurance
benefits. In addition 10 actual paid claims and caphtation, medical
and other benefils expense includes the change in estimates for
reported and unreported cleims and accrued capitation fees and
adjusiments, which are unpaid as of the balance sheet date. The
estimates for reported and unreported claims and accned capita-
tion fees and adjustments, which are unpaid as of the balance
sheet date, are basad on historical payment patierns using standand
actuarial techniques. Processing costs are accrued as operating
expenses basad on an estimate of the costs necessary to process
these claims.
ThaOonmany‘ayoar—endclainiahiﬁ}iaamstbstamhllysmhﬁad
through claim payments in the subsequent year. Any adjustments to
prior period estimales are reflected in lhe curmrent period. Capitation
represents fixed payments on a per member per month basis to
participating physicians, other medical spacialists and hospitel sys-
tems as compensation for providing comprehensive health or dental
care services. In addition, certain subsidiaries have rigk-sharing,
stop-loss, and bonus arrangements with certain providers. Estimated
settlements ralating to thess arrangements are developed based on
historical payment patterns using standard actuarial techniques. The
portion of other benefits payable perteining 1o long-term disability,
worker's compensalion and certain life insurance products, which
is estimated to be paid more than one year from the balance sheet
date, Is included in noncurment labilities on the accompanying
balance sheets.

Premium Déficiency Reserves

Prernium deficiency reserves ara recognized when it is probable
that the (uture costs associated with a group of existing conlracts
will excead the anficipated fulure pramiums o those conlracts.
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The Company calculates expected premium deficiency reserves
based on budgeled revenues and expenses, axcluding investment
income. Premium deliciency reserves are evaluated quarierly

for adequacy.

Reingurance

Certain premiums and benefits are assumed from and ceded o
other insurance companias under various reinsurance agreements.
The ceded reinsurance agreements provide the Company with
increased capacity 10 write larger risks and mairiain its exposure to
loes within its capital resourcas. The ceding comparny is contingently
liable on reinsurance ceded in the event that the reinsurars do not
maet their contractual obligations.

Historical EPS has been omitted for 1938 on the Consclidated
Statemenls ol Operations because the Company was not g separate
entity with its own capital structure,

Pro forma nat incorme per common share is calculated as if the
Spin-oll had occurred at the baginning of fiscal year 1998, and is
adjusted lor additional irderest expense, net of related income tax.
Pro forma EPS is based on the pro forma weighted average numbar
of shares of outstanding Company common stock, giving effect
10 the disiribution of one share of Company stock for each share
of AMSG common gjock. Pro forma dilulive common equivalent
shares are stated at the historical AMSG dilutive common equiva-
lent share laval.

The following table sets forth the pro forma computation of basic

Amounts assumed from and ceded to other insurance companies  and diluted EPS for the year ended December 31, 1998:

are summarized as follows:

{in thousands)

Your Enclact Decentber 31, 2000 1900 1908
Ralnsuranos sssured

Insuranca premiumes $20595 | s$28895 | S20.682
Medical end other benelits 24048 21578 22,684
Aeinaurance caded

Insurance premiumns . $26,109 | $26.006 | $45.755
Madical and other banefits 2218 25,507 35,038

Hensurancecomractsaraacowmedbrhamanneroamistem
with the undertying business.

The Company has reinsurance racoverable amounts outstanding
of $21,299,000 and $18,356,000 as of December 31, 2000 and
1999, respectively. These balances are included m other current and
other noncurment assets based on the expected settiements.

income Taxes

Dedarred incomse taxes reflect the net tax effects of temporary
tifferonces between the carrying amounts of assets and Babilities
fmﬁunialsmwtnerupurposesmﬂnamwnta.mdﬁrmome
tax purposes.

Eamings Per Cornmon Share (Unaudited)

When the Company reports a net 10ss, stock options are not
included in the calculation of earnings per share ("EPS") because
their inclugion would have an antidilutive elfect. Weighted average
shares outslanding were 16,941,174 and 16,840,672 for the years
ended December 31, 2000 and 1999, respectively,

1996
Net income as reponted $18,076,000
Pro lorma adjustmnent — intenast expernse, rm of tax 2,215,000
Pro forma nel income $15.863,000
Pro forma basic weighted sverage common sheros 18,560,382
Pro forma déutive waighled average common shares ! 16,563,185
EPS on n#1 income as reponied - basic and diluted? $1.00
EPS 0n pro formna net income - Hasic and tluted? $0.96

t Pro forma calculations for cikutive secuniies fwough September 25, 1908, sssurne that
the price ol the slock and B siie price of 158 Optiong i i BEenw Kov s leiods priot
i the Spin-off dais.

? EPS an net income, &s reparted, ane compuled by cividing nef inCOma, 23 raporied,
by the pro forma weigiaed! svarspe rumbar of oarmmon shane outstending.

2 EPS on pro Jonme net income ans compuled by iiding pro iorma net income by he
PO K woighiad averaDs rambar of common shanss outstanding.

Use of Estimates
The accomparying consofidated financial statements have been

, prepared in accordance with accounting principles generally

accepted in the United States ("GAAP"). The preparation of financial
statements in conformity with GAAP requires management to make
estimates and assumptions that affect the amounts reporied in the

consolidated financial statements and accompanying hotes. Actual
results could differ from those estimates.

Reclassifications

Certain reclassiications have been made to the consolidated
financial statements for 1939 and 1998 to conform with the 2000
presentation.
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9 i Sharehokders’ Equity

Statutoey Financial Informalion

Inswrance companies are subject to regulation by the Office of the
Commissioner ol Insurance {"0OC!") of the State of Wisconsin and cer-
tain other slate ins.rance reguators. These regulations require, among
othar matters, the king of tinancial statements prepared in accor-
dance with slatutory accounting practices prascribed or permitted
for inswrance companies. The statutory surplus of insurance sub-
sidiaries at Decermper 31, 2000 and 1999 aggregated $67.072.000
and $76,958,000, respeclively. The stalutory nat income (loss) of
insurance subsidiaries aggregated $(12,357,000), $(25.512.000)
and $15,884 000 in 2000, 1999 and 1988, respectively.

During 1998, the National Association of Insurance Commissioners
("NAIC™) adopted Cedification of Statutory Accounting Principles
("Codification”) which provides interpretive guidance on statutory
accounting principles and will replace tha current manual of
Accounting Praclices and Procedres adopied by the NAIC com-
missioners. In addition, the NAIC is now congiiering amendments to
Codilication that would be effective retroactively on the recommendad
implementation date of January 1, 2001, Such amendments could
have a signilicant impact on. Codification guidelines. Codification
provides new interprelive guidance for existing stalutory accounting
principles. Management believes Codification will have a significant
negative impact on the slatutory surplus of certain of the insurance
subsidiarias of UWS. Dapending on the final resolution of pending
amendments 10 Codification and collection of provider receivablas,
UWS may be required to obtain additional capital or implement other
measures, such as securing new reinsurance treaties, to mitigate
the impact of Codification on surplus.

Siate insurance reguiations also require the maintenance of a
minimum compuisory surplus based on a percentage of pramiums
written. As of December 31, 2000, statutory compuisory excess
surplus and regulatory minimum compulsory surplus, as calculated
and permitted by OCI, were $25,685,000 and $31,181,000. respec-
lively. In addition, the Company's insurance subsidiaries are subject
to risk-based capital ("RBC") requirements promulgated by the
NAIC. The RBC requirements eslablish minimum levels of capital
and suwplus based upon the insurer's operations. The Company
intends to make capital conlributions on an ongoing basis or take
other steps necessary to salisly all promulgated capital and surphus
recuiremanis. In aridition Compeare is requirad 10 maintam cernzn

capital and liquidity levels in conjunction with the licensing of certain
products by the Blue Cross Association (“BCA"). Whila exceading
the minimum standards lo maintain its Sicense, Compcare is subject
{0 ongoing maonitoring by the BCA.

Restrictions on Dividends From Subsidiaries
Dwidends paid by insurance subsidiaries are limiled by state insur-
ance regulations. The insurance regulator In the state of domicile
may disapprove any dividend which, together with other dividends
paid by an i company in the prior twetve months, exceads
the regulatory maximum as compuled for the insurence company
based on its statutory surplus and net income. As of December 31,
2000, the Company’s insurance subsickaries are unable 10 pay
dividends 1¢ the Company in 2001 without regulatory approval,

10 ! Employee Bensfit Plans

Pension and Postretirement Benefits
The Company and certain of its subsidiaries participate with BCBSUW
in a multiple employer detined benefit pension plan (“the Plan®).
The Plan provides retirerment benefits to covered employees based
primarily on compensation and years of sefvice. Since the Plan is
overfunded, no contributions were matie in 2000, 1990 or 1998,
Prior to December 31, 1956, separate salariad and hourly pension
plang existed. These plans were merged ino a single plan in an effort
to reduce administralive expenses and streamiine communication
with plan participants. The.merger had no material effect on pension
assets, liabilities or funding levels.
The Company has postretirement benelit plans (o provide cartain

* medical, dental, and vision benefils and §fe insurance for certain

groups of relired employees. Such plans were amended in 1997 to
#mit the Companys financial contribution in fulure periods. No bane-
fits will be provided for individuals hired after the effective dates of
these amendments.

UNITED WISCONSIN SERVICES. INC. 8




Notes to Consolidated Financial Statements

The lollowing table summanzes the change in the: pension and

paostretirernent benedit obligdtions as of December 31, 2000 and 1999:

o Mo ie) .
Accumulated benoli obligaton at bagwning of year
Sweevice cosl

Interesl cost -

Plan amendments

Actuarial {gains) lsses

Company Fansiers

Actumiated benefit abiigation at end of year

.. Pemson Pocketramen

2000 10 2000 1909

$20377 . sx0676 $3,122 $2.069

1,854 1,765 hl: <] 210

1356 1,342 217 213

- - - o)

373 {1.579) ] {215)

gt (@0 - -

e G o] e e

- $23039 | $20377 $3.477 $3.122

The pansion and postretirement plans’ assets are comprised
pricnarily of debl, equily and other marketable securitiss, including
700,000 shares of UNS stock wilh a fair value of $2,363,000 at
December 31, 2000. The plan recaived dividends on UWS stock

in the amount of $35,000 during 2000. The following table summa-

.rmud\angehmepmbnandmwmmmmas
of December 31, 2000 and 1999;

Pangign Posteliremant
{in houssndis) 2000 1900 2000 1090
Fair valus of plan sssais st beginning of year $37.332 | $32.0683 $ - $ -
Employer conlributions - - 46 54
Actual return on plan assels . 4,800 53N - -
Company wansiors 821 {890} - -
Banafits paid {1.742)]  {11an) (A5 {54)
Falr valus of pian ascate at enct ol year $41.,211 | %3730 $ - $ -

The tollowing lable provides a reconciliation of the funded status
of the plans 10 the prepaid pension and {accrued) posiretirament
costs at December 31, 2000 and 1999:

e Pongion Poswewramant
@ houeency) ' 2000 1009 2000 1990
Fundaed status of plan at end of year $18472 | $18855 | $(3417| sz
Unrecogrized net (ransiuon agsst (285) ) - -
Unrecognized prior service cost @aorn! (4768 (908) {1063
Unvecognized gein - {5,495) (4.207) {237) {259)
Prepeid {sccrusd) ai end of year ) $82305| $7451] sia880)| $(aden)
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Weighted-averaga assumptions used as of September 30, 2000,
tha measwement date; in developing the projected benefit obligations

are as follows:
. Ponzon Poskelsernant
Dscoun rate 700%,  700%| 700%| 700w
Rate ol compensalion ingraaso 475 § 475 A N/A
Heah care cost irend rate WA NA 5.00 500
Expecied rafe of relum on plan assets L 825 ¢ 900 | N NA
1
The unrecagnized net asset is baing amortized over the remain- The effpct'of a 1% increase or decrease in the medical brend
ing estimated service lives of participating employees at January 1, rats would ba an approxinnale increase or decraase of $75,000 in
1986: 15.4 years for salaried employees and 16.9 years for hourly the benefit obligation as of September 30, 2000.
employess, - The components of the pension credit and posiretinerment benedit
»  oost, which are included in selling, general and adminisirative
axpenses, for the yaars ended December 31, 2000, 1999 and 1998
are ag follows: .
Penaion Fostrsthement
{in housands) 2000 1090 1098 2000 1900 1908
Service coet $1854F $1765| $1849 8183 s210 $182
Intavest cost 1,958 1342 1,362 «? x3 196
Expacted miurn on pian asses, LRk (2,918) (2791} - - -
Net ameetization of transition stset (235) {245) (274) - - -
Amorization of prior service cost (800} (600) s © @ (o0 (50)
Amuortization of unvecogrized (Gan) loss - 7 - L] (0 (14)
Pention (credit) and postrelirement benelt costs for the year s 350 s gim| 3 G|  sme|  sms| s
Alter giving effect to all administrative expense glocations between Stock-Based Compensation Plans
the Compeny and BCBSUW, the-pension credit was $1.247,000, The Company has a stock-based compensation plan covering
$1,127,000 and $8622,000 in 2000, 1939 and 1998, respectively. employees and directors thal aflows for option grants of up to
' 4,500,000 shares of common stock as incentive or nonqualified
Defined Contribution and Bonus Plans stock options {"NOS0s").
The Company and certain of itg subsidiaries participate in definad Al the Spin-off date, ceriain of the options to purchase AMSG
contribution plans whereby the employer contributes a percentage of common stock held by the Company's empioyees were con-
paﬁcbmts‘qnlﬁyhgomalbupmoqhhlhils.asdeﬂmd verted to Company stock options. AMSG options totaling
by the plans. The Company and certain of ils subsidiaries also par- 2.232 334 were converted into an equal amount of Compeany
ticipate with BCBSUW in various other prafit sharing and bonus and AMSG options, including 1,000,000 options related to an
programs, Expenses related o all of these plans, after giving effect acquisition. The options were converted at exercise prices that
to all adminisirative axpense allocations betwaan the Company and maintgined the amount of unrealized stock appraciation that
BCBSUW, totaled $1,281,000. $1,358,000 and $2,475,000 in 2000, existed immediately prior 1o the Spin-off dale. The vasting dates
1999 and 1998, respactivel. and expiration periods of the oplions were not affected by the
CONVersion.

in 1992, certain execulive officers of AMSG were awarded
stock appreciation rights {"SARs”) ir-AMSG. At the Spin-olf date.
67,500 AMSG SARs wera converted into SARs of the Company
{o provide equivalent value.
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Notes to Consolidated Financial Statements

The Company follows Accounting Principles Soard Opinion No. 25
under which no compensation’expense is racorded when the exercise
price ol the Company’s employes siock options equals the market
price of the undariying stock on the date of grant. The Company’s
pro forma information. as i the options granted subsequent (o the
Spin-oft date had been expensed in accordance with SFAS 123,
“Accounting for Siock-Based Compensalion”, is as lollows:

117 FouSanas. acoept per shay date)

‘e Ended Docomber 30, 2000 L L

Pro lorma net scome (108) $17.981} | Si204013) | $18.021

Pro forrma earnings {laas) per

cOMmmon shars: :

Basic $ (101) |8 (179 | § 100 .
Diluted S o (S (5| § 102

Assumplions. )
Righ+iroa intarest raie 8.57T% 533% 4.62%
Dividand yield 1.13% 0.57% 0.7C%
Volaiilty factor 0.60 045 Q.45

__. Weighted average excecied ble 6 yoars G years 6 years

As calculated using the Black-Schoies model, the weighted aver-
age, grant-dale fair value of options granted in which the exercise
price equaled the market price on the date of the grant was $2.54.
$4.27 and $3.34 per share for 2000, 1999 and 1998, respectively.

Stock option activity for all plans ls as folows:
Yaur Ended Decambar 31, 2000 1903 1938 !
Total number of NGS0s ) !
Outstanding at beginning ol year 2,708,857 | 2,600,034 -
Conversion of AMSG options - -] 22323% ;
Granted 1055800 | 475,700 456,765
Exsrcieed - - -
Forteited (121.891))  (450.047) -
Outstanding ai end of yeas 8633596 | 2.705.887 | 2.689.034
" Exarcissbie ol end of year 2118210 | 1877100 | 1.8408637

Avalioble for gran 21 end of year 006404 | 17043131 1935966
Weighted average sxsrcise e

price of NGSOa .
Outsianding at beginning of year $11.21 $11.58 -
Corwersion ol AMSG opbons. -

range ol exercise prices - - {$9.61-16.81
Gramted-Exarcise price equals

markel price on grant date $ 445 s8egs, S749!
Exercised - -
Forteitad $ 985 $10.61
Gulstanding at and of ysar sea0| snz2i suzzi
Exercicable af and of year sia2] sk o snes
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NGSOs by sxxercise price range
Exercse price $ 4318 519
Weighted average exercise pnca %433
Vaightad averapea remaining contraciual ko 103
Cuistading at and of yaar 882,700
Exeic sable at end of year -
Wagr.ad average enercise price ol opiuns

pae’ Tsable al end of year NA
Exerc'se price $ 5508 6.00
Weighied average exarcisa price $ 554
Weighted gverage remeining contraciual hia 11.2%
Outstanding at enclof yeer 108,000
Exercrsainie at and of yesr -
Weiphtod average axorciss price of oplions

excrcisable at end of year NiA
E'nerciseprbe $7.19
‘Waightad average exercise price $719
Waighted average remaining contsactual lite 9.75
Quistanding at end of year 385,100
Exarc:sable at end of year 212,450
Weighted average exarcise prica of options

axercisabla at snd ol ysar $ 719
Exwecizs prics $ AS50S% 9519
Weightad average exarcian price §% 853
Weightad averags mmaining contraciua life 10.10
Quistanding ot end of yser 367,000
Exarcisable at ond of year 120,575
Weightad average exercise price of oplions

exarcisable at end of year $ 852
Exercise price $ 5.61-313.42
Weighted average axurcise price 3127
Weightad average remaining coniraciual lile 736
Outstanciing st and of year 851,700
Exorcisable at end o year 742,631
Weighled average exercise price of options

exarcisable st end of year $11.22
Exarcise price $13.53
Waighted average exercige price $13.53
Weighied average remaining conlraciunl kife T 093
CQuistanding and exsrcisabla at end of year 1,000,000
Weighted average exercise price of oplions
__g_wdubbumdofm L $1353
Exerciss prica $14.04-516.81
Weighied average exercise price $15.81
Weighted avarage remalning contractuod ik 807
Dutsiarudng at end of year 41,496
ExetCisabie &b and of year 35,554
Wesghitad average axercise pnca of oplums

evercisable al end of yeor $15.67




The Black-Scholes option valuation madel was developed foruse  stock oplions have characteristics significantly different from those
in estimating the fair value of iraded options, which have no vesting of raded options and because changes in tha subjective inpit
rastrictions and are (ully iransferable, In addilion, option valuation assumplions can matesially affect the fair value estimates, in manage-
models require the input of highly subjective assumptions ncluding ment's opinion, the existing models do not necessarily provide a
the expecied stock price volatilty. Since the Company's employee reliable smgle measura of the fair value of its employee stock options.

1 1 i Quarterly Financial Information (Unaudited)

Selected quarlerly financial data is as follows:

Quarier

(i Mousands, sxcsl per shars data) Fast Second Thind Fourth Yol
2000
Totat revenues $205.553 | $190,715 | $197.500 | $220,526 | $814.374
Loss betore income tax ) (3.014) (2.168) 6.797); (142000 (27.077)
Nt ioss {2.506) (1.208) {3.526) ®.120)] (16.428)
Loss per common shate!: .

Basic $§ 15 § ©Oon| $ 021 S ©&4)]| & (097

Dikted $ 015 $ ©o7| $ 21§ (0549] § (o9
199
Yol revenues $173,000 | $174043 | $176,241 | $181,331 | $704,524
Incame {locs) bedore incoma tax 4158 (13,481 {8,012); (20.454)| (46.789)
Net income {ioes) ' 202 (roesm| @) (18978 (20000
Eamings {losx) per common share: .

Bagic 5 08| % Dan| s @028 $ (11 $ 7

Dituted $ 018|% ©an] s oM S 0AB] s o7

4 mmmt:'mmmammmm%ummandMn«mmvmmmmmmmm

12 ! Segment Reporting “Other Operations™ includes oparations not directly related to
the business segments, unallocatad corporate items (i.e. corporate
The Company has two reporiable business segments: HMO products®  inkerest axpense on corporate debt, amortization of goodwill and
sold primarily in Wisconsin, and specially managed care products and  intangibles and unaliccated overhead expsnses) and intercompany
services, Including dental, §fe, disability and worker's compensation ehminations. The Company evalustes segment performance basad
products, managed care consulting, electronic cleim submission, on profit or Yoas from operations before income 1axes. Tha account-
pharmaceutical management, mmagedbeha\noralhea\‘u'nservices ing policies of the reportable segments are the same as those

case management and receivables management soid throughout describad in the summary of significant accounting policies,
the United States.

-
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