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+The information in this prospectus is not complete and may be changed. We may +

+not sell these securities until the registration statement filed with the +
+Securities and Exchange Commission is effective. This prospectus is not an +
+offer to sell these securities and is not soliciting an offer to buy these +
+securities in any state where the offer or sale is not permitted. +
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Subject to Completion, dated August 2, 2001

PROSPECTUS
[HUMANA (R) LOGO]

$300,000,000

)

% Senior Notes Due 2006

Interest on the notes is payable on and of each year, beginning ,
2002. The notes will mature on , 2006. Interest will accrue from ,
2001.

We may redeem the notes in whole or in part at any time prior to their maturity
at the "make whole" redemption price described in this prospectus.

The notes will be unsecured and will rank equally with all of our other
unsecured senior indebtedness.

Investing in the notes involves risks that are described in the "Risk Factors"
section beginning on page 7 of this prospectus.

Neither the Securities and Exchange Commission nor any state securities
commission has approved or disapproved of these securities or determined if

this prospectus is truthful or complete. Any representation to the contrary is
a criminal offense.

Proceeds, before
Public offering Underwriting expenses, to
price discount Humana

The notes will not be listed on any securities exchange. Currently, there is
no public market for the notes.

The underwriters expect to deliver the notes to purchasers on or about ,
2001 through the Depository Trust Company.

Joint Book-Running Managers
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You should rely only on the information contained or incorporated by
reference in this prospectus. We have not, and the underwriters have not,
authorized any other person to provide you with different information. If
anyone provides you with different or inconsistent information, you should not
rely on it. We are not, and the underwriters are not, making an offer to sell
these securities in any jurisdiction where the offer or sale is not permitted.

FORWARD-LOOKING STATEMENTS

This prospectus includes forward-looking statements within the meaning of
Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934. We intend such forward-looking statements to be covered
by the safe harbor provisions for forward-looking statements contained in the
Private Securities Litigation Reform Act of 1995, and we are including this
statement for purposes of complying with these safe harbor provisions. We have
based these forward-looking statements on our current expectations and
projections about future events. These forward-looking statements are not
guarantees of future performance and are subject to risks, uncertainties and
assumptions, including, among other things, information set forth under "Risk
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Factors, " matters described in the documents incorporated by reference in this
prospectus and the following factors:

our ability to continue to effectively implement our recent strategic
and operational initiatives,

our ability to manage health care costs,

our ability to predict future medical cost trends as they relate to
appropriately pricing our products and setting levels of benefits,

adverse results in pending or future litigation,
increased negative publicity regarding the health care industry, and

legislative reform or other increased governmental regulation of the
health care industry.

Words like "expect," "anticipate," "intend," "plan," "believe," "estimate"
and variations of such words and similar expressions are intended to identify
such forward-looking statements. We undertake no obligations to publicly update
or revise any forward-looking statements, whether as a result of new
information, future events or otherwise. In light of these risks, uncertainties
and assumptions, the forward-looking events discussed in this prospectus might
not occur. There may also be other risks that we are unable to predict at this
time.

WHERE YOU CAN FIND ADDITIONAL INEFORMATION

We are a reporting company under the Securities Exchange Act of 1934 and
file annual, quarterly and special reports, proxy statements and other
information with the Securities and Exchange Commission, or the SEC. You may
inspect and copy such material at the public reference facilities maintained by
the SEC at Room 1024, 450 Fifth Street, N.W., Washington, D.C. 20549, as well
as at the SEC's regional offices at 500 West Madison Street, Suite 1400,
Chicago, Illinois 60661 and 7 World Trade Center, Suite 1300, New York, New
York 10048. You may also obtain copies of such material from the SEC at
prescribed rates for the cost of copying by writing to the Public Reference
Section of the SEC, 450 Fifth Street, N.W., Washington, D.C. 20549. Please call
the SEC at 1-800-SEC-0330 for more information on the public reference rooms.
You can also find our SEC filings at the SEC's web site at www.sec.gov.

ii

INCORPORATION OF CERTAIN DOCUMENTS BY REFERENCE

The SEC allows us to "incorporate by reference" into this prospectus
information contained in documents that we file with it, which means that we
can disclose important information to you by referring you to those documents.
The information incorporated by reference into this prospectus is an important
part of this prospectus, and information that we file later with the SEC will
automatically update and supersede this information. We incorporate by
reference the documents listed below and any future filings we will make with
the SEC under Section 13(a), 13(c), 14 or 15(d) of the Securities Exchange Act
of 1934:

Our Annual Report on Form 10-K for the fiscal year ended December 31,
2000;

Our Quarterly Report on Form 10-Q for the quarterly period ended March
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31, 2001; and

Our Current Reports on Form 8-K filed on July 30, 2001 and Form 8-K/A
filed on July 31, 2001.

You may request a copy of these filings at no cost, by writing or
telephoning us at the following address:

500 West Main Street
Louisville, Kentucky 40202
(502) 580-1000
Attn: Investor Relations

iii

PROSPECTUS SUMMARY

This summary highlights selected information contained elsewhere in this
prospectus. This summary does not contain all of the information that you
should consider before making an investment decision. References to "we," "us,"
"our" and "Humana" mean Humana Inc. and all entities we own or control.

Humana Inc.
Our Company

We are one of the largest publicly-traded health benefits companies, based
on our 2000 revenues of $10,514 million. We offer coordinated health insurance
coverage and related services principally through traditional and Internet-
based plans to employer groups and government-sponsored plans. As of May 31,
2001, we had over 6.5 million members in our medical insurance programs,
including approximately 1.2 million new members as a result of a recent
acquisition, as well as approximately 2.2 million members in our specialty
products programs. We contract directly with more than 400,000 physicians,
hospitals, dentists and other providers to provide health care to our members.
In the first quarter of 2001, over 70% of our premium revenues was derived from
members located in Florida, Illinois, Texas, Kentucky and Ohio.

We have organized our business into Commercial and Government segments. Our
Commercial segment consists of three lines of business marketed primarily to
employer groups: fully insured medical, administrative services only, and
specialty. Our fully insured medical products include health maintenance
organizations, or HMOs, and preferred provider organizations, or PPOs. We offer
our administrative services only, or ASO, products to large employers who self-
insure medical benefits. As a complement to our medical products, we offer
specialty insurance products, including dental, group life and short-term
disability. Our Government segment includes government-sponsored benefit plans
under three programs: Medicare+Choice, Medicaid and TRICARE, which provides
health insurance coverage to dependents of active duty military personnel and
to retired military personnel and their dependents.

Throughout 2000 and to date in 2001, we have focused on two top priorities:
completing our turnaround and positioning our company for the future.

Our Turnaround
We have substantially completed our turnaround which has encompassed a

renewed focus on setting appropriate premiums, operating with cost-efficient
levels of staffing, improving product and process design and identifying and
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disposing of non-core operations. Components of this plan have included the
following:

Naming new management and realigning responsibilities--In February 2000,
we named Michael B. McCallister, a Humana employee for over 25 years,
our president and chief executive officer. Additional management changes
include the naming of James H. Bloem as our chief financial officer as
well as the promotion of Kenneth J. Fasola and James E. Murray as chief
operating officers over our respective market and service operations. In
addition, in 2001 we completed a management realignment in order to

enable our senior management team to better focus the selling, operating
and support activities of our core businesses.

Exiting from non-core operations—-—-After a comprehensive review of our
operations, we divested our workers' compensation business and portions
of our Medicaid business. We also reinsured with third parties
substantially all of our Medicare supplement business. In addition, as
of January 1, 2001, we exited 45 non-core counties in our
Medicare+Choice business and discontinued aspects of our product line
focusing on small group commercial businesses in 17 states.

Strengthening our core businesses—-We have taken a number of steps to
strengthen our core commercial businesses, including:

o adopting a more profit-focused pricing and benefit design
strategy, including increasing premiums, implementing our
three-tiered copayment pricing formula for prescription
drugs, which we refer to as Rx3, and revising our pricing
policies, which are designed to better anticipate prospective
changes in provider contracting charges and to decrease the
ability to reduce standard prices during the quoting process;

o enhancing our actuarial leadership and staff and refining the
link between our actuarial analysis and pricing;

o creating operating units and service coordinators for each of
our primary product lines in each of the markets in which we
operate in order to improve our interaction with our members
and increase accountability;

o further developing our electronic and Internet infrastructure
to enable more claims to be filed and processed
electronically; and

o strengthening our large group commercial and ASO product
lines, which we believe offer significant future growth
potential, by incorporating new product designs, new process
designs and technology and by adding depth to our functional
leadership and sales force in these areas.

Reducing employment costs—-—-As a result of membership reductions, exiting
non-core businesses and operational reviews, between January 2000 and
March 2001, we reduced the number of our employees by approximately
3,100, or 18%.

In the first quarter of 2001, our income before income taxes was $42
million, an increase of 56% over income before income taxes of $27 million for
the first quarter of 2000.
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Positioning for the Future

We continue to pursue initiatives that are focused on strengthening our
core businesses, streamlining operations, enhancing profitability and
positioning our company for future growth. Key elements of our strategy going
forward include the following:

Growing through innovative commercial product designs—--We are focused on
designing and marketing products that better address rising health care
costs for our members. We believe innovative consumer-focused products
and benefit designs, which give members an expanded role in selecting
benefits and cost responsibility, will help drive profitable growth as
employers recognize the value of increased consumer responsibility for
health care expenses.

Utilizing technology to reduce overhead and improve customer
satisfaction--We are committed to developing a strong information
infrastructure. We are focused on developing technology that allows
consumers to see on-line, real-time information about their benefits,
eligibility, referrals, claims and other information in a secured
environment. This technology is currently available to our members,
brokers, agents and providers. We are in the process of introducing
additional enhancements to our technological capabilities that we
believe will increase administrative efficiency and also lead to
membership growth through greater customer satisfaction.

Focusing on Commercial segment profitability through disciplined pricing
and market decisions--Although our turnaround plan is substantially
complete, we continue to evaluate our business lines on a market-by-
market basis. Our current objective is to profitably grow our Commercial
segment membership in our core markets by focusing on opportunities that
satisfy our pricing criteria.

Managing our Government segment effectively, leveraging our expertise in
managing government contracts and government-related programs—--We have
gained substantial expertise in managing government contracts through
our experience with our TRICARE, Medicare and Medicaid businesses. We
believe that the experience and infrastructure needed to operate these
business lines can be leveraged profitably. For example, we recently
acquired a second TRICARE contract which will utilize existing TRICARE
infrastructure. Our current objective is to focus on our existing
Government business and use our experience to manage it efficiently and
profitably.

Recent Developments

On May 31, 2001, we acquired for approximately $45 million the outstanding
shares of common stock of a newly formed Anthem Alliance Health Insurance
Company subsidiary responsible for administering TRICARE benefits to
approximately 1.2 million eligible members. We provide ASO services for 592,000
of the total 1.2 million eligible members. Premium revenues for this business
were approximately $141 million for the quarter ended March 31, 2001 and
approximately $553 million for the year ended December 31, 2000.

Upon becoming Medicare eligible, which is normally at age 65, TRICARE
beneficiaries generally stop receiving benefits under the TRICARE program and
begin receiving benefits under a Medicare program. However, as of April 1,
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2001, a new government program which allows beneficiaries to continue in the
TRICARE program even after becoming eligible for Medicare became effective. As
of May 31, 2001, we provided pharmacy benefits in an administrative capacity
pursuant to this new program to approximately 555,000 members under our two
TRICARE contracts. Effective October 1, 2001, the benefits under this
administrative services program will be expanded to include medical benefits.

On July 30, 2001, we issued a press release in which we announced our
results for the second quarter ended June 30, 2001.

We reported $.15 earnings per diluted share for the second quarter ended
June 30, 2001 versus $.11 earnings per diluted share for the second quarter of
2000. Earnings per diluted share for the first six months were $.31 compared to
$.24 a year ago.

Net income for the second quarter of 2001 was $25 million compared to net
income of $19 million for the same period in the prior year, a 32% increase.
Net income for the first six months of $52 million compares with $40 million in
the same period a year ago. Income before

income taxes for the quarter was up 63% to $39 million versus $24 million a
year ago. Comparable amounts for the six months ended June 30, 2001 and 2000
were $81 million and $51 million, respectively.

Revenue in the second quarter was $2.48 billion versus $2.70 billion in the
second quarter of 2000. We exited numerous non-core markets and products in the
latter part of 2000, accounting for the decline in second quarter revenues.
Those markets and products were deemed non-core because they either lacked
potential for profitability or did not fit into our strategic focus, or both.

Second quarter premium revenues for the Commercial segment totaled $1.29
billion compared to $1.41 billion for the same period in 2000. Fully insured
medical business within the segment averaged premium yields of 12.7% for the
second quarter of 2001 compared to 12.0% for the second quarter of 2000 and
14.1% in the first quarter 2001. Membership for the fully insured medical line
declined by 1.9% to 2,343,300 at June 30, 2001 from 2,387,900 at March 31,
2001, as we continued to focus on pricing discipline in certain non-strategic
markets where the majority of our business is in the small group line, and
continued to exit certain unprofitable markets. Although our fully insured
commercial medical membership declined slightly through the end of the second
quarter of 2001, we anticipate slight growth in the latter half of 2001 in this
membership.

Government segment premium revenues totaled $1.16 billion in the second
quarter of 2001 versus $1.25 billion for the prior year's quarter. Our
Medicare+Choice line averaged premium yields of 8.8% during the second quarter
versus 6.3% in the prior year's quarter and 7.0% in the first quarter 2001.
Medicare+Choice membership at June 30, 2001 was 418,000 versus 428,100 at March
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31, 2001, a decline of 10,100 members. TRICARE premium revenues increased to
$300 million in the second quarter versus $227 million in the prior year's
quarter. Our TRICARE membership base expanded sequentially by 1.6 million
members primarily through the acquisition of the TRICARE regions 2 and 5
business on May 31, 2001 and the addition of the TRICARE senior pharmacy
program during the quarter. Of the 2.7 million TRICARE members, approximately
940,000 are in self-funded type arrangements which have correspondingly higher
administrative expenses.

Our medical expense ratio for the second quarter was 83.7%, versus a ratio
of 85.0% for the same period in 2000 and a ratio of 83.2% in the first quarter
of 2001. Our exit from numerous non-core markets and products in the latter
part of 2000 (as well as 45 Medicare+Choice counties on January 1, 2001) drove
much of the year-over-year improvement in its medical expense ratio.

Medical cost trends for the commercial fully insured medical line of
business were in the 9% to 10% range for the second quarter of 2001, unchanged
from both the first quarter 2001 and the second quarter of 2000.

Medicare+Choice medical cost trends for the second quarter 2001 ranged from
% to 4%, down significantly from 7% to 8% for the second quarter of 2000. The
exit from the 45 Medicare+Choice counties combined with the effect of
significant benefit reductions, both effective January 1, 2001, helped drive
the lower cost trends.

3--1

Continued emphasis on controlling administrative costs resulted in a
sequential decrease of 30 basis points in our selling, general and
administrative expense ratio to 14.2%. This compares to 14.5% in the first
quarter of 2001 and a ratio of 13.6% from the year—-ago quarter.

Our effective tax rate of 36% for the second quarter of 2001 is unchanged
from the first quarter 2001 and compares to 21% for each of the 2000 quarters.
The lower effective tax rate for 2000 related to the disposition of our
workers' compensation business.

Excluding the timing of the receipt of the Medicare premium payment from
the Centers for Medicare and Medicaid Services, previously the Health Care
Financing Administration, cash flows provided by operations totaled $45
million in the second quarter of 2001. Cash flows during the quarter include
the negative impact of a $39 million reduction in claims inventories as the
percentage of claims both received and paid electronically accelerated, and
$42 million primarily related to the timing of payments to our pharmacy
benefit management company and run-off payments for terminated members. All of
these had a corresponding impact on our days in claims payable and reserves.

The following table summarizes our results for the second quarter ended
June 30, 2001.
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UNAUDITED FINANCIAL HIGHLIGHTS

Three Months Ended Six Months Ended
June 30, June 30,
2001 2000 2001 2000

(in millions, except per share
results, membership and ratios)

............... $ 2,479 S 2,696 S 4,924 $ 5,338

Income before income taxes........... 39 24 81 51
Net income....... . iiiiiiiiiiiiinnnn. 25 19 52 40
Basic earnings per common share...... S 0.15 s 0.11 s 0.31 $ 0.24
Diluted earnings per common shares... $ 0.15 s 0.11 s 0.31 $ 0.24
Operating Data:

Medical expense ratio................ 83.7% 85.0% 83.4% 85.0%
SG&A expense ratio................... 14.2% 13.6% 14.3% 13.6%
EBITDA (1) c vttt eee et eteaee e eeeaeeeeenn $ 85 $ 68 S 173 S 137

At June 30,

Medical Membership by Segment

Commercial:
FUlly dnSUTEd. v v it i i ittt ittt ettt eeeeeeeeeeeeeanneees 2,343,300 2,844,500
Administrative services oOnly.......oiiiiiineennnnns 548,100 655, 700
Medicare supplement . ......oiiiii ittt teeeeeeeeennenns - 38,800
Total CommercCial.. ..o in i tneeeeeeeeeeeeneeneeens 2,891,400 3,539,000

Government :
Medicare+ChoilcCe . i v v ittt it ettt e e e e e e e et e e 418,000 522,100
MedicCaid. e e e e ettt ittt ettt e e et e 488,400 675,100
TRICARE ¢ ¢ 4ttt et ettt ettt ee e e e eeaaeeeeseeeeeanneeeneenn 1,725,800 1,049,100
TRICARE ASO . i it ittt ittt et e et e oot oeessassesssaseenses 939,400 -
Total GOVEINMENt & v v vt ittt ettt ettt et et e et eeeeaeeens 3,571,600 2,246,300
Total medical membership.......ccoiiiiiiiiinnnenn.. 6,463,000 5,785,300

3--2
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(1) See footnote (f) to Selected Consolidated Financial Data.

For additional information regarding our financial results for the quarter
ended June 30, 2001, we refer you to our Current Reports on Form 8-K, which we
filed with the SEC on July 30, 2001 and Form 8-K/A, which we filed with the SEC
on July 31, 2001. See "Incorporation of Certain Documents by Reference."

We were incorporated in Delaware in 1964. Our principal executive offices
are located at 500 West Main Street, Louisville, Kentucky 40202. Our telephone
number at that address is (502) 580-1000. Our world wide web site address is
www.humana.com. The information contained in our web site does not constitute
part of this document.

3--3

The Offering
IssUer. . v ittt ii e Humana Inc.

Notes offered............... $300,000,000 aggregate principal amount of %
senior notes due 2006.

MatuUrity. oo et e e e e iieeeeennn , 2006.

Interest payment dates...... and of each year, commencing
on , 2002.

Ranking.........coviiiiiioo.. The notes will be unsecured senior obligations

and will rank equally with all of our existing
and future unsecured and unsubordinated
indebtedness. The notes will effectively rank
junior to any of our existing and future
secured indebtedness and will be structurally
subordinated to any indebtedness and other
liabilities of our subsidiaries.

Optional redemption......... We may redeem the notes, in whole or in part,
at any time at the "make whole" redemption
price set forth in this prospectus.

Covenants.......ovviiinne.. The indenture governing the notes will contain
covenants that, subject to exceptions and
qualifications, limit our ability and the
ability of our subsidiaries to:
create liens, and
consolidate, merge or transfer all or
substantially all of our assets.

See "Description of the Notes" in this

prospectus.

Use of proceeds............. We estimate that our net proceeds, less
estimated costs of the offering, will be
approximately $ million. We intend to use

the net proceeds of this offering for the
repayment of indebtedness under our current
credit facility.

12
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Risk factors................ See "Risk Factors" and other information
included or incorporated by reference in this
prospectus for a discussion of factors you
should carefully consider before deciding to
invest in the notes.

Summary Consolidated Financial Data

We have derived the summary consolidated financial data below from our
consolidated financial statements and accompanying notes, some of which appear
elsewhere in this prospectus or are incorporated by reference in this
prospectus. The summary consolidated financial data should be read together
with "Selected Consolidated Financial Data" and our "Management's Discussion
and Analysis of Financial Condition and Results of Operations" included
elsewhere or incorporated by reference in this prospectus.

Three Months Ended
Fiscal Years Ended December 31,
March 31,

1996 (e) 2001 2000

(in millions, except membership and
ratios)

Summary of Operations

Revenues:

Premiums........oeueuu.. S 10,395 s 9,959 $ 9,597 $ 7,880 $
6,677 S 2,413 S 2,611

Investment and other

income, net........... 119 154 184 156
111 32 31

Total revenues......... 10,514 10,113 9,781 8,036
6,788 2,445 2,642

Operating expenses:
Medical...........ooo.. 8,782 8,532 8,041 6,522
5,625 2,007 2,220
Selling, general and
administrative........ 1,442 1,368 1,328 1,116
940 350 353
Depreciation and
amortization.......... 147 124 128 108
98 39 34
Asset write-downs and
other charges......... 460 34

13
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96

Total operating
EXPENSES . v v vt e e e eeenn 10,371
6,759 2,396 2,607

Income (loss) from
operations............. 143
29 49 35

Interest expense........ 29
11 7 8

Income (loss) before
income taxes........... 114
18 42 27
Provision (benefit) for
income taxes........... 24

12 S 27 s 21

(404)

203

270

Financial Position

Cash and investments.... $ 2,307
1,921 s 2,194 $ 2,391

Total assets............ 4,167
3,306 4,077 4,421
Medical and other

expenses payable....... 1,181
1,099 1,103 1,360

Debt and other long-term
obligations............ 742
361 733 832
Stockholders' equity.... 1,360
1,292 1,395 1,299
Operating Data
Medical expense ratio... 84.5%
84.3% 83.2% 85.0%

SG&A expense ratio...... 13.9%
14.1% 14.5% 13.5%

EBITDA (f) v ieeeennnn. S 290
127 S 88 $ 69

Ratio of earnings to

fixed

charges (g) ... 3.2x
1.9x% 4.2x% 2.9x
Medical Membership by

Segment

Commercial:

Fully insured.......... 2,545,800
2,759,600 2,387,900 2,977,500
Administrative services

(03 o B 8 612,800
471,000 547,200 657,000
Medicare supplement.... -

$ 2,779

4,900

1,756

830

1,268

85.7%
13.7%

S (247)

3,083,600

648,000

44,500

$

2,844

5,496

1,908

9717

1,688

83.8%

13.8%

378

4.3x

3,261,500

646,200

56,600

$ 2,828

5,600

2,075

1,057

1,501

82.8%
14.2%

$ 398

10.0x

3,258,600

651,200

68,800

14
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97,700 - 40,800

Total Commercial....... 3,158,600 3,776,100 3,964,300 3,978,600
3,328,300 2,935,100 3,675,300

Government:

Medicare+Choice........ 494,200 488,500 502,000 480,800
364,500 428,100 518,000

Medicaid............... 575,500 616,600 643,800 635,200
55,200 493,200 656, 600

TRICARE . . v v vt eeeeens 1,070,400 1,058,000 1,085,700 1,112,200
1,103,000 1,070,900 1,060,000

Total Government....... 2,140,100 2,163,100 2,231,500 2,228,200
1,522,700 1,992,200 2,234,600

Total Medical
Membership.......... 5,298,700 5,939,200 6,195,800 6,206,800
4,851,000 4,927,300 5,909,900
5
Three
Months Ended
Fiscal Years Ended December 31,
March 31,
2000 (a) 1999 (b) 1998 (c) 1997 (d) 1996 (e) 2001
2000

(in millions, except membership and ratios)

Commercial Specialty

Membership

Dental................ 1,665,900 1,628,200 1,375,500 936,400 844,800
1,626,100 1,699,700

Other......... ... ..., 678,900 1,333,100 1,257,800 1,504,200 1,039,400

Total Commercial
Specialty
Membership.........

2,266,600 2,980,100
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(a) Includes the operations of Memorial Sisters of Charity Health Network since
January 31, 2000, the date of our acquisition.

(b) Includes charges of $585 million pretax ($499 million after tax, or $2.97
per diluted share) primarily related to goodwill write-down, losses on non-—
core asset sales, professional liability reserve strengthening, premium
deficiency and medical reserve strengthening.

(c) Includes charges of $132 million pretax ($84 million after tax, or $0.50
per diluted share) primarily related to the costs of certain market exits
and product discontinuances, asset write-offs, premium deficiency and a
one-time non-officer employee incentive.

(d) Includes the operations of the following entities since the dates we
acquired them: Health Direct, Inc., February 28, 1997; Physician
Corporation of America, September 8, 1997; and ChoiceCare Corporation,
October 17, 1997.

(e) Includes charges of $215 million pretax ($140 million after tax, or $0.85
per diluted share) primarily related to the closing of the Washington, D.C.
market and certain other markets, severance and facility costs for
workforce reductions, product discontinuance costs, premium deficiency,
litigation and other costs.

(f) EBITDA is defined as earnings (including investment and other income)
before interest expense, income taxes, depreciation and amortization. We
are presenting information concerning EBITDA because we believe EBITDA is
generally accepted as providing useful information regarding a company's
ability to service and incur debt. However, EBITDA is not a measure of
financial performance under generally accepted accounting principles and
should not be considered an alternative to income from operations or net
income as a measure of operating performance or to net cash provided by
operating activities as a measure of liquidity. In addition, we operate as
a holding company and our earnings are generated by our subsidiaries. See
"Risk Factors—-—-Risks Associated with the Notes--Our ability to obtain funds
from our subsidiaries is limited and the notes will be effectively
subordinated to all liabilities of our subsidiaries."

(g) The ratio was calculated by dividing the sum of the fixed charges into the
sum of the earnings and fixed charges. In calculating this ratio, earnings
include income or loss before income taxes plus fixed charges. Fixed
charges include interest expense, amortization of deferred financing
expenses and an amount equivalent to interest included in rental charges.
One-third of rental expense represents a reasonable approximation of the
interest amount.

(h) Due to a loss in 1999 caused primarily by pretax charges of $585 million,
the ratio of earnings to fixed charges was less than 1.0x. Additional
pretax earnings of $404 million would have been needed to achieve a ratio
of 1.0x. Excluding pretax charges of $585 million primarily related to
goodwill write-down, losses on non-core asset sales, professional liability
reserve strengthening, premium deficiency and medical reserve
strengthening, the ratio of earnings to fixed charges would have been 4.4x
for the year ended December 31, 1999.

RISK FACTORS
You should carefully consider the risk factors described below, in addition
to other information in this prospectus, before making a decision to purchase
the notes.

Risks Relating to Our Business

If the premiums we charge are insufficient to cover the cost of health care
services delivered to our members, or if our reserves are inadequate, our
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profitability could decline.

We use a significant portion of our revenue to pay the costs of health care
services delivered to our members. These costs include claims payments,
capitation payments, allocations of certain centralized expenses and various
other costs incurred to provide health insurance coverage to our members, as
well as estimates of future payments to hospitals and others for medical care
provided to our members. Generally, premiums in the health care business are
fixed for one-year periods. Accordingly, costs we incur in excess of our
medical cost projections generally are not recovered in the contract year
through higher premiums. We estimate the costs of our future medical claims and
other expenses using actuarial methods and assumptions based upon payment
patterns, medical inflation, historical developments and other relevant
factors, and create medical claims reserves for future payments. We continually
review estimates of future payments relating to medical claims costs for
services incurred in the current and prior periods and make necessary
adjustments to our reserves. However, competition, government regulations and
other factors may and often do cause actual health care costs to exceed what
was estimated and reflected in premiums. These factors may include:

increased use of services;

increased use of prescription drugs;

increased cost of individual services;

catastrophes;

epidemics;

the introduction of new or costly treatments;

medical cost inflation; and

new government mandated benefits or other regulatory changes.

Failure to adequately price our products or develop sufficient reserves may

result in a material adverse effect on our financial position, results of

operations and cash flows.

If we fail to manage prescription drug costs successfully, our financial
results could suffer.

In general, prescription drug costs have been rising over the past few
years. These increases are due to the introduction of new drugs costing
significantly more than existing drugs, direct consumer advertising by the
pharmaceutical industry that creates consumer demand for particular brand-name
drugs, and members seeking medications to address lifestyle changes. In order
to control prescription drug costs, we introduced Rx3, our three-tiered
copayment pricing formula for prescription drugs, as well as a new formula with
four coverage levels which we have recently implemented. We cannot assure that
these efforts will be successful in controlling costs. Failure to control these
costs could have a material adverse effect on our financial position, results
of operations and cash flows.

If competitive pressures restrict or lower the premiums we receive, our
financial results could suffer.

In addition to the challenge of controlling health care costs, we face

17
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competitive pressure to contain premium prices. The managed health care
industry is highly competitive and contracts for the sale of commercial
products are generally bid upon or renewed annually. Many of our competitors
are more established in the health care industry and have larger memberships
and greater financial resources than we do in certain markets. In addition,
other companies may enter our markets in the future. While health plans compete
on the basis of many factors, including service and the quality and depth of
provider networks, we expect that price will continue to be a significant basis
of competition. Failure to compete effectively in our markets could have a
material adverse effect on our financial position, results of operations and
cash flows.

We are involved in various legal actions, which, if resolved unfavorably to us,
could result in substantial monetary damages.

We are a party to a variety of legal actions that affect our business, such
as employment and employment discrimination-related suits, employee benefit
claims, breach of contract actions, tort claims, and shareholder suits,
including securities fraud.

Recently, a number of purported class action lawsuits have been filed
against us and some of our competitors in the health benefits business. The
suits are purported class actions on behalf of all of our managed care members
and network providers for alleged breaches of federal statutes, including
Employee Retirement Income Security Act, as amended, or ERISA, and Racketeer
Influenced and Corrupt Organizations Act, or RICO.

In addition, because of the nature of the health care business, we are
subject to a variety of legal actions relating to our business operations,
including the design, management and offering of products and services. These
include and could include in the future:

claims relating to the denial of health care benefits;
medical malpractice actions;
allegations of anti-competitive and unfair business activities;

provider disputes over compensation and termination of provider
contracts;

disputes related to self-funded business, including actions alleging
claim administration errors;

claims related to the failure to disclose certain business practices;
and

claims relating to customer audits and contract performance.

In some cases, substantial non-economic or punitive damages, or treble
damages, may be sought. While we currently have insurance coverage for some of
these potential liabilities, other potential liabilities may not be covered by
insurance, insurers may dispute coverage, or the amount of insurance may not be
enough to cover the damages awarded.

In addition, certain types of damages, such as punitive damages, may not be
covered by insurance, particularly in those jurisdictions in which coverage of
punitive damages is prohibited. In connection with one ongoing lawsuit in which
one of our subsidiaries is a defendant, Chipps v. Humana Health Insurance
Company of Florida, Inc., our liability carriers have preliminarily indicated
they believe no coverage is available for punitive damages. Insurance coverage
for all or some forms of liability may become unavailable or prohibitively
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expensive in the future.

A description of material legal actions in which we are currently involved
is included in this prospectus under "Legal Proceedings" in "Management's
Discussion and Analysis of Financial Condition and Results of Operations." We
cannot predict the outcome of these suits with certainty, and we are incurring
expenses in the defense of these matters. In addition, recent court decisions
and legislative activity may increase our exposure for any of these types of
claims. Therefore, these legal actions could have a material adverse effect on
our financial position, results of operations and cash flows.

Increased litigation and negative publicity could increase our cost of doing
business.

The managed care industry continues to receive significant negative
publicity and has been the subject of large jury awards that have affected or
reflected public perception of the industry. This publicity and perception have
been accompanied by increased litigation, legislative activity, regulation and
governmental review of industry practices. These factors may adversely affect
our ability to market our products or services, may require us to change our
products or services, and may increase the regulatory burdens under which we
operate. Any combination of these factors could further increase our cost of
doing business and adversely affect our financial position, results of
operations and cash flows.

If we fail to effectively implement our operational and strategic initiatives,
our business could be materially adversely affected.

Our future performance depends in large part upon our management team's
ability to execute our strategy to position the company for the future. This
strategy involves, among other things, the introduction of new products and
benefit designs, the successful implementation of our e-business initiatives
and the selection and adoption of new technologies. We believe we have
experienced, capable management and technical staff who are capable of
implementing this strategy. However, the market for management and technical
staff in the health care industry is competitive. Loss of key employees could
adversely affect the implementation of our initiatives. There can be no
assurance that we will be able to successfully implement our operational and
strategic initiatives that are intended to position the company for future
growth. Failure to implement this strategy may result in a material adverse
effect on our financial position, results of operations and cash flows.

Our industry is currently subject to substantial government regulation, which,
along with possible increased governmental regulation or legislative reform,
increases our costs of doing business and could adversely affect our

profitability.

The health care industry in general, and HMOs and PPOs in particular, are
subject to substantial federal and state government regulation, including:

regulation relating to minimum net worth;
licensing requirements;

approval of policy language and benefits;
mandatory products and benefits;

provider compensation arrangements;

19



Edgar Filing: HUMANA INC - Form S-3/A

member disclosure;
premium rates; and

periodic examinations by state and federal agencies.

State regulations require our HMO and insurance subsidiaries to maintain
minimum net worth requirements and restrict certain investment activities.
Additionally, those regulations restrict the ability of our subsidiaries to
make dividend payments, loans, loan repayments or other payments to us. This
could have a material adverse effect on our ability to repay the notes.

In recent years, significant federal and state legislation affecting our
business has been enacted. State and federal governmental authorities are
continually considering changes to laws and regulations applicable to us and
are currently considering regulations relating to:

mandatory benefits and products;

defining medical necessity;

provider compensation;

health plan liability to members who fail to receive appropriate care;
disclosure and composition of physician networks; and

physicians' ability to collectively negotiate contract terms with
carriers, including fees.

All of these proposals could apply to us. See "Business—--Government
Regulation; Health Care Reform."

There can be no assurance that we will be able to continue to obtain or
maintain required governmental approvals or licenses or that legislative or
regulatory changes will not have a material adverse effect on our business.
Delays in obtaining or failure to obtain or maintain required approvals, or
moratoria imposed by regulatory authorities, could adversely affect our revenue
or the number of our members, increase costs or adversely affect our ability to
bring new products to market as forecasted.

The National Association of Insurance Commissioners, or NAIC, has adopted
risk-based capital requirements, also know as RBC, which is subject to state-
by-state adoption and to the extent implemented, sets minimum capitalization
requirements for insurance and HMO companies. The NAIC recommendations for life
insurance companies were adopted in all states and the prescribed calculation
for HMOs has been adopted in most states in which we operate. The HMO rules may
increase the minimum capital required for some of our subsidiaries. See
"Management's Discussion and Analysis of Financial Condition and Results of
Operations—-Liquidity."

Congress is considering significant changes to Medicare, including a
pharmacy benefit requirement. President Bush announced a prescription drug
discount plan for Medicare-eligible seniors on July 12, 2001. We expect that
this plan will be more fully developed in upcoming weeks and months by the
Centers for Medicare and Medicaid Services, or CMS (formerly known as Health
Care Financing Administration). We are unable to determine what effect, if any,
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the prescription drug discount plan will have on our products or our operating
results.

Congress is also considering proposals relating to health care reform,
including a comprehensive package of requirements for managed care plans called
the Patient Bill of Rights, or PBOR, legislation. On June 29, 2001, the U.S.
Senate passed PBOR legislation in the form of Senate Bill 1052, known as the
McCain-Edwards bill. In addition to providing enhanced access to specialists,
emergency care and an external review appeals process, the McCain-Edwards bill
provides that patients could sue health plans for damages in state court over
medical judgment disputes and in federal court over contractual claim disputes.
The bill allows unlimited economic and noneconomic damages and also allows for
up to $5 million in "civil assessments", or punitive damages.

10

On June 29, 2001, President Bush stated that he would not sign the McCain-
Edwards bill in its present form and would seek passage of H.R. 2315, known as
the Fletcher bill, introduced by Representative Ernest Fletcher of Kentucky.
The Fletcher bill would also provide enhanced access to specialists, emergency
care and an external review appeals process. The Fletcher bill would also allow
patients to sue health plans for damages, but subject those suits to many
limitations not contained in the McCain-Edwards bill. Unlimited economic
damages and up to $500,000 in noneconomic damages would be recoverable in
federal lawsuits under the Flectcher bill, but no punitive damages would be
permitted. Causes of action in state court would permit unlimited damages to be
recovered in circumstances where health plans act contrary to the findings of
an independent review board. On August 1, 2001, President Bush announced that
he had reached an agreement with Representative Charles Norwood of Georgia
regarding PBOR legislation that would permit causes of action in state court
using federal standards for unlimited economic damages and up to $1.5 million
in noneconomic damages. If PBOR legislation becomes law, it could expose us to
significant increased costs and additional litigation risks. Although we could
attempt to mitigate our ultimate exposure from these costs through increases in
premiums or changes in benefits, there can be no assurance that we will be able
to mitigate or cover the costs stemming from any PBOR legislation or the other
costs incurred in connection with complying with any PBOR or similar
legislation.

The Health Insurance Portability and Accountability Act of 1996, or HIPAA,
includes administrative provisions directed at simplifying electronic data
interchange through standardizing transactions, establishing uniform health
care provider, payor and employer identifiers and seeking protections for
confidentiality and security of patient data. Under the new HIPAA privacy
rules, we must comply with a variety of requirements concerning the use and
disclosure of individuals' protected health information, establish rigorous
internal procedures to protect health information and enter into business
associate contracts with those companies to whom protected health information
is disclosed. Violations of these rules will subject us to significant
penalties. Compliance with HIPAA regulations requires significant systems
enhancements, training and administrative effort. The final rules do not
provide for complete federal preemption of state laws, but rather preempt all
inconsistent state laws unless the state law is more stringent. HIPAA could
also expose us to additional liability for violations by our business
associates.

We are also subject to various governmental audits and investigations. These

can include audits and investigations by state attorneys general, CMS, the
Office of the Inspector General of Health and Human Services, the Office of
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Personnel Management, the Department of Justice and state Departments of
Insurance and Departments of Health. These activities could result in the loss
of licensure or the right to participate in various programs, or the imposition
of fines, penalties and other sanctions. In addition, disclosure of any adverse
investigation or audit results or sanctions could negatively affect our
reputation in various markets and make it more difficult for us to sell our
products and services. See "Business--Government Regulation."

As a government contractor, we are exposed to additional risks that could
adversely affect our business or our willingness to participate in government
health care programs.

A significant portion of our revenues relates to federal, state and local
government health care coverage programs, including the Medicare+Choice,
Medicaid and TRICARE programs. These programs involve various risks, including:

the possibility of reduced or insufficient government reimbursement in
the future;

higher comparative medical costs;
government regulatory and reporting requirements;

11

higher marketing and advertising costs per member as a result of
marketing to individuals as opposed to groups; and

the possibility that we will not be able to extend or renew any of the
contracts relating to these programs. For example, our contracts with
the Health Insurance Administration in Puerto Rico are scheduled to
expire on August 31, 2001. We are currently in discussions with the
Health Insurance Administration in Puerto Rico regarding future health
care insurance benefits and any continuing business, and we are unable
to predict if any new business will be awarded to us. See "Management's
Discussion and Analysis of Financial Condition and Results of
Operations—--Government Contracts".

These contracts also are generally subject to frequent change, including
changes which may reduce the number of persons enrolled or eligible to enroll,
reduce the revenue we receive or increase our administrative or health care
costs under those programs. In the event government reimbursement were to
decline from projected amounts, our failure to reduce the health care costs
associated with these programs could have a material adverse effect on our
business. Changes to these government programs in the future may also affect
our ability or willingness to participate in these programs. The loss of these
contracts or significant changes in these programs as a result of legislative
action, including reductions in payments or increases in benefits without
corresponding increases in payments, may have a material adverse effect on our
revenues, profitability and business prospects.

In addition, under one of our CMS contracts, at March 31, 2001 we provided
health insurance coverage to approximately 245,200 members in Florida. This
contract accounted for approximately 17% of our total premium revenues in 2000
and approximately 18% of our total premium revenues in the first quarter of
2001. The termination of this contract would likely have a material adverse
effect upon our financial condition, results of operations and cash flows.

If we fail to maintain satisfactory relationships with the providers of care to
our members, our business could be adversely affected.
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We contract with physicians, hospitals and other providers to deliver health
care to our members. Our products encourage or require our customers to use
these contracted providers. These providers may share medical cost risk with us
or have financial incentives to deliver quality medical services in a cost-
effective manner.

In any particular market, providers could refuse to contract with us, demand
higher payments, or take other actions that could result in higher health care
costs for us, less desirable products for customers and members, or difficulty
meeting regulatory or accreditation requirements. In some markets, certain
providers, particularly hospitals, physician/hospital organizations or multi-
specialty physician groups, may have significant market positions and
negotiating power. In addition, physician or practice management companies,
which aggregate physician practices for administrative efficiency and marketing
leverage, may, in some cases, compete directly with us. If these providers
refuse to contract with us, use their market position to negotiate favorable
contracts, or place us at a competitive disadvantage, our ability to market
products or to be profitable in those areas could be adversely affected.

In some situations, we have contracts with individual or groups of primary
care physicians for an actuarially determined, fixed, per-member-per-month fee
under which physicians are paid a fixed amount to provide all required medical
services to our members. The inability of providers to properly manage costs
under these arrangements can result in the financial instability of such
providers and the termination of their relationship with us. In addition,
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payment or other disputes between the primary care provider and specialists
with whom it contracts can result in a disruption in the provision of services
to our members or a reduction in the services available. A primary care
provider's financial instability or failure to pay other providers for services
rendered could lead that provider to demand payment from us, even though we
have made our regular fixed payments to the primary provider. There can be no
assurance that providers with whom we contract will properly manage the costs
of services, maintain financial solvency or avoid disputes with other
providers, the failure of any of which could have an adverse effect on the
provision of services to our members and our operations.

Risks Associated with the Notes

Our ability to obtain funds from our subsidiaries is limited and the notes will
be effectively subordinated to all liabilities of our subsidiaries.

Because we operate as a holding company, the notes are effectively
subordinated to all existing and future indebtedness and other liabilities of
our subsidiaries. Our subsidiaries are the operating entities which generate
revenues. As a result, we will be dependent upon dividends, administrative
expense reimbursements, and intercompany transfers of funds from our
subsidiaries to meet our payment obligations on the notes. However, these
subsidiaries are generally regulated by state departments of insurance. In most
states, we are required to seek prior approval by these state regulatory
authorities before we transfer money or pay dividends exceeding a certain
amount, or in some states any amount, from these subsidiaries, and we are
required by law to maintain certain proscribed minimum amounts of capital in
these subsidiaries. In addition, we normally notify these authorities prior to
making payments that do not require approval. Accordingly, since all of our
premiums are earned by our subsidiaries, we cannot guarantee that sufficient
funds will be available to us to pay interest on or the principal of the notes.
In addition, in the event of our bankruptcy, liquidation or any similar
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proceeding, holders of notes will be entitled to payment only after the holders
of any indebtedness and other liabilities of our subsidiaries have been paid or
provided for by these subsidiaries, including the claims of our members. In
addition, the indenture under which the notes will be issued permits our
subsidiaries to incur additional indebtedness.

We have significant financial and operating restrictions in our debt
instruments that may have an adverse effect on our operations.

Our bank credit facility contains numerous covenants that limit our ability
to incur additional indebtedness, to create liens or other encumbrances, to
make certain payments and investments, including dividend payments and to sell
or otherwise dispose of assets and merge or consolidate with other entities.
Our bank credit facility also requires us to meet certain financial ratios and
tests. As of June 30, 2001, we had $520 million outstanding under our bank
credit facility. After taking into account $60 million of outstanding
commercial paper as of that date, there was an additional $420 million
available for us to borrow under that facility. Agreements we enter into in the
future governing indebtedness could also contain significant financial and
operating restrictions.

We are in the process of replacing our credit facility with a new credit
facility. On June 29, 2001, we executed a commitment letter with J.P. Morgan
Securities Inc. for a proposed new credit facility consisting of an up to $300
million 4-year credit facility and an up to $300 million 364-day credit
facility. As of July 31, 2001, we have received commitments under this facility
for an aggregate principal amount of $465 million. We expect that the proposed
new credit facility would contain customary restrictive and financial covenants
as well as customary events of defaults. There can be no assurance that we will
be able to enter into the new credit facility either at all or on the terms
described above. See "Description of Other Indebtedness."
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A failure to comply with the obligations contained in our current or future
bank credit facilities or indentures could result in an event of default or an
acceleration of debt under other instruments that may contain cross-
acceleration or cross-default provisions. We cannot be certain that we would
have, or be able to obtain, sufficient funds to make these accelerated
payments.

The notes are unsecured obligations.

The notes will not be secured by any of our assets and are subordinated to
any of our existing and future secured indebtedness. Accordingly, in the event
of our bankruptcy, liquidation or any similar proceeding, holders of the notes
will be entitled to payment only after the holders of any of our secured
indebtedness have been paid. As of May 31, 2001, we had $4 million of secured
indebtedness outstanding. In addition, the indenture under which the notes will
be issued permits us to incur additional indebtedness.

A liquid trading market for the notes may not develop.

There has not been an established trading market for the notes. We do not
intend to apply for listing of the notes on any securities exchange or for
quotation through the National Association of Securities Dealers Automated
Quotation System. Although each underwriter has informed us that it currently
intends to make a market in the notes, it has no obligation to do so and may
discontinue making a market at any time without notice. The liquidity of any
market for the notes will depend on the number of holders of the notes, our
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performance, the market for similar securities, the interest of securities
dealers in making a market in the notes and other factors. A liquid trading
market may not develop for the notes.

14

USE OF PROCEEDS

We estimate that our net proceeds from the issuance and sale of the notes
will be approximately $ million after deducting the underwriters' discount
and estimated offering expenses. We intend to use all of the net proceeds from
this offering to repay a portion of the amounts outstanding under our credit
facility.

As of June 30, 2001, we had $520 million outstanding under our credit
facility, which expires in August 2002 and had an effective interest rate of
4.6%. Affiliates of several of the underwriters are lenders in our credit
facility and, upon application of the proceeds from the offering of the notes,
will receive their proportionate share of the amount of the credit facility to
be repaid.

CAPITALIZATION

The following table sets forth our actual capitalization as of March 31,
2001 and as adjusted to reflect the sale of the notes and the receipt and use
of the estimated net proceeds, after deducting the underwriting discounts and
our estimated offering expenses.

As of
March 31, 2001

As
Actual Adjusted

Short-term borrowings:

Revolving credit facility. v e w e oottt ittt ettt eeeeeennnns $ 510 S 214
COMMETCIlal PAPE e v v vttt e et e ettt ee e ee e eeeeeeeeeeeaaeeaeess 80 80
Total short-term DOrroWingS. ... ... ii ittt tnneeeneeeenns 590 294
Long-term debt, excluding current portion:
% senior notes due 2006. ...ttt ittt - 300
Total debt .. . e e e e e e 590 594

Stockholders' equity:
Preferred stock, $1 par value; 10,000,000 shares authorized,
NONE 1SSUEA. t vttt ittt e ettt et ettt ettt eeeeeeeeeeaneeaeenes - -
Common stock; $0.16 2/3 par value; 300,000,000 shares

authorized; 170,688,314 shares issued........uuiieeennnnn. 28 28
Capital in excess 0f par value. ... ..ttt ennnneennn 922 922
Retained earnings. ...ttt ittt ittt ettt eeaaeeaeens 488 488
Accumulated other comprehensive 10SS.......cuiiiiineeennnnnn (3) (3)
Unearned restricted stock compensation...................... (27) (27)
Treasury stock, at cost, 1,711,504 shares.........ccvcuu... (13) (13)

Total stockholders' equUity.. ..ottt eeeeeeeeenns 1,395 1,395
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Total capitalization. ... ettt ittt eeeeeeeeeennnns $1,985 $1,989

As of March 31, 2001, we could borrow up to an additional $410 million under
our credit facility.
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SELECTED CONSOLIDATED FINANCIAL DATA

We have derived the selected consolidated financial data below from our
consolidated financial statements and accompanying notes, some of which appear
elsewhere in this prospectus or are incorporated by reference in this
prospectus. The selected consolidated financial data should be read together
with our "Management's Discussion and Analysis of Financial Condition and
Results of Operations" included elsewhere or incorporated by reference in this
prospectus.

Three Months Ended
Fiscal Years Ended December 31,
March 31,

1996 (e) 2001 2000

(in millions, except per share results,
membership and ratios)

Summary of Operations

Revenues:

Premiums........oeueuu.. S 10,395 s 9,959 $ 9,597 $ 7,880 $
6,677 S 2,413 S 2,611

Investment and other

income, net........... 119 154 184 156
111 32 31

Total revenues......... 10,514 10,113 9,781 8,036
6,788 2,445 2,642

Operating expenses:
Medical...........ooo.. 8,782 8,532 8,041 6,522
5,625 2,007 2,220
Selling, general and
administrative........ 1,442 1,368 1,328 1,116
940 350 353
Depreciation and
amortization.......... 147 124 128 108
98 39 34
Asset write-downs and
other charges......... - 460 34 -
96 - -
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Total operating
EXPENSES . ¢ v vt e e e ee e 10,371
6,759 2,396 2,607

Income (loss) from
operations............. 143
29 49 35

Interest expense........ 29
11 7 8

Income (loss) before
income taxes........... 114
18 42 27
Provision (benefit) for
income taxes........... 24

12 S 27 s 21

203

270

Basic earnings (loss)

per common share....... S 0.54
0.07 s 0.16 $ 0.13
Diluted earnings (loss)

per common share....... 0.54
0.07 0.16 0.13
Financial Position
Cash and investments.... $ 2,307
1,921 s 2,194 $ 2,391

Total assets............ 4,167
3,306 4,077 4,421
Medical and other

expenses payable....... 1,181
1,099 1,103 1,360
Debt and other long-term
obligations............ 742
361 733 832
Stockholders' equity.... 1,360
1,292 1,395 1,299
Operating Data
Medical expense ratio... 84.5%
84.3% 83.2% 85.0%

SG&A expense ratio...... 13.9%
14.1% 14.5% 13.5%

EBITDA (f) v ieeeennnn. S 290
127 S 88 $ 69

Ratio of earnings to

fixed charges (g)...... 3.2x
1.9x% 4.2x% 2.9x
Medical Membership by

Segment

Commercial:

Fully insured.......... 2,545,800
2,759,600 2,387,900 2,977,500
Administrative services

(03 o B 8 612,800

471,000 547,200 657,000

$ 2,779

4,900

1,756

830

1,268

85.7%
13.7%

S (247)

3,083,600

648,000

$

2,844

5,496

1,908

9717

1,688

83.8%

13.8%

378

4.3x

3,261,500

646,200

$ 2,828

5,600

2,075

1,057

1,501

82.8%
14.2%

$ 398

10.0x

3,258,600

651,200
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Medicare supplement.... —— 44,500 56,600 68,800
97,700 - 40,800

Total Commercial....... 3,158,600 3,776,100 3,964,300 3,978,600
3,328,300 2,935,100 3,675,300
Government:

Medicare+Choice........ 494,200 488,500 502,000 480,800
364,500 428,100 518,000

Medicaid .............. 575,500 616,600 643,800 635,200
55,200 493,200 656, 600

TRICARE . . v v vt eeeeens 1,070,400 1,058,000 1,085,700 1,112,200
1,103,000 1,070,900 1,060,000

Total Government....... 2,140,100 2,163,100 2,231,500 2,228,200
1,522,700 1,992,200 2,234,600

Total Medical

Membership............ 5,298,700 5,939,200 6,195,800 6,206,800
4,851,000 4,927,300 5,909,900

16
Three Months Ended
Fiscal Years Ended December 31,
March 31,
2000 (a) 1999 (b) 1998 (c) 1997 (d) 1996 (e)

2001 2000

(in millions, except per share results, membership
and ratios)
Commercial Specialty
Membership
Dental..........c.oovu. 1,665,900 1,628,200 1,375,500 936,400 844,800
1,626,100 1,699,700
Other..........oovviu.. 678,900 1,333,100 1,257,800 1,504,200 1,039,400

Total Commercial
Specialty Membership..
2,266,600 2,980,100

2,344,800 2,961,300 2,633,300 2,440,600 1,884,200
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(a) Includes the operations of Memorial Sisters of Charity Health Network since
January 31, 2000, the date of our acquisition.

(b) Includes charges of $585 million pretax ($499 million after tax, or $2.97
per diluted share) primarily related to goodwill write-down, losses on non-—
core asset sales, professional liability reserve strengthening, premium
deficiency and medical reserve strengthening.

(c) Includes charges of $132 million pretax ($84 million after tax, or $0.50
per diluted share) primarily related to the costs of certain market exits
and product discontinuances, asset write-offs, premium deficiency and a
one-time non-officer employee incentive.

(d) Includes the operations of the following entities since the dates we
acquired them: Health Direct, Inc., February 28, 1997; Physician
Corporation of America, September 8, 1997; and ChoiceCare Corporation,
October 17, 1997.

(e) Includes charges of $215 million pretax ($140 million after tax, or $0.85
per diluted share) primarily related to the closing of the Washington, D.C.
market and certain other markets, severance and facility costs for
workforce reductions, product discontinuance costs, premium deficiency,
litigation and other costs.

(f) EBITDA is defined as earnings (including investment and other income)
before interest expense, income taxes, depreciation and amortization. We
are presenting information concerning EBITDA because we believe EBITDA is
generally accepted as providing useful information regarding a company's
ability to service and incur debt. However, EBITDA is not a measure of
financial performance under generally accepted accounting principles and
should not be considered an alternative to income from operations or net
income as a measure of operating performance or to net cash provided by
operating activities as a measure of liquidity. In addition, we operate as
a holding company and our earnings are generated by our subsidiaries. See
"Risk Factors—-—-Risks Associated with the Notes--Our ability to obtain funds
from our subsidiaries is limited and the notes will be effectively
subordinated to all liabilities of our subsidiaries."

(g) The ratio was calculated by dividing the sum of the fixed charges into the
sum of the earnings and fixed charges. In calculating this ratio, earnings
include income or loss before income taxes plus fixed charges. Fixed
charges include interest expense, amortization of deferred financing
expenses and an amount equivalent to interest included in rental charges.
One-third of rental expense represents a reasonable approximation of the
interest amount.

(h) Due to a loss in 1999 caused primarily by pretax charges of $585 million,
the ratio of earnings to fixed charges was less than 1.0x. Additional
pretax earnings of $404 million would have been needed to achieve a ratio
of 1.0x. Excluding pretax charges of $585 million primarily related to
goodwill write-down, losses on non-core asset sales, professional liability
reserve strengthening, premium deficiency and medical reserve
strengthening, the ratio of earnings to fixed charges would have been 4.4x
for the year ended December 31, 1999.

17

MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion of our financial condition and results of
operations should be read in conjunction with our consolidated financial
statements incorporated by reference into this prospectus. This discussion
contains forward-looking statements that involve risks and uncertainties. Our
actual results could differ materially from those anticipated in the forward-
looking statements as a result of certain factors, including but not limited to
those discussed in "Risk Factors" and elsewhere in this prospectus.
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Introduction

We are one of the largest publicly-traded health benefits companies, based
on our 2000 revenues of $10,514 million. We offer coordinated health insurance
coverage and related services principally through traditional and Internet-
based plans to employer groups and government-sponsored plans. As of May 31,
2001, we had over 6.5 million members in our medical insurance programs,
including approximately 1.2 million new members as a result of a recent
acquisition, as well as approximately 2.2 million members in our specialty
products programs. We contract directly with more than 400,000 physicians,
hospitals, dentists and other providers to provide health care to our members.
In the first quarter of 2001, over 70% of our premium revenues was derived from
members located in Florida, Illinois, Texas, Kentucky and Ohio.

During the first quarter of 2001, we realigned our management to better
reflect our focus on the consumer. As part of this management realignment, we
redefined our business into two segments, Commercial and Government. The
Commercial segment includes three lines of business: fully insured medical,
ASO, and specialty. The Government segment includes three lines of business:
Medicare+Choice, Medicaid, and TRICARE. Results of each segment are measured
based upon income from operations before income taxes. We allocate
administrative expenses, investment income, and interest expense, but not
assets, to our segments. Members served by the two segments generally utilize
the same medical provider networks, enabling us to obtain more favorable
contract terms with providers. Our segments also share overhead costs. As a
result, the profitability of each segment is interdependent.

Throughout 2000 and to date in 2001, we continued to implement a strategy
targeted at improving our financial results while simultaneously positioning
ourselves for future growth. Part of our strategy involved eliminating non-core
businesses and focusing on improving the infrastructure related to our core
businesses. Our core businesses are those that are profitable or have the
potential to be profitable, have sufficient membership to allow us to contract
with an adequate network of medical providers at appropriate rates or have
steady performance.

During 2000 and to date in 2001, we completed transactions to divest our
workers' compensation business and portions of our Medicaid businesses in north
Florida, Milwaukee, Wisconsin, and Austin, Houston and San Antonio, Texas. We
also reinsured with third parties substantially all of our Medicare supplement
business. As of January 1, 2001, we exited 45 non-core counties in our
Medicare+Choice business and discontinued aspects of our product line focusing
on small group commercial businesses in 17 states. As of March 31, 2001, non-
core membership accounted for less than 3% of our total membership. We intend
to continue to reduce our remaining non-core membership through pricing
actions, product streamlining and market exits.

Revenue and Medical Cost Recognition

Premium revenues are recognized as income in the period members are entitled
to receive services. Premiums received prior to such period are recorded as
unearned premium revenues.

18

Medical costs include claim payments, capitation payments, allocations of
certain centralized expenses and various other costs incurred to provide health
insurance coverage to members, as well as estimates of future payments to
hospitals and others for medical care provided prior to the balance sheet date.
Capitation payments represent monthly prepaid fees disbursed to participating
primary care physicians and other providers who are responsible for providing
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medical care to members. We estimate the costs of our future medical claims and
other expense payments using actuarial methods and assumptions based upon
payment patterns, medical inflation, historical developments and other relevant
factors, and create medical claims reserves for future payments. We continually
review estimates of future payments relating to medical claims costs for
services incurred in the current and prior periods and make necessary
adjustments to our reserves.

We reassess the profitability of our contracts for providing health
insurance coverage to our members when current market operating results or
forecasts indicate probable future losses. We record a premium deficiency in
current operations to the extent that the sum of expected medical costs, claim
adjustment expenses and maintenance costs exceeds related future premiums.
Anticipated investment income is not considered for purposes of computing the
premium deficiency. Because the majority of our member contracts renew
annually, we do not anticipate premium deficiencies, except when unanticipated
adverse events or changes in circumstances indicate otherwise.

We believe our medical and other expenses payable are adequate to cover
future claims payments required, however, such estimates are based on knowledge
of current events and anticipated future events, and, therefore, the actual
liability could differ from amounts provided.

Recent Developments

On May 31, 2001, we acquired for approximately $45 million the outstanding
shares of common stock of a newly formed Anthem Alliance Health Insurance
Company subsidiary responsible for administering TRICARE benefits to
approximately 1.2 million eligible members. We provide ASO services for 592,000
of the total 1.2 million eligible members. Premium revenues for this business
were approximately $141 million for the quarter ended March 31, 2001 and
approximately $553 million for the year ended December 31, 2000.

Upon becoming Medicare eligible, which is normally at age 65, TRICARE
beneficiaries generally stop receiving benefits under the TRICARE program and
begin receiving benefits under a Medicare program. However, as of April 1,
2001, a new government program which allows beneficiaries to continue in the
TRICARE program even after becoming eligible for Medicare became effective. As
of May 31, 2001, we provided pharmacy benefits in an administrative capacity
under this new program to approximately 555,000 members under our two TRICARE
contracts. Effective October 1, 2001, the benefits under this administrative
services program will be expanded to include medical benefits.

On July 30, 2001, we issued a press release in which we announced our
results for the second quarter ended June 30, 2001. For a discussion of the
information contained in this press release, see "Prospectus Summary--Humana
Inc.-—-Recent Developments."

For additional information regarding our financial results for the quarter
ended June 30, 2001, we refer you to our Current Reports on Form 8-K, which we
filed with the SEC on July 30, 2001 and Form 8-K/A, which we filed with the SEC
on July 31, 2001. See "Incorporation of Certain Documents by Reference."

19
Comparison of Results of Operations

The following discussion deals primarily with our results of operations for
the three-month periods ended March 31, 2001 and 2000, and the fiscal years
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ended December 31, 2000 and 1999. For a discussion of our results of operations
for the fiscal year ended December 31, 1998, see "Management's Discussion and
Analysis of Financial Conditions and Results of Operations" in our Annual
Report on Form 10-K for the year ended December 31, 2000, which is incorporated
by reference in this prospectus.

Quarters Ended March 31, 2001 and 2000

Our premium revenues decreased 7.6% to $2.4 billion for the quarter ended
March 31, 2001, or the 2001 gquarter, compared to $2.6 billion for the quarter
ended March 31, 2000, or the 2000 quarter. This decrease was due to medical
membership reductions from exiting numerous non-core markets and products in
the last three quarters of 2000, partially offset by higher premium yields.
Premium yield represents the percentage increase in the average premium per
member over the comparable period in the prior year. Items impacting premium
yield include changes in premium rates, changes in government reimbursement
rates, changes in the geographic mix of membership, and changes in the mix of
benefit plans selected by our membership.

Our medical expense as a percentage of premium revenues, or medical expense
ratio, for the 2001 quarter was 83.2% compared to 85.0% for the 2000 quarter.
The decline in the medical expense ratio was primarily due to our exiting
numerous higher cost, non-core markets and products, significant benefit
reductions in our Medicare+Choice product effective January 1, 2001 and
improving fully insured commercial medical premium yields.

Our selling, general and administrative, or SG&A, expense as a percentage of
premium revenues, or SG&A expense ratio, for the 2001 quarter was 14.5%
compared to 13.5% in the 2000 gquarter. This increase was the result of planned
spending on infrastructure and technology initiatives combined with a lower
ratio of members to employees. Depreciation and amortization increased $5
million to $39 million in the 2001 quarter from $34 million in the 2000
quarter. The increase was the result of increased capital expenditures
primarily related to our technology initiatives.

Income before income taxes totaled $42 million for the 2001 quarter compared
to $27 million for the 2000 quarter.

On an interim basis, the provision for income taxes is provided for at the
anticipated effective tax rate for the year. Our effective tax rate for the
2001 quarter was approximately 36% compared to 21% for the 2000 quarter. The
lower effective tax rate for the 2000 gquarter includes the benefit recognized
for available capital loss carryforwards resulting from the sale of our
workers' compensation business.

Net income was $27 million, or $0.16 per diluted share in the 2001 quarter
compared to $21 million, or $0.13 per diluted share in the 2000 quarter. This
earnings improvement resulted from actions taken to eliminate non-core
businesses, significant Medicare+Choice benefit reductions, and improvements in
determining premiums for our fully insured commercial medical membership, which
process we refer to as pricing discipline.
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Business Segment Information for the Quarters Ended March 31, 2001 and 2000

The following table presents certain financial data for our two segments for
the 2001 quarter and 2000 quarter:
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Premium revenues:
CommercCial. v e et ie ettt eeeeeeeeeeennenns
GOovernment ...ttt i ittt ittt it e e e

Medical expense ratios:
CommerCial. v e ettt ettt eeeeeeeeeeanenns
GOVernment . v o v it it ittt ittt ettt e e e

SG&A expense ratios (a):
CommercCial. v ettt ittt et eeeeeeeeeeeaneens
GOVEernNmMENET . v v v it it i it ittt et e e e e

Income before income taxes:
CommercCial. v ettt ettt eeeeeeeeeeeaaenns
GOVEerNmMENET . v i v it it it it ettt e e

(a) Excludes depreciation and amortization.

Commercial

Quarters
Ended March
31,

(in millions,
except
ratios)

.......... $1,311 $1,431
.......... 1,102 1,180

Our Commercial segment's premium revenues decreased 8.4% to $1.3 billion for
the 2001 quarter compared with $1.4 billion for the 2000 quarter. Fully insured
commercial medical premiums decreased 8.0% to $1.2 billion during the 2001
quarter from $1.3 billion in the 2000 quarter. This decrease was due to

membership reductions offset by higher premium yields.

Fully insured commercial

medical membership decreased 19.8% to 2,387,900 compared with 2,977,500 in the
2000 quarter, as we continued to focus on opportunities that satisfy our
pricing criteria and exited certain unprofitable markets. Fully insured
commercial medical premium yields improved to 14.1% for the 2001 quarter
compared to 11.4% for the 2000 quarter. Although our fully insured commercial
medical membership declined slightly through the end of the second quarter of
2001, we anticipate slight growth in the latter half of 2001 in this

membership.

Our Commercial segment's medical expense ratio for

the 2001 quarter was

81.6%, decreasing from 83.4% in the 2000 quarter. This decrease resulted

primarily from lower medical cost trends in our fully
product. Fully insured commercial medical cost trends
range for the 2001 quarter compared to a range of 10%
quarter. Medical cost trends represent the percentage
medical cost per member over the comparable period in

insured commercial

were in the 9% to 10%
to 11% for the 2000
increase in the average
the prior year. Items
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impacting medical cost trends include changes in contracted rates with
providers, changes in utilization of benefits, changes in the geographic mix of
membership, and changes in the mix of benefit
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plans selected by our membership. This improvement was primarily driven by
lower physician and pharmacy cost trends offset by higher hospital utilization.
Our three-tier pharmacy benefit continued to have a positive effect on pharmacy
cost trends.

The SG&A expense ratio for the 2001 quarter increased 90 basis points to
16.6% compared to 15.7% for the 2000 quarter. This increase was the result of
planned spending on infrastructure and technology initiatives combined with a
lower ratio of members to employees.

Income before income taxes totaled $12 million for the 2001 quarter compared
to $3 million for the 2000 quarter. This earnings increase was due to the
continued focus on pricing discipline and the exit of certain unprofitable
markets partially offset by a higher SG&A expense ratio.

Government

Premium revenues for our Government segment in the 2001 quarter decreased
6.6% to $1.1 billion compared to $1.2 billion in the 2000 quarter. The decrease
was primarily due to membership reductions from market exits and divestitures.
Medicare+Choice membership at March 31, 2001 was 428,100 compared to 518,000 at
March 31, 2000, a decline of 89,900 members, primarily attributable to the
previously announced exits from 45 non-core counties in our Medicare+Choice
business on January 1, 2001. Medicaid membership at March 31, 2001 of 493,200
declined by 163,400 members compared to the 2000 quarter. This decline resulted
primarily from the divestiture of the north Florida, Milwaukee, Wisconsin, and
Austin and San Antonio, Texas Medicaid businesses. Medicare+Choice premium
yields improved to 7.0% for the 2001 quarter compared to 6.2% for the 2000
quarter. We anticipate that for the remainder of 2001, Medicare+Choice premium
yields will range from 4% to 5% as some members may choose plans with lower
premiums and with correspondingly reduced benefits.

Our Government segment's medical expense ratio for the 2001 quarter was
85.0%, decreasing from 86.9% for the 2000 quarter. This decrease primarily
resulted from exiting 45 non-core counties in our Medicare+Choice business with
higher medical expense ratios on January 1, 2001 coupled with significant
benefit design changes that also became effective January 1, 2001. Medicare
cost trends were in the 4% to 5% range in the 2001 quarter compared to a range
of 6% to 7% in the 2000 quarter. We anticipate that Medicare+Choice cost trends
will be in the 3% to 5% range for the remainder of 2001, while membership
levels are expected to remain relatively constant for the remainder of 2001.

Our Government segment's SG&A expense ratio for the 2001 quarter was 12.0%
compared to 10.9% for the 2000 quarter. This increase was the result of planned
spending on infrastructure and technology initiatives combined with a lower
ratio of members to employees.

Income before income taxes totaled $30 million for the 2001 quarter compared
to $24 million for the 2000 quarter. This earnings increase was primarily
attributable to improved premium yields relative to cost trends and reductions
in higher cost, non-core membership, partially offset by a higher SG&A expense
ratio.

22
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Years Ended December 31, 2000 and 1999
1999 Asset Write-Downs and Operational Charges

The following table presents the components of the asset write-downs and
operational charges and their respective classifications in our 1999
consolidated statement of operations:

Selling, Asset
General and Write-Downs
Medical Administrative and Other Total

(in millions)

Premium deficiency................ $50 $ 50
Reserve strengthening............. 35 35
Provider costs.......cviiiiiinn.. 5 5
Long-lived asset impairment....... $342 342
Losses on non-core asset sales.... 118 118
Professional liability reserve

strengthening and other costs.... $35 35

Total 1999 charges..............
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Premium Deficiency, Reserve Strengthening and Provider Costs

As a result of our assessment of the profitability of our contracts for
providing health insurance coverage to our members in certain markets, we
recorded a provision for probable future losses, or premium deficiency, of $50
million during the first quarter of 1999. The failure of some of our providers
to satisfy their contractual obligations and the renegotiation of our hospital
agreement in Florida with HCA-The Healthcare Company, formerly Columbia/HCA
Healthcare Corporation, or HCA, in March 1999, contributed to the premium
deficiency by causing an increase in current and projected future medical
costs. The beneficial effect from losses charged to the premium deficiency
liability in 1999 was $50 million.

Prior period adverse claims development primarily in our PPO and
Medicare+Choice products initially identified during an analysis of February
and March 1999 medical claims resulted in the $35 million reserve
strengthening. We release or strengthen medical claims reserves when favorable
or adverse developments in prior periods exceed actuarial margins existing in
the reserves. In addition, we paid HCA $5 million to settle certain contractual
issues associated with the March 31, 1999 hospital agreement in Florida.

Long-Lived Asset Impairment

Historical and current period operating losses in certain of our markets
prompted a review during the fourth quarter of 1999 for the possible impairment
of long-lived assets. This review indicated that estimated future undiscounted
cash flows were insufficient to recover the carrying value of long-lived
assets, primarily goodwill, associated with our Austin and Dallas, Texas and
Milwaukee, Wisconsin markets. Accordingly, we adjusted the carrying value of
these long-lived assets to their estimated fair value resulting in a non-cash
impairment charge of $342 million. Estimated fair value was based on discounted
cash flows.



Edgar Filing: HUMANA INC - Form S-3/A

The long-lived assets associated with the Austin and Dallas markets
primarily resulted from our 1997 acquisition of Physician Corporation of
America, or PCA. Operating losses in Austin and Dallas were related to the
deterioration of risk-sharing arrangements with providers and the failure to
effectively convert the PCA operating model and computer platform to our
platform. The long-lived assets associated with the Milwaukee market primarily
resulted from the 1994 acquisition of CareNetwork, Inc. Operating losses in
Milwaukee were the result of
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competitor pricing strategies resulting in lower premium levels to large
employer groups as well as market dynamics dominated by limited provider groups
causing higher than expected medical costs.

In conjunction with the 1999 goodwill impairment, we also reviewed the
estimated life assigned to goodwill. Effective January 1, 2000, we adopted a
20-year amortization period from the date of acquisition for goodwill
previously amortized over 40 years.

The $342 million long-lived asset impairment decreased future depreciation
and amortization expense $13 million annually ($13 million after tax, or $0.08
per diluted share), while the change in the amortization period of goodwill
increased future amortization expense $25 million annually ($24 million after
tax, or $0.15 per diluted share).

Losses on Non-Core Asset Sales

Between December 30, 1999 and February 4, 2000, we entered into definitive
agreements to sell our workers' compensation and north Florida Medicaid
businesses and a definitive agreement to reinsure substantially all of our
Medicare supplement business. Since the carrying value of the net assets of
these businesses exceeded the estimated fair value, we recorded a $118 million
loss in 1999. The estimated fair value was established based upon definitive
sale agreements, net of expected transaction costs. During the first half of
2000, we completed the sale of these businesses. There was no change in the
estimated loss during 2000.

Professional Liability Reserve Strengthening and Other Costs

We insure substantially all professional liability risks through a wholly
owned captive insurance subsidiary. Our subsidiary recorded an additional $25
million expense during the fourth quarter of 1999 primarily related to claim
and legal costs we expected to incur.

In addition, other expenses of $10 million were recorded during the fourth
quarter of 1999 related to a claim payment dispute with a contracted provider
and a government audit.

24

Comparison of Results of Operations

In order to enhance comparability as well as to provide a baseline against
which historical and prospective periods can be measured, the following
discussion comparing results for the years ended December 31, 2000 and 1999,
excludes the previously described charges from our 1999 financial results, but
does include in our 1999 financial results the beneficial effect from losses
charged to premium deficiency liabilities on operating results for the periods
shown, as described above. There were no adjustments to our results for 2000.
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The following table reconciles the results reported on the consolidated
statement of operations, or reported results, to the results contained in the
following discussion, or adjusted results, for 1999:

Reported Excluded Adjusted
Results Charges (a) Results
(in millions, except per
share results)

Consolidated Statement of Operations caption
items that are adjusted:
Operating expenses:

Medical. i et e ettt ettt e e $ 8,532 $ (90) $ 8,442
Selling, general and administrative.......... 1,368 (35) 1,333
Depreciation and amortization................ 124 - 124
Asset write-downs and other charges.......... 460 (460) ——
Total operating exXpPensesS. ... .ve et e, 10,484 (585) 9,899
(Loss) income from operations.................. (371) 585 214
(Loss) income before income taxesS.............. (404) 585 181
Net (1OSS) 1NCOME . v v it vttt ettt et e ettt eneeenns S (382) S 499 S 117
Basic (loss) earnings per common share......... S (2.28) $2.97 S 0.69
)

Diluted (loss) earnings per common share....... S (2.28

Ratio
Effect of
Reported Excluded Adjusted
Ratios Charges (a) Ratios

Medical expense ratios:

(@35 41T 1 84.9% (1.1)% 83.8%
GOV NMENE & v it ittt e et e e e e et ettt et e e 86.7% (0.7)% 86.0%
o o 85.7% (0.9)% 84.8%
SG&A expense ratios (b):
{5 41T = 16.0% (0.3)% 15.7%
GOV NMENE & v it ittt i et e e e e et ettt ettt e 10.9% (0.4)% 10.5%
o o 13.7% (0.3)% 13.4%

(a) Reflects the previously discussed medical expenses of $90 million, SG&A
expenses of $35 million and asset write-downs and other charges of $460
million.

(b) Excludes depreciation and amortization.

Our premium revenues increased 4.4% to $10.4 billion for 2000 compared to
$10.0 billion for 1999. Higher premium revenues resulted primarily from strong
premium yields partially offset by a decline in commercial membership. The
fully insured commercial medical premium yield of 12.5% and the Medicare+Choice
premium yield of 6.1% increased in 2000 compared to a fully insured commercial
medical premium yield of 7.4% and a Medicare+Choice premium yield of 3.4% in
1999. Due to the impact the premium increases had on fully insured commercial
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medical member retention, total medical membership declined 640,500 with about
half of the loss attributable to non-core members.
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Our medical expense ratio for 2000 was 84.5%, improving 30 basis points
compared to an adjusted medical expense ratio of 84.8% for 1999. The 1999 ratio
includes the beneficial effect of losses charged to premium deficiency
liabilities and favorable workers' compensation liability adjustments recorded
in 1999 but not recorded in 2000. Improving fully insured commercial medical
claims experience from lower pharmacy cost trends and the reduction of higher
cost, non-core membership was partially offset by higher Medicare+Choice
utilization in the 45 non-core counties in our Medicare+Choice business which
we exited on January 1, 2001. Fully insured commercial medical pharmacy cost
trends improved to 3.5% in 2000 compared to 19.7% in 1999 primarily as a result
of the conversion of members to a three-tier pharmacy benefit plan. See
"Business—--Our Turnaround."

The SG&A expense ratio, increased to 13.9% in 2000 from an adjusted ratio of
13.4% in 1999. Contributing to this increase were planned investments in
infrastructure and technology initiatives and a lower ratio of members to
employees. Depreciation and amortization increased $23 million to $147 million
in 2000 from $124 million in 1999, primarily as a result of the change to a 20-
year life for goodwill previously amortized over 40 years.

Investment and other income totaled $119 million in 2000, compared to $154
million in 1999. The decrease resulted from a lower average invested balance
caused primarily by the sale of our workers' compensation business, lower
realized investment gains and a non-recurring $12 million gain in 1999 from the
sale of a tangible asset. Interest expense declined $4 million during 2000 as a
result of lower average outstanding borrowings.

Income before income taxes totaled $114 million in 2000 compared to adjusted
income before income taxes of $181 million in 1999.

Our effective tax rate in 2000 was approximately 21% compared to an adjusted
35% effective tax rate in 1999. The lower effective tax rate was the result of
recognizing the benefit of capital loss carryforwards resulting from the sale
of our workers' compensation business.

Net income was $90 million, or $0.54 per diluted share in 2000 compared to
adjusted net income of $117 million, or $0.69 per diluted share in 1999. The
earnings decline resulted from favorable adjustments recorded during 1999,
including premium deficiency and workers' compensation reserve adjustments and
a gain from the sale of a tangible asset.

Business Segment Information for the Years Ended December 31, 2000 and 1999

The following table presents medical membership and activity for 2000 and
1999 for our Commercial and Government segments:

2000 1999

Commercial Government Total Commercial Government

(in thousands)
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Beginning medical

membership............. 3,776 2,163 5,939 3,964
6,196

Sales/acquisition...... 520 303 823 640
1,024

Cancellations/

dispositions.......... (1,137) (338) (1,475) (828)
(1,253)

TRICARE change......... - 12 12 -
(28)

Ending medical
membership............. 3,159 2,140 5,299 3,776
5,939

Ending specialty
membership............. 2,345 —— 2,345 2,961
2,961

26

2,232

384

(425)

(28)

The following table presents certain financial data for our two segments for

the years ended December 31, 2000 and 1999:

(in millions, except ratios)

Premium revenues:

CommerCial. vt e ettt e et e et eeeeeeeean S 5,555 § 5,568
GOVEerNMENE « v v it ittt e e et ettt ettt 4,840 4,391
e o= S 10,395 S 9,959
Adjusted medical expense ratios:
Commercial. ...ttt itne et eeeeeennns 81.8% 83.8%
GOVEYNMENT + 4 v ittt e ettt ettt ettt aeeeeeenns 87.5% 86.0%
e o= 84.5% 84.8%
Adjusted SG&A expense ratios (b):
Commercial. ...t itne et eeeeaeenns 16.0% 15.7%
GOVEYNMENT + 4 v i it et et ettt ettt aeeeeeenns 11.5% 10.5%
e o= 13.9% 13.4%
Adjusted income before income taxes:
CommerCial. o ettt eeeeeeenneeeeennns S 77 S 18
GOVEYNMENT + 4 v i it et et ettt e et aeeeaeenns 37 163
X it S 114 $ 181
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(a) Excludes the previously discussed medical expenses of $90 million ($58
million Commercial and $32 million Government), SG&A expenses of $35
million ($18 million Commercial and $17 million Government) and asset
write-downs and other charges of $460 million ($333 million Commercial and
$127 million Government) .

(b) Excludes depreciation and amortization.

Commercial

Our Commercial segment's premium revenues were $5.6 billion in both 2000 and
1999, as membership reductions in 2000 offset higher premium yields. Our fully
insured commercial medical premium yield of 12.5% in 2000 increased from 7.4%
in 1999, reflecting our improved pricing. The improved pricing during 2000
resulted primarily from higher renewal rates as well as accelerated rate
increases in Colorado and Texas where higher than expected medical cost trends
had been experienced. Fully insured commercial medical membership fell 17.4% to
2,545,800 during 2000. The decrease in the number of members was caused
primarily by our pricing actions, the termination of a large account in Texas,
and the announced exit of our small group product in 17 states.

Our Commercial segment's medical expense ratio was 81.8% in 2000 compared to
an adjusted medical expense ratio of 83.8% in 1999. This 200 basis point
improvement resulted from declining pharmacy cost trends, corrective pricing
related to higher cost, open access products and the reduction of higher cost,
non-core membership. We reduced higher cost, non-core membership when we
terminated a large account in Texas, announced our exit of our small group
product in 17 states and reinsured substantially all of our Medicare supplement
business. Fully insured commercial medical pharmacy cost trends improved to
3.5% compared to 19.7% from the conversion of members to a three-tier pharmacy
benefit plan. Partially offsetting the improvement in the medical expense ratio
were the beneficial effect from losses charged to premium deficiency
liabilities and favorable workers' compensation liability adjustments recorded
in 1999 but not in 2000.
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The SG&A expense ratio was 16.0% in 2000 compared to an adjusted ratio of
15.7% in 1999. Contributing to this increase were planned investments in
infrastructure and technology initiatives and a lower ratio of members to
employees.

Income before income taxes totaled $77 million in 2000 compared to adjusted
income before income taxes of $18 million in 1999. The earnings increase
resulted from improved pricing and the reduction of high cost, non-core
membership.

Government

Our Government segment's premium revenues increased 10.2% to $4.8 billion in
2000 compared to $4.4 billion in 1999. Medicare+Choice premiums increased 12.4%
to $3.3 billion in 2000 due to higher premium yields and increased membership.
Premium yield increased to 6.1% during 2000 from the implementation of
additional member premiums for many of our Medicare+Choice members and a higher
proportion of members in markets with higher CMS reimbursement rates.
Medicare+Choice membership increased by 5,700, or 1.2%, despite the exit from
29 non-core counties in our Medicare+Choice business on January 1, 2000. Total
Government segment membership declined as a result of a transaction in 2000 to
divest our north Florida Medicaid business.
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Our Government segment's medical expense ratio increased 150 basis points to
87.5% compared to 86.0% in 1999. This increase resulted primarily from higher
than expected utilization in the 45 non-core counties in our Medicare+Choice
business which we exited on January 1, 2001.

Our SG&A expense ratio increased to 11.5% in 2000 from an adjusted ratio of
10.5% in 1999. Contributing to this increase were planned investments in
infrastructure and technology initiatives and a lower ratio of members to
employees.

The Government segment's income before income taxes declined $126 million
during 2000 to $37 million from $163 million in 1999. This earnings decline was
primarily attributable to higher than expected utilization in the 45 non-core
counties in our Medicare+Choice business which we exited on January 1, 2001.

Liquidity

The following table presents cash flows for the quarters ended March 31,
2001 and 2000, and the years ended December 31, 2000 and 1999, excluding the
effects of the timing of the Medicaret+Choice premium receipts and previously
funded workers' compensation claim payments:

Quarters Ended Years Ended
March 31, December 31,
2001 2000 2000 1999
Cash flows (used in) provided by operating
£ ol Y I i = S (69) $ (70) $ 40 $ 217
Timing of Medicare+Choice premium receipts... (6) (19) 18 (16)
Funded workers' compensation claim payments.. - 30 30 119
Pro forma cash flows (used in) provided by
operating activities...... ..., S (75) $ (59) $ 88 $ 320

The reduction in the funded workers' compensation claim payments resulted
from the sale of this business on March 31, 2000. Pro forma operating cash used
in the 2001 and 2000 quarters were negatively impacted by run-off claims
payments related to terminated
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membership and claims inventory pay downs. Our first quarter of 2001 included
run-off claims payments related to terminated Medicare+Choice and fully insured
commercial membership of $55 million and a $51 million pay down in claims
inventories.

On March 31, 2000, we received $125 million from the disposition of our
workers' compensation business ($60 million, net of cash and cash equivalents
included in the disposed operating subsidiary). We used the proceeds from this
transaction to reduce debt and fund infrastructure and information technology
spending.
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Our Board of Directors has authorized the repurchase of up to five million
of our common shares. As of June 30, 2001, we had repurchased approximately 3.5
million common shares for an aggregate purchase price of $26 million at an
average cost of $7.71 per share. We did not repurchase any common shares during
the first or second quarters of 2001.

Operating cash flows declined $177 million for the year ended December 31,
2000, primarily from membership and claims inventory reductions, the timing of
government premium receipts and a payment to settle a government audit.
Partially offsetting these items were the net impact of reduced run-off claims
payments and reinsurance recoveries from the sale of our workers' compensation
business.

Our HMO and PPO subsidiaries, other than those dealing with TRICARE, operate
in states that require minimum levels of equity, regulate the payment of
distributions to Humana Inc. and limit investments to approved securities. As
of March 31, 2001, the minimum statutory capital requirements of all of our
regulated subsidiaries totaled $604 million. As of that date, our regulated
subsidiaries maintained aggregate statutory capital and surplus of
approximately $914 million, and each of these subsidiaries was in compliance
with applicable statutory capital requirements. Although all of these
subsidiaries are in compliance with or exceed applicable statutory capital
requirements, the amount of distributions that may be paid by these
subsidiaries without prior approval by state regulatory authorities is limited
based on the entity's level of statutory net income and statutory capital and
surplus, and in some states, prior approval is required before any distribution
can be made. In addition, we normally notify these authorities prior to making
payments that do not require approval.

Our HMO and PPO subsidiaries, other than those dealing with TRICARE, are
impacted by the implementation of risk-based capital requirements, or RBC,
recommended by the NAIC. RBC is a model developed by the NAIC to monitor legal
entity solvency. The outcome of this calculation provides for minimum levels of
capital and surplus for each regulated entity and determines regulatory
measures should actual reported surplus fall below these recommended levels.
Several states are currently in the process of phasing in these requirements
for HMOs over a number of years. If RBC were fully implemented as of March 31,
2001, we would be required to fund additional capital into specific entities
aggregating approximately $73 million. After this capital infusion, we would
have $257 million of aggregate statutory capital and surplus above the required
minimum level.

We file statutory-basis financial statements with state regulatory
authorities in all states in which we conduct business. On January 1, 2001,
changes to the statutory basis of accounting became effective. The cumulative
effect of these changes was recorded as a direct adjustment to January 1, 2001
statutory surplus and did not materially impact our compliance with aggregate
minimum statutory capital and surplus requirements.

We maintain an unsecured revolving credit agreement which provides a line of
credit of up to $1.0 billion and expires in August 2002. Principal amounts
outstanding under our credit agreement were $510 million at March 31, 2001 and
$520 million at December 31, 2000.
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Interest is at either a fixed rate or a floating rate, ranging from LIBOR plus
35 basis points to LIBOR plus 80 basis points, depending on our capitalization
and credit ratings. In addition, we currently pay a 15 basis point annual
facility fee on the entire $1.0 billion facility amount, regardless of
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utilization. This facility fee may fluctuate between 6.5 and 20 basis points
depending on our capitalization and credit ratings. We also pay a 12.5 basis
point annual usage fee when borrowings exceed one-third of the facility amount.
Our credit agreement contains customary covenants and events of default
including, but not limited to, financial tests for interest coverage and
leverage. We were in compliance with all covenants at March 31, 2001.

We are in the process of replacing our credit facility with a new credit
facility. On June 29, 2001, we executed a commitment letter with J.P. Morgan
Securities Inc. for a proposed new credit facility consisting of an up to $300
million 4-year credit facility and an up to $300 million 364-day credit
facility. As of July 31, 2001, we have received commitments under this facility
for an aggregate principal amount of $465 million. We expect that the proposed
new credit facility would contain customary restrictive and financial covenants
as well as customary events of defaults. See "Description of Other
Indebtedness."

We also maintain and issue short-term debt securities under a commercial
paper program. We had $80 million of commercial paper borrowings outstanding at
both March 31, 2001 and December 31, 2000. Our weighted average effective
interest rate on all borrowings outstanding at March 31, 2001 was 5.9%. The
carrying value of our borrowings approximates fair value as the interest rate
on our borrowings varies at market rates.

We believe that funds from future operating cash flows and funds available
under our existing credit agreement and commercial paper program are sufficient
to meet future liquidity needs. We also believe the aforementioned sources of
funds are adequate to allow us to fund selected expansion opportunities, as
well as to fund capital requirements.

Capital Expenditures

Our ongoing capital expenditures relate primarily to our technology
initiatives and administrative facilities necessary for activities such as
claims processing, billing and collections, medical utilization review and
customer service. Total capital expenditures, excluding acquisitions, were $135
million for the year ended December 31, 2000, and $89 million for the year
ended December 31, 1999. Capital expenditures were $28 million for the quarter
ended March 31, 2001. Excluding acquisitions, we expect our total capital
expenditures in 2001 will be approximately $130 million, most of which will be
used to fund our technology initiatives and expansion and improvement of
administrative facilities.

Government Contracts

Our operations are regulated by various state and federal government
agencies. Actuarially determined premium rate increases for commercial products
are generally approved by the respective state insurance commissioners, while
increases in premiums for Medicaid and Medicare+Choice products are established
by various state governments and CMS. Premium rates under our TRICARE contract
with the United States Department of Defense for Regions 3 and 4 may be
adjusted on a year by year basis, and for Regions 2 and 5, every six months, to
reflect inflation, changes in the workload volumes of military medical
facilities and contract modifications.

Our 2001 average rate of statutory increase under the Medicare+Choice
contracts was approximately 2%. Over the last five years, annual increases have
ranged from as low as the January 1998 increase of 2% to as high as 7% in
January 1997, with an average of approximately 3%. Our Medicare+Choice
contracts with the federal government are renewed for a one-year term each
December 31 unless terminated 90 days prior thereto. Increased
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funding beginning March 1, 2001 under Medicare, Medicaid and the State
Children's Health Insurance Benefits Improvement and Protection Act, or BIPA,
is being used to provide additional reimbursement under our contracts with
providers and lower member premiums in certain markets. Legislative proposals
are being considered which may revise the Medicare program's current support of
the use of managed health care for Medicare beneficiaries and future
reimbursement rates thereunder. Management is unable to predict the outcome of
these proposals or the impact they may have on our financial position, results
of operations or cash flows.

Our Medicaid contracts are generally annual contracts with various states
except for our two regional contracts with the Health Insurance Administration
in Puerto Rico, which have two year terms. These contracts are set to expire on
August 31, 2001. The Health Insurance Administration in Puerto Rico is
currently determining future health care insurance benefits. The Health
Insurance Administration in Puerto Rico has requested bids from us and other
insurers. We expect that our current contracts will be further extended until
the new contracts are awarded. We intend to submit our bids as requested by the
proposal. We are unable to predict if we will be awarded any new contracts, or
what form these contracts may take.

Effective July 1, 2001, we renewed our TRICARE contract for Regions 3 and 4
for up to two additional years subject to annual renewal at the option of the
Department of Defense. The TRICARE contract for Regions 2 and 5 that we
recently acquired from Anthem is scheduled to expire on May 1, 2003, subject to
the right of the Department of Defense to terminate the final year of this
contract.

The loss of any of these government contracts or significant changes in
these programs as a result of legislative action, including reductions in
payments or increases in benefits without corresponding increases in payments,
may have a material adverse effect on our revenues, profitabili