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1
2
3 MS. DeLEON: Thank you, Your Honor. The OIC
4 staff would like to call Martin Alderson-Smith, please.
5
6 MARTIN ALDERSON-SMITH, having been first duly
7 sworn by the Judge,
8 testified as follows:
9
10 DIRECT EXAMINATION
11 BY MS. DeLEON:
12 0. Please state your name for the record.
13 A. My name is Martin Alderson-Smith.
14 Q. Where do you currently work?
15 A. I work at the Blackstone Group in New York.
16 Q. Could you please summarize your educational
17 background, please.
18 A. Yes. I have an MA from Oxford University, which I
19 received in 1979. I also have an MBA from the Harvard
20 Business School. Since that time, I have worked at the
21 First Boston Corporation in New York and London for
22 eight years, and I have also worked at the Blackstone
23 Group for approximately 12 years.
24 Q. What do you do at the Blackstone Group?
25 A. I am in the corporate advisory mergers and
May 12, 2004
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acquisitions area of Blackstone and have been in that
group in New York for approximately the last 10 or 11
years.

In that group, I specifically look after financial
institutions, notably life and health insurance
companies. And within the life and health insurance
arena, I spend a lot of time working on demutualizations
and conversions.

Q. Could you briefly summarize your experience on
working with demutualizations and conversions?

A. Yes. Generally, I spend most of my time working for
state insurance commissions and Commissioners,
overseeing and regulating the demutualization or
conversion of various life and health companies.

I have worked very closely with the state of New
York on the demutualizations of John Hancock,
Metropolitan Life, Prudential, Principal Financial and
Provident. I have also worked with the state of Iowa on
Principal Financial, with the Commonwealth of
Pennsylvania on Provident.

I am also working with the state of New York
currently on the sponsor for demutualization of Security
Mutual.

On the conversion side, I worked from 2001 to 2003

on the proposed sponsored conversion of Blue Cross/Blue
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Shield, Maryland, Delaware and Washington, DC, known as
CAFOs.

Q. Did you prepare prefiled direct testimony for this

proceeding?
A. T did.
Q. Did you also assist in the preparation and

submission of the Initial Report on Valuation and

Fairness by the Blackstone Group, dated October 27th,

20037
A. T did.
Q. Did you also assist in the preparation and

submission of the Supplemental Report Review of G-10 and

Equity Incentive Plan, dated 11/24/03 by the Blackstone

Group?
A. I did.
Q. Did you also prepare and submit a Supplemental

Report on the Valuation and Fairness by the Blackstone
Group, dated February 27th, 200472

A. I did.

Q. Thank you. Are these reports incorporated by
reference in your prefiled direct testimony?

A. They are.

Q. Did you attach a curriculum vitae to your prefiled
direct testimony?

A. I did.
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Q. Mr. Alderson-Smith, do you adopt all of your
prefiled direct testimony in this matter?
A. T do.

MS. DeLEON: Your Honor,
Mr. Alderson-Smith's adoption of his testimony
previously filed and served in this matter, we would
move for the admission of Exhibit S-7, which is his
curriculum vitae, and S-39, which is his prefiled direct
testimony. The reports have been previously admitted
already.

MR. MITCHELL: No objection.

MS. McCULLOUGH: ©No objection.

JUDGE FINKLE: Admitted.
Q. Mr. Alderson-Smith, could you please tell us what
your area of expertise was in preparing these Blackstone
reports?
A. Yes. As Mr. Koplovitz mentioned yesterday
afternoon, he and I worked very closely in the
preparation of a number of these reports. And within
the overall scheme of work, where both of us helped each
other out on a number of areas, my particular area of
expertise was looking at the Form A documents, which
included the voting rights and divestiture agreement,
the registration rights agreement, and also the benefit

compensation plans.
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My specific area was to examine these documents and
to look at potential modifications and areas to change
that may ensure that we would be able to write a
fairness opinion, at the appropriate time, on the

fairness of this transaction to the policyholders and

the public.
Q. I would like to have you focus your attention on the
voting trust and divestiture agreement. Why is it

Blackstone suggested that the Washington Foundation be
permitted to vote on transactions that result in
Premera's owning less than 80 percent of the pro forma
company, versus the 50 percent that is currently vetoed?
A. The logic behind modification is that in the current
corporate environment we believe that the Washington
Foundation needs some additional voting power, free
voting power, when it comes to very major transactions,
particularly stock transactions, where Premera, for
example, may issue large amounts of its own stock to
acquire another company.

In many of these situations, it may well be that,
even though Premera ends up as more than a 50 percent
owner of the resulting combined entity, the shareholders
of Premera may not any longer be in control of that
entity, it may well be that the shareholders of the

acquired entity, through a reverse takeover, may end up
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being in control.

And, therefore, we are very anxious to ensure that
when significant amounts of stock are issued in such a
scenario, that there is the ability of the Washington
Foundation to be able to vote on those transactions as a
free vote.

Interestingly enough, the New York Stock Exchange
rules indicate that when a company issues more than 20
percent of its own shares as new shares, a vote is
required by that company. And so we are using that as a
guideline to modify and to enhance the flexibility and
the governance rights of the foundation.

Q. Why has Blackstone suggested that Premera accept one
of the three nominees from the Washington Foundation for
the company's board of directors.

A. We are concerned now that we have been granted a
board seat on Premera's board -- and this is when I say
we, I apologize, I should say when the Washington
Foundation is granted a board seat on the Premera

board -- we think that it is important that that
Foundation has a great deal of say in who that board
member should be.

During the course of discussions in November,
December and January, of this year, there were numerous

debates in terms of the sort of qualifications that that

May 12,2004
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board member should have. And I think all of the

parties worked, quite successfully, to stipulate the
sort of qualifications that the Foundation nominee for
the Premera board should have. Those are quite
stringent qualifications. They include experience on a
public company board or work for a major investment bank
accounting firm, management consulting firm, of national
repute.

We also have flexibility in terms of further
modifying those qualifications to ensure that the sort
of member is ideally suited to the Premera board. Given
that, we are very concerned that of the three nominees
that we would put forward, Premera has the right to veto
every single one of those three. We would believe that
at least one of those three should be acceptable, and
therefore we are very concerned that the net result of
us having all of our nominees vetoed, and having to go
back to the drawing board to find new nominees, is
problematic.

Q. Why has Blackstone suggested that the provision
stipulating that the Washington Foundation's rights to
nominate a member to Premera's board terminate after
five years and that would be problematic?

A. That would be problematic. We understand that this

is a Blue Cross/Blue Shield Association issue, just as a

May 12,2004
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preface to this particular point. We believe that that
could be a problem, in that, the Washington Foundation,
after five years, could end up owning as much as 50
percent of this company.

Given the divestiture and divestment guidelines in
the voting trust agreement, we do note that due to
blackout periods and other delays, it could be that
Washington will still own a very, very material portion
of the Premera equity, and that situation could exist
for longer than five years. It could exist up to seven
years before Washington is below the 20 percent level.

Therefore, our suggestion is to have not only a time
limit but also a threshold of ownership. So that if the
five-year time limit had expired, and still the
Washington Foundation owned more than a certain
threshold of shares of Premera, that it would still be
appropriate for the Washington Foundation to have a
representative on the board of Premera.

Q. Now, why has Blackstone suggested that the
divestiture deadlines apply separately for the Alaska
and Washington Foundations?

A. This is an issue that has really arisen as a result
of discussions that took place during the winter of 2003
and the spring of 2004. The problem really arose from

what we consider to be a beneficial outcome of having

May 12,2004
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now two Foundations rather than one.

At the initial periods of discussion, a divestiture
schedule was detailed on the assumption that we only had
one Foundation. Now that we have two Foundations, there
is a concern that there is a potential for conflict
between those two Foundations in terms of how the
divestiture schedule works. This is a particular and
primary concern that we have.

I think that we have less concern about the overall
speed of the sell down, except for one point that we
will come down to a little later. But the interaction
of the two Foundations, in terms of how the shares are
sold, i1s quite problematic to us.

For example, if Washington does not sell down as
many shares as it should in its divestiture timeline,
then there is an obligation for Alaska to accelerate its
timeline, and that also happens on a reciprocal basis.
This could lead to potential friction between the two
Foundations, which we do not think would be beneficial
to any party.

0. It has been talked about that some of these
requirements are levied by the Blue Cross/Blue Shield
Association. Why has Blackstone suggested that the
voting trust and divestiture agreement be terminated if

the company were to lose the Blues mark?

May 12,2004
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1 A. First of all, I would agree with you, many of the
2 elements of the voting trust and divestiture agreement
3 really stem from the Blue Cross/Blue Shield Association
4 guidelines or particular remits in this conversion.
5 If for -- what I would consider to be a very
6 unfortunate event taking place -- namely, the Premera
7 were to lose the marks, and it is obviously very
8 difficult for us to imagine the loss of those marks as
9 anything other than a disappointing, in fact, a
10 disastrous outcome. If such a situation were to occur,
11 we believe that certain of the restrictions -- in terms
12 of the ability of the Foundation to increase its level
13 of governance, and also the ability of the Foundation to
14 significantly reduce, if appropriate, its sell down of
15 the shares of Premera -- we believe that such elements,
16 we think, would be beneficial to the Washington
17 Foundation, to manage what could be a very difficult
18 period of time.
19 Q. Are there any provisions of the voting trust and
20 divestiture given that might be appropriate between a
21 publicly-traded company and a significant shareholder?
22 A. There may be a number of provisions within a
23 modified voting trust and divestiture agreement that
24 would be appropriate. Obviously, we would be prepared
25 to discuss those elements. There may well be lock-out
May 12, 2004
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periods that would still be appropriate for the
Foundation to continue to hold shares.

There may even be appropriate discussions that could
take place on the divestment of those shares on a
different timeline or a different schedule. 1In
addition, there may be certain changes in governance
that might be appropriate and would be -- and should
be discussed.

I don't think -- as Mr. Koplovitz testified
yesterday afternoon, I don't think that it would
necessarily be the case -- and I am not even sure that
the agreement should be modified to allow for a complete
takeover of Premera by the Washington Foundation.

I think that may actually be problematic for a whole
series of reasons, including the maintenance of an
appropriate stock price. It may scare investors -- both
at the time of that takeover, as well as at the time of
an IPO, and clearly that's something that none of us
want to have happen. But it may be appropriate
therefore to modify this agreement to make it more

appropriate to the changed circumstances of the loss of

mark.
Q. I would like to have you turn your attention to the
registration rights agreement. 1In a situation where the

Washington Foundation piggy-backs on a company

May 12,2004
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registration, should it have input into the pricing
decisions?
A. This is, I think, a relatively small point, in that,
clearly in a situation where Washington goes for a
demand registration to sell down its stock, and Premera
enters into that registration right as a piggy-back,
clearly there is a need for Washington to continue to
have some influence and certainly be consulted on the
level of price, the level of demand for those shares.

And, in exactly the same way, we believe that when
there is a Premera sale and Washington comes in as a
piggy-back on the registration of the company, again,
there should be some -- perhaps more limited -- but
nevertheless some clear degree of consultation.
Q. Perhaps you could give us a brief explanation of
what a piggy-back is.
A. Yes. A piggy-back is a situation where one
constituent, one shareholder, wishes to register its
shares. And clearly a registration of shares, as I
think was discussed yesterday by Mr. Steel, is a --
probably a more efficient method of putting shares out
into the market, than simply selling them to a market
maker on Wall Street.

A registration would then require an SEC document,

it would also generally need a road show, which is a

May 12,2004
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discussion with potential investors, when the company
would go out and discuss its prospects with a wide range
of potential investors. So there could then be an
orderly sale of those shares to new investors, usually
at a fixed price.

That is a very expensive and very time-consuming
process, it is a major burden on the company. And
therefore, it is often the case that when you have such
a registration process going on, other major
shareholders who may wish to sell large blocks of
shares, have the right to go along with the shareholder
who has in fact initiated this process. That going
along is effectively called a piggy-back.

Q. Why is Blackstone concerned about the level of
independence of Premera's board of directors?

A. It is an interesting situation, in that, at the
moment we have a clearly heightened awareness of good
corporate governance and good corporate practices in the
board room. There has been, obviously, a lot of news in
the newspapers and media about independent directors
failing in their duty to look after all of the
shareholders of the company that they represent. There
have been examples as well known as the New York Stock
Exchange to Tyco to Adelphia, many, many different

situations.
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In many of these situations, the directors were not
in fact as independent as they perhaps should have been.
With the benefit of 20/20 hindsight, certain independent
directors now don't look as independent as perhaps
people thought they were before these incidents took
place.

It is, therefore, critically important that the
independent directors of Premera, not only are
independent, but are also seen to be independent. One
of the concerns we have, is that when we look at the
independent qualifications -- which, by the way, are New
York Stock Exchange qualifications -- so these are ones
that are practiced at the moment by different boards.

But when we look at those qualifications and those
guidelines, we are very concerned about the two percent
test, which says, that if a director is an employee of a

company that represents more than two percent of

Premera's revenues -- and that is also a reciprocal on
the company's -- of the director's company's revenues,
then -- so long as it is less than two percent, that

director would be considered to be independent.

Our concern is -- and I think we went through the
arithmetic yesterday with Mr. Steel -- our concern 1is
that major customers of Premera, perhaps representing as

much as 56 or 57 million dollars in revenue, could still

May 12,2004
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be considered to be independent directors.

And therefore, our suggestion is that -- at the
moment the way that the bylaw is currently written and
currently drafted, is that it is the greater of two
percent or one million dollars as being the standard for
not being independent -- our belief is it should be the
lesser of two percent, or one million dollars, which
would therefore allow people who have major business
relationships with Premera not to be independent. They
could become non-independent directors, they could
become clients or customers who are seen as inside
directors. But in terms of independent directors, we
think it is very important that these people really are
independent.

I agree that this will narrow the pool. It means
that we won't be able to have major customers in Premera
as directors. It means that maybe we won't be able to
have certain of the physicians working within this
service area as directors. That is, I think, looking at
the balance of the risks and the benefits, a benefit --
a net benefit to Premera and to all of its shareholders.
Q. Did you have a chance to review the Unallocated
Shares Escrow Agent Agreement?

A. I did.

Q. And what are Blackstone's concerns regarding that

May 12,2004
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agreement?

A. We have a couple of concerns on the USEA, as we call
it. Really, this agreement was created quite quickly as
a reaction to the inability of the state of Alaska and
the state of Washington and to the inability of the
various consultants working for those states, including
Blackstone, the inability of those various groups to
come to a clear agreement in terms of the allocation of
shares of ownership of this company between the two
states.

So I would like to just sort of say, clearly this is
not a situation that was one created by Premera.
Premera, in fact, drafted language to try and deal with
a problem that came from really an inability of the
states to agree on a clear and specific allocation of
shares.

This agreement was quite quickly put together. We
do not believe it has had enough review or discussion.
It was put together really at the last minute. And as a
result, we have a couple of concerns. There are a few
minor drafting concerns that we have, but there are a
couple of really significant concerns that we have with
this agreement.

The first concern has to do with the potential sale

of shares in the IPO. As Mr. Koplovitz testified
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yesterday, it may well be that the Foundations either do
wish or do not wish to sell shares in the IPO. That
will be a decision that should be made much closer to
the IPO when we fully understand what the appropriate
size of the IPO should be, what the appropriate split of
shares between primary shares sold by the company and
secondary shares sold by the Foundations should be.
Also, what the use of funds is going to be, what are
those funds going to be used for, either by Premera,
particularly, or by the Foundations. So it is a
decision that we really don't feel capable of taking
until much closer to the IPO.

However, in the USEA, there is the stipulation that
if the Foundations do not sell 10 percent of their
shares in the IPO, then the escrow shares will be sold
up to a total of 10 percent for each Foundation. Which,
to some extent, removes from the two Foundations the
flexibility that Mr. Koplovitz was discussing yesterday.
That's probably the first point.

The second point, again, is really in the situation
of governance. When we have a situation where the
states of Alaska and Washington can't necessarily agree
on an appropriate course of action for voting the escrow
shares during the period of a free vote, in that

situation, the vote in fact is taken away from both the
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1 Foundation for Washington and the Foundation for Alaska,
2 and mirrors the vote of the independent directors.
3 Effectively the vote is taken away from the Foundations
4 and given to the independent directors. We believe that
5 some work needs to be done on that, because we feel that
6 removing that right to vote on important transactions
7 could be problematic.
8 Q. Now, of all the changes and modifications that you
9 have discussed today and that are in the Blackstone
10 report, would the stock market react negatively to any
11 of these in your opinion?
12 A. Obviously, this is an issue that we have had a great
13 deal of discussion about. Because it is a very tough
14 call to try and quantify the price and wvalue
15 implications of any of these particular issues.
16 I would like to just carve out one right away, and
17 that is, we are not in any way advocating that the
18 company, or we, or any other party, should be aiming to
19 lose the Blue Cross/Blue Shield mark. So, obviously, if
20 for example, there was a situation where the Blue
21 Cross/Blue Shield Marks would be lost, I could say with
22 fairly strong degrees of certainty that would have a
23 serious negative evaluation impact.
24 So I just sort of carved that one out for a moment,
25 and move to the -- all of the none Blue Cross/Blue
May 12, 2004
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Shield Association issues. Our belief is that none of
those would have material impact in terms of price and
value increase, or price and value decrease.

What most of those provisions try to do is to ensure
that the Foundation and the policyholders, as well as
all the shareholders in many of these instances, have
the maximum flexibility with regard to the disposition
of the Foundation shares, and also have appropriate
governance rights to ensure that the Foundation's
position is taken note of in discussions, that it
doesn't dominate board proceedings, but nevertheless, is
an influence in some of the more important decisions
that are made by Premera.

And I think just as -- just sort of one final
element on this, I think it is fair to say, Jjust looking
at the testimony of Mr. Koplovitz yesterday, as well as
various discussions that we have had with the company
over the last five to six months, there has obviously
been an enormous amount of progress that's been made in
terms of dealing with large numbers of issues on the
Form A filing.

And, clearly, the revised Form A filing,
particularly, as revised for one or two other additional
elements that have been put into various direct

testimony over the course of the past few weeks, this
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revised Form A filing is dramatically and substantially
better in terms of striking the right balance between
maximizing value for the Foundation, as well as guarding
flexibility and governance rights for the Foundation
than the first Form A filing of October 2003.

Q. As currently construed, do the documents allow for a
fair market value to be transferred to the Foundation?
A. We believe, as currently construed, there are still
problems in terms of fair market value and fair value to
be transferred to the Foundation.

MS. DELEON: I have no further questions.

CROSS-EXAMINATION
BY MR. MITCHELL:
Q. Good morning, Mr. Alderson-Smith.
A. Good morning.
Q. My understanding -- and I would ask you to confirm
this -- is that the wvalue of Premera -- and, more
particularly, the value of the stock of Premera that is
proposed to be delivered to the Foundation will be
established by the market after the IPO. 1Is that your
understanding?
A. That is my understanding.
Q. Now, as I understand it, one of the tasks that

Blackstone has been given is to look at whether the
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transaction, taken as a whole, is fair to the public
from a financial point of view; 1is that correct?

A. That is correct.

Q. And this question of fairness, as you have
considered it, involves three elements, does it not?
Namely, the value received by the Foundation, the degree
to which the Foundation can exercise control over its
primary asset, namely, the shares, and the flexibility
enjoyed by the Foundation in disposing of the shares?
A. I think that's a good summary.

Q. Now, as I understand it as well, Mr. Alderson-Smith,
those three objectives are intention. That is to say,
that the value to be received by the Foundation is
somewhat at odds with the question of flexibility and
control. Is that not true?

A. That is true. It is a balance.

Q. And more specifically, the degree to which the
Foundation can exercise control over its shares can
adversely affect the value of those shares, because of
the concerns of the other investors in the market; is
that not true?

A. I think the concept we have here is if we give
unbridled power to the Foundation and unbridled
flexibility to the Foundation, in terms of selling down

its shares, allowing it to sell down its shares whenever
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it feels like it, that will have potentially negative
consequences for the value of the stock.

And it will have potentially negative consequences
for the value of the