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Premera Blue Cross Confidential
Disclaimer

THIS REPORT IS INTENDED TO BE USED ONLY BY THE WASHINGTON STATE OFFICE OF THE
INSURANCE COMMISSIONER, THE WASHINGTON STATE OFFICE OF THE ATTORNEY GENERAL,
AND THEIR DESIGNATED REPRESENTATIYES. IT IS NOT ]NTENDED TO BE USED AND MAY NOT BE
RELIED UPON BY ANY OTHER PARTY FOR ANY REASON, WHATSOEVER. THIS REPORT IS
CONFIDENTIAL INFORMATION AND CANNOT BE DISTRIBUTED EXCEPT IN COMPLIANCE WITH
THE ORDERS OF THE WASHINGTON STATE COMMISSIONER OF INSURANCE.

A FINANCIAL ANALYSIS IS A COMPLEX PROCESS AND IS NOT NECESSARILY SUSCEPTIBLE TO A
PARTIAL ANALYSIS OR SUMMARY DESCRIPTION. IN PERFORMING ITS FINANCIAL ANALYSIS,
BLACKSTONE HAS CONSIDERED THE RESULTS OF ALL OF ITS ANALYSES AS A WHOLE AND DID
NOT NECESSARILY ATTRIBUTE ANY PARTICULAR WEIGHT TO ANY ANALYSIS OR FACTOR
CONSIDERED. IN ORDER TO UNDERSTAND THE CONCLUSIONS IN THE SUMMARY OF FINDINGS,
THE ENTIRE REPORT MUST BE CONsIDERED. FURTHERMORE, SELECTING ANY PORTION OF
BLACKSTONE’S ANALYSES, WITHOUT CONSIDERING ALL ANALYSES, WOULD CREATE AN

INCOMPLETE VIEW OF THE PROCESS UNDERLYING THIS REPORT.
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Premera Blue Cross _ Confidential
I. Summary of Findings !

INTRODUCTION

The Blackstone Group (“Blackstone”) has prepared the following report to review PREMERA’s™ (“Premera”
or the “Company”) amended Form A Filing (the “4mended Form A Filing”) which was filed with the |
Washington Office of the Insurance Commissioner (“OIC *) on February 5, 2004 in connection with the proposed
conversion of Premera from a private non-profit health service company to a for-profit company and the
subsequent initial public offering contemplated by the Company (the “Transaction”).

® Premera filed its original Form A (the “Original Form A Filing”) on September 17, 2002. After conducting its review of the
Original Form A Filing, Blackstone submitted a Fairness and Valuation Report on the proposed conversion to the OIC on
October 27, 2003 (the “Blackstone Initial Report”).

® Premera filed a management equity plan with the OIC on October 17, 2003. Blackstone reviewed the equity compensation plan
and summarized its findings in a report dated November 24, 2003 (the “Blackstone Compensation Report™).

® Since the date of the Blackstone Initial Report, the OIC, the Washington Attorney General’s office and their
consultants/advisors (the “Washington Representatives”), in addition to their Alaska counterparts (the “Alaska
Representatives”)(z), have participated in a number of discussions with the Company on the issues raised in the various
Washington and Alaska consultants’ reports, including the Blackstone Initial Report and the Blackstone Compensation Report.

e The Washington Representatives met with the Company on October 22, 2003 to discuss issues raised in the preliminary
draft reports of the consultants.®

e The Washington and Alaska Representatives held meetings with Premera in Seattle on three separate occasions:
(i) December 17 — 19, 2003, (ii) January 5 -7, 2004 and (iii) January 19 — 23, 2004.

e The Washington and Alaska Representatives have also held conference calls with the Company on numerous occasions.

Note: Please refer to the Amended Form A Filing for any defined terms not specifically defined in this report.

() PREMERA is the current holding company of Premera Blue Cross, which is authorized to transact business as a health care service contractor. Pursuant to the Transaction,
New PREMERA, a taxable entity, will be formed and will own Premera Blue Cross, Premera Blue Cross Blue Shield of Alaska and the Company’s other subsidiaries.

@ The Alaska Representatives are advising the Alaska Department of Insurance (“ADI") and the Alaska attorney general’s office.

®) The Washington consultant’s draft reports were filed with the Company on October 3, 2003.

2
TheMGroup‘ '

2528421.doc




Premera Blue Cross ' . Confidential

I. Summary of Findings

INTRODUCTION (CONT’D)

® In addition, since October 2003, the Washington Representatives have held a number of discussions both internally and
together with the Alaska Representatives in order to assess the potential implications of the proposed revisions to the
Transaction.

m Although the revised Transaction, as reflected in the Amended Form A Filing by the Company, partially reflects the discussions
that Premera has held with both the Washington and Alaska Representatives, neither the OIC, the Attorney General nor their
consultants have specifically indicated approval of or recommendation of the revised Transaction.

m The following report supplements the Blackstone Initial Report and the Blackstone Compensation Report and focuses on
whether the revised Transaction sufficiently addresses issues raised in the previous reports or raises any additional concerns.
As such, this report should be read in conjunction with the Blackstone Initial Report and the Blackstone Compensation Report.
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I. Summary of Findings

SCOPE OF BLACKSTONE’S WORK

As part of its review of Premera’s conversion, Blackstone has done the following:

Documents Reviewed

Premera’s audited historical financial statements for the years ended December 31, 1997 — 2002 and unaudited financial
statement for the year ended December 31, 2003.

Premera management’s projections for 2003 — 2007 provided on March 21, 2003.

Premera’s revised financial outlook for 2003 — 2006 provided on October 17, 2003.

Premera’s most recent budget for 2004 presented to the Company’s board of directors on February 11, 2004.
Minutes from meetings of Premera’s board of directors for the years 1997 — 2003.

The Form A filing application -and the Transaction documents related to Premera’s proposed conversion to a for-profit
company, dated September 17, 2002.

The Amended Form A Filing application related to Premera’s proposed conversion to a for-profit company, dated February 5,
2004.

Presentations made by Goldman Sachs, including those dated September 10, 1997, November 12, 1997, September 9, 2000,
May 24, 2001, August 8, 2001 and October 6, 2002.

The initial reports analyzing various aspects of the Transaction prepared by the consultants / advisors representing Washington,
Alaska and the Company and submitted in October / November 2003.

Drafts of the Washington Representatives’ supplemental reports analyzing various aspects of the Amended Form A Filing.

Certain other publicly available and internal information concerning the business, financial condition, and operations of
Premera that we believe to be relevant to our inquiry.
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I. Summary of Findings

SCOPE OF BLACKSTONE’S WORK (CONT’D)
Meetings / Conference Calls

» Discussed Premera’s original Form A to review concerns raised in the reports of the Washington and Alaska Representatives,
on several occasions, with both the advisors and the members of management of Premera.

® Discussed the Amended Form A Filing with the Washington and Alaska Representatives.

® Discussed Premera and its business, operating environment, financial condition, prospects and strategic objectives on several
occasions with both the advisors and the members of management of Premera.

® Discussed Premera and its business, operating environment, financial condition, prospects and strategic objectives on many
occasions with the OIC and ADI and their other consultants, advisors and counsel.

Other

Analyzed the market performance of other conversions and initial public offerings in the health insurance industry.

Analyzed the operating and trading statistics of selected publicly traded managed care companies.
)

Prepared and analyzed various sensitivities to management’s projections.

Reviewed such other information, performed such other studies and analyses, and took into account such other matters as we
deemed appropriate.

() Blackstone, in conjunction with PricewaterhouseCoopers, prepared a sensitivity case to evaluate alternative scenarios regarding projected operating results.
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I. Summary of Findings

SCOPE OF BLACKSTONE’S WORK (CONT’D)

Blackstone has not:

® Independently verified the accuracy and completeness of financial and other information that is available from public sources
and information provided to us by Premera or their respective representatives, or otherwise reviewed by us.

® Made an independent appraisal of Premera’s surplus or assets or expressed any opinion as to either the value of such surplus or
such assets or the value of the projected income and cash flow expected to be derived therefrom.

8 Performed due diligence on Premera’s physical properties, sales, marketing, distribution or service organizations, product
markets, or investment portfolio.

® Examined or incorporated any findings that may be part of documents deemed to be attorney-client privileged as determined by
the Special Master’s Decision Following In Camera Review of Documents (Docket No. G02-45).

® Considered any documents or analysis submitted by Premera after February 23, 2004.
® Considered any discussions with Premera or its advisors, which took place after February 23;2004.
® Expressed any opinion, including as to the following:

e The fair value of Premera

® The fair value of the public assets of Premera that sérve health care needs in Washington

e Whether the terms of the Transaction fairly distribute the value of the public assets
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SUMMARY OF PROPOSED MODIFICATIONS

Many of the issues and concerns raised in the Blackstone Initial Report, the Blackstone Compensation Report
and in subsequent discussions with the Company have been addressed in the Amended Form A Filing. However,
there remain a number of outstanding issues with respect to Transaction fairness that continue to raise concern
and have not been fully addressed. Blackstone would propose the modifications outlined in the table below.

Document /
Section

Proposed Modifications

Comments / Observations

Plan of
Conversion
“Access”
Definition

Plan of
Conversion
Section 4.3

Plan of
Conversion
Section

43(0)0)

Plao of
Conversion
Section
4.3(b)(ii)

The Washington Foundation and the financial
advisor to the OIC should receive the preliminary
proposal detailing the proposed IPO parameters
(size, pricing range, split between primary and
secondary shares) from Premera and its advisors
at least 4 weeks prior to the commencement of the
IPO roadshow.

The Plan of Conversion should include the IPO as
a closing condition for the overall Transaction.

The window to complete an IPO after receiving all
regulatory approvals should be twelve months
unless the Washington State Commissioner of
Insurance ("Washington Commissioner ") grants
an extension in his sole discretion. The automatic
three-month extensions for pending litigation
should be removed.

The bring-down certificate language in the Plan of
Conversion should be modified so that it requires
(i) a disclosure from Premera if its RBC ratio
increases or decreases by 25 percentage points or
more and (ii) a change in the recommendation of
any other consultants to the Company (including
legal counsel).

The financial advisor to the Washington Foundation requires sufficient time in order to
evaluate the information provided by the Company and to assist the Washington
Foundation in determining its level of participation in the IPO.

Certain TPO terms could potentially have an impact on transaction fairness. The
financial advisor to the OIC needs adequate time to review these terms and incorporate
them into its analysis of the overall faimess of the transaction. This is important as the
financial advisor to the OIC will likely be asked to provide a bring-down opinion at or
around the closing date of the Trapsaction.

The fairness of the Transaction could be meaningfully impacted if an IPO does not
occur simultaneously with the conversion of Premera from a non-profit to a for-profit
entity.

Twelve months represents an adequate window for Premera to complete an IPO based
on a consideration of prior conversions and the potential for equity market dislocations.
ARer twelve months, if an PO has not been completed, the Washington Commissioner
should be able to review the facts and circumstances to determine if an extension is
warranted.

A change in the Company’s RBC ratio of more than 25 percentage points could
represent a material change in the Company’s financial position and should be disclosed
to the Washington OIC and its advisors. Similarly, a change in the recommendation of
Premera’s legal counsel is a significant event. Such changes would need to be factored
into Blackstone’s bring-down opinion given that it may impact the faimess of the
overall Transaction.
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SUMMARY OF PROPOSED MODIFICATIONS (CONT’D)
Document
/ Section Proposed Modifications

Comments / Observations

Plan of The Plan should expressly state that the
Conversion financial advisor to the OIC should be permitted

Section to share its findings and analysis with the
5.3(b) Washington Foundation.
VTA® The Washington Foundation should be

“Change of  permitted to vote freely on large stock

Control” acquisitions by the Company or merger-of-equal

Definition transactions (i.e., any transaction that could
result in Premera owning less than 80% of the
pro forma entity).

VTA The Washington Foundation should be allowed

Section to maintain 5% of the outstanding common stock

3.02 outside the trust at all times. Also, the voting

trust should cease to apply to Washington when
it drops below 5% ownership within the trust.

VTA The Washington Foundation should be

Section permitted to vote freely on (i) any New Stock-
4.03(c) Based Programs that are effective during the
Stock Restriction Period and (ii) programs that
are effective after the Stock Restriction Period
and submitted for a vote earlier than six months
prior to the end of the Stock Restriction Period.
VTA The Washington Foundation should have the
Section right to nominate its own representative to the
5.03(b)(1) Company'’s board of directors.

() «“yTA?” represents the Voting Trust and Divestiture Agreement.

The Washington Foundation has no right to appoint an underwriter in the IPO.
As a result, the Washington Foundation will be relying on the information obtained from
the financial advisor to the OIC.

The current provision only allows the Washington Foundation to vote on stock transactions
if Premera shareholders’ pro forma ownership would be less than 50%. This would
potentially exclude merger of equal transactions and large stock acquisitions.

The Washington Foundation should be able to vote on material transactions as they could
have a significant impact on the value of its stake in the Company.

NYSE stock exchange rules currently require a shareholder vote for any transactions that
would result in Premera’s shareholders’ pro forma ownership to be less than 80%.

Since the Washington Foundation is a separate sharcholder the 5% provision and the
cessation of the voting trust at levels below 5% should apply to it individually. .

While the documents currently provide that the Washington Foundation will be permitted to
hold 5% outside of the trust, this provision has been conditioned upon the approval of the
Blue Cross Blue Shield Association (“BCBSA”). This conditionality should be eliminated.?)

Any new stock-based program that becomes effective during the Stock Restriction Period
could impact the provisions related to equity compensation that are reflected in the
Amended Form A Filing. As a result, the Washington Foundation should have the ability
to vote freely on such proposals.

For plans effective after the Stock Restriction Period, a six-month window should give the
Company sufficient flexibility to put such plans into place in advance of the Stock
Restriction Period ending. '

A board representative jointly nominated with Alaska raises significant concerns.
® Washington and Alaska are two scparate sharebolders with distinct goals and
obligations.
@ Given that the Washington Foundation will have a substantial ownership interest in the
Company, it is important that the Washington Foundation have appropriate
representation on the Company’s board of directors.

@ Under the current documents, if the BCBSA does not permit each Foundation to hold 5% outside the trust and if the Washington and Alaska Foundations can’t agree on how to
split a single 5% outside the trust, then only the Washington Foundation will have 5% outside the trust.
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SUMMARY OF PROPOSED MODIFICATIONS (CONT’D)

Comments / Observations

Document / :

Section ‘Proposed Modifications
VTA Premera should be required to choose one of the
Section three nominees for a Board seat that the

5.03(b)(H Washington Foundation submits.

YTA The Washington Foundation’s right to designate a
Section board member should not terminate automatically
5.03(b)(ii) after five years.

VTA The BCBSA divestiture deadlines should apply to

Section 7 the Washington and Alaska Foundations
individually rather than in the aggregate. In
addition, the divestiture requirement for the first
year should be eliminated as was done in the
WellChoice conversion.

VTA The VTA should be modified so that if Premera

Section 10 were to lose its Blue Cross Blue Shield (“BCBS")
license, the terms of the agreement would be
modified so that it is substantially similar to the
relevant provision in the WellChoice Transaction.

The qualification requirements outlined in Section 5.03(b)(i) of the VTA are fairly
rigorous and should be the determining factor as to whether someone is qualified to
serve on Premera’s Board.

The Company should not have a veto right on all three of the Washington Foundation’s
nominees if they meet such qualification requirements.

It is possible that the Washington Foundation could continue to maintain a significant
ownership percentage after five years (i.c., as much as 50% in some cases).

It would be problematic for the Washington Foundation to be a significant shareholder
without sufficient Board representation.

The Washington and Alaska Foundations will be separate entities with their own

objectives.

Moreover, the treatment of the Foundations as one shareholder in order to meet the

divestiture guidelines would result in a number of potential issues, including but not

limited to:

® A need to revisit the allocation of demand rights between the Washington and
Alaska Foundations, which have been negotiated assuming that the divestiture
deadlines would apply individually.

@ The mechanism requiring the sale of shares in the event a divestiture deadline is not
met.

The plan currently includes no deadline in year one, subject to the BCBSA approval.

This conditionality should be removed.

The restrictions placed on the Washington Foundation in the VTA are due to the
requirements of the BCBSA. A large sharcholder of a publicly traded entity would
ordinarily not be subject to these types of restrictions. Correspondingly, in the absence
of the BCBSA requirements, these restrictions should expire.

() Given that the Washington Foundation may be subject to Blackout Periods of up to 730 days in the first five years after the TPO, the Washington Foundation may not need to be

below 20% until the seventh year after the IPO.
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