Premera Blue Cross

Confidential

Report on Valuation and Fairness
of the Proposed Conversion

October 27, 2003

The M Group®



Premera Blue Cross
Disclaimer

Confidential

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 REPRESENTATIVES. IT IS NOT INTENDED 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 SﬂMMARY 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 EXECUTIVE SUMMARY,
THE ENTIRE VALUATION AND FAIRNESS OPINION 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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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 REPRESENTATIVES. IT IS NOT INTENDED 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 EXECUTIVE SUMMARY,
THE ENTIRE VALUATION AND FAIRNESS OPINION 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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REVIEW OF TRANSACTION

The Blackstone Group L.P. (“Blackstone”) has been serving as an investment banking advisor to the State of
Washington Office of Insurance Commissioner (“OIC”) in connection with the OIC'’s examination of the
conversion of PREMERA(U (“Premera” or the “Company”) from a private non-profit health service company to
a for-profit stock company and the subsequent public offering contemplated by Premera (the “Transaction”).

Overview

® Premera is a holding company for two Blue Cross Blue Shield companies, Premera Blue Cross Corp. and Premera Blue Cross
Blue Shield of Alaska Corp., and other entities that include PremeraFirst Inc., Washington-Alaska Group Services Inc., MSC
Life Insurance Company, LifeWise Health Plan of Washington, LifeWise Administrators Inc., Calypso Healthcare Solutions,

LifeWise Health Plan of Oregon Inc., LifeWise Assurance Company, NorthStar Administrators Inc., and Western Benefits
Administrators Inc.

® As part of the Transaction, Premera, a non-profit health service company domiciled in the state of Washington, intends to
convert to a for-profit stock company. A certain tax-exempt entity (the “Foundation™), a non-profit charitable foundation, will
receive 100% of Premera’s common stock after the conversion and distribute any proceeds resulting from the Transaction or

the sale of its stock in Premera to the Washington and Alaska charitable organizations. Proprietary Material
lc Pf@';“:'th:'efia' nPremera intends to execute an initial public offering]. . Redacted
edacte 2)

® While the Company may have considered several other strategic options to the Transaction, Blackstone has evaluated only the
proposed transaction and has not considered or assessed any other potential transaction that the Company might be able to pursue.
History '
m Premera filed a Form A Statement Regarding the Acquisition of Control of a Domestic Health Carrier and a Domestic Insurer
on September 17, 2002, indicating its plans and providing general information. Premera is currently seeking approval from the
OIC in order to proceed.
m The OIC is currently examining the Transaction in ogder to determine, among other things, whether the value that could be
received by the Foundation in the conversion is fair and reasonable given Washington statutes.

() pPREMERA 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 and its subsidiaries.
2

f Proprietary Material ]
— Redacted
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SCOPE OF BLACKSTONE’S WORK

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

Documents Reviewed
m Reviewed Premera’s audited historical financial statements for the years ended December 31, 1997 — 2002.
Reviewed Premera’s management projections for 2003 — 2007.
Reviewed Premera’s management revised financial outlook for 2003 - 2006.
Reviewed minutes from meetings of Premera’s board of directors for the years 1997 — 2003.

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

® Reviewed 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.

m Reviewed drafts of the other consultant reports, including those of the OIC and the Company.

® Reviewed 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.

Meetings / Conference Calls

= Held discussions on many occasions with both the advisors and the members of management of Premera concerning Prcmera
and its business, operating environment, financial condition, prospects, and stratcgic objectives.

m Held discussions on many occasions with the OIC and its other consultants, advisors and counsel concerning Premera and its
business, operating environment, financial condition, prospects, and stratcgic objectives.

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 sensitivitics 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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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. '

® Performed due diligence on Premera’s physical properties, sales, marketing, distribution or service organizations, product

markets, investment portfolio or on Premera’s revised projections submitted to the OIC and its consultants on October 7, 2003
(background detail submitted on October 17, 2003).

® Incorporated Premera’s revised financial outlook for 2003-2006 into our analyses.

® 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).

m Considered any documents or analysis submitted by Premera after October 15, 2003.
m Considered any discussions with Premera or its advisors, which took place after October 15, 2003.
m Expressed any Opinion, including as to the following:

o The fair value of Premera

o The fair value of the public assets of Premera that serve health care needs in Washington

o Whether the terms of the Transaction fairly distribute the value of the public assets

' 5
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SUMMARY OF FINDINGS: BUSINESS CASE

While there are certain benefits associated with being a publicly traded company, such as achieving greater
financial flexibility and an improved RBC ratio, Premera has not demonstrated a clear need for the proposed
amount of capital (i.e., 3100 million — $150 million) in the near- to medium-term. Also, raising the proposed
amount of new external capital that does not provide a compelling return may result in significant earnings and

value dilution to the Foundation. See Section Ill for additional detail on our analysis of Premera’s Business
Case.

Issue Comments
Need for Capital ® Premera has indicated that it would like to raise between $100 million and $150 million of new capital in an

IPO.

m Premera asserted that this new capital would (i) offer the Company flexibility in pursuing growth
opportunities or acquisitions, (ii) enable the Company to augment its statutory capital reserves, (iii) help the
Company improve its technology, (iv) expand the breadth of its product offerings, and (v) support the
Company in the event the Company experiences a decline in operating results or in its investment portfolio.

® While above the early waming levels per the BCBSA," the Company’s RBC level remains below that of
many other BCBS plans. The Company’s RBC ratios would be improved through the contemplated initial
public offering.

® Blackstone concurs with Premera’s management that there are some benefits associated with strengthening
RBC ratios and having greater access to capital and increased financial flexibility.

m However, throughout the process, the Company has continually maintainegd that an IPO is not an absolute

Proprietary Material necessity and that there is no specific need for the capital at this time. é

Redacted

ithout any additional capital.
m The Company’s organic cash flow from operations appears to be sufficient to meet capital needs in the short-

to medium- term (i.e., the projection period). It is difficult to quantitatively assess capital adequacy after
2007.

MBCBS Enterprise Monitoring Level = 500%; BCBS Early Warning Level = 375%; BCBS Concern Level = 300%; and BCBS Licensure Minimum Level = 200%.
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SUMMARY OF FINDINGS: BUSINESS CASE (CONT’D)
Issue Comments
Alternative Sources m There are also other sources of capital the Company could access in order to meet capital requirements.
of Capital Premcra belicves that the Company could raise some additional debt.

m However, this level of additional debt would not be as large as the proposed amount of capital raised in an
IPO and could adversely impact Premera’s RBC ratio.

m Goldman Sachs has indicated that it would be difficult for Premera to raise surplus notes, given the cost and
size restrictions associated with the Company’s expected below investment grade rating.

m The sale / leaseback of selected assets could supplement Premera’s capital requirements while also
enhancing the Company’s RBC ratio. However, there is limited additional capacity for this alternative.

m At this time, Premera has not considered a sale of the Company to a large national BCBS plan as it believes
that being locally controlled and managed is an important part of its current business strategy.

Dilution of Foundation Premera’s original scenario proposed that the IPO proceeds would be invested in bonds yielding
Shareholder in the IPO approximately 4%.
u The IPO would be materially dilutive to the Foundation shareholders on an EPS basis (approximately 11% in
2004). In addition, a low return on the capital raised could reduce the Company’s ROE from 13.2% to
11.7%.

= A lower EPS and ROE could impact the value received by the Foundation shareholder both at the IPO and in
the aftermarket.

m The Company prepared an alternative scenario that suggested EPS accretion. However, Blackstone believes
that this analysis is less meaningful due to several issues.

Other m There may be certain negative aspects of converting. For example, in the process of converting to a for-
profit company, Premera could potentially lose certain tax attributes, which could negatively impact future

cash flow and reported earnings. In addition, premium taxes in Alaska would likely increase as a result of
the conversion.

. Proprietary Material .
Redacted

) This is in addition to the costs that Premera will incur for the conversion process.
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SUMMARY OF FINDINGS: VALUATION

Based upon discussions with the OIC and its counsel, an initial public offering conducted in a reasonable and
customary manner could deliver fair market value to the Washington foundations. Blackstone has preliminarily

examined the parameters and factors that would impact such an offering. At the time of the offering, Blackstone
would update its analysis and would actively monitor the IPO process.

Issue

Comments

IPO Market Conditions =

Although IPO market conditions have been soft during 2002 and the first half of 2003, recently there
have been an increased number of new issues, supported in part by the strong performance in the equity
markets. During the 3™ quarter of 2003, there have been 21 IPOs completed, raising $4.2 billion in

proceeds, as compared to only 10 IPOs, raising $2.4 billion in procceds, in the entire first half of the
year.

Historically, after an initial public offering BCBS companies have performed well on both an absolute
and a relative basis to the market, with an average relative 7-day and 180-day price performance of 13%
and 42%, respectively. However, the most recent IPO, associated with WellChoice, had relative
performance of (8%) in its first 180 days.

Based upon a recent examination of selected initial public offerings, the average initial public offering
discount for a BCBS conversion was 28%.? The IPO discount in the WellChoice transaction was cqual
to 19%.

The investment community continues to believe in the strong fundamentals of BCBS companies, with
expectations of 15% — 20% short-term carnings growth driven by margin expansion and larger

underwriting sprcads despite lower expected member enrollments and downward pressure on premiums
in some markets.

It is unclear what impact recent decisions by several BCBS companies to postpone or discontinue their
conversion plans will have on the investment community’s appetite for publicly traded managed care
companies.

M Source: Security Data Corporation.
@ Source: Goldman Sachs. Represents average IPO discount of five BCBS company offerings based upon the one-year forward P/E discount to comparable companics.
\WellChoice data was added to the study by Blackstone.
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SUMMARY OF FINDINGS: VALUATION (CONT’D)

Issue Comments

Comparable s Publicly traded BCBS managed care companies currently trade at an average 2003E P/E of 14.7x and

Companies 2004E P/E of 12.8x, with publicly traded regional non-BCBS managed care companies trading at 13.0x
2003E P/E and 11.5x 2004 P/E.

& When compared to historical one-year-forward P/E multiples, BCBS managed care companies are
currently trading at a discount of 5% to the historical average of 15.4x.

® Premera’s medical loss ratio and S,G&A ratio are above, while profitability margins are below, the
mean of results for the comparable companies.

Monitoring IPO ® [f Premera were to move forward with an IPO, Blackstone would closely monitor the IPO process. Our
Process action plan for monitoring the IPO is summarized in Section IV.

® In connection with its IPO monitoring efforts, Blackstone would closcly review the offering, including
the following: (i) equity market conditions; (ii) appropriate IPO discounts; (iii) communication of

LI 13

Premera’s “story” to the investment community; (iv) split between primary and secondary offering; and
(v) size and pricing of offering.

Other a Premera may not retain certain tax attributes that it currently assumes would continue after conversion.
If the Company were to lose such attributes, then the Company’s book tax rate would be higher, which

could in turn reduce the Company’s reported EPS and potentially diminish the value of the Company in
an IPO.

» If Premera were to lose the BCBS mark, its valuation would likely be meaningfully impacted. The loss
of the BCBS mark would result in PROPRIETARY MATERIAL REDACTED

(ii) the entry of a new competitor who would possess the BCBS mark, and (iii) the likely loss of
members due to increased market competition in Washington and Alaska.

C Proprietary Material \

Redacted -
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SUMMARY OF FINDINGS: TRANSACTION DOCUMENTS

As outlined below, there are several aspects of the Transaction that are either incomplete or inconsistent with
recent BCBS conversions. While there are certain BCBS restrictions that need to be considered, it may be
difficult to justify a transaction being fair that would not have provisions that are at least as favorable to the
Foundation shareholder as those in previous transactions.”” The proposed treatment may negatively impact the
value of the Foundation shares as well as the fairness of the overall transaction. A summary of our issues with
the Transaction documents are outlined on the following pages.

Voting Trust and Divestiture Agreement’”

®m As Section 4.03(c) is currently written, thc Trustee is rcquired to vote with the Independent Board Majority in most
circumstances, as described in Section 4.03(a) and Section 4.03(b).

e As a result, the Independent Board Majority would control voting of the Foundation stareholder’s shares, which could
serve as a management entrenchment device. In addition, as Section 4.03(c) is currently written, the Foundation
sharcholder would have no ability to vote on a change-of-control proposal, a significant corporate action, or management
compensation plans. '

m Under Premera’s current documents, the Foundation sharcholder would not have any representation on Premera’s board. In the
creation of the Foundations, shareholders in the WellPoint and WellChoice conversions were given at least limited

representation on the board of directors of the respective company (e.g., observer rights and designated board representative in
the case of WellChoice).

m The Premera Voting Trust and Divestiture Agreement stipulates that the Foundation must be consulted on a change-of-control

proposal as long as the Foundation owns 50% of the stock, while prior conversions'" provided for the Company to consult the
Foundation as long as it owned at least 20%.

™) Based upon review of Voting Trust and Divestiture Agreements relating to the plan of conversion for BCBSNC, Cobalt, Right CHOICE, WellChoice, and WellPoint. BCBSNC
based upon second amended and restated plan of conversion filed 9/30/02. Although BCBSNC has since withdrawn its plans for conversion, these documents represent
BCBSNC's proposed positions and therefore are relevant to consider.
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