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PREFACE AND EXECUTIVE SUMMARY

The Hospital, Medical, and Dental Service Corporation Charter
-Conversion Study Commission was created by the General Assembly in 1997 to
study the laws governing a possible conversion by Blue Cross Blue Shield of
North Carolina to a for-profit entity. The creation of the Study Commission
followed discussions and debate during the 1997 session on Senate Bill 993, a
bill that would have set out in detail in the statutes the procedure a service
corporation would follow to convert from a not-for-profit entity to a for-profit entity.
A moratorium was placed on conversions by hospital, medical, and dental
service corporations until August 1, 1998, giving the General Assembly time to
enact conversion legislation during the 1998 short session before any possible

conversion could take place.

The Commission met five times during 1998 and heard from numerous
speakers on the conversion issue. In working towards a legislative proposal,
the Commission agreed to the following principles:

¢ That 100% of the fair market value of a medical, hospital, or dental

service corporation should be set aside in a charitable foundation for
the benefit of the citizens of North Carolina when the corporation
converts to a for-profit entity

¢ That the foundation should be independent of the new for-profit

company

e That the mission of the foundation should be to promote the heath of

the citizens of North Carolina

e That the reserves and other assets of the service corporation should

remain intact when it converts so that the company can remain

~ competitive and serve the needs of its subscribers




e That the officers, directors, and employees of the service corporation
should not receive financial inducements or rewards as part of the
conversion.

e That the Commissioner of Insurance and the Attorney General should
both be involved in reviewing a proposed conversion, with the
Commissioner focusing primarily on the insurance components of a
proposed conversion and the Attorney General focusing on the
foundation and its relationship with the for-profit company.

The Commission's proposed legislation carries out these principles. (See
the section "Explanation of Recommended Legislation" for more details). The

Commission recommends this legislation as a conference report to Senate Bill

993, which is pending in the Senate for concurrence.




COMMISSION PROCEEDINGS







January 5, 1998

The Commission held its initial meeting on January 5, 1998. Mr.
Linwood Jones, Commission Counsel, presented an overview of the history of
Senate Bill 993 and how other states had handled Blue Cross conversions. Mr.
Jones pointed out that the current "conversion" law briefly states that a proposed
conversion must be equitable to the Blue Cross policyholders. There is nothing
in this law that addresses the rights, if any, of the public to Blue Cross assets
upon conversion. Under both common law and the North Carolina Nonprofit
Corporation Act, when a charitable entity converts to a for-profit company, the
assets are "impressed" for the benefit of the public -- i.e., they must continue to
be used for charitable purposes. However, Blue Cross appeared to be exempt
from the Nonprofit Corporation Act, and even if not exempt, would likely take the

position that it was not a charitable organization.

Mr. Jones briefed the Commission on the legislative history of Senate Bill
993. The version that passed the Senate (3rd edition) authorized the
Commissioner of Insurance to adopt rules governing conversion. These rules
were to be adopted after consultation with the Joint Legislative Commission on
Governmental Operations. This language was very similar to the existing
conversion law in Article 65 of the Insurance Code. The bill was extensively
revised in the House Rules Committee to provide more detail about the
conversion process. The new bill required Blue Cross to file information with
the Commissioner of Insurance, including, for example, a business plan for the
new corporation, information on how the plan would protect policyholders, and
an analysis of premium rates of the new company's proposed products. The bill
also called for a public hearing by the Commissioner before deciding whether to

grant an application for conversion.




The bill underwent additional amendments on the House floor. These
amendments were targeted primarily at three concerns: (1) ensuring that officers
and directors of Blue Cross would not profit from a conversion (the "anti-
inurement" provision); (2) ensuring that any type of corporate restructuring that
"looked" like a conversion would in fact be treated as a conversion; and (3)

preserving any charitable trust rights that might exist.

Most of the amendments on the House floor focused on the charitable
trust issue. One amendment provided that the plan, in addition to meeting the
criteria already in the bill, must be "in the public interest" and that the
presumption of "fairess" to the public and policyholders to which Blue Cross
was entitled as a result of meeting those criteria was (1) rebuttable and (2) did
not apply to any charitable trust claim made by the Attorney General. A second
amendment required the Commissioner of Insurance, with the advice of the
Attorney General, to determine what portion of Blue Cross' surplus would be
subject to a charitable trust. The amendment went on to say that the
Commissioner must then place this amount in a charitable health care trust.
However, this latter language was removed by a perfecting amendment. The
resulting amendment did not mandate that any particular portion of Blue Cross
assets would be subject to a charitable trust. A separate amendment that
would have directed any charitable trust amounts into either a high-risk health
insurance pool for the uninsured or to a nonprofit health care foundation was
defeated. An amendment designed to address concerns about a 2-step
conversion process (Blue Cross converts to a mutual, then to a stock company)

was also defeated.

Senate Bill 993 was returned to the Senate (5th edition), where it was
discussed in the Rules Committee. The Senate failed to concur in the House
changes to the bill, and both sides appointed conference committees to discuss
the bill. Although there were some discussions, no additional action was taken
on the bill. It was agreed that the issue would be studied during the interim by a




special committee. The Hospital, Medical, and Dental Service Corporation
Charter Conversion Study Commission was created in the Study Bill (Senate Bill.
32) to try to resolve the issue. In addition to creating the study commission,
Senate Bill 32 also imposed a one-year moratorium on any conversion by Blue
Cross. This would give the General Assembly time to take action during the

short session on conversion legislation before any conversion couid take place.

Mr. Jones highlighted a few of the states that had been involved with the
Blue Cross conversion issue: Virginia, California, and Georgia. These three
states had each taken different approaches to this issue. In California, 100% of
the fair market value of Blue Cross (excluding a portion that had already been
transferred prior to the transfer being treated as a conversion) was set aside in
two charitable foundations. The total value of the set-aside, which consisted of
both stock and cash, was approximately $3.3 billion. The Georgia Legislature
allowed Blue Cross to convert to a for-profit insurance company in 1995 without
setting any funds aside for a charitable trust. Since that time, a lawsuit has
been initiated to recover what are alleged to be assets belonging to the public.
The plaintiffs argue that the Georgia legislature cannot constitutionally divest the
public of vested rights in assets that are alleged to be belong to the public. The
estimated value of the assets retained by Blue Cross was approximately $400

million.

In Virginia, Trigon (Blue Cross Blue Shield of Virginia) was a mutual
benefit corporation until 1991, at which time it converted to a "mutual"
corporation. In 1995, it proposed to convert to a for-profit company by merging
Trigon with a proposed new stock corporation. The proposal would have
provided for the distribution of stock and/or cash to its policyholders at a value
estimated at $1 to $1.5 billion. (This estimate was based on a multiple of
Trigon's annual earnings). Trigon's initial application to the State for conversion
did not contain a set-aside for a charitable trust. The Virginia Attorney General

intervened and argued that a charitable trust should be created. In attempting




to settle the issue of the ownership of the assets, the Attorney General and
Trigon looked at various events and dates in Trigon's corporate history to find the
date at which it would be appropriate to draw the line between assets belonging
to the public and assets belonging to Trigon's policyholders. The two parties
eventually agreed that the controlling date should be January 1, 1988 - the date
on which the State of Virginia made Trigon begin paying premium taxes. They
agreed that Trigon's surplus on December 31, 1987 -- $159 million - should be
set aside in a charitable trust for the benefit of medical research. The
agreement was presented to the legislature. The legislature agreed with the
proposition that December 31, 1987 was the appropriate dividing line, but made
two changes: (1) it required an additional $10 million to be set-aside by Trigon,
bringing the total charitable set-aside to $175 million, and (2) it required the
money to be placed into the State Treasury instead of a charitable foundation.

Mr. Jones also noted that there were judicial decisions requiring charitable
set-asides in some states, some were in litigation over the issue of charitable
set-asides, and others had existing laws allowing for conversion without any

specific mention of charitable set-asides.

Mr. Peter Kolbe, General Counsel for the North Carolina Dept. of
Insurance, soke on behalf of the Department of Insurance. Mr. Kolbe noted that
the Commissioner of Insurance was not at the meeting and would not be directly
involved in the Commission's work because of his potential involvement as a
hearing officer in the future if Blue Cross were to convert to a for-profit company.

Mr. Kolbe stated that the Department's position is that a charitable trust cannot
occur at the expense of policyholder rights. There are three types of policyholder
rights:

1. The policyholder right in reserves or surplus of the corporation
dedicated to the payment of claims. No claims dedicated reserves can be

disgorged from the corporation at any point.




2. The policyholder right in having a healthy and viable post-conversion
entity. Blue Cross/Blue Shield is the state's largest health insurer, and a post-
conversion insurer must be as strong after the conversion as it was going into it.

3. The ownership rights that may accrue to policy holders as the result of
mutualization of the corporation. Under current law, the Department of
Insurance feels that in the event of a mutualization, policyholders would own the
incremental increase in the value of the corporation between the date of its

conversion to mutual status until the date of it stock conversion.

Mr. Kolbe stated that mutualization would afford Blue Cross/Blue Shield
tremendous business flexibility, but it creates legal problems for the imposition
of a charitable trust. It creates two classes of potential owners: the public and
the policyholders. The policyholders would own that incremental increase in
value of the corporation from mutualization to stock conversion. The second
problem with allowing the corporation to mutualize is that either no or only a very
limited amount of money could be set aside (in a charitable trust) upon
mutualization of the corporation. Unlike stock conversion, where money comes
in from the sale of stock, there is no additional money coming into the
corporation as a result of a mutualization, making it virtually impossible to
disgorge assets of the corporation without impairing its ability to go forward and
pay claims. Third, the difficulty in mutualization is that it presents the possibility
for a mutual holding company to come into existence. North Carolina does not
have provisions in the law for mutual holding companies. However, some other
states do. This is the mechanism whereby a mutual company forms a holding
company, puts the ownership rights and mutual policyholders in that, and the
mutual company becomes a stock subsidiary. This would occur by any mutual
company in this State merging with a mutual in another state which does have
the law. This would impact on the mutualization issue in SB 993. In addition,
Mr. Kolbe noted that mutualization prior to stock conversion presented valuation

problems. How do you then figure out what the fair market value of the




corporation is? Do you do it upon mutualization? That may not be an

appropriate time to take money or stock out of the corporation.

At the present time, Blue Cross/Blue Shield has approximately $850
million in assets. They have a surplus of $507 million, but at least $200 million of
that surplus is still dedicated to claims payments. Mr. Kolbe noted that the
numbers can be misleading and that the Commission should be guarded in
assessing what amounts of money it seeks to place in a trust and what amounts
of money are truly dedicated to policyholder rights and policyholder claims

payments.

Mr. Kolbe stated that SB 993, even with all of its changes, provides a
good format for discussion. He stated that there are some flaws with it, there
are some things that need to be deleted and some things added, but that it still
provides a comprehensive format for addressing the issue. Mr. Kolbe
encouraged the commission to use that as a springboard for addressing the

conversion issue.

Mr. Alan Hirsch spoke to the Commission about the Attorney General's
responsibility in the Blue Cross conversion issue. There are several legal
responsibilities. With respect to non-profit organizations under Chapter 55(a) of
the General Statutes, the Attorney General is charged with ensuring that non-
profit assets continue to be used for the purposes for which they were originally
designated. Mr. Hirsch noted that the Blue Cross situation is specifically
excluded from the Non-profit Act. Mr. Hirsch added that there are also specific
responsibilities with respect to charitable trusts. When money is given or
dedicated for charitable purposes and the reasons behind them can no ionger be
met -- for example, when the beneficiaries are no longer in existence, or for
some reason there is a change in ownership -- the Attorney General's Office is
responsible for ensuring that those charitable assets are used for the purposes

for which they were originally dedicated.




In both cases, this process works by the Latin doctrine known as "cy
pres". The cy pres doctrine essentially means that when a particular purpose
for which a chérity or non-profit was created can no longer be met, the entity's
assets must be turned over to one or more organizations engaged in activities
that most closely match the original activities. That doctrine has been in place in
the English common law for hundreds of years. In addition, the Attorney General
is also responsible for being the parent of the state's people (parens patriae).
Hence, the Attorney General is charged with acting in the public's interest and

protecting those resources.

Mr. Hirsch noted that the issue of conversion of non-pfofit assets is
tremendously important. It not only applies to Blue Cross, but to hospitals and
other non-profit entities that convert also. He pointed out that in the last few
years, there have been more conversions of non-profit and charitable assets to

for-profit circumstances than in the entire history of the United States.

Mr. Hirsch emphasized that the Attorney General does not become
involved in ensuring that the insurance company itself operates properly or that it
has sufficient reserves and appropriate accounting procedures. That is solely a

regulatory matter for the Department of Insurance.

Mr. Hirsch discussed pending legislation involving Blue Cross. In June,
1997, a lawsuit was filed by a member of the public against Blue Cross. Mr.
Hirsch could not elaborate on the details of this pending litigation. The basic
allegation in the lawsuit is that Blue Cross, through alleged accounting
irregularities, built up a larger surplus than it should otherwise have. This
particular plaintiff, in a class action suit, sought the return of that money to
subscribers and, as part of that process, also claimed that the public has no
rights in Blue Cross. The Attorney General disagreed and intervened in the law
suit. The Attorney General contends in the lawsuit that: "All North Carolina

10




citizens have beneficial rights and interests in the assets of Blue Cross and Biue
Shield of North Carolina by consequence of its status as a non-profit entity
organized and existing for the public welfare." Motions to dismiss were filed in
the case, alleging, among other things, that the individual is not a proper plaintiff
because he is not a subscriber of Blue Cross. (The case is still pending as of

April, 1998, although there has been no movement on it).

Mr. Hirsch gave the Commission brief reasons for the Attorney General's
position. It is the Attorney General's position that all of the assets of Blue Cross
are impressed with a public trust.  The Attorney General's position is based
primarily on the cy pres doctrine. Generally, when a non-profit converts, both
federal and virtually all state laws require the dedication or transfer of the full

value of the assets to a similar charitable purpose.

Mr. Hirsch gave some background on Blue Cross/Blue Shield. In the
1930's and early 1940's, there was concern that regular working people did not
have access to hospital and medical care in an emergency. During the
Depresssion the availability of cash beyond daily expenses was very small.
Experiments began in England to establish medical insurance -- something that
hadn't been seen before -- so that working people could pay $1.00 per week, for
example. By virtue of that, banding together with a community rating, nobody
would have to pay higher rates if they were sick. Everyone could, by virtue of
that small payment, begin to get medical care. In North Carolina, with a group of
physicians, and with the help of the organization of the N.C. Medical Society,
Duke Endowment and hospitals around North Carolina, a method was devised to
help regular people pay for their medical costs and help hospitals survive in a
difficult time of the Depression. The Blue Cross predecessors were established
'with a charitable purpose, specifically set out in the statutes. They had tax
breaks -- local, state and federal. Even now Blue Cross organizations around
America are organized (for federal tax purposes) as 501(c)(4) "public benefit"
corporations. They are still the insurer of last resort. Blue Cross is open to all.
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Mr. Hirsch felt that while much has changed over the decades, Blue Cross is still
a good company that performs important public benefits to North Carolina.
Fundamentally, Blue Cross has always been a non-profit company, and the
Attorney General believes that all its assets were accumulated as a result of this
non-profit status. The Attorney General's conclusion is that if Blue Cross
changes its structure and is no longer a non-profit, the assets that were
accumulated over time under the current laws should be used for similar
charitable health care related purposes. That has been done in California and
New York. |

February 3, 1998

Rep. Daughtry recognized Mr. Rhone Sasser, chairman of the board of
directors of Blue Cross Blue Shield of North Carolina. Mr. Sasser spoke of Blue
Cross' commitment to and service in North Carolina. He stated that Blue Cross
currently has no plans to convert to a for-profit company but that changing
conditions in the marketplace could someday change that. Mr. Sasser pointed
out the need for Blue Cross to continue to have the business flexibility to remain
competitive. See the Appendices for Mr. Sasser's remarks.

Mr. Sasser introduced Mr. Ken Otis, President and Chief Executive Officer
of Blue Cross Blue Shield of North Carolina, to share more specifics on Blue
Cross' thoughts about conversion. Mr. Otis indicated that since the General
Assembly's adjournment in August, 1997, Blue Cross had re-evaluated the
conversion issue. He indicated that the legislation filed in 1997 (SB 993) was not
an attempt by Blue Cross to initiate the conversion process but instead to put
clear rules in place if a conversion ever occurred, especially in light of proposals
being circulated by others that would, in the opinion of Blue Cross, have hurt the
company's ability to operate competitively as a for-profit company. Mr. Otis said

12




that Blue Cross had developed the following four principles to govern the

conversion issue:

e The assets of Blue Cross must be protected so that customers' medical
claims wil be paid and the company will remain financially sound

e Anyone associated with Blue Cross must not profit from the conversion

e Blue Cross must have the business flexibility to meet the needs of its
customers and remain competitive in the marketplace

e Blue Cross would support the creation of one or more foundations, funded by
stock, for the charitable purpose of serving the health care needs of North

Carolina citizens.

Mr. Otis stated that Blue Cross had determined, after further review, that
no one had a clear claim to the assets of Blue Cross (if it converts) but that by
process of elimination and the application of broad equitable principles, the
public has an interest in Blue Cross upon conversion. Mr. Otis recommended
that the Commission consider a conceptual approach similar to that used in
California -- where two foundations were set up to receive the proceeds of the

California Blue Cross upon conversion.

In response to questions about "business flexibility," Mr. Otis responded
that the proposals Blue Cross had seen in 1997 would have tied Blue Cross's
hands in terms of it being able to do the day-to-day work of running its business.
It would have required Blue Cross to submit to extra levels of reports and
information, to seek approval to make regular business decisions (such as
beginning work on a new computer system or buying buildings to house
employees). Mr. Otis noted that Blue Cross needed a level playing field to be
able to do what other insurers do in this state in the day-to-day running of their

business to remain competitive.
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Mr. Otis noted in response to a question about how Blue Cross would
operate if it became a for-profit company that, given the Blue Cross board and its
history, its management, and their history and commitment, the simple fact of
moving to a publicly-traded company, shouid it ever become necessary, would
not in and of itself change Blue Cross' attitude or sense of responsibility to the
people. See the Appendices for Mr. Otis' written remarks.

Mr. Martin Eakes, Co-chair of the Coalition for Public Trust's Steering
Committee and Executive Director of the Center for Community Self-Help, spoke
to the Commission about the "win-win" solution to the Blue Cross conversion
issue that can be achieved by having Blue Cross, at conversion, issue 100% of
its stock initially to a charitable foundation. Mr. Eakes stated that there were two

critical principies guiding the Coalition on this issue:

¢ 100% of the cash and assets of Blue Cross must be retained by Blue Cross
to pay the claims of its policyholders
e 100% of the fair market value of Blue Cross at the time of conversion must be

retained in a charitable foundation in the form of stock

Mr. Eakes briefly discussed the tax issues concerning charitable
foundations. He also noted that the directors of a foundation set up as a resulit
of any Blue Cross conversion should be independent of any control by Blue
Cross and that the purpose of the foundation should be to promote the health of
North Carolina citizens. Mr. Eakes noted that, in his opinion, if mutualization is
allowed, the "win-win" situation will not work. When a company becomes a
mutual, the value at the time of conversion is still held inside the company, but

there is no stock passed to the private foundation.

In response to a question about employees and officers of a for-profit Blue
Cross being highly compensated, Mr. Eakes felt that the foundation's interest
and the interests of a for-profit Blue Cross are aligned in trying to maximize the
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value of the stock. Stock options in converted Blues in other states created
strong incentives for the management of the Blue Cross. Mr. Eakes was not
concerned about these types of incentives as long as the stock options were
aimed at increasing the overall value of Blue Cross. Mr. Eakes noted that in
Ohio, there were stock options granted that were below the sales price of the
stock -- which meant that they were receiving a windfall gain from the moment
they took the stock options. Ultimately that was not permitted in Ohio. See the

Appendices for Mr. Eakes' written remarks.

March 3, 1998

The Commission held its third meeting on March 3, 1998. The following
spoke to the Commission: former Governor Jim Holshouser of the Sanford and
Holshouser Law Firm; Ms. Judith Bell, Director of the West Coast Regional
Office of the Consurners Union; Mr. Richard Daugherty, former head of IBM's
Research Triangle operation, former president of the NCCBI, former Blue Cross
director, and currently chairman of the Board of Directors of Rex Hospital; Mr.
Ray Cope, Executive Director of the Kate B. Reynolds Charitable Trust in
Winston-Salem; Mr. Gary Mendoza, former Commissioner of the California
Department of Corporations and currently a member of the law firm of Riordan &
McKinzie in Los Angeles, California, and a consultant to Blue Cross Blue Shield
of North Carolina; and Mr. Robin Hinson, a senior partner in the Charlotte law
firm of Robinson, Bradshaw, and Hinson, and special counsel for Blue Cross
Blue Shield of North Carolina.

Governor Holshouser spoke of the importance of establishing the right
rules for conversion. He felt that the first duty is to ensure that the company
survives and thrives in a competitive market place and that its 1.6 million
policyholders continue to have coverage. Governor Holshouser also noted that

there appears to be a consensus that a trust or a foundation should be
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established to serve health care needs across North Carolina, capitalized
through stock, if Blue Cross converts. Governor Holshouser felt that this was a
sound idea but noted that the details are very important. Two of the details he
felt needed to be addressed are (1) How the board of such a foundation would
be selected and (2) what it's mission would be. On the board issue, Governor
Holshouser stated that we need people who know about running a large
business and who also understand how to effectively meet the problems in
health care delivery. He also felt that the foundation should not become a
matter of political patronage for the Governor or the Legislature. He
recommended a system of nominations from the professional community,
followed by appointments by the Governor and legislative leadership as one
possible selection method. On the mission statement, he urged that the

- Commission confine the mission to "health care" because that is what Blue
Cross was established for.

Ms. Bell spoke about the California Biue Cross conversion. Ms. Bell
discussed the history of the California Blue Cross conversion. In 1993, Blue
Cross of California proposed to transfer 90% of its assets to a for-profit
subsidiary — Wellpoint. Eighty percent of the Wellpoint stock was transferred to
its non-profit parent, with 20% being sold to the public. The California
Department of Corporation accepted that this was not a conversion, but later
reversed itself. Blue Cross agreed to contribute $5 million per year for 20 years
to health care charities, but the public and the Department argued that the public
had a right to all of the fair market value. The result was that two foundations —
a 501(c)(3) and a 501(c)(4) — were organized with a combined endowment of
$3.3 billion. The two foundations were the California Health Care Foundation
and the California Endowment. The first — the California Health Care Foundation
-- was endowed with $2 billion in Wellpoint stock, with most of this being
monetized and passed to the second foundation. The California Health Care
Foundation was a 501(c)(4) and its board was comprised of a majority of the old
Blue Cross board members. The second foundation was initially endowed with
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$800 million in cash and was controlled by a majority of new directors

independent of Blue Cross. See the Appendices for Ms. Bell's written remarks.

Ms. Bell felt that the following were the key issues the Commission
needed to look at:

o Conversion transactions should be subject to full public disclosure and
discussion

o Public hearings should be held before a decision is made

e An independent valuation should be conducted for the regulator
responsible for reviewing the transaction

e 100% of the fair market value should be set aside in a charitable trust
if the entity converts |

e The foundation's board should be independent of the board of the new
for-profity entity

o Voting agreements and demand registration rights should protect the .

foundation.

Mr. Daugherty spoke of the need to ensure that Blue Cross remains a
competitor if it goes into the for-profit marketplace. The legislation adopted by
the Commission should recognize the need for Blue Cross to maintain its
business flexibility. Mr. Daugherty addressed some of the issues that had been
discussed concerning a possible conversion by Blue Cross. Mr. Daugherty felt
that the State should not dictate what Blue Cross does as far as compensation
or other incentives to employees or directors once it becomes a for-profit
company and repays whatever debts it owes to the public. He also noted that
Blue Cross' assets should remain with Blue Cross if it converts so that the
company remains financially strong for its customers. Mr. Daugherty felt that
Blue Cross was as strong as it Was today not because of tax breaks but because
it was the first in the marketplace 65 years ago, it offered a good product at an
affordable price, and it has met the needs of its customers. On the issue of
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governance, Mr. Daugherty noted that it was important for the proposed
foundation to be independent of Blue Cross and for Blue Cross to be
independent of the foundation. Blue Cross would need to select its own

directors with health insurance business market experience.

The Commission discussed with Mr. Daugherty the issue of stock dilution
— i.e., whether an initial public offering of stock by a for-profit Blue Cross dilutes
the value of the previous stock given to the charitable foundation. Mr.
Daughenty felt that this problem would be avoided either by an increase over
time in the vaiue of the company or the retention by Blue Cross of some of the
stock so that it can use it as capital. The second option would involve moving
less than 100% of the fair market value of Blue Cross to a foundation. See the

Appendices for Mr. Daugherty's written remarks.

Mr. Cope discussed the history, operation, and mission of the Kate B.
Reynolds Charitable Trust. Mr. Cope's comments were aimed at providing the
Commission with information on structuring a charitable foundation for Blue
Cross Blue Shield stock or stock proceeds should Blue Cross ever convert. The
Kate B. Reynolds Charitable Trust is one of more than 850 private foundations in
North Carolina and is funded through the will of the late Mrs. Kate B. Reynolds.
The Trust has a Health Care Division advisory board that meets twice a year to
consider grant proposals. The Division's advisory board has 11 members, 5 of
whom serve ex officio and 6 of whom are chosen at-large from around the State.
They serve 3-year terms. The Trust has funded such health-related programs
as the Good Health Program to enhance preventative health care services for
low-income residents in certain communities and the hospice program. Mr.
Cope noted that Wachovia manages the investment of funds for the Kate B.
Reynolds Trust. See the Appendices for Mr. Cope's written remarks.

Mr. Mendoza spoke about the conversion of the California Biue Cross
Blue Shield. Mr. Mendoza discussed the history of the California Blue Cross
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conversion. Mr. Mendoza noted that Blue Cross of California had already sold
some stock to the public for a for-profit subsidiary — Wellpoint — before the
restructuring transaction was characterized as a conversion. As Commissioner
of the California Department of Corporations, Mr. Mendoza felt it was critical that
the following principles guide the Department in resolving the Blue Cross of

California situation:

¢ 100% of the fair market value of Blue Cross should be made available
to one or more health care foundations as part of the conversion

e The foundations should be managed by independent boards of
directors

e The corporate structure chosen for the foundations should be flexible
enough to enhance the benefits made available to the public through
the foundations' activities

» The foundations should be dedicated to serving broadly-stated health
care needs of the people of the State

e The process of the conversion review and resolution should not
adversely impact Blue Cross/Wellpoint's ability to successfully manage'
its operations and provide health care coverage to Californians

Mr. Mendoza stated that, in his opinion, any conversion that involves the
transfer of 100% of the stock of Blue Cross to the foundation(s) constitutes a
transfer of 100% of the fair market value. Mr. Mendoza made additional points
on each of these issues, as outlined in his statement of remarks in the
appendices. He noted that the ideal structure for a foundation would be a
501(c)(4) organization with the important 501(c)(3) protections that apply to
private foundations built in. He felt that two foundations in California had been a
source of somé confusion and that it had increased the administrative costs of
the charitable mission by having two sets of staffs, attorneys, accountants, etc.

carrying out that mission.
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Mr. Mendoza also spoke about the national Blue Cross/Blue Shield Association
and its control over the trademark and logo for Blue Cross. As a prerequisite
for continuing to use the trademark, the national association required that (1) at
least a majority of the foundation board be former Blue Cross/Blue Shieid of
California board members for 5 years; and (2) other than the foundation, no one
could hold more than 5% of the company. Mr. Mendoza noted that there were
a series of voting agreements that were entered into between the foundation and
the for-profit company. The voting agreements required the foundation to vote
its stock in a manner that was consistent with the nominations of portions of the
for-profit company's board. Thus, the foundations' board had to follow the Blue
Cross board's direction in respect to who they voted for. On other voting issues,
there were also provisions that required the foundation to vote certain shares of
stock in a manner consistent with the vote of the other public shareholders. The
foundation could vote to remove a Blue Cross board member in case of gross
misconduct. The foundation also retained the right to vote some of its shares
independently of the voting trust. See the Appendices for Mr. Mendoza's written

remarks.

Mr. Hinson spoke briefly on his views about the conversion process, the
proposed foundation, and the governing boards. Mr. Hinson stated that while it
was not clear where ownership of Blue Cross would be vested if it converted, the
public has the best claim to the ownership of the value of the company upon
conversion. Mr. Hinson concluded that the Blue Cross subscribers have no
claim to the ownership of the company upon conversion; their only rights are
"contract" rights that are designed to ensure that their claims are paid. = Mr.
Hinson questioned how the assets of Blue Cross would even be apportioned
among past and present Blue Cross subscribers if it were decided that the
subscribers owned all or part of Blue Cross. Mr. Hinson also noted that Blue
Cross is not a charitable corporation and that the public was not entitled to a
transfer of actual assets to repay for tax breaks Blue Cross has received. Mr.
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Hinson noted that other types of nonprofit organizations have also received

favorable tax treatment.

Mr. Hinson stated the following as fundamental principles for any

conversion legislation:

e The assets and reserves of Blue Cross must be maintained for the
benefit of subscribers and the financial soundness of Blue Cross

o Blue Cross must have the business flexibility to manage its business
and compete in the health care marketplace

e The directors, officers, and employees of Blue Cross must not profit
from or receive any distribution in connection with the conversion

¢ Blue Cross should fulfill its obligation to the public upon converting by
issuing 100% of the new stock to the foundation

e The timing of any initial public offering of Blue Cross common stock
must be in the discretion of the directors of the board of directors of
Blue Cross

e The conversion transaction must be a nontaxable event under both

state and federal law

Mr. Hinson also pointed out what he felt were essential elements of an
acceptable conversion statute and presented a diagram of how the conversion
transaction could work. See the Appendices for Mr. Hinson's written remarks.

At the conclusion of these presentations, the Commission held a public
hearing to allow members of the public to comment on the Blue Cross
conversion issue. The following individuals spoke: Mr. Richard Hatch, AARP;
Mr. Adam Searing, The North Carolina Health Access Coalition; Ms. Myrna
Miller, National Association of Social Workers - NC Chapter; Ms. Jane Kendall,
Center for Non-Profits; and Mr. Watts Hill, Jr. Mr. Abdul Sm Rasheed of the NC
Community Development Inititative, Inc. and the North Carolina State Grange
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provided written comments to the Commission. See the Appendices for these

comments.

APRIL 7, 1998

The Commission held its fourth meeting on April 7, 1998. The co-
chairmen presented a list of discussion issues to the Commission for their
consideration. See the Appendices for the Discussion List. The list contained a
series of issues about the conversion process, the structure and purpose of the
foundation, and related issues. The Commission went through the list issue-by-
issue to determine what should be included in a final bill draft. The

Commission's thoughts were as follows:

(1) Dental service corporations should be treated the same as Blue Cross under
the bill. Currently, dental service corporations fall under the same regulatory law
as Blue Cross, a hospital and medical service corporation. Blue Cross and Delta
Dental are the only service corporations in existence under this law, although
there could be others in the future. The Commission felt that the conversion law

should apply to all service corporations, not just Biue Cross.

(2) Approval of the subscribers and certificateholders should not be required to
amend the charter of Biue Cross to allow conversion. Current law requires 2/3
of the certificateholders of Blue Cross to approve an amendment to the Blue
Cross charter for the purpose of converting to a for-profit entity. The
Commission members felt that the public is entitled to 100% of the fair market
value of Blue Cross if it converts. Because of this public ownership interest,
most of the Commission felt that a vote by the cettificateholders was
unnecessary and would likely be counter-productive. It was felt that the right of
the certificateholders in Blue Cross is a contractual right to ensure that proper
reserves are maintained in the company to pay their claims and that this right
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could be safeguarded by allowing the certificateholders, if Blue Cross proposes
to convert, to submit evidence before the Commissioner of Insurance on the
impact of the conversion on future claims payments and more generally on the
affordability and continued accessibility of Blue Cross insurance. Mr. Kolbe,
speaking on behalf of the Commissioner, felt that the statutory right of
certificateholders to approve a proposed conversion should not be taken away.
Mr. Kolbe stated that if the Commission did take that right away, the
Commissioner would at least want the authority to review the proposed
conversion's effect on insurance affordability and accessibility so that current
certificateholders would be ensured that the cost and availability of Blue Cross
products throughout the State would not be adversely impacted.

(3) The Commissioner of Insurance should be allowed to look at the accessibility
and affordability of health care in evaluating whether to approve a conversion
plan. This language was included at the recommendation of Mr. Kolbe (see #2
above).

(4) The Commissioner should have authority to review the plan of conversion

and to look at such issues as the following:

eEnsuring that the transfer of stock or other assets to the
Foundation represents the appropriate percentage of Biue Cross'
fair market value that is required to be transferred.

eEnsuring that the new company has adequate capital and
reserves and can pay the claims of policyholders

*Ensuring that officers and employees of the not-for-profit Blue
Cross do not receive financial inducements for effecting a

conversion

eEnsuring that the public interest is protected.




(5) The Attorney general should have approval authority over the Articles of
Incorporation and by-laws of the foundation and the voting agreement between
the foundation and the new Blue Cross. This is in recognition of the Attorney
General's jurisdiction over charitable trusts generally and its role as
representative of the public. The Attorney General would also have authority
over abuses in the foundation's grant-making process, although he would not

interfere with the foundation's judgment in making grants.

(7) The mission of the foundation should be to "promote the health of the people
of North Carolina." This mission recognizes the original mission of Blue Cross.

(8) The foundation should be organized under the federal tax laws as a 501(c)(4)
entity, subject to 501(c)(3) restrictions on political activity and lobbying. The
501(c)(3) payout requirement would not be included, but language requiring a
payout of "substantially all of its (the foundation's) income, less operating
expenses" would be included. Organization as a 501(c)(4) entity has tax
advantages over a 501(c)(3) entity.

(9) The foundation board should initially be 11 members appointed by the
Attorney General. These 11 members would be chosen from a list of at least 22
North Carolinians identified by a search firm. The Attorney General could
appoint an advisory committee to help him with the selection, but the legislation
would not require the advisory committee. There would be no categories or
slots for the appointments. The initial members would be staggered between 2
and 4 year terms, with members thereafter serving 4-year terms. A member
could serve up to 10 consecutive years. After the initial board is established, it
becomes self-perpetuating and can decrease in size to as few as 9 members or

increase in size to 15 members.

(10) A list of the compensation of the board members should be reported

annually to the Joint Legislative Commission on Governmental Operations. The




Commission on Governmental Operations does not have authority to approve or
modify compensation. The purpose of the review is to serve as a check against

abusive compensation practices.

(11) The charter of the foundation will be subject to amendment by the

legislature.

(12) The issue of what constitutes a conversion will continue to be worked on,

and language on this issue would be presented at the final meeting.

(13) The Commission approved the following items as required elements of a

plan of conversion:

ePurpose of the conversion

eProposed articles of incorporation and bylaws

oA description of changes in how the new company will operate

eHow policyholders' rights will be protected

eBusiness plan of the new corporation (including analysis of recent
premium charges and projected charges

sFoundation's articles of incorporation and bylaws

eAgreements between the Foundation and the new Blue Cross

(14) There should be broad public input into a proposed conversion. It was
recommended that there be at least 3 public hearings.

(15) If Blue Cross converts, 100% of the fair market value should be transferred
to a charitable foundation.
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APRIL 28,1998

Mr. Jones briefed the Commission on the draft bill. The Commission members

approved the following changes to the draft:

e After the 10 year "no competition" period expires (i.e., the foundation cannot
set up an insurance company or similar entity to compete with Blue Cross
during that period), it was felt that the prohibition on members of the
foundation serving on the board of Blue Cross or one of its affiliates and the
prohibition on Blue Cross members serving on the foundation board should
be relaxed. The change will remove the prohibition after 10 years and the
divestment by the foundation board of 95% of the Blue Cross stock obtained
in the conversion.

e Mr. Jones pointed out that the national Blue Cross Association in Chicago,
which owns the license and trademark under which Blue Cross of North
Carolina opérates, was concerned about one individual — the Attorney
General — wielding too much appointment power over the foundation's board.
(The national association's concerns stem from the fact that the foundation
will initially own 100% of the stock of Blue Cross). To address concerns
about the appointment process, the Commission agreed to establish an ex
officio advisory committee, consisting of representatives of the business
community, hospitals, physicians, medical schools, and private foundations.

¢ The Coalition for Public Trust proposed a change to the pay-out provision.
The original proposal would have required the foundation to pay out
substantially all of its income. The Coalition recommended using the
standard applicable to 501(c)(3) foundations under the federal tax code:
essentially a payout of 5% of net assets. Because this could potentially
require the foundation to invade the corpus of its trust to meet the payout

requirement, the Commission recommended language requiring a payout of
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the lesser of (1) 5% of net assets or (2) substantially all of the income, and in
no event does corpus have to be invaded.

e The foundation reporting requirement, which would have required the
foundation to report its tax returns and grant-making activities to the
Commissioner of Insurance and the Attorney General, was amended to
require an additional report on directors compensation to the Joint Legislative
Commission on Governmental Operations. (This was further amended at

the final meeting of the Commission).

The Commission spent most of its time focusing on the one remaining central
issue: what constitutes a conversion. Mr. Kolbe recommended that the following
thresholds should apply in determining whether Blue Cross has in fact converted:

o If Blue Cross transfers more than 10% of its assets to a for-profit
company ,

» If Blue Cross transfers any assets at all to an outside investor

e If 25% of the assets of Blue Cross are used by for-profit subsidiaries

e If 25% of the revenue of Blue Cross and its subsidiaries are generated
by for-profit operations

¢ In no event should Blue Cross be allowed to be in a business other
than health insurance or insure non-North Carolinians

e The Commissioner should be allowed to aggregate transactions to

determine if a conversion has occurred.
| Mr. Kolbe felt that this provided Blue Cross sufficient flexibility.

Mr. Hinson presented a proposal from Blue Cross on this issue. Under
the Blue Cross proposal, a conversion would occur if any of the following
occurred: ,

o |f Blue Cross transfers more than 10% of its assets to a for-profit

company. However, the following 4 transfers or acquisitons would not

count against the 10% figure:
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e The value of health insurance policies purchased (to the extent
the policies are on North Carolinians)
¢ The common stock of a for-profit company (to the extent that
the value of the stock represents health insurance policies on
North Carolinians)
e Security interests
« Investment portfolio transactions in the ordinary course of
business
o |f Blue Cross transfers any assets at all to an outside investor
e If 50% of the assets of Blue Cross are used by for-profit subsidiaries
o If 50% of the revenue of Blue Cross and its subsidiaries are generated
by for-profit operations
e The Commissioner would be allowed to aggregate transactions to

determine if a conversion has occurred.

Mr. Eakes presented a proposal on behalf of the Coalition. The major
differences between the Coalition's proposal and Blue Cross' proposal was as
follows:

e The Coalition felt that the value of common stock purchases of for-profit
companies attributable to health insurance policies on North Carolinians
should not be excluded from the 10% limitation

o The Coalition felt that no more than 40% of revenues should come from for-
profit subsidiaries and no more than 40% of the assets should be used by for-

profit subsidiaries.

The Commission also discussed the length of time that might elapse
between (i) Blue Cross undertaking a transaction or series of transactions that
the Commissioner determines to be a conversion and (ii) a final appellate
decision on the Commissioner's determination. The Blue Cross proposal would
have provided Blue Cross 24 months after an appeliate decision in the
Commissioner's favor to file a plan of conversion. The Commission agreed to
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reduce this period to 12 months and asked Mr. Jones to develop language to

expedite the appeals process.
May 1, 1998

The Commission held its final meeting on May 1, 1998. Mr. Jones reviewed with
the Commission the substantive changes that had been made to the bill.
Senator Perdue moved that the advisory committee members selected by the
NC Center for Nonprofits include representatives of foundations and other
nonprofit organizations. Mr. Jones requested that the Commission revisit the
issue of the foundation payout requirement. Mr. Jones noted that the provision,
as written, could potentially allow the foundation to accumulate substantial
amounts of money in good investment years without being required to pay them
out. However, the provision could be left as written, entrusting the proper
payout in those years to the foundation board. The Commission decided to
leave the provision as they had amended it at the last meeting: i.e., the
foundation must pay out either 5% of net assets or substantially all of its net
income, whichever is less, and in no event is the foundation required to invade

the trust corpus to meet the payout requirement in any given year.

Mr. Hinson and Mr. Eakes restated the respective proposals of Blue Cross
and the Coalition. Mr. Otis and Mr. Sasser also addressed the Commission
about the need for Blue Cross to have sufficient business flexibility. Their
comments are included in the appendix. They stated that Blue Cross would
agree to a reduction from 50% to 40% on the assets test and the revenue test.
Mr. Eakes proposed that the Commission, in addition to the 40% changes, limit
the purchase by Blue Cross of health insurance policies on North Carolinians
and common stock of for-profit companies to an additional 10% (above the
standard 10% allowed for asset purchases in both the Coalition's proposal and
Blue Cross' proposal). Mr. Searing also addressed the Commission. His
comments are included in the Appendix. A motion to adopt the Coalition's
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proposal failed. A motion to adopt the Blue Cross proposal, with an amendment
reducing the assets and revenue test thresholds from 50% to 40% passed. The
Commission adopted the final report for recommendation to the General
Assembly.
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1 A BILL TO BE ENTITLED

2 AN ACT TO ESTABLISH PROCEDURES FOR CONVERSIONS BY HOSPITAL,
3 MEDICAL, AND DENTAL SERVICE CORPORATIONS.

4 The General Assembly of North Carolina enacts:

5 Section 1. G.S. 58-65-130(3) reads as rewritten:

6 "(3) The charter of any corporation subject to the
7 provisions of this Article and Article 66 of this
8 Chapter may be amended to convert that corporation,
9 so amending its charter, into either a wmutual
10 nonstock—or stock accident and health insurance
11 company or stock life insurance company subject to
12 the provisions of Articles 1 through 64 of this
13 Chapter provided the contractual rights of the
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reserves—and-capital-ef—such of the corporation are
adequately protected—under—rules—and—regulations
: L : : . :

protected. The proposed amendment shall be
considered pursuant to G.S. 58-65-131, 58-65-132,
and 58-65-133. Other provisions of this section and
this Article relating to the procedure for amending
the charter shall not apply."

Section 2. Article 65 of Chapter 58 of the General Statutes is
amended by adding the following new sections to read:

"§ 58-65-131. Findings; definitions; conversion plan.

(a) Intent and findings.-- It is the intent of the General
Assembly by the enactment of this section, G.S. 58-65-132, and
G.S. 58-65-133 to create a procedure for a medical, hospital, or
dental service corporation to convert to a stock accident and
health insurance company or stock life insurance company that is
subject to the applicable provisions of Articles 1 through 64 of
this Chapter. Except as provided herein, it is not the intent of
the General Assembly to supplant, modify, or repeal other
provisions of this Article and Article 66 of this Chapter or the
provisions of Chapter 55A of the General Statutes (the Nonprofit
Corporation Act) that govern other +transactions and the
procedures relating to such transactions that apply to
corporations governed by the provisions of this Article and
Article 66 of this Chapter.

The General Assembly recognizes the substantial and recent
changes in market and health care conditions that are affecting
these corporations and the benefit of equal requlatory treatment
and competitive equality for health care insurers. The General
Assembly finds that a procedure for conversion is in the best
interest of policyholders because it will provide greater
financial stability for these corporations and a greater
opportunity for the corporations to remain financially
independent. The General Assembly also finds that if a medical,
hospital or dental service corporation_ converts to a stock
accident and health insurance company or stock life insurance
company, the conversion plan must provide a benefit to the people
of North Carolina equal to one hundred percent of the fair market
value of the corporation.

(b) Definitions.-- As used in this section, G.S. 58-65-132, and
G.S. 58-65-133:

(1) "Certificate holder" includes an__enrollee, as
defined in Article 67 of this Chapter, in a health
maintenance plan provided by the corporation or a
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(2)

subsidiary or by the new corporation or a
subsidiary.
"Code" means Title 26 of the United States Code,

(3)

the United States Internal Revenue Code of 1986, as

amended.
"Conversion" means the conversion of a hospital,

(4)

medical, or dental service corporation to a stock
accident and health insurance company or stock life
insurance company subject to the applicable
provisions of Articles 1 through 64 of this

Chapter.
"Corporation" means a hospital, medical, or dental

(5)

service corporation governed by this Article that
files or is required to file a plan of conversion
with the Commissioner under subsection (d) of this
section to convert from a hospital, medical, or
dental service corporation to a stock accident and
health insurance company or stock life insurance

company.
"Foundation” means a newly formed tax-exempt

(6)

charitable social welfare organization formed and
operating under Section 501(c)(4) of the Code and
Chapter 55A of the General Statutes.

"New corporation" means a corporation originally

governed by this Article that has had its plan of
conversion approved by the Commissioner under G.S.
58-65-132 and that has converted to a stock
accident and health insurance company or stock life
insurance company. AN

(c) Compliance required in certain events.-- A corporation

governed by this Article shall comply with the provisions of this

section, G.S.

58-65-132 and G.S. 58-65-133 before it may do any

of the following:

(1)

Sell, lease, convey, exchange, transfer, or make

other disposition, either directly or indirectly in
a single transaction or related series of
transactions, of ten percent (10%) of the
corporation’s assets, as determined by statutory
accounting principles, to, or merge or consolidate
or liquidate with or into, any business corporation
or other business entity, except a business
corporation or other business entity that is a
wholly-owned subsidiary of the corporation. The
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ten percent asset limitation in this subdivision

does not apply to:

a.

the purchase, acquisition by assignment or
otherwise by the corporation of individual
accident and health policies or contracts

insuring North Carolina residents, or with
respect to accident and health group master
policies or contracts, only the percentage
portion of those policies or contracts
covering North Carclina resident certificate
holders, and that are issued by a company
domiciled or licensed to do business in North
Carolina, if the purchase is first approved by
the Commissioner after notice to the Attorney
General, no profit will inure to the benefit
of any officer, director or employee of the
corporation or its subsidiaries, the purchase
is transacted at arm’s length and for fair
value, and the purchase will further the
corporation’s ability to fulfill its purposes;
in the case of a purchase by the corporation
of all the common stock of a company domiciled
or licensed to do business in North Carolina,

that portion of the value of the company which
is determined by the Commissioner to be
attributable to individual accident and health
policies or contracts insuring North Carolina
residents or, in the case of accident and
health group master policies ox contracts, the
percentage portion of those policies or
contracts covering North Carolina resident
certificate holders, if the purchase is first
approved by the Commissioner after notice to
the Attorney General, no profit will inure to
the benefit of any officer, director, or
emplovee of the corporation or its
subsidiaries, the purchase is transacted at
arm’s length and for fair value, and the
purchase will further the corporation’s
ability to fulfill its purposes;

granting encumbrances such as security
interests or deeds of trust with respect to
assets owned by the corporation or any wholly
owned subsidiary to secure indebtedness for
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(2)

borrowed money, the proceeds of which are paid
solely to the corporation or its wholly owned
subsidiaries and remain subject to the
provisions of this section G.S. 58-65-131; and
sales or other transfers in the ordinary
course of business for fair value of any
interest in real property or stocks, bonds, or
other securities within the investment
portfolio owned by the corporation or any
wholly owned subsidiary, the proceeds of which
are paid solely to the corporation or any
wholly owned subsidiary and remain subject to
the provisions of this section G.S. 58-65-131.
Directly or indirectly issue, sell, convey,

|

(3)

exchange, transfer, or make other disposition to
any party of any equity or ownership interest in
the corporation or in any business entity that is
owned by or is a subsidiary of the corporation,
including stock, securities, or bonds, debentures,
notes or any other debt or similar obligation that
is convertible into any equity or ownership
interest, stock or securities. This subdivision
shall not be construed to prohibit the corporation
or a wholly owned subsidiary, with the approval of
the Commissioner after notice to the Attorney
General, from investing in joint ventures or
partnerships with unrelated third parties, if no
profit will inure to the benefit of any officer,
director, or employee of the ‘corporation or its
subsidiaries, the transaction is conducted at arm’s
length and for fair value, and the transaction
furthers the corporation’s ability to fulfill its

purposes.
Permit its aggregate annual revenues, determined in

accordance with statutory accounting principles,
from all for-profit activities or operations,
including but not limited to those of the
corporation, any wholly owned subsidiaries, and any
joint ventures or partnerships, to exceed forty
percent (40%) of the aggregate annual revenues,
excluding investment income, of the corporation and

its subsidiaries and determined in accordance with
statutory accounting principles; or
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(4) Permit its aggregate assets for four consecutive
quarters, determined in accordance with statutory
accounting principles, emploved in all for-profit
activities or operations, including but not limited
to those assets owned or controlled by any for-
profit wholly owned subsidiaries, to exceed forty
percent (40%) of the aggregate admitted assets of
the corporation and its subsidiaries for four
consecutive quarters, determined in accordance with
statutory accounting principles.

In determining whether the corporation must comply with the
provisions of this section, G.S. 58-65-132, and G.S. 58-65-133,
the Commissioner may review and consolidate actions of the
corporation, its subsidiaries, and other legal entities in which
the corporation directly or indirectly owns an interest, and
treat the consolidated actions as requiring a conversion. An
appeal of the Commissioner’s order that consolidated actions
require a conversion shall lie directly to the North Carolina
Court of Appeals, provided that any party may petition the North
Carolina Supreme Court, pursuant to G.S. 7A-31(b), to certify the
case for discretionary review by the Supreme Court prior to
determination by the Court of Appeals. Appeals under this
subsection must be filed within thirty days of the Commissioner'’s
order and shall be considered in the most expeditious manner
practical. The corporation must file a plan of conversion within

12 months of the later of the issuance of the Commissioner’s
order or a final decision on appeal.

(d). Charter amendment for conversion.-- A corporation may
propose to amend its charter pursuant to this Article to convert
the corporation to a stock accident and health insurance company
or stock 1life insurance company subject to the applicable
provisions of Articles 1 through 64 of this Chapter. The
proposed amended charter and a plan_ for conversion as_ described
in subsection (e) of this section shall be filed with the
Commissioner for approval.

(e) Filing conversion plan; costs of review.-- A corporation
shall file a plan for conversion with the Commissioner and submit
a copy to the Attorney General at least 120 days before the
proposed date of conversion. The corporation .or the new

corporation shall reimburse the Department of Insurance and the
office of the Attorney General for the actual costs of reviewing,
analyzing, and processing the plan. The Commissioner and the
Attorney General may contract with experts, consultants, or other
professional advisors to assist in reviewing the plan. These
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contracts are personal professional service contracts exempt from

Articles 3 and 3C of Chapter 143 of the General Statutes.

Contract costs for these personal professional services shall not

exceed an amount that is reasonable and appropriate for the

review of the plan.

(f) Plan requirements.-- A plan of conversion submitted to the

Commissioner shall state with specificity the following terms and

conditions of the proposed conversion:

(1)

The purposes of the conversion.

(2)

The proposed articles of incorporation of the new

(3)

corporation.

The proposed bylaws of the new corporation.

(4)

A description of any changes in the new

(5)

corporation’s mode of operations after conversion.

A statement describing the manner in which the plan

(6)

provides for the protection of all existing
contractual rights of the corporation’s subscribers
and certificateholders to medical or hospital
services or the payment of claims for reimbursement
for those services. The corporation’s subscribers
and certificate holders shall have no right to
receive any assets, surplus, capital, payment or
distribution or to receive any stock or other
ownership interest in the new corporation in

connection with the conversion.
A statement that the 1legal existence of the

(7)

corporation does not terminate and that the new

corporation is subject to all liabilities,
obligations and relations of whatever kind of the

corporation and succeeds to all property, assets,

rights, interests and relations of the corporation.
Documentation showing that the corporation, acting

by its board of directors, trustees -or other
governing authority, has approved the plan. It
shall not be necessary for the subscribers or
certificate holders of the corporation to vote on
or approve the plan of conversion, any amendments
to the corporation’s articles of incorporation or
bylaws, or the articles of incorporation or the
bylaws of the new corporation, notwithstanding any
provision to the contrary in this Article or
Article 66 of this Chapter or in the articles of
incorporation or bylaws of the corporation.
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(8) The business plan of the new corporation,
including, but not limited to, a comparative
premium rate analysis of the new corporation’s
major plans and product offerings, that, among
other things, compares actual premium rates for the
three-year period before the filing of the plan for
conversion and forecasted premium rates for a
three-vear period following the proposed
conversion. This rate analysis shall address the
forecasted effect, if any, of the proposed
conversion on the <cost to policyholders or
certificateholders of the new corporation and on
the new corporation’s underwriting profit,
investment income, and loss and claim reserves,
including the effect, if any, of adverse market or
risk selection upon these reserves. Information
provided under this subsection is confidential
pursuant to G.S. 58-19-40.

(9) Any conditions, other than approval of the plan of
conversion by the Commissioner, to be fulfilled by
a proposed date upon which the conversion would
become effective.

(10) The proposed articles of incorporation and bylaws
of the Foundation, containing the provisions
required by G.S. 58-65-133(h).

(11) Any proposed agreement between the Foundation and
the new corporation, including but not limited to
any agreement relating to the voting or
registration for sale of any capital stock to be
issued by the new corporation to the Foundation.

(g) Public Comment.-- Within 20 days of receiving a plan to
convert, the Commissioner shall publish a notice in one or more
newspapers of general circulation in the corporation’s service

area describing the name of the corporation, the nature of the

plan filed under G.S. 58-65-131(d), and the date of receipt of

the plan. The notice shall indicate that the Commissioner will

solicit public comments and hold three public hearings on the
plan. The public hearings must be completed within 60 days of
the filing of the conversion plan. The written public comment
period will be held open until 10 days after the last public

hearing. For qood cause the Commissioner may extend these

deadlines once for a maximum of 30 days. The Commissioner shall
provide copies of all written public comments to the Attorney
General.
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(h) Public access to records.-- RAll applications, reports,
plans, or other documents under this section, G.S. 58-65-132, and
G.S. 58-65-133 are public records unless otherwise provided in
this Chapter. The Commissioner shall provide the public with
prompt and reasonable access to public records relating to the
proposed conversion of the corporation. Access to public records
covered by this section shall be made available for at least 30
days before the end of the public comment period.

"§ 58-65-132. Review and approval of conversion plan; new

corporation.

(a) Approval of plan of conversion.-- The Commissioner shall
approve the plan of conversion and issue a certificate of
authority to the new corporation to transact business in this
State only if the Commissioner finds all of the following:

(1) The plan of conversion meets the requirements of
G.S. 58-65-131, this section, and G.S. 58-65-133.

(2) Upon conversion, the new corporation will meet the
applicable standards and conditions under this
Chapter, including applicable minimum capital and
surplus requirements.

(3) The plan of conversion adequately protects the
existing contractual rights of the corporation’s
subscribers and certificate holders to medical or
hospital services and payment of claims for
reimbursement for those services.

(4) No director, officer, or employee of the
corporation will receive:

a. Any fee, commission, compensation or
other valuable consideration for aiding,
promoting, or assisting in the conversion
of the corporation other than
compensation paid to any director,
officer, or employee of the corporation
in the ordinary course of business; or
Any distribution of the assets, surplus,
capital, or capital stock of the new
corporation as part of a conversion.

(5) The corporation has complied with all material
requirements of this Chapter, and disciplinary
action is not pending against the corporation.

(6) The plan of conversion is fair and equitable and
not prejudicial to the contractual rights of the
the policyholders and certificateholders of the new

corporation.

o
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(7) The plan of conversion is in the public interest.
The Commissioner shall find that the plan is in the
public interest only if it provides a benefit for
the people of North Carolina equal to the value of
the corporation at the time of conversion, in
accordance with the c¢riteria set out in this
subdivision. In determining whether the plan of
conversion is in the public interest, the
Commissioner may also consider other factors,
including but not limited to those relating to the
accessibility and affordability of health care.
The Commissioner must determine that the plan of
conversion meets all of the following criteria:

a. Consideration, determined by the
Commissioner to be equal to one hundred
percent of the fair market value of the
corporation, will be conveyed or issued
by the corporation to the Foundation at
the time the new corporation files its
articles of incorporation. If the
consideration to be conveyed is all of
the common stock of the new corporation
that is then issued and outstanding at
the time of conversion, and there is no
other capital stock of any type or nature
then outstanding, it is conclusively
presumed that the Foundation will acquire
the fair market value of the corporation.

b. At anvy time after the coriversion, the new
corporation may issue, in a public
offering or a private placement,
additional shares of common stock of the
same class and having the same voting,
dividend, and other rights as that
transferred to the Foundation, subject to
the applicable provisions of Chapter 55
of the General Statutes and any voting
and registration agreements.

(8) The plan of conversion contains a proposed voting
agreement and registration agreement between the
Foundation and the proposed new corporation that
meets the requirements of G.S. 58-65-133.

(9) The Attorney General has given approval pursuant to

Senate Bill 993
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(b) New corporation.-- After issuance of the certificate of
authority as provided in subsection (a) of this section, the new
corporation shall no longer be subject to this Article and
Article 66 of this Chapter but shall be subject to and comply
with all applicable laws and regulations applicable to domestic
insurers and Chapter 55 of the General Statutes, except that
Articles 9 and 9A of Chapter 55 shall not apply to the new
corporation. The new corporation shall file its articles of
incorporation, as amended and certified by the Commissioner, with
the North Carolina Secretary of State. The legal existence of
the corporation does not terminate, and the new corporation is a
continuation of the corporation. The conversion shall only be a
change in identity and form of organization. Except as provided
in subdivision (a)(7) of this subsection, all property, assets,
rights, liabilities, obligations, interests, and relations of
whatever kind of the corporation shall continue and remain in the

. new corporation. All actions and legal proceedings to which the

corporation was a party prior to conversion shall be unaffected
by the conversion. '

(c) Final decision and order; procedures.-- The Commissioner’s
final decision and order regarding the plan of conversion shall
include findings of fact and conclusions of law. Findings of
fact shall be based upon and supported by substantial evidence,
including evidence submitted with the plan by the corporation and
evidence obtained at hearings held by the Commissioner. A
person aggrieved by a final decision of the Commissioner
approving or disapproving a conversion may petition the Superior
Court of Wake County within 30 days thereafter for judicial
review. An appeal from a final decision \Nand order of the
Commissioner under this section shall be conducted pursuant to
G.S. 58-2-75. Chapter 150B of the General Statutes does not
apply to the procedures in this section, G.S. 58-65-132, and G.S.
58-65-133. This subsection does not apply to appeal of an order
of the Commissioner issued pursuant to G.S. 58-65-131(c).

(d) Attorney General’'s enforcement authority; legal action on
validity of plan of conversion.--

(1) Nothing in this Chapter limits the power of the
Attorney General to seek a declaratory -judgment or
to take other legal action to protect or enforce
the rights of the public in the corporation.
(2) Any legal action with respect to the conversion
must be filed in the Superior Court of Wake County.
"§ 58-65-133. Creation and operation of foundation. '

Senate Bill 993 Page 11
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(a) Creation.-- A Foundation shall be created to receive the
fair market value of the corporation as provided in G.S. 58-65-
132(a)(7) when the corporation converts.

(b) Purpose.-- The charitable purpose of the Foundation shall
be to promote the health of the people of North Carolina. For a
period of ten years from the effective date of the conversion,
the Foundation may not, without the consent of the Attorney
General, establish or operate any entity licensed pursuant to
Chapter 58 of the General Statutes that would compete with the
new corporation or any of its subsidiaries.

(c) Board of directors.-- The initial board of directors of the
foundation shall consist of eleven members appointed by the
Attorney General from a list of nominees recommended pursuant to
subsection (d) of this section. The Attorney General shall
stagger the terms of the initial appointees so that six members
serve two-yvear terms and five members serve 4-vear terms. The
board shall fill a vacancy in an initial term. Their successors
shall be chosen by the board of directors of the Foundation in
accordance with the bylaws of the Foundation and shall serve 4-
vear terms. No member may serve more than two consecutive full
terms nor more than 10 consecutive vyears. The Foundation may
increase or decrease the size of the board in accordance with its
by-laws, provided that the board shall have no fewer than nine
directors and no more than 15 directors and that a decrease in
size does not eliminate the then current term of any director.

(d) Advisory committee.-- An advisory committee shall be formed
to (i) develop, subiject to the approval of the Attorney General,
the criteria for selection of the Foundation’s initial board of
directors and (ii) nominate candidates for the initial board of
directors. The advisory committee shall be comprised of the
following eleven members: three representatives of the business
community selected by North Carolina Citizens for Business and
Industry, three representatives of the public and private medical
school community selected by the University of North Carolina
Board of Governors, three representatives of private foundations
and other nonprofit organizations selected by the North Carolina
Center for Nonprofits, a representative of the North Carolina
Association of Hospitals and Health Care Networks, and a
representative of the North Carolina Medical Society. After
receiving a copy of the proposed plan of conversion, the Attorney
General shall immediately notify these organizations, and the
advisory committee shall be constitued within 45 days thereafter.

The advisory committee’s criteria shall ensure an open
recruitment process for the directors. The advisory committee

Page 12 Senate Bill 993
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shall nominate 22 residents of North Carolina for the 11

positions to be filled by the Attorney General. The Attorney

General shall retain an independent executive recruiting firm or
firms to assist the advisory committee in its work.

(e) Foundation and new corporation independent.-- The
Foundation and its directors, officers, and employees shall be

and remain independent of the new corporation and its affiliates.
No director, officer, or employee of the Foundation shall serve
as a director, officer, or employee of the new corporation or any
of its affiliates. No director, officer or employee of the new
corporation or any of its affiliates shall serve as a director,
officer, or employee of the Foundation. This subsection shall no
longer apply after (i) ten years following the effective date of
the conversion or (ii) the divestment by the Foundation of at
least ninety-five percent (95%) of the stock of +the new
corporation received pursuant to G.S. 58-65-132(a)(7)a. and

subsection (a) of this section, whichever occurs later.
(f) Voting and stock registration agreement.-- The Foundation
and the new corporation shall operate under a voting agreement

and a stock registration agreement, approved by the Commissioner

and the Attorney General, that provides at a minimum for the

following:

(1) The Foundation will vote the common stock in the
new corporation for directors of the new
corporation nominated by the board of directors of
the new corporation to the extent provided by the
terms of the voting agreement.

(2) The voting restrictions will not apply to common
stock of the new corporation sold by the
Foundation.

(3) The board of directors of the new corporation will
determine the timing of any initial public offering
of the new corporation’s common stock, either by
the new corporation or by the Foundation, and the
Foundation shall have demand registration rights
and optional "niggy-back" or "incidental"
registration rights in connection with any
offerings of the new corporation’s common stock by
the new corporation, on the terms and conditions
set forth in a stock registration agreement and
agreed upon by the new corporation and the
Foundation and approved by the Commissioner and the
Attorney General.

Senate Bill 993 ' Page 13
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(4) The voting agreement may contain additional terms,
including (i) voting and ownership restrictions
with regard to the common stock of the new
corporation and (ii) provisions for the voting or
registration for sale of any common stock to be
issued to the Foundation by the new corporation.

(g) Costs.-- The corporation shall pay the reasonable expenses
of the advisory committee and executive search firm and the costs
of any consultants, experts, or other professional advisors
retained by the Attorney General incident to review under this
section.

(h) Attorney General’s approval.-- Before the Commissioner
approves a plan of conversion pursuant to G.S. 58-65-132, the
Attorney General, on behalf of the public and charitable
interests in this State, must approve the determination relating
to the fair market value of the corporation under G.S. 58-65-
132(a)(7), the articles of incorporation and bylaws of the
foundation, and all proposed agreements between the new
corporation and the Foundation, including stock voting or
registration agreements. The Attorney General may seek advice on
these matters from consultants, investment bankers, and other
professional advisors engaged by the Commissioner or Attorney
General incident to review of the plan. The proposed articles of
incorporation of the Foundation shall provide for all of the
following:

(1) State that the Foundation is organized and operated
exclusively for charitable purposes and for the
promotion of social welfare.

(2) State that no part of the net earnings of the
Foundation shall inure to the benefit of any
private shareholder or individual.

(3) State that the Foundation shall not engage in any
political campaign activity or the making of
political contributions.

(4) Prohibit the Foundation from paying or incurring
any amount that, if paid by an organization
classified as a ‘private foundation’ under Section
509(a) of the Code, would constitute a ‘taxable
expenditure’ as defined by Sections 4945(d)(1l) and
(2) of the Code.

(5) Prohibit the Foundation from engaging in any self-
dealing for the benefit of its directors, officers,
or employees.
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(6)

Provide for an ongoing community advisory committee

(7)

to offer broad public input to the Foundation
concerning its operations and activities.
Provide that the Foundation, after its first three

(8)

vears of operation, will payout the lesser of (i)
"qualifying distributions" of "distributable
amounts," as defined in section 4942 of the Code,
as if the Foundation were classified as a private
Foundation subject to the distribution
requirements, but not the taxes imposed, under that
section or (ii) substantially all of its income,
less qgualifying expenses. In no event shall the
Foundation be required to invade its corpus to meet
the distribution requirements under this
subdivision.

State that provisions in the articles of

incorporation that are either required by this
subdivision or designated by the Attorney General

cannot be amended without the prior written

approval of the Attorney General.

wWwithin 120 days of the end of its fiscal year, the Foundation

shall provide the Attorney General, the Commissioner, the Speaker

of the House of Representatives and the President Pro Tempore of

the Senate its state and federal tax returns for the preceding

fiscal vyear.

The tax returns shall be made available for public

inspection."
Section 3.
Section 4.

G.S. §58-65-160 is repealed.
This act is effective when it becomes law.
N
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EXPLANATION OF THE RECOMMENDED LEGISLATION

The proposed bill spells out in detail the proposed conversion procedure
and defines the converting service corporation's obligation to the public. The bill
applies not only to Blue Cross but also to Delta Dental and any other medical,
hospital, or dental service corporation that might come into existence. However,
for purposes of simplicity, the remainder of this explanation refers to "Blue

Cross."

Amending the charter: Current law requires 2/3 of Blue Cross
certificateholders to approve a conversion. The bill would eliminate this
requirement, making it consistent with the Study Commission's position that the
certificateholders do not own the company. However, the Commissioner, in his
evaluation of the plan, must still determine that the contractual rights of the
certificateholders to have their claims paid will not be impaired by the conversion.
In addition, the Commissioner can also examine the impact of the proposed

conversion on health care accessibility and affordability.

In addition, the bill changes the current law with respect to the vote
required by the board of directors for conversion. The board would only need a

majority vote (rather than a 2/3 vote) to move forward on a conversion.

No mutualization: Current law allows Blue Cross to convert to either a stock
company or a mutual. The bill would eliminate the ability of Blue Cross to
become a mutual because of concerns about the impact of mutualization on the
public's ownership rights and the valuation of those rights at the time of an

eventual conversion to a stock company.

What constitutes a conversion: To determine whether Blue Cross has
converted, the following tests apply. Blue Cross is considered to have

converted if any of the following occur:
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¢ |t merges with a for-profit company

o It sells or transfers any stock to an outside investor (i.e., the for-profit
subsidiaries of Blue Cross must be wholly-owned by Blue Cross to avoid
conversion).

e |t sells or transfers 10% or more of its assets in one transaction or a series of
related transactions to a for-profit business. However, the following do not
count in determining this 10% limit:

| e The purchase of health insurance policies from a for-profit company, to
the extent those policies insure North Cérolina residents. The value
of any policies insuring non-North Carolinians is counted in
determining the 10% (if approved by the Commissioner).
e The purchase of the common stock of a for-profit company to the
extent that the stock value reflects health insurance policies covering
| North Carolina residents (if approved by the Commissioner).
e The granting of security interests for money borrowed
e The transfer in the ordinary course of business real estate, stocks, and
other securities within the investment portfolio
» lts annual revenues from for-profit activities exceed 40% of total revenues

o lts assets used in for-profit activities exceed 40% of total assets

In addition, the Commissioner can review and consolidate transactions of
Blue Cross in determining whether a conversion has occurred. If the
Commissioner, after consolidating transactions of Blue Cross, does determine
that a transaction has occurred, Blue Cross has 12 months in which to file a plan
of conversion with the Commissioner. This 12-month period is suspended while
any appeal of the Commissioner's order is pending. The bill provides for an
expedited appeals process. The appeal of the Commissioner's order will by-
pass the superior court and go directly to the Court of Appeals. Any party can
petition the Supreme Court to hear the appeal without it being first heard by the
Court of Appeals.
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Filing the Conversion Plan: If Blue Cross decideé to convert to a for-profit
company, it must seek the approval of the Commissioner of Insurance. In
seeking the Commissioner's approval, Blue Cross is required to file a "plan of
conversion" with the Commissioner of Insurahce and submit a copy of the plan to
the Attorney General at least 120 days before the proposed conversion would

take effect. The plan of conversion must show the following:

e The purposes of the conversion

e The articles of incorporation of the new for-profit Biue Cross that will
be formed

e The bylaws of the new Blue Cross

e How the mode of operations will change, if it all

e How existing policyholders' claims and rights to reimbursement will be
safeguarded in the conversion

e A statement recognizing that the new Blue Cross is subject to all of the
rights, liabilities, obligations, etc. of the old Blue Cross

e Proof that the board of directors of Blue Cross has approved the
conversion

e A business plan for the new Blue Cross, including a comparison of
recent premium charges by the old Blue Cross and projected premium
charges by the new Blue Cross

e Any conditions that Blue Cross must fulfill by the proposed effective
date of the conversion in order for the conversion to take effect

e The proposed articles of incorporation and bylaws of the charitable
foundation that will be created to receive the fair market value of the

converted Blue Cross

Reviewing the Plan of Conversion: The Commissioner will review the plan. In
addition, the public may present written comments to the Commissioner during
the comment period. There will also be three public hearings to solicit additional
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input from the public. With the exception of the business plan required to be
filed by Blue Cross, the remaining parts of the proposed conversion plan are
public records. The Attorney General will review the portions of the plan relating

to the charitable foundation.

Commissioner's approval of the plan: The Commissioner will approve the

plan if all of the following conditions are met:

e The conversion plan meets the requirements of the bill

e The new Blue Cross will meet the applicable capital and surplus
requirements for a health insurance company and all other standards
and conditions that apply to health insurance companies

e The plan of conversion adequately protects the claims and
reimbursement rights of existing policyholders.

¢ No director, officer, or employee of Blue Cross will receive a fee or
other valuable consideration (other than ordinary compensation) for
assisting in the conversion nor will they receive any stock or other
assets in the new corporation as part of the conversion.

¢ Blue Cross has complied with all material requirements of the
Insurance Code (Chapter 58), and there are no pending disciplinary
actions against it.

o The plan of conversion is fair with respect to the contract rights of both
the existing and prospective policyholders

¢ The plan of conversion is in the "public interest".

e The plan contains a voting and registration agreement

e The Attorney General approves of the finding that 100% of the fair
market value will be transferred, the foundation's articles of
incorporation and bylaws, and the voting and registration agreements

the foundation and Blue Cross would propose to enter into
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When is the Plan in the public interest?: To protect the public interest, the
conversion plan must provide that 100% of the fair market value of Blue Cross
will be transferred to a 501(c)(4) foundation. The bill provides that it will be
conclusively presumed that 100% of the fair market value is transferred if all of
the Blue Cross stock issued at the time of conversion goes to the foundation. In
evaluating whether the plan is in the public interest, the Commissioner may also
look at the effect of the proposed conversion on the accessibility and affordability
of health care. |

Creation of the foundation: The foundation will be created to receive the fair
market value of Blue Cross upon conversion. The purpose of the foundation will
be to "promote the health of the people of North Carolina." The foundation's
articles of incorporation, by-laws, and any agreements between the foundation
and the new Blue Cross are also subject to the approvali of the Attorney General.
The foundation is prohibited, for a period of ten years after the conversion, from
setting up an insurance company or similar entity that would compete against the
new for-profit Blue Cross. The foundation cannot engage in political activity. It
would also have its own advisory committee (not the same as the advisory
committee that may be involved in nominating the initial board of directors) to
offer public input on its activities. The foundation would be required to pay out
substantially all of its income, less operating expenses, or 5% of its net assets,
whichever is less, in furtherance of its charitable mission. In no event is the

foundation required to invade the corpus of the trust.

Governance of the foundation: The foundation will be governed by a board of
directors, completely independent of any control by the new for-profit Blue Cross.
The initial board of directors will consist of 11 members. These 11 members
will be appointed by the Attorney General from a list of 22 nominees selected by
an independent advisory committee. The advisory committee would be

comprised of the following:
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e 3 business representatives selected by NCCBI

¢ 3 public and private medical school representatives selected by the

UNC Board of Governors

e 3 foundation or nonprofit representatives selected by the NC

Center for Nonprofits :

¢ 1 representative of the Hospital Association

» 1 representative of the Medical Society

Together, these 11 individuals will determine what kind of qualifications

the initial members of the board of directors of the foundation should have and
will nominate 22 persons for those 11 positions. There is no intent that each
representative will nominate someone from his or her industry. Instead, the
committee will act as a group in selecting nominees. With the approval of the
Attorney General, the committee will establish the qualifications for the
nominees. All nominees must be North Carolinians. A search firm will assist

the committee in selecting qualified nominees.

The initial terms will be staggered so that some serve 2-year terms and
some serve 4-year terms. Afterwards, all terms are for 4 years. A member.can
serve two full consecutive terms or 10 consecutive years. Thereafter, the board
becomes self-perpetuating, with its members serving 4-year terms and chosen in
accordance with the foundation's by-laws. The foundation can increase in size
to 15 members or decrease in size to 9 members, although no member would be
thrown out in the middle of a term solely because of a decision to reduce the
board's size. The foundation must file its tax returns with the Attorney General,
Commissioner of Insurance, the Speaker of the House, and the President Pro
Tempore of the Senate.

Relationship between foundation and the new Blue Cross: The foundation
will initially own 100% of the stock of the new Blue Cross. The foundation and
the new Blue Cross will enter into a voting agreement that ensures that the
foundation will vote its stock in favor of the directors nominated by the new Blue

Cross. The new Blue Cross will have some control over the timing of the




additional shares to the public. Until 10 years have elapsed from the conversion
and the foundation has divested itself of 95% of the Blue Cross stock it received,
no foundation members can serve on the Blue Cross board and no Blue Cross

board members can serve on the foundation board.

Challenges to a conversion plan: The Attorney General retains full power to
take any legal action necessary to enforce the rights of the public in the event of
a conversion or proposed conversion. Any person aggrieved by an order of the
Commissioner approving or disapproving a conversion has 30 days after the
issuance of the order to appeal to the Superior Court of Wake County for judicial
review of the order.
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January 24, 1998

MEMORANDUM

TO: Members of the "Blue Cross Blue Shield" Study Commission
and Other Interested Parties

FROM: Linwood Jones, Commission Counsel /

RE: Material and Information Requested on Blue Cross

‘ This packet contains information and material that was requested at the January
meeting of the Blue Cross Blue Shield Study Commission. This memo outlines the
material. There are several attachments.

A. Tax Information:

| Information was requested on the value of the tax exemptions and tax preferences
received by Blue Cross on local property taxes, state premium taxes, and federal taxes.

| Local property taxes: Blue Cross was exempt from local property taxes prior to

| 1974. However, we have been unable to determine the value of those exemptions. In
| addition, Blue Cross may have voluntarily made payments in lieu of taxes during some
of the years prior to 1974 in recognition of basic municipal services, such as water and
sewer, that it received from local governments.

Federal income taxes: Blue Cross was exempt from federal income taxes until
. 1987. The Department of Insurance is currently trying to determine the value of those
exemptions. :

o State premium taxes: Blue Cross is and has been taxed at a substantially lower
rate on its premium taxes than commercial insurance companies. The current value of
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the amount saved by Blue Cross since 1941 as a result of this tax preference on State
premium taxes is estimated at approximately $380 to $420 million. This is based on
premium tax payment information provided by Biue Cross and present-value
calculations performed by the legislature's chief economist. 1 am still reviewing
information from the Department of Insurance that indicates that the savings may be as
much as 5 to 7% higher. See Attachment A.

Sales Tax Refunds: | am in the process of trying to obtain information on sales tax
refunds, if any, claimed by Blue Cross. | would expect the amount of these refunds, if
any, to be small compared to the State premium tax savings.

**Caution/Use of Tax Information: The amount saved by Blue Cross as a result
of preferential tax policies is important and has been one of the more widely-requested
pieces of information on the conversion issue. It is certainly a big factor in evaluating
whether Blue Cross is indebted to the public if it converts. However, any approach
that would have Blue Cross tum over this amount in cash to a charitable foundation
upon conversion could create problems for the for-profit Blue Cross company that
would emerge from the conversion. As pointed out in Mr. Kolbe's remarks conceming
Blue Cross' balance sheet, the for-profit company must have sufficient reserves to pay
claims and capital for growth. This approach raises an additional issue that would also
need to be examined: to what extent did the tax savings result in lower premiums for
Blue Cross' policyholders?

B. Blue Cross Balance Sheet and Reserves

The balance sheet for Biue Cross as of September 30, 1997, is attached. (See
Attachment B). As of that date, Blue Cross had assets of aimost $900 million. Also
attached is a letter from Peter Kolbe explaining the balance sheet. Mr. Kolbe cautions
against using the balance sheet to arrive at an amount of actual dollars that couid be
taken from Blue Cross' surplus and given to a charitable trust. Most of those assets
would be needed for claims payments and growth in the event the company converted
to a for-profit company. Mr. Kolbe notes that other methods, such as the issuance of
stock by Blue Cross to a nonprofit foundation, may be one approach to consider in
ensuring that a for-profit Blue Cross retains adequate capital and reserves. This
approach may be further explored at the February and/or March meetings of the
Commission.

C. Comments by January Speakers

The written comments of Mr. Kolbe and myself at the January meeting are attached.
| expect to have Mr. Hirsch's comments soon. (See Attachment C.) :



D. House Floor Amendments

ob
The amendments offered to Senate Bill 99% on the House fioor during the 1997
session were requested. Here is what those amendments would have done, who
offered them, and how they fared on the House floor vote. See Attachment D for the
text of the amendments:

Amendment 1 (Hackney): This amendment added language requiring that a plan of
conversion must be "in the public interest" and also made clear that the presumption
that arises in favor of a conversion plan when it meets all of the criteria in the bill does
not apply to "any legal action" brought by the Attomey General. In essence, if the
Attomey General filed suit to establish the public’s right to assets of Blue Cross, he
would not be faced with overcoming the presumption that the plan is fair. The
amendment passed.

Amendment 2 (Howard): This amendment would have required the Commission of
Insurance to take the portion of Blue Cross' surplus that belongs to the public, if any,
and place it in either a high-risk pool (if in existence at the time) for the uninsured or
otherwise in a nonprofit health care foundation. (North Carolina does not have a high-
risk pool). The amendment failed.

Amendment 3 (Baddour): This amendment added additional language about a pian of
conversion protecting the public's interest and provided that if Blue Cross first converted
to a mutual, then to a stock company, the anti-inurement restrictions would apply to
both the first conversion (the mutualization) and the second conversion (the
demutalization). The amendment passed.

Amendment 4 (Hurley): This amendment made clear that any type of significant
corporate restructuring that "looks" like a conversion will in fact be treated as a
conversion. For example, a transfer by Biue Cross of 70% of its stock into a for-profit
subsidiary would most likely be considered a conversion under this amendment. The
amendment also required the Commissioner of insurance to determine, if Blue Cross
proposes to convert, what portion of its surplus belongs to the public and to place this
amount in a new or existing nonprofit charitable foundation for the improvement of
health care of all North Carolinians. During the House floor debate, some members
became concemed about giving the Commissioner of Insurance this much discretionary
authority over the disposition of this surplus. A perfecting amendment, Amendment #5
(Hackney), removed this particular language about the Commissioner disposing of the
surplus. This amendment, as perfected by Amendment #5, passed.

Amendment #5 (Hackney): See the discussion on Amendment #4. This amendment
passed.

Amendment #6 (Gamble): This amendment extended the effect of Rep. Baddour's
amendment (Amendment #3) with respect to the two-step conversion process (Blue
Cross first becomes a mutual, then becomes a stock company). Rep. Baddour's




amendment provided that the anti-inurement restrictions (restrictions against officers
and directors of Blue Cross enriching themselves as a result of a conversion) applied to
the eventual conversion to a stock company. Rep. Gamble's amendment would have
made the entire bill applicable to the eventual conversion to a stock company. This

amendment failed.

Al of the successful amendments are incorporated into the 5th edition of Senate Bill
993.

E. Legal Opinions

Previous legal opinions issued by the Attomey General's office and the Department
of Insurance on the charitabie trust obligations of Blue Cross are attached. Both
opinions were written during the debate on Senate Bill 993 in the 1997 session. See

Attachment E.
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Year Premium Tax Paid | Commercial Rate Difference Property Tax Paid | Federal Income Tax
Since 1941* 1974 - 1996 Paid 1987 - 1996
1941 2,535.86 7,684.43 5,148.57
1942 2,961.07 8,972.95 6,011.88
1943 3,240.80 9,820.60 6,579.80
1944 6,061.31 18,367.62 12,306.31
1945 7,580.22 22,970.35 15,390.13
1946 10,178.99 30,845.43 20,666.44
1947 13,920.29 42,182.69 28,262.40
1948 16,935.07 51,318.38 34,383.31
1949 20,586.10 62,382.11 41,796.01
1950 25,122.94 76,130.11 51,007.17
1951 28,317.47 85,810.50 57,493.03
1952 33,336.70 101,020.3.0 67,683.60
1953 41,250.34 125,001.04 83,750.70
1954 45,631.03 138,275.84 92,644.81
1955 50,199.03 152,118.27 101,919.24
1956 55,248.64 167,420.13 112,171.49
1957 61,456.58 186,232.07 124,775.49
1958 67,920.46 205,819.57 137,899.11

*BCBSNC premium tax paid amounts for years 1941 - 1967 are estimated based on
the applicable tax rate of 1/3 of 1%.

statutory financial statements for such years.

premiums written multiplied by
The amounts for the years 1941 - 1967 are estimated due to the unavailability of




Year Premium Tax Paid | Commercial Rate Difference Property Tax Paid | Federal Income Tax
Since 1941* 1974 - 1996 Paid 1987 - 1996
1959 77,275.91 234,169.41 156,893.50
1960 86,580.17 262,364.14 175,783.97
II 961 99,605.44 301,834.67 202,229.23
1962 112,674.73 341,438.58 228,763.85
1963 126,278.79 382,662.99 256,384.20
1964 147,121.12 445,821.57 298,700.45
1965 167,821.39 508,549.66 340,728.27
1966 180,572.55 547,189.56 366,617.01
1967 205,026.78 621,293.28 416,266.50
1968 237,432.58 713,010.76 475,578.18
1969 271,933.46 816,616.99 544,683.53
1970 338,833.92 1,017,519.28 678,685.36
1971 421,547.21 1,265,907.55 844,360.34
1972 539,359.56 1,619,698.38 1,080,338.82
1973 579,703.77 1,740,852.16 1,161,148.39
1974 670,392.55 2,013,190.85 1,342,798.30
1975 808,923.56 2,429,199.88 1,620,276.32 222,328.17
1976 986,201.30 2,961,565.47 1,975,364.17 260,400.03

*BCBSNC premium tax paid amounts for years 1941 - 1967 are estimated based on premiums written multiplied by
the applicable tax rate of 1/3 of 1%. The amounts for the years 1941 - 1967 are estimated due to the unavailability of
statutory financial statements for such years.




Year Premium Tax Paid | Commercial Rate Difference Property Tax Paid | Federal Income Tax
Since 1941* 1974 - 1996 Paid 1987 - 1996
1977 1,142,386.41 3,430,529.76 2,288,143.35 262,633.37
1978 1,290,836.40 3,876,385.60 2,585,549.20 255,929.36
1979 1,540,761.69 4,626,911.97 3,086,150.28 256,946.46
1980 1,743,536.52 5,235,845.40 3,492,308.88 392,110.64
1981 1,969,523.57 5,914,485.19 3,944,961.62 283,694.76
1982 2,014,189.84 6,048,618.14 4,034,428.30 318,623.68
1983 1,730,668.29 5,197,202.08 3,466,533.79 289,333.07
1984 1,788,052.15 5,369,525.97 3,581,473.82 313,808.01
1985 1,994,963.00 3,989,926.00 1,994,963.00 303,189.53
1986 2,078,196.00 4,156,392.00 2,078,196.00 335,595.06
1987 2,342,689.00 4,685,378.00 2,342,689.00 448,994.02
1988 3,486,215.00' 6,972,430.00 3,486,215.00 535,807.32
1989 4,307,788.00 8,615,576.00 4,307,788.00 524,973.72 306,748.00
1990 4,441,301.00 8,882,602.00 4,441,301.00 671,684.39 1,436,801.00

*BCBSNC premium tax paid amounts for years 1941 - 1967 are estimated based on premiums written multiplied by

the applicable tax rate of 1/3 of 1%. The amounts for the years 1941 - 1967 are estimated due to the unavailability of
statutory financial statements for such years.

BCBSNC Rate for 1/88 - 6/88 is 1/3 of 1%, and the BCBSNC Rate for 7/88 - 12/88 and for subsequent years is 1/2 of 1%.

3




Year

Premium Tax Paid | Commercial Rate Difference Property Tax Paid | Federal Income Tax
Since 1941* 1974 - 1996 Paid 1987 - 1996
1991 4,168,542.00 14,589,897.002 10,421,355.00 686,493.88 1,409,096.00
1992 4,321,655.00 16,206,206.00° 11,884,551.00 692,187.40 10,951,228.00
1993 4,520,479.00 17,177,820.00* 12,657,341.00 809,645.56 22,885,528.00
1994 4,451,948.00 16,917,402.00 12,465,454.00 874,114.94 10,571,757.00
1995 4,291,103.00 16,306,191.00 12,015,088.00 966,928.40 10,871,682.00
1996 4,822,960.00 18,334,382.00 13,511,422.00 1,198,636.91 2,500,439.00
TOTALS $64,997,561.56 | $196,248,963.68 | $131,251,402.12 $10,904,058.68 $60,933,279.00

Commercial Rate changed from 1% to 1.75%.

Commercial Rate changed from 1.75% to 1.88%.

Commerical Rate changed from 1.88% to 1.90%




Linwood Jones ‘Resear,chz

From: David Crotts (Fiscal Research)
Sent: Monday, January 19, 1998 9:10 PM
To: Linwood Jones (Research)
Subject: Blue Cross/Blue Shield

Linwood:

In my earlier analysis the net present value of the BC/BS premium tax savings for the 1968-96 period was $336.0
million using the State Treasurer's Short-Term investment Returns for the period (except that the 3-month treasury
bill rate was used prior to the mid-80's due to lack of Treasurer data) and $376 million using Long-Term Investment
Retums.

| did the same analysis for the 1941-67 period using the data you had fumished. | had the use the 3-month treasury
bill rate as the investment retumn option. The analysis added $43.3 million to the present value data.

The reason that the increment is small is that interest rates were much iower during the 1941-67 period (below 1% in
many years) and the fact that the tax revenue base from which the tax savings were calculated was very small.

Please call if | can be of further assistance.

Page 1







June 3, 1997

MEMORANDUM
TO: INTERESTED PARTIES
FROM: DAVE CROTTS
SENIOR FISCAL ANALYST
FISCAL RESEARCH DIVISION

N.C. GENERAL ASSEMBLY

SUBJECT: BLUE CROSS/BLUE SHIELD TAX CALCULATION

You had asked for the results of an analysis that estimates the current dollar value of the
savings that have accrued to Blue Cross/Blue Shield (“BCBS”)since 1968 due to the
preferential insurance premiums tax rate assessed BCBS relative to commercial health
insurers. The calculation was made from the point of view of what the value would have
been if the State had invested the funds.

My analysis used the investment return earned by the State Treasurer to adjust each year's
tax savings to 1997. The analysis indicates that the 1997 value of the tax savings ranges
between $336.0 million and $376.0 million. The lower figure is based on the Treasurer’s
short-term rate of return on the investment of the State’s cash balance (annual average
return is 8.0%). The higher number is based on the long-term investment return of the
Treasurer on state and local pension funds (annual average of 8.3%). The estimates are
conservative due to the fact that the State’s investment return is calculated on a July 1-
June 30 fiscal year basis. To match the data with BCBS calendar year premiums, I
applied the investment return for the fiscal year beginning after the end of the calendar
year for which the BCBS premiums tax is calculated. This means that the calculation
leaves out one year of investment returns.




Actual rate of return data was available from the annual report of the State Treasurer for
the 1976-77 fiscal year through April 30, 1997. For the prior years I used the annual
average return on 3-month treasury bills to calculate both the short-term and long-term

investment yields.

The tax rates, computed as a percent of premiums, are shown below:

Commercial
Insurer BCBS
Tax Year Tax Rate* Tax Rate
1968-85 1.000% 33%
1986-87 1.750% 33%
1988-90 1.750% 50%
1991 1.875% .50%
1992 1.900% .50%

* In addition, commercial insurers began paying a regulatory surcharge in 1991 to
reimburse the State General Fund for the State’s regulatory expenses. The 1991 rate
of 6.5% was increased to 7.25% for 1992 and future years. The surcharge was
included in the calculation.



DEPARTMENT OF INSURANCE
State of North @arolina

P. O. Box 26387

RALEIGH, N. C. 27611-6387 :
JIM LONG GENERAL COUNSEL

COMMISSIONER OF INSURANCE (919) 715-001 1
MEMO UM
TO: Linwood Jones, Esquire
Counsel to the NCBCBS Study Commission
FROM: Peter A. Kolbe
General Counsel
DATE: January 21, 1998
‘RE: Premium Tax Figures

Attached please find our calculations of the premium tax savings that BCBS has enjoyed
since 1968. These figures are not in present day dollars, but I am sure that your financial experts
at the legislature can easily translate them in the same. You will note that the tax savings from
the premium tax alone was some $144,000,000.

As mentioned yesterday, we are having difficulty making similar calculations for the
federal tax, and the good folks at the Revenue Department probably will not have this done prior
to the time by which you need to mail the packet of information to the members of the study
commission. However, I should have further word on this by this afternoon, and I will report to
you then. Please call me should you have any questions or comments.

Attachments

cc: chron file
BCBS file
Dash Propes (with attachment)
Wake Hamrick
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\th Carolina Department of Insurance
_ancial Evatuation Division
BLUE CROSS AND BLUE SHIELD OF NORTH CAROLINA
Premlums Summary

Net Written Direct Written Estimated Premium Premium Taxes Paid Difference Estimated Commerclal Ditference

. Year Premiums Premiums Total Tax A B8 A-B PremlumTax C A-C
1 1968 § 71,301,077 $ 71,301,077  § 237,670.28 $ 23743258 § 237.68 $ 71301077 § (475,340.51)
2 19689 81,661,700 81,681,700 $ 272,205.67 27193346 S 272.21 $ 81661700 § (544,411.33)
3 1970 101,751,829 101,751,929 § 339,173.10 33883392 § 330.18 $ 1,017,519.29 § (678,346.19)
4 1971 126,590,755 128,500,755 § 421,969.18 421,547.21  § 421.97 $ 1,26590755 § (843,938.37)
5 1972 161,969,839 161,060,839 8 539,899.46 53935056 § 539.90 $ 1,619,606.39 § {1,079,798.93)
6 1973 174,085,217 174,085,217 § 580,284.08 579,703.77 § 580.29 $ 1,740852.17  $ (1,160,568.11)
7 1974 201,319,085 201,319.085 $ 871,063.62 870,392.55 § 871.07 s 2,013,180.85 § (1,342,127.23)
8 1975 242,919,988 242,010,088 S 809,733.29 808,92356 $ 809.73 S 2,429,19988 § {1.619,466.59)
9 1976 296,156,547 206,156,547 § 987,188.49 986,201.30 § 987.19 s 2,961,56547 §$ (1.974,376.98)
0 1977 343,011,634 343,011834 $ 1,143,372.114 1,142,386.41 § 985.70 S 3,430,116.34  $ (2,288,744.23)
1 1978 387,633,073 387,633,073 $ 1,292,110.24 1,290,836.40 $ 1,273.84 $ 3,876,330.73 S (2.584,220.49)
12 1979 482,691,197 462,691,187 $ 1,542,303.99 1,540,761.69 § 1,542.30 $ 462691197 $ (3.084,607.98)
13 1980 523,584,540 °* 523,584,540 $ 4,745,281.80 1,743,536.52 $ 1,745.28 S 5,235,84540 § (3.490,563.60)
14 1981 591,448,519 591,448,519 $ 1,971,495.08 1,969,523.57 § 1,971.49 3 591448519 § (3.942,990.13)
i5 1982 604,861,814 604,861,814 S 2,016,206.05 2,014,18984 § 2,016.21 $ 6,048,618.14  § (4,032,412.09)
[:) 1983 519,720,208 ‘519,720,208 $ 1,732,400.69 1,730668.29 § 1.732.40 $ 5197,20208 § (3,464,801.39)
17 1984 538,952,597 536,052,507 $ 1,789,841.99 1,788,052.15 § 1,789.84 $ 5,369,52597 § (3.579,683.98)
18 1985 555,204,379 655204379 § 1,850,981.26 1,904,963.00 § (143981.74) $ 5552,943.79 § (3,701,862.53)
19 1986 623,458,826 623458826 § 2,078,196.09 2,078,496.00 § 0.09 $ 6,234,588.268 $ (4,156,392.17)
20 1987 $ 702,808,941 702,808,941 $ 2,342,889.80 2,342,689.00 § 0.80 $ 7.028,069.41 $ (4.685,379.61)
N 1988 833,850,329 833,850,329 347437600 @ 3,486,21500 § (11,830.00) $ 8,338,503.29 § (4,864,127.29)
22 1989 861,557,661 861,557,661 4,307,788.31 4,307,788.00 § 0.30 S 8,615,576.61 S (4,307,788.31)
23 1990 888,260,353 888,260,353 4,441,301.77 444130100 $ 0.76 $ 8,882,603.53 § {4,441,301.77)
24 1991 908,638,434 008,638,431 4,543,192.18 4,168,542.00 § 37465016 ° § 15901,17254 § (11,357,980.39)
25 1992 960,519,094 960,519,094 4,802,505.47 432185500 § 48094047 * $ 18,057,756.97 $ (13,255,163.50)
26 1993 1,008,783,581 1,008,783,581 5,043,017.91 4,520,47900 § 52343891 * § 19,168,888.04 $ (14,122,970.13)
27 1994 1,008,494,011 1,008,484 ,011 5,042,470.08 445194800 § §90,52208 * $ 19,181,386.21 $ (14,118,916.15)
28 1995 981,071,237 981,071,237 4,805,356.19 4,291,103.00 § 614,253.19 * $ 18,640,363.50 $ (13,734,997.32)
29 1998 1,111,164,118 1,111,164,116 5,555,820.58 4,822,06000 $ 732,860.58 * $ 21,112,918.20  § (16,556,297.62)
Total $ 0!8061412|924 $ OIZGSI“SJ“ ! 15!011!550l018 $ 66,480,888 $ . 83!302!122 $ 3,178,763 $ 21 0!988!500 $ (144,487 876)

* The number represents Eamed P for the yest 1980 as indicsted in the yeer 1981 snnusl stetement. It is used in tieu of Net Written
Premums due 10 the unevaiisbitity of the 19680 annual statement

9 Used 50% of premwums ot /3 of 1% snd SO% 8t 112 of 1% due 10 the change in the premium Lax rale during 1988
Diiferences reporied between Columns A snd B for the yaars 1991 - 1996 sppear (o bs due to the premwms received

by BCOSNC for the Federal Employess Heatth Benefit Prog These p ate mciuded in the

bets in the Deparimant's drect premums wiitten column

on-Tex




B. Blue Cross Balance Sheet and Reserves







DEPARTMENT OF INSURANCE
State of North Qarolina

P. 0. Box 26387

RALEIGH, N. C. 27611-6387
JIM LONG GENERAL COUNSEL

COMMISSIONER OF INSURANCE (919) 7150011

MEMORANDUM

TO: Linwood Jones, Esquire
Counsel to the NCBCBS Study Committee

FROM: Peter A. Kolbe (K
General Counsel - NCDOI

DATE: January 12, 1998

RE: NC Blue Cross / Blue Shield

Per your recent request, I have compiled certain financial information relating to
BCBS and its “for profit” HMO. More specifically, you had asked about the assets and
surplus of BCBS and also what percentage of BCBS’ assets are represented by its “for
profit” HMO. The questions appear simple, but the answers are somewhat confusing. In
responding to your request I have employed a grossly simplified financial overview
which makes my financial folks here shudder. The sole purpose in my doing so is that I,
not being an accountant, do not know how else to phrase the answers other than in
layman’s terms. All figures given are current to September 30, 1997.

The Asseis and Surplus of BCBS

As of September 30, 1997, BCBS had net admitted assets of $ 898,681,236. Assets
of BCBS equal its liabilities plus its surplus. BCBS’ liabilities are $ 390,885,119. The
vast amount of these liabilities are claims related. In other words, most of these liabilities
represent claims obligations to BCBS’s subscribers. The surplus of BCBS is $ 507,
796,117. This surplus is a combination of a statutory “special contingent surplus or
reserve”, of $ 174,527,275 ( mandated by NCGS § 58-65-95 for policyholder protection )
and “unassigned funds” representing accumulated losses and profits from inception to
September 30, 1997 of $ 333,268,842.

The above figures do not include specific provision for the liabilities, reserves, or
surplus of BCBS’s active, “for profit”, wholly owned subsidiary HMO, known as The
Personal Care Plan of NC, Inc. ( hereinafter “PCP” ). The net assets of PCP would,
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however, be reflected in the overall assets of BCBS. Importantly, it should be noted that
BCBS has for some time sold HMO coverages itself and independent of PCP. This
“quasi” HMO coverage is referred to as the “HMO line of business”, and figures for this
business are included in the above numbers.

It should also be noted that the above figures generally do not include liabilities or
reserves for BCBS® Administrative Services Only ( hereinafter “ASO” ) business. This
is business whereby BCBS administers the health insurance plans of non affiliated self
insured entities for a fee. With respect to the ASO business, the self insured entity alone
is on the risk for the claims, and BCBS simply accepts an administrative fee which is
reflected in the “unassigned funds” category. The one glitch is that, in certain cases
where BCBS may have some concerns about a self insured entity’s ability to promptly
provide money to BCBS with which to pay claims, BCBS may require those entities to
post a deposit for the payment of claims. These deposits total $4,295,150 and are
included in the above figures for BCBS’ liabilities.

The Assets and Surplus of PCP

PCP is a wholly owned *for profit” subsidiary of BCBS. It has net assets of
$9,853,881, liabilities of $ 1,192,065, and surplus of § 8,632,549. Of the surplus,
$1,671,287 is a “special contingent surplus or reserve” mandated by NCGS § 58-67-40
for policyholder protections.

As PCP is a “for profit” entity, I think that there are significant problems in
attempting to apply the charitable trust doctrine to it. Further, it may be appropriate to
“back out” from the assets figures of BCBS those amounts representing the assets of
PCP.

Conclusion

Linwood, you and I both recognize the current interest in the “reserve” and
“surplus” figures. These are categories to which hard numbers are assigned, and thus
they naturally seem to provide a basis for evaluating what assets of BCBS may be placed
in a charitable trust. However, I do not think that it is appropriate to talk about
impressing the reserves and surplus of BCBS because doing so necessarily means pulling
money out of the company which is necessary for the payment of claims and to ensure
that the company has sufficient assets to go forward and grow. The solution to the
impressment problem, is, to my mind, the transfer of the fair market value of the
company to a charitable trust by way of 1) BCBS placing newly issued stock in a
charitable trust or 2) BCBS making an initial public offering of stock ( “IPO” ) in the
capital markets and then placing the cash proceeds from that IPO in the charitable trust.
Under either scenario ( both of which are complex and not without concerns) , no money
would actually be ripped out of the company and its claims paying abilities and
operations would not be endangered. Consequently, when we at the Department of
insurance consider what is appropriate should the charitable trust doctrine be applied, we




believe that the fair market value of the company is the key, and that figure may be
represented and transferred by either an IPO or a stock transfer without ever necessitating
consideration of reserve or surplus numbers.

For your convenience, I have attached pertinent portions of the recent financial
statements from BCBS and PCP. Please call me should you have any further questions or
comments.

cc: chron file
matter file







" STATEMENT AS OF SEPTEMB

/

.

ER 30, 1997 OF THE SLUE CROSS AKD BLUE SMIELD OF MORTH CAROLIMA

"LIABILITIES, RESERVES AND OTHER FUNDS

2
Current December 31
Statement Date Prior Ycar
3. Ciaims unpaid {Includes provision for retroactive cost adjustments § .. ... ... . Yy . 156.154.277 177,670,748
2. Provision for deferred maternity benefits .. ... .. ... .. ... ..o b L
3. Unpaid claims adjustment expenses ..... ... .......... ... ... ... 9,525,830 9,983,829
4. Unearned premiums 104,760,862 99,553,665
5. Unearned investment income ..
6. A. Taxes, licenses and fees due or accrued (excluding Federal income taxes) 713,310 541,221
B. Federal income taxes (excluding deferred taxes) 1,494,419
C. Other expenses due or accrued 17,789,646 10,637,567
7. Premium deposits made by applicants rejected or not as yet accepted as members or subscribers ~
8. Borrowed money $. . 120,924 and interest thereon §.... .. . . . 120,924 295,442
8. Amounts withheld or retained for account of others . ....... .. ... ... ... . .| . 1,341,205 6,048,986
10. Liability for amounts held under uninsured accident and healthplans ... .. .... - . . | 4,295,150 4,465,506
1. Funds held by corporation under reinsurance treaties ... ... ... ... ... .. ...
12A. Unearned premiums on reinsurance in unauthorized companies ................ } J
12B. Reinsurance on paid losses §. . ... ... ... ..... and on unpaid
reported losses §....... ... ... . .. and on incurred but not reported
losses §................ recoverable from unauthorized companies .......... L
12C. Paid and unpaid slloceted loss adjustment expenies recoverable
from unauthorized companies ........ vesesee tecececnnnee P Z
12D. Less funds held or retained by corporation for account of such
URAULhOTiZEd COMPBNIES . ...uoiuiieiiinencncrencnsassnsssnsnoncanscnonnnenss S
13. Provision for unauthorized reinsurance (Lines 12A + 12B + 12C - 120 ...
M. Aggregate write-ins for other Viabilities ............... .. 84,689,496 117,975 455
15. Tota) liabilities . .. . .. .. 390,885,119 27,172,419
RESERVES AND OTHER FUNDS
16. Statutory veserve .. .. ... ... .. 174,527,275 16,531,522
17. Surplus motes ............ ... ...
18. Aggregate write-ins for reserves and other funds ... . ... ... . .. ..
19. Unmassigned funds .. ... ... ... . 333,268,842 318,564,894
20. Total reserves and unessigned funds ...................... ... ... ... | 507,796,117 484,096,416
21. TOTALS (Lines 15 plus 20) ...................oooooiiii i 898,681,236 911,268,835
DETAILS OF WRITE-INS
M01. Negative Cash ............ ... . ... 36,762,064
1402. Stale Dated Checks ........................................ . 2,375,827
1403. Other Liabilities ..... ... ... ... ... .. ......... ...~ 33,326,674
1498. Summary of remaining write-ins for Line 14 from overfiow pag 45,510,890
1499. Totels (Lines 1401 thru 1403 plus 1498)(Line 14 above) ..... ... ................... ... . | 84,689,496 117,975,455
IB0L. . T P
BBOZ. LT e
B e L e e
1898. Suwmary of remaining write-ins for Line 18 from overflow Page . e T
1899. Totals {Lines 1801 thry 1803 plus 1898)(Line 18 sbove) ... ... .. ...




19 P

ETS

;o ASS
Current Statement Date
1 2 3 . 4 5
Assets Not
Non-Ledger Admitted
Including Including
Excess of Excess of
Market (or Book Over
Amortized) Market {or Net
Over Book Awortized) Admitted Assets December 31
Ledger Assets Values Values (Columns 1 + 2 - 3) Prior Year
1, BOMES .o oeeeeenrreen s ... 411,852,348 .. 550,126 |.... . 411,302,222 . 413,353,140
2. Stocks:
2.1 Preferred stocks . ..o fo L B
2.2 CommOn STOCKS ... .oooiooiiiiiniieoann 177,815,959 72,374,604 |. ... 4,105,850 |. .. . 246,084,703 |. = 249,328,195
3. Mortgege loans on real estate:
BIFirst liEns .. ooes ceiieriiieenn e e e
3.2 Other than first Yiens .. ... ......... ] ..o e e
4. Real estate:
4.1 Properties occupied by the company
{less $................ encumbrances) .|.... 38,389,635 |....... . ... f.. . ... ifee. . 38,389,635 37,361,142
4.2 Other Properties (Less
S encumbrances) ....... | e o e e e
5. Colatera 1oams ........ ... ooeenee e e e
Cash ($......... 4,180 ) snd short-term
investments ($... 111,043,262 ) ............ 111,047,442 §.. ... ... ...... . 111,047,442 110,922,074
. Other invested assets ... ............cccoo e e
Aggregate write-ins for invested assets ...} .. ... ... .. | ... ...... ... .}... .
Subtotals, cesh snd invested assets
(Lines 1t08) . .. ... ... . ....ciiiiiiaenn ... 739,105,384 }. ... 72,374,604 . .. .. 4,655,986 |(a) 806,824,002 810,954,55)
10. Uncollected premiums ................ ....... ... 50,992,434 | ... ... ....... .. 1,029,850 |. ..... 49,952,584 . 58,833,570
11. Asmounts receivable relating to uninsured :
accident and health plans ..................}..... 1,541,955 |..... ... o e 1,541,955 |..... 1,286,503
12. Funds held by or deposited with reinsured
companies ...............c.icieiiiiiiienene i e e
13. Reinsurance recoverables on loss and loss
adjustment expense payments ... ............. [ oo e e
14. Federal income tax recoverable .............}|..... 2,322,021 §......... ..o ) o o) 2,322,021 1,662
15. Electronic data processing equipment .. ... .. . 23,723,157 e e 23,723,157 26,822,984
16. Interest and other investment income due and
(YT T S 5,840,852 |......... ... .} 5,840,852 |..... 5,954,113
17. Receivable from parent, subsidiaries and
affiliates ... ... ... .. ..o e, 625,681 |....... ... e ) e 625,641 1,048,418
1B. Other assets nonadmitted ................... c... 33,256,890 |................ ..., 33,256,891
19. Aggregate write-ins for other than invested
BSSELE ..ottt i . 13,213,590 .. ... . ... ... 5,372,566 {.. .. ... 7,841,024 . 6,356,034
20. TOTALS {Lines 9 through 19) ................ ... 870,621,925 72,374,604 . 44,315,293 8s8,681,236 911,268,835

JOETAILS OF WRITE-INS

0801.
DB0Z. ...........cieitiiiitiiiiae et itteaaaaaes

L1 T+ x F
0898. Summary of remsining write-ins for Line B

0899. Totals

from overflow page

........................

................

................

(Lines 0801 thru 0803 plus 0898)
(Line 8 above) p

ssrecreeresanssacssnacace ces

1999. Totals (Lines 1901 thru 1903 plus 1998) -

1901. Natfona) Control and Inter Plan Service ...}1..:., 2,
§1502. Miscellaneous Recel ciaes

1903. Employee Travel Advances ...........icecsee
‘§19598. Susmary

€@ ...

of remsining write-ins for line 19
from overflow page . .

...........................

(Line 19 above)

... 13,213,500 |77

(a) Includes $.... 13,418,394 {investments in subsidiaries, and afffifates...’




8.
8.
10.

1.
12,
13.
14,

PRO

15.
16.
17.
18.
19,
20,

ICURRENT ASSETS:

OTHER ASSETS:

NEPVI'L Td = Fal’'L A AL 1D

Current Period

Prior
Calendar Year
(a)

Assets

2

Assets Not
Admitted

3

Net
Admitted Assets

4

Net
Admitted Assets

....... 196,904 ) and short-ters investments
1,497,375

Premiums Recefvable ... .. ... ... ... .. ... ... .. .. ...,

Aggregate Write-ins for Current Assets

TOTAL CURRENT ASSETS (Lines 1 to 6) ..

Aggregate Write-ins for Dther Assets

....... 515,228
7,149,184

TOTAL OTHER ASSETS (Lines 8 to 13)
PERTY AND EQUIPMENT:

Land, Building and Improvements

Furniture and Equipment ..

Leasehold Improvements

Aggregate Write-ins for other property and equipment

TOTAL PROPERTY AND EQUIPMENT (Lines 15 to 17)

TOTAL ASSETS (Lines 7, 14, and 19)

EH'AILS OF WRITE-INS

(s) Or other annual reporting period as permitted by regulatory suthority.




Sieport #1 -

Part B: LIABILITIES AND

NET WORTH

1303,
1196, Susmary of remsining write-ins for Line 11 from overflow page .
1199. Totals (Limes 1101 thru 1103 plus 1198)(Line 11 above)

r Current Period Cﬂe:;?v:-; Year
1 3 4
Covered Uncovered Total Total
HCURRENT LIABILITIES:
1. Accounts Payable .............iiiiiieiieiiieiiiieenineeaneeeiae e i e
2. Claims Payable {Reported and Unreported) ........................J....... /L972 | I, ... 1,244,975
§ 3. Accrued Medica) Incentive PooY .. ..... ... e
€. Unarned PremiUlS ........oooveeeeianneenannresenneeeaanneeaenneleniaeens 280 | 2,831 |......... 3,244
S. Loans and Notes Payable ...... .. ... ... .c.iiiiiiiiiiiniininenen]esreneeen b e b
6. Amounts Due to Affiliates ... 784,182 {. ... ...l |82 |....... 230,621
7. Aggregate Nrite-ins for Current Liabflities . ... . ... ... ... ] ... .. 13,080 {................\........ 13,080 |........ 54,080
B. YOTAL CURRENT LIABILITIES (Lines 1t07) ... ...o..oovveeevennnc]enne. 1,192,085 |................]..... 1,192,065 |..... 1,532,920
JOTHER LIABILITIES:
9. Loans and Notes Payable . ... ... ... ... e e e
10. Amounts Due to Affiliates ... .. ... .. ... ...iiiiiiiiiiiieieee e
11. Aggregate Write-ins for Other Liabilities ... ... ... . ... ... | oo b
12. TOTAL OTHER LIABILITIES (Lines 9 to 11) ..............oovveenenlnenyeeene e b b
13. TOTAL LIABILITIES (Lines Band 12) ....... ... ... ..c.oociiiiiii]innnn 1,192,065 |................}..... 1,192,065 |..... 1,532,920
INET woRTH:
14. Common StoCk . .......... ... i e XxXx..... XXX .. ...fe-..... 100,000 |....... 100,000
15. Preferred Stock ... ... ... .. ... XXX ..... XXX oo
36, Padd $0 SUTPIUS .. .. xXxx.....].... XXX ... 13,900,000 13,900,000
17. Contributed Capita) ... ... .. . ... ... .. i XXX..... XXX oo e
1B. Surplus NOLeS .. ... ... ... .. . ..ttt XXX .....|].... XXX oo oo el
19. Continmgency Reserves ... . ... . ... . ... ... ..ciiieiiiiiiiiieeie XXX ..... XXX .....]..... 1,6n1,287 |..... 1,649,428
20. Retained Earnings/Fund Balance ................c.oieiiiiieiiiiinn. XXX ..... XXX ... (7.,038,738) |.... (7,464,435)
21. Aggregate Mrite-ins for Other Net Worth Items ... ............... XXX .. . .. XXX ... [ ... . ... ..
22. TOTAL NET WORTH (Lines 34 20 21) .. _...........oooveieeeeeenn... XXX ... XXX ... . .{..... 8,632,549 8,184,993
3. TOTAL LIABILITIES AND NET MORTK {Lines 13 and 22) ...............|..... 192,05 |................ ... 9,824,614 |... .. 9,717,913
IDETAII.S OF WRITE-INS
0701. Federa) Income Tax Due Pavent .......... ...... ...l ]eeeniitl B0 1. 80 |............ 80
O703. Coptract sevitements B - ovrimers e B | 1000 ) 000
0798. Summary of remaining write-ins for Line 7 fromoverflowpage .. |. ... ... ... ..F ... ... ... .{................|...............
0799. Totsls (Lines 0701 thru 0703 plus 0798)(Line 7 above) .........|........ 13,080 |................}....... 13,080 |........ 54,080
D 3« ) L L P N
B 0 {7 I I A

2198, Summary of remaining write-ins for Line 21 from overflow page .
2199. Totals (Lines 2101 thru 2103 plus 2198) (Line 21 above)

(a) Or other annual reporting period as permitted by requhtof-y authority.
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January 5, 1998

MEMORANDUM

TO: Members of the Blue Cross Conversion Study Commission
FROM: Linwood Jones, Commission Counsel ;%

RE: Legislative Background (Senate Bill 993) and Conversion Activity in
Other States :

LEGISLATIVE BACKGROUND

Current Law: Blue Cross Blue Shield is a hospital and medical service corporation
organized under Atrticle 65 of the Insurance Code. Blue Cross and Delta Dental are
the only entities of which | am aware that are regulated under this law. Commercial
health insurance companies are regulated under a different part of the insurance Code
(Articles 1 through 64) and HMOs under yet another part of the Code (Article 67).

Article 65 authorizes Blue Cross to convert to a for-profit stock company or a
mutual company under rules adopted by the Commissioner of Insurance. There are no
rules specifically governing such a conversion. The national Blue Cross organization,
which owns and licenses the use of the Blue Cross Blue Shield name and logo,
prohibited conversions to stock companies until a few years ago.

The current "conversion” law briefly states that a proposed conversion must be
equitable to the Blue Cross policyholders. There is nothing in this law that addresses
the rights, if any, of the public to Blue Cross assets upon conversion. Under both
common law and the North Carolina Nonprofit Corporation Act, when a charitable entity
converts to a for-profit company, the assets are *impressed* for the benefit of the public
- i.e., they must continue to be used for charitable purposes. Blue Cross is specifically
exempt from the Nonprofit Corporation Act. The exemption most likely was in

AN EQUAL OPPORTUNITY/AFFIRMATIVE ACTION EMPLOYER




recognition of the fact that Blue Cross was being regulated under the Insurance Code.

I do not believe it was related to the charitable trust issue, particularly since the
exemption came long before the national Blue Cross's recent authorization for state
plans to become for-profit companies. In any event, if Blue Cross were subject to the
Nonprofit Corporation Act, | assume it would take the same position that it has taken in
the recent past on the common law claim of charitable trust - i.e., that it is not a charity.

Senate Bill 993: Senate Bill 993 was introduced in April, 1997. The version that
passed the Senate (3rd edition) authorized the Commissioner of Insurance to adopt
rules govemning conversion. These rules were to be adopted after consultation with the
Joint Legislative Commission on Govermnmental Operations. This language was very
similar to the existing conversion law in Article 65 of the Insurance Code.

The bill was extensively revised in the House Rules Committee to provide more
detail about the conversion process. The new bill required Blue Cross to file
information with the Commissioner of insurance, including, for example, a business
plan for the new corporation, information on how the plan would protect policyholders,
and an analysis of premium rates of the new company's proposed products. The bill
also called for a public hearing by the Commissioner before deciding whether to grant

an application for conversion.

The bill underwent additional amendments on the House floor. These
amendments were targeted primarily at three concems: (1) ensuring that officers and
directors of Blue Cross would not profit from a conversion (the *anti-inurement”
provision); (2) ensuring that any type of corporate restructuring that *looked" like a
conversion would in fact be treated as a conversion; and (3) preserving any charitable

trust rights that might exist.

Most of these amendments on the House floor focused on the charitable trust
issue. One amendment provided that the plan, in addition to meeting the criteria
already in the bill, must be "in the public interest” and that the presumption of "faimess®
to the public and policyholders to which Blue Cross was entitled as a result of meeting
those criteria was (1) rebuttable and (2) did not apply to any charitable trust claim made

by the Attorey General. A second amendment, more popularly known as the Hurley
amendment, required the Commissioner of Insurance, with the advice of the Attomey
General, to determine what portion of Blue Cross' surplus would be subject to a
charitable trust. The amendment went on to say that the Commissioner must then
place this amount in a charitable health care trust. However, this latter language was
removed by a perfecting amendment. The resulting amendment does not mandate that
any particular portion of Blue Cross assets are subject to a charitable trust. A separate
amendment that would have directed any charitable trust amounts into either a high-risk
health insurance pool for the uninsured or to a nonprofit health care foundation was
defeated. An amendment designed to address concems about a 2-step conversion
process (Blue Cross converts to a mutual, then to a stock company) was aiso defeated.
It is my understanding that current law already prohibits the second step —- conversion




from a mutual to a stock - although legislation allowing such demutualizations is
pending.

Senate Bill 993 was retumned to the Senate (5th edition), where it was discussed
in the Rules Committee. The Senate failed to concur in the House changes to the bill,
and both sides appointed conference committees to discuss the bill. Although there
were some discussions, no additional action was taken on the bill. It was agreed that
the issue would be studied during the interim by a special committee.

Senate Bill 32: The special committee was established in Senate Bill 32, the omnibus
study bill enacted at the end of the session. The committee consists of 14 members -
two of whom (Department of Insurance designee and the Attomey General's designee)
are nonvoting members.

* The Commission must complete its work and report back to the General
Assembly by May 11th of this year. Once it makes its report, the Commission
terminates. Because of the general practice of the leadership to have appropriations
committees begin meeting two weeks before the short session and to have staff direct
their attention to session activities, | recommend that the Commission target the end of
April for completion of its work.

In addition to creating the study commission, the study bill also imposed a one-
year moratorium on any conversion by Biue Cross. Although Blue Cross announced
during the 1997 session that it had no immediate plans to convert, the moratorium
ensures that the Study Commission will be able to complete its work and that the
General Assembly can take action on the Commission's recommendations during the
1998 short session before a possible conversion.

CONVERSION ACTIVITY IN OTHER STATES

California

Biue Cross of California restructured in 1992 by transferring approximately 90%
of its assets to a for-profit subsidiary, Wellpoint. Blue Cross remained as a nonprofit
company with the remaining 10% of the assets and 80% of the stock of Wellpoint. The
State of California did not require Blue Cross to set aside money in a charitable trust
although Blue Cross indicated that it would spend $5 million per year for 20 years on

>

charity.

In 1993-94, the California Department of nsurance and Blue Cross argued back
and forth over the adequacy of the $5 miillion per year for charity that Blue Cross had




indicated it would provide. The Department alleged that Biue Cross should spend at
least $100 million on charitable purposes in 1994 and transfer 40% of its stock to a new
charitable foundation. Public interest groups began demanding that Blue Cross tum
over 100% of its assets (valued at $2.2 billion) to a charitable foundation. Biue Cross
eventually agreed to transfer 100% of its assets to a charitable foundation. These
assets were estimated at $2.5 billion. In preparation for an upcoming merger between
Wellpoint and HIS, Blue Cross agreed to additional funding of a charitabie trust,
bringing the total value of the charitable set-aside to $3.3 billion.

Source: Conversion of Blue Cross and Blue Shield Plans from Nonprofit to For-Profit Status,
Consumers Union of U.S., Inc., West Coast Regional Office (10/10/95).

Colorado

Colorado passed legislation in 1996 requiring that Blue Cross, if it converts, to
"specify a reasonable treatment for the benefit of the citizens of the State of Colorado."
The legislation further provided that the transfer of consideration equal to the fair
market value of Blue Cross to one or more charitable foundations would be deemed
“reasonable treatment.” The Commissioner of insurance may allow ail or a portion of
the consideration being transferred to be stock of the for-profit corporation.

Sources: Senate Bill 96-100
Community Catalyst: A Comprehensive Study of Laws Govemning Conversions,
Mergers, and Acquisitions

Georgia

The legislature passed a law in 1995 allowing Biue Cross to convert to a for-
profit insurance company. The legislation contained no requirement of a set-aside for
a charitable trust. Blue Cross subsequently converted (by becoming a for-profit
subsidiary of a newly-created holding company) and distributed 5 shares of stock to
each of the 160,000 policyholders who requested it. (Only 70,000 reportedly requested
it). Since that time, a group of nonprofit organizations has sued to recover alleged
charitable assets on grounds that Blue Cross owed money to the public and that the
legislature could not constitutionally forgive this debt to the public. The estimated value
of the assets retained by Blue Cross is approximately $400 million (fair market value of
$250 million plus surplus of $138 million).

Sources: *The Georgia Healthcare News, v. 4, no. 11 (November 1997), p. 1-2.
*Community Catalyst/Consurmers Union: State Case Studies (1997)
*Health Policy Tracking Service




Kansas

Kansas Blue Cross Blue Shield became a mutual in 1991 pursuant to legislation
enacted by the Kansas legisiature. In 1996, Kansas BCBS sought to merge with
BCBS of Kansas City. The Attomey General and Kansas BCBS have sued each
other, seeking declaratory judgments on whether the company has any charitable trust
obligations.

Sources: Community Catalyst/Consumers Union: State Case Studies (1997) )
Blue Cross Blue Shield of Kansas v. Stovall, District Court of Shawnee County,
Kansas, Petition for Quo Warranto and Declaratory Judgment (5/5/97), Answer
and Counterclaim of Attormey General (6/16/97)

Maine

* Legislation was filed in 1996 to allow Blue Cross to convert to a for-profit insurer.
(Existing law already allowed Blue Cross to convert to a mutual). However, because of
concems about the legislation and questions over whether money should be set aside
in a charitable trust, the legislature enacted a one-year moratorium on a Blue Cross
conversion. The Maine Attomey General and Blue Cross reportedly worked out a
tentative agreement under which Blue Cross, if it converted to a for-profit insurer, would
make at least 90% of its assets available to the Maine public. The Maine legislature
recently enacted legislation declaring Blue Cross and other nonprofit hospital and
medical service corporations to be public charities and requiring that at least 90% of the
assets be placed in a charitable trust in the event of an outright conversion. The
legislation allows conversion to a for-profit insurer, but not to a mutual. The law does
not apply to all types of restructurings.

" Sources: “Community Catalyst/Consumers Union: State Case Studies 1997
*Blue Cross Blue Shield of Maine, April 2, 1997 press release
*Public Law 1997, Chapter 344, Summary of the Maine Legislature's Office of
Policy and Legal Analysis

Maryland

Blue Cross Blue Shield of Maryland submitted an application for restructuring to the
Department of Insurance in 1994. Under the proposed restructuring, BCBS would
create a new for-profit insurance company and a holding company that would in tumn
own the five for-profit HMOs already owned and operated by BCBS. BCBS would
remain as a nonprofit entity. The Commissioner found that the proposed
reorganization essentially would render the entire operation “for-profit." The
Commissioner refused to approve the application because Maryland law does not allow
a nonprofit to reorganize in a manner that would make the operation essentially for-
profit but that would fall short of an outright conversion. However, existing Maryland




law does allow BCBS to pursue an outright conversion to either a for-profit company or
amutual. The law makes no mention of a charitable trust obligation.

Source: Order of the Commissioner of Insurance re Biue Cross Blue Shield of Maryland
Reorganization Plan, Case No. MIA-95-12/94 (January 20, 1995).
*Maryland Annotated Code, Insurance, §14-131 (stock conversion) and 14-132 (mutual

conversion).

Missouri

Blue Cross Blue Shield restructured in 1994 by creating a for-profit managed
care subsidiary, through which it was able to issue stock. BCBS transferred
approximately 80% of its assets to the managed care subsidiary. The Commissioner of
insurance approved the reorganization but later began questioning the propriety of
BCBS not having set aside funds in a charitable trust. In 1996, BCBS filed suit to
obtain a declaratory judgment that it was not required to have set aside fundsin a
charitable trust. The trial court ruled that BCBS had exceeded its authority as a
nonprofit by moving a substantial amount of its assets to a for-profit stock subsidiary.
BCBS had appealed this decision.

Sources: Blue Cross Blue Shield of Missouri v. Angoff et al, Memorandum and Order (9/9/96),
Case # CV196-619CC.
Community Catalyst/Consumers Union: Conversion and Preservation of Charitable Assets of Blue

Cross and Blue Shield Plans (1997).

New Jersey

Blue Cross Blue Shield of New Jersey filed a proposal to convert to a mutual
insurer and to merge the mutual with Anthem, a for-profit insurer in another state. The
Commissioner of Insurance rejected the application for merger because BCBS had
provided no charitable set aside. BCBS appealed the Commissioner’s decision to the
New Jersey Superior Court. The Court ruled in 1977 that BCBS is a charitable
institution and left the to the regulators (the Department of insurance) the issue of how
a charitable trust would be imposed, valued, and enforced.

Source: Consumers Union/Community Catalyst: Conversion and Preservation of Charitable
Assets of Blue Cross Blue Shield Plans.

In the Matter of the Application of Blue Cross Blue Shield of New Jersey, Inc., for Conversion,
Order and Decision (April 14, 1997).

New York

Empire Blue Cross Blue Shield (New York) formed several for-profit subsidiaries
and announced in 1997 that it would "convert" to for-profit by transferring all of its




assets to those for-profit subsidiaries. Empire would then become a tax-exempt
charitable foundation. Empire has offered to transfer 100% of the initial stock of the
for-profit company to the charitable foundation, with the foundation divesting itself of
most of the stock and reducing its ownership in the for-profit company over a period of
years.

Sources: Proposed Restructuring of Empire Blue Cross Blue Shield, Questions and Answers

1/22/97.
Testimony by David Platter (Donaidson, Lufkin & Jenrette Securities Corporation) to New York

State Assembly 4/11/97

North Dakota

- Blue Cross Blue Shield of North Dakota proposed last year to convert to a
mutual company. The North Dakota legislature subsequently enacted legisiation
declarfing that "every nonprofit mutual insurance company is a charitable and
benevolent organization and the laws of this state relating to and affecting nonprofit
charitable and benevolent organizations are applicable..." The act was made
retroactive to apply to a conversion or proposed conversion by Blue Cross to a nonprofit
mutual. .

Sources: Community Catalyst/Consumers Union: Conversion and Preservation of Charitable
Assets of Blue Cross Blue Shield Plans.
North Dakota 1997 Session Laws, Chapter 255.

Ohio

Ohio Blue Cross proposed last year to form a joint venture with Columbia/HCA, a for:
profit hospital chain and sought approval from the Ohio Insurance Department for the
proposal. The proposal is reportedly still pending before the Department of Insurance.
in the meantime, the Attorney General sued Biue Cross for recovery of charitable
assets it contends are owed (at least $300 million). This litigation, as well as additional
litigation filed by Biue Cross policyholders, is pending at last report.

Sources: Consumers Union/Community Catalyst: State Case Studies 1997,
State of Ohio v. Blue Cross Blue Shield Mutual of Ohio, Complaint of Attorney General For

Declaratory Judgment, Injunction and Other Relief.

Texas

RN llinois Blue Cross Blue Shield and Texas Blue Cross Blue Shield agreed to
merge in 1996 and sought approval from the Texas Department of Insurance. llinois
BCBS was a mutual. The Texas BCBS was a nonprofit health service corporation.
The Texas Attomey General has sued to biock the merger as a violation of Texas law




because, among other things, it allegedly divests Texans of monies that belong in a
charitable trust. The estimated value of Texas BCBS is $700,000,000. The AG
contends that Texas BCBS is a charity and that most, if not all, of the $700,000,000 in
assets is subject to a charitable trust obligation.

The Texas legislature passed legislation in 1897 goveming the conversion of
mutual insurers to stock insurers (SB 1447). The law does not appear to explicitly
address charitable trust issues.

Source: Morales v. BCBS of Texas et al, Plaintiff's Original Petition, Including Declaratory
Judgment Action and Contnigent Request for Temporary and Permanent Injunctions (1996).

Virginia

Trigon (Blue Cross Blue Shield of Virginia) was a mutual benefit corporation until
1991, at which time it converted to a "mutual® corporation. In 1995, it proposed to
convert to a for-profit company by merging Trigon with a proposed new stock
corporation. The proposal would have provided for the distribution of stock and/or
cash to its policyholders at a value estimated at $1 to $1.5 billion. (This estimate was
based on a multipie of Trigon's annual eamnings). Trigon's initial application to the State
for conversion did not contain a set-aside for a charitable trust. The Virginia Attomey
General intervened and argued that a charitable trust should be created.

In attempting to settie the issue of the ownership of the assets, the Attomey
General and Trigon looked at various events and dates in Trigon's corporate history to
find the date at which it would be appropriate to draw the line between assets belonging
to the public and assets belonging to Trigon's policyholders. The two parties eventually
agreed that the controlling date should be January 1, 1988 —the date on which the
State of Virginia made Trigon begin paying premium taxes. ' They agreed that Trigon's
surplus on December 31, 1987 - $159 million — should be set aside in a charitable trust
for the benefit of medical research.

The agreement was presented to the legislature. The legislature agreed with the
proposition that December 31, 1987 was the appropriate dividing line, but made two
changes: (1) it required an additional $10 million to be set-aside by Trigon, bringing the
total charitable set-aside to $175 million, and (2) it required the money to be placed into
the State Treasury instead of a charitable foundation.

Sources: *Trigon Demutualization Fact Sheet, Office of the Attorney General
*Prehearing Brief of the Attorney General on the Application of
Trigon to Convert to a Stock Corporation
*Community Catalyst/Consumers Union: State Case Studies
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SENATE BILL 993
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Third Edition Engrossed 4/30/97

Short Title: Medical Service Corp. Charters. (Public)

Sponsors:

Referred to:

April 21, 1997

_ ABILL TO BE ENTITLED
AN ACT TO AUTHORIZE THE COMMISSIONER OF INSURANCE TO ADOPT
RULES TO PROTECT THE RIGHTS OF SUBSCRIBERS AND CERTIFICATE
HOLDERS IN THE RESERVES AND CAPITAL OF HOSPITAL, MEDICAL,
AND DENTAL SERVICE CORPORATIONS UPON CONVERSION.
The General Assembly of North Carolina enacts:

Section 1. The Commissioner of Insurance may adopt rules, after
consultation with the Joint Legislative Commission on Governmental Operations, to
protect adequately the rights of subscribers and certificate holders in the reserves and
capital of corporations subject to the provisions of Articles 65 and 66 of Chapter 58
of the General Statutes when those corporations amend their charters to convert into
either a mutual nonstock or stock accident and health insurance company or hfe
insurance company, as provided by G.S. 58-65-130(3).

Section 2. This act is effective when it becomes law.







1

GENERAL ASSEMBLY OF NORTH CAROLINA

SESSION 1997

SENATE BILL 993

Rules and Operations of the Senate Committee Substitute Adopted

4/29/917

Third Edition Engrossed 4/30/97

House Committee Substitute Favorable 5/27/97

Short Title:

Fifth Edition Engrossed 6/9/97

Medical Service Corp. Charters. - (Public)

Sponsors:

Referred to:

April 21, 1997

A BILL TO BE ENTITLED

2 AN ACT TO ESTABLISE PROCEDURES FOR CONVERSIONS BY HOSPITAL,
' MEDICAL, AND DENTAL SERVICE CORPORATIONS.
The General Assembly of North Carolina enacts:

‘Section 1. G.S. 58-65-130(3) reads as rewritten:

"(3) The charter of any corporation subject to the

provisions of this Article and Article 66 of this
Chapter may be amended to convert that corporation,
so amending its charter, into either a mutual
nonstock or stock accident and health insurance
company or life insurance company subject to the
provisions of Articles 1 through 64 of this Chapter
provided the rights of the subscribers or
certificate holders in the reserves and capital of
such corporation are adeguately protected. undes
of—Insurance~ A corporation converting to a mutual
nonstock or stock accident and health insurance

company or life insurance company or otherwise
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restructuring shall follow the provisions of G.S.
58-65-131 through G.S. 58-65-134."

Section 2. Article 65 of Chapter 58 of the General
Statutes is amended by adding the following new sections to read:
"§ 58-65-131. Conversion; procedure.

(a) It is the intent of the General Assembly by the enactment
of this section and G.S. 58-65-132 through G.S. 58-65-134" to
create a procedure for a corporation subject to this Article to
convert to a mutual nonstock or stock accident and -health
insurance company or life insurance company subject to Articles 1
through 64 of this Chapter. The General Assembly recognizes the
substantial and recent changes in market and health care
conditions that are affecting these corporations and further
recognizes the need for equal regulatory treatment and
competitive equality for health care insurers. The General
Assembly further finds that a procedure for conversion is in the
best interest of policyholders because it will provide greater
financial stability for the corporations’ policyholders and a
greater opportunity for the corporations to remain financially

independent.
(b) As used in this section and G.S. 58-65-132 through G.S.

58-65-134:

(1) ‘Corporation’ means a corporation subject to this
Article that attempts to convert from a hospital,
medical, or dental service corporation to a mutual
nonstock or stock accident and health insurance
company or life insurance company and that files a
plan of conversion with the Commissioner under
subsection (e) of this section.

(2) ‘New corporation’ means a corporation originally
subject to this Article that has had its plan of
conversion approved by the Commissioner under
subsection (e) and that has actually converted to a
mutual nonstock or stock accident and - heaith
insurance company or life insurance company.

(c) A corporation may amend its charter pursuant to this
Article to convert the corporation to a mutual nonstock or stock
health and accident insurance company or life insurance company
subject to Articles 1 through 64 of this Chapter. The amended
charter shall be filed with the Commissioner for approval

pursuant to G.S. 58-65-130(3), together with a plan_ for

conversion setting forth provisions for fulfilling the conditions
necessary to effect the conversion and a designated date upon
which the conversion shall become effective if these conditions

Page 2 Senate Bill 993
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are fulfilled. Upon the designated date set forth in the plan,
the corporation shall become subject to the applicable laws as
provided in subsection (h) of this section and shall no longer be
subject to this Article and Article 66 of this Chapter.

(d) A corporation subject to this Article shall file a plan
for conversion with the Commissioner at least 120 days before the
proposed date of conversion. The corporation shall reimburse the
Department for the actual cost of reviewing, analyzing, and
processing the application. The Commissioner may contract with
experts or consultants to assist in reviewing the application.
Contract costs for these personal professional services shall not
exceed an amount which is reasonable and necessary for the review
of the application. A personal professional services contract
entered into under this subsection is exempt from Article 3C of
Chapter 143 of the General Statutes. The corporation filing an
application for conversion shall promptly pay, upon reguest, for
all costs of these personal professional services.

(e) A corporation that has amended its charter to convert the

corporation to a mutual nonstock or stock accident and health

insurance company -or life insurance company shall fulfill the
conditions necessary to effect the conversion if the plan of
conversion sets forth with specificity the following terms and
conditions of the proposed conversion:

(1) The purpose of the conversion.

(2) The articles of incorporation of the new
corporation, including a description of the classes
of policvyholders or. shareholders.

(3) The bylaws of the new corporation.

(4) A description of any changes in the new
corporation’s mode of operations after conversion.

(5) A statement describing the manner in which the plan
provides for the protection of all existing
contractual rights of the corporation’s subscribers
or certificate holders for medical, hospital, or
dental service or claims for reimbursement for
those services, and the manner in which the plan
protects the public interest.

(6) A statement that the new corporation assumes all
assets and liabilities of the previous corporation.

(7) Documentation showing that the corporation, its
board of directors, trustees or other governing
authority and its subscribers or certificate
holders have approved the plan in accordance with

Senate Bill 993 Page 3
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the corporation’s articles of incorporation and

1

2 bylaws.

3 (8) The business plan of the new corporation,

4 including, but not limited to, a comparative

5 premium rate analysis of the new corporation’'s

6 major plans and product offerings, that, among

7 other things, compares actual premium rates for the

8 three-year period before the filing of the

9 application for conversion and forecasted premium
10 rates for a three-year period following the
11 proposed conversion. This rate analysis shall
12 address the forecasted effect, if any, of the
13 proposed conversion on the cost to subscribers or
14 policyholders of the new corporation and on the new
15 corporation’s underwriting  profit, investment
16 income, and loss and claim reserves, including the
17 effect, if any, of adverse market or risk selection
18 upon these reserves. Any information provided
19 under this subsection shall receive confidential
20 treatment pursuant to G.S. 58-19-40.
21 (9) The plan provides for definite conditions to be
22 fulfilled by a designated early date upon which the
23 conversion will be deemed effective.

24 (f) The Commissioner of Insurance shall approve the plan of
25 conversion and issue a certificate of authority to the filing
26 corporation to transact insurance in this State pursuant thereto
27 if the Commissioner finds all of the following:

28 (1) The plan of conversion meets the reguirements of
29 subsection (e) of this section.

30 (2) Upon conversion, the new corporation will meet the
31 applicable standards and conditions under this
32 Chapter, including applicable minimum surplus
33 requirements.

34 (3) The plan would not be contrary to law nor to the
35 rights of the subscribers or certificate holders in
36 the reserves and capital of the corporation. ,
37 (4) No director, officer, or employee of any hospital,
38 medical and dental service corporation will
39 receive: :

40 a. Any fee, commission, compensation or other
41 valuable consideration for aiding, promoting,
42 ' or assisting in the conversion of the
43 hospital, medical and dental service
44 corporation to a domestic mutual insurer,
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other than compensation paid to any director,
officer, or employee of the corporation in the
ordinary course of business; or
b. Any distribution of the assets, surplus, or
capital of the corporation as part of a
(5) The corporation has complied with all applicable
requirements of this Chapter, and disciplinary
action is not warranted against the corporation.
(6) The plan is fair and equitable, and not prejudicial
+o the subscribers and certificate holders of the
corporation and the subscribers and policyholders
of the new corporation. _
(7) The plan is in the public interest.

(g) A plan of conversion that meets the reguirements of
subsection (e) of this section and is approved by the
Commissioner pursuant to subsection (f) is rebuttably presumed to
protect adeguately the rights of the subscribers or certificate
holders in the reserves and capital of the corporation and to be
fair and  equitable and not. prejudicial  to the subscribers or
certificate holders of the corporation, the subscribers or

‘policyholders of the new corporation, and the public interest,

except in any declaratory judgment or other legal action brought

by the Attorney General.

(h) The Commissioner of Insurance and the Attorney General may
seek a declaratory <judgment or take any other legal action
necessary to enforce the charitable trust provisions of G.S. 58-

65-134.

(i) Upon completion of the corporation’s conversion as
provided for in this section and G.S. 58-65-132 through G.S. 58-
65-134, the new corporation shall be subject to and comply with
all applicable laws and requlations applicable to domestic

insurers. .

(i) The provisions of subdivision (f)(4) of this section shall
apply to any subsequent conversion by the new corporation.
"§ 58-65-132. Rules and procedures.

(a) Upon receiving an application to convert, the Commissioner
shall publish a notice in one or more newspapers of general
circulation in the corporation’s service area describing the name
of the corporation, the nature of the plan filed under G.S. 58-
65-131(d), and the date of receipt of the plan. The notice shall
indicate that the Commissioner will solicit public comments and
hold a public hearing on the application.

Senate Bill 993 Page 5
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(b) All applications, reports, plans, or other documents under
this section are public records unless otherwise provided in this
Chapter. The Commissioner shall provide the public with prompt

and reasonable access to public records relating to conversion of

the corporation. Access to public records covered by this
section shall be made available at least one month before a
solicitation for public comments or public hearing scheduled
under this section.

(c) Before approving a conversion, the Commissioner shall
solicit public comments in written form and shall hold at least
one public hearing about the corporation’s proposal to comp;y
with the regquirements for conversion.

(d) The Commissioner shall approve a conversion if he finds
that the corporation has met all requirements contained in G.S.
58-65-130 through G.S. 58-65-134.

"§ 58-65-133. Restructuring of corporation.
(a) A corporation that intends to restructure must obtain the

prior approval of the Commissioner.
~ (b) For purposes of this section, a ‘restructure’:

(1) Is the sale, lease;, conveyance, exchange, transfer,
or other similar disposition. of a substantial
amount of the corporation’s assets, as determined
by the Commissioner, to an entity other than a
nonprofit business or entity. Nothing in this
section prohibits the Commissioner from
consolidating actions taken by the corporation for
the purpose of treating the consolidated actions as
a restructuring of the corporation.

(2) Does not include any sales or purchases undertaken
in the normal and: ordinary course of the .
corporation’s business. The Commissioner may
request information from the corporation to verify
that transactions qualify as occurring in the
normal and ordinary course of corporate business.

(c) The Commissioner shall not approve any restructuring that
in the Commissioner’s opinion seeks to effect a conversion unless
the provisions of G.S. 58-65-130 through G.S. 58-65-132 and G.S.
58-65-134 are met with respect to the restructuring.

"§ 58-65-134. Distribution of assets.
In evaluating the interest of the subscribers, policyholders,

and the public pursuant to G.S. 58-65- 131(f), and after

considering the portion of the corporation’s surplus, if any,
that belongs to the subscribers or policyholders of the
corporation and new corporation, the Commissioner, with the
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advice of the Attorney General, shall consider what portion of
the corporation’s surplus is subject to a charitable trust for
the benefit of the citizens of North Carolina. The corporation
shall provide to the Commissioner, at the Commissioner’s request,
information necessary to determine the appropriate fair market
value of any charitable trust amount."

Section 3. This act is effective when it becomes law.

SO e W
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NORTH CAROLINA DEPARTMENT OF INSURANCE
REMARKS OF 1/5/98 TO THE BCBS CONVERSION
LEGISLATIVE STUDY COMMISSION

Introduction and the Department of Insurance’s Role.

The North Carolina Department of Insurance (“DOI”) would like to thank the Study
Commission for the opportunity to participate in this most important issue. The DOI's
General Counsel, Peter A. Kolbe, will represent the DOI in lieu of the Commissioner of
Insurance (“the Commissioner”) because the most recent version of S.B. 993 provides for
the Commissioner to serve as the decision maker with respect to Blue Cross Blue
Shield’s (“BCBS”) charitable trust obligations. Given the role of the Commissioner as
contemplated by S.B. 993, the Commissioner himself cannot take any substantive
position on the charitable trust issues without prejudicing any proceedings in which he
would serve as a decision maker.

However, the Commissioner does view the BCBS conversion issue as one of tremendous
importance to both BCBS’s subscribers (“policyholder”) and the people of North
Carolina. Consequently, the Commissioner has directed his staff to develop positions on
the conversion while maintaining a “Chinese wall” around himself to preserve his

impartiality.

The positions of the DOI staff are the result of the efforts of an internal DOI working
group which the Commissioner established nearly two years ago. This working group
was formed to follow and analyze various aspects of for profit conversions in light of the
rash of conversion activity amongst Blue Cross Blue Shield plans across the country.
Contributors to this working group are the DOI’s General Counsel, Legislative Counsel,
Chief Actuary, Chief Financial Examiner, head of the Life and Health Division,
accountants, and life and health actuaries. Various other DOI employees have also been
involved in the working group without sitting as permanent members of the same.

In the two years that the DOI has been looking at the conversion issue, it has benefited
tremendously from its affiliation with the National Association of Insurance

. Commissioners (“NAIC”) as well as with individual state insurance regulators in our

sister states. The information provided by the NAIC and other states has allowed the DOI
to gain what it believes to be an excellent background in the various problems and issues

AN EQUAL OPPORTUNITY/AFFIRMATIVE ACTION EMPLOYER




attendant to any BCBS conversion to “for profit” status. It is the DOI’s sincere desire to
serve as a resource to the members of this Study Commission, and it looks forward to
providing any assistance or knowledge it can.

1I. DOI Positions on Certain Substantive Conversion Issues.

While there are dozens of issues to be addressed in any conversion, and with the latest
version of S.B. 993 in particular, the time constraints at this first meeting mandate
brevity. Consequently, only a very few of the DOI’s positions will be addressed at this
first meeting. These positions are as follows:

A. A Charitable Trust Should Be Imposed on the Assets of BCBS.

The DOI believes that Blue Cross Blue Shield is and has been a non profit
“charitable and benevolent organization” such that assets representing its
fair market value are subject to a charitable trust for the people of North
Carolina should it convert to “for profit” status, either as a mutual insurer
or as a stock insurer. The basis for this belief is set out in a legal opinion
by Peter A. Kolbe, the DOI’s General Counsel, dated May 22,1997 (a
copy of which is attached to these DOI Remarks as Exhibit “A”).

The DOI’s legal position has been bolstered by a recent New Jersey
appellate decision wherein a New Jersey Appeals Court held that Blue
Cross Blue Shield of New Jersey was a “charitable and benevolent
institution.” The basis of the New Jersey Appellate Court’s decision was
the language of the statute which created Blue Cross Blue Shield of New
Jersey, which language described that entity as “a charitable and
benevolent institution.” This language is almost identical to that found in
the North Carolina legislation which allowed for our BCBS plan. Former
N.C.G.S. § 57-14 declared entities such as BCBS to be “charitable and
benevolent organizations™ and thus entitled to tax breaks. Many of the

. other arguments of Blue Cross Blue Shield of New Jersey that it was not a
charity, such as the argument that it received monies from premiums as
opposed to charitable donations and thus was not a charity, were rejected
by the Court. Many of these arguments unsuccessfully espoused by Blue
Cross Blue Shield of New Jersey have recently been raised by our own
BCBS. (A copy of the New Jersey opinion is attached to these DOl
remarks as Exhibit “B”).

B. Imposition of a Charitable Trust Must Not Destroy the Rights of BCBS
Policvholders. :

While the DOI believes that imposition of a charitable trust is appropriate,
doing so should not obviate the rights of BCBS’s policyholders.
Policyholders have three rights with respect to the assets of BCBS. -




First, they have rights in certain assets of the company which are dedicated
to claims liabilities. In other words, policyholders have a nght to have
their claims paid.

Second, policyholders have a right to have their policies with an insurer
which is as financially healthy post-conversion as it was pre-conversion.
The significant weakening of BCBS by pulling out cash assets in a
conversion could, in essence, create a situation where suddenly
policyholders have their policies with a fiscally weaker insurer than from
which they originally bought coverage.

Third, to the extent that BCBS converts to “mutual status,” which both our
current law (N.C.G.S. § 58-65-130) and S.B. 993 permit, the policyholders -
would become owners of the company, at least to the extent of any
incremental increase in the value of BCBS from the date of its mutual
conversion to the date of any subsequent stock conversion.

The Commissioner has the statutory duty to look after these policyholder
rights, and S.B. 993 recognizes this in that it permits the Commissioner to
~ disapprove a conversion if policyholder rights are not protected. While
there has been something of a recent “feeding frenzy” over the charitable
trust issue, the DOI asks the members of the Study Commission to take
into consideration policyholder rights in its deliberations.

Mutualization Poses Grave Problems in a Conversion.

The DOI adamantly opposes the ability of BCBS to mutualize, as is
allowed by current law and S.B. 993. Mutualization is a bad idea in the
conversion context for three reasons. .

First, upon mutualization there would exist two classes of owners of
BCBS - the public and the mutual policyholders. The mutual
policyholders would own at least any increase in the value of BCBS from
the date of mutualization to the date of any subsequent conversion to a
stock company. In essence, if mutual policyholders would own some
assets of BCBS, then there would necessarily be fewer assets left to be
placed in a charitable trust for the people of North Carolina.

Second, upon conversion to mutual company status, little or no money
could come out of BCBS for charitable trust purposes. Simply put, if
money is ripped out of the new mutual company it must come from pools
dedicated to claims payments or from “unassigned funds” which are
probably necessary to allow the company to continue to remain healthy
and to grow. This is in contrast to conversion to a stock company, in




which new money would flow in to BCBS from an initial public stock
offering. In a stock offering, the proceeds of the offering could go to a
charitable trust without taking a dime of current cash from BCBS.
However, in a mutualization, the depletion of assets from BCBS for
charitable trust purposes would not be offset by new monies flowing in as
would be the case in a stock conversion, to the potential detriment of
policyholders.

Third, mutualization raises the potential of a “mutual holding company”
scheme whereby a mutual company splits into a mutual holding company
and a stock insurance subsidiary. This scheme allows isolation of mutual
policyholder rights at the holding company level without enjoyment of the
profits of the stock subsidiary. Also, there is some doubt that assets for a
charitable trust could be taken out of the mutual holding company for the
reasons stated, even though the mutual holding company has a stock
subsidiary. While North Carolina does not allow mutual holding
companies, many states do, and a mutualized BCBS could potentially
merge with a mutual company in another state which does allow for
mutual holding companies.

Consequently, the DOI opposes allowing BCBS to mutualize.
Valuation

There is currently a “feeding frenzy” about using the “reserves” and
“surplus” of BCBS for charitable trust purposes. These are dangerous
ideas because most of BCBS’s current assets, which include reserves and
surplus, are necessary for the company to remain healthy and to meet its
claims obligations. The key in the DOI’s view is placing the entire fair
market value of the BCBS in a charitable trust without stripping away its
reserves, surplus, etc. Placing the fair market value of BCBS in a
charitable trust without depleting necessary assets could be accomplished
by 1) BCBS creating stock and giving it to the charitable trust or 2) BCBS
could make an initial public offering of stock in the capital markets and
place the cash proceeds in the charitable trust, although both approaches
have some difficulties.

S.B. 993 Is the Best Starting Point for Discussion of the Conversion Issue.

S.B. 993 provides a solid format for discussion of all conversion issues.
While it has some problems - the DOI thinks it lacks certain things while
also believing certain aspects of it should be deleted - it represents a
comprehensive framework upon which to build.




III. Conclusion

The DOI again thanks the Study Commission for the opportunity to participate and looks
forward to serving as a resource.

Respectfully submitted, this 5™ day of January,19

Peter A. Kolbe
General Counsel

Attachments (Exhibits A and B)







Exhibit "A"

DEPARTMENT OF INSURANCE
State of Xorth @arolina

‘ P. O. Box 26387
RALEIGH, N. C. 27611-6387
GENERAL COUNSEL

‘ JIM LONG
(919) 71850011

COMMISSIONER OF INSURANGCE

MEMORANDUM

TO: Dascheil Propes
| Assistant Commissioner
‘ .

FROM: Peter A. Kolbe

General Counsel

| RE: BCBS Conversion

DATE: May 22. 1997

You had asked me to provide you with some points on the basis for asserting a charitable
trust against North Carolina Blue Cross Blue Shield's surplus in the event of it’s conversion to a
stock company. In this memorandum. “NCBCBS™ refers to NCBCBS itself and its two
predecessor corporations. This memorandum is a little more detailed than what you requested.
but I think that you can easily extrapolate the information which you are sesking.

Charitable Trust Creation

At common law. the creation of a non-profit organization with charitable or other social
welfare purposes results in a charitable trust that is irrevocably dedicated to the organization's
original mission. To the extent a non-profit entity carries out charitable or public welfare
purposes, the general public is essentially an owner and shareholder of the same. The money
made by such a non-profit must remain with the non-profit and be used to further its charitable or

| public welfare purposes, or for some substantially similar purpose under the Cy pres doctrine.

Although such non-profit corporations exist for the public good. they often have built up
massive reserves, assets and surpluses over the many years in which no taxes were paid on those
| monies. In determining whether the charitable trust doctrine should apply to an organization. one
| nesds to look at both the purpose of the organization and its tax status. While it is logicai to
| believe that tax exemptions are only granted by governments to entities serving some public
| benefit, even if such were not the case. communities give up millions of dollars in revenue from
non-profit corporations” tax exemptions. Simply put. the public’s tax burden pays what would
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otherwise be the non-profit’s share. These tax benefits alone may give rise to the application of a
charitable trust.

Factors Used in Determining the Existence of a Charitable Trust

In determining whether a non-profit corporation is subject to the charitable trust doctrine,
courts have considered the following: '

1) do the bylaws or articles of incorporation of the non-profit specify that it was
established for a charitable purpose or to fulfill a public nesd or to serve the community?

2) do a state’s laws indicate that the non-profit was created in whole or in part for
charitable purposes or to fulfill a public need or to serve the community?

3) does the non-profit receive tax exemptions or breaks because it fulfills a public ne=d
or provides a public service?

4) does the non-profit file tax returns under an IRS tax classification of a charitable
[501(c)(3)] or social welfare [501(c)(4)] organization?

5) what actual public welfare benefits does the non-profit provide?

It should be noted that the factors above include the existence of a charitable purpose. but
such is not absolutely necessary in applying the charitable trust doctrine. For exampie. an extity
which serves a public need but which does not give away health care‘insurance. does not acces
donations. and files under IRS Regulation 501(c)(4) [non charity] may still be considered a
“charity™ so as to be subject to a charitable trust. (See In re abplication of Blue Cross and Biuz
Shield of New Jersev. Inc.. for Conversion to a Domestic Mutual Insurer, Superior Court of New
Jersey - Assex County, Docket No. ESX-L-1591-97.)

Application of Charitable Trust Determination Factors to NCBCBS

Bvlaws And Articles

" Neither the corporate documents of NCBCBS nor of its predecessor corporations mention
any sort of charitable purpose or public benefir.

Legislative Enactment Indicating a Charitable and Benevolent Oreanization

NCBCBS exists under the terms of a legislative enactment. More specifically. the
Medicai Services Corporation Act became law in 1941 and provided for the existence of
NCBCBS and similar entities. In its original version, N.C.G.S. § 57-14 (now article 65 of
Chapter 38) declared that a hospital service corporation such as NCBCBS was a “charitable and




benevolent corporation” and was entitled to tax exemptions based on that charitable and
benevolent status. While the Medical Services Corporation Act was amended in 1973 and
deleted the reference to a “charitable and benevolent corporation,” NCBCBS continued forward
from that date with tax breaks based on its charitable and public welfare status. (See discussion
on tax breaks, infra). So, despite the deletion of the referenced language, the fact that NCBCBS
received charity engendered tax breaks after such deletion indicates that, regardless of what
wording was used, the North Carolina General Assembly continued to recognize it as providing
charitable or public benefits.

Tax Breaks

From its creation in 1941, NCBCBS paid no federal income tax until 1987. Although
NCBCBS apparently never claimed an exemption as an IRS 301(c)(3) charity: until 1987 it did
claim a tax exemption as a “social welfare organization™ under IRS 501(c)(4). This tax starus is
important because, in determining the applicability of the charitable trust doctrine. courts across
the country have looked not only to 301(c)(3) “charity™ starus. but also to 501(c)(4) status.

While the Tax Reform Act of 1986 deprived NCBCBS of its 301(c)(4) status. until that
time BCBS enjoyed large federal tax breaks, and the public paid more in taxes in consequence
thereof. That same Act provides that BCBS organizations may qualify for a special deduction
from tax. 26 U.S.C. § 833. Inany event. for most of its existence NCBCBS was calling itse!f a
“social welfare organization™ under 501(c)(4) as an admission that it existed for a public good or
benefit.

On the state level. NCBCBS has enjoved a lower premium tax rate than other domeszic
companies for years. While domestic carriers pay 1.9% of premiums pursuant to N.C.G.S. N
105-228.5, NCBCBS pays only ¥ of 1% of premiums. Similarly. NCBCBS pays no regulatory
surcharge pursuant to N.C.G.S. § 58-6-25 while other domestic companies pay 7.25% of their
premium taxes as a surcharge. While BCBS argues that it is a de facto mutual company, mutual
companies do not enjoy such tax breaks. What then is the difference for the preferential state tax
status given to NCBCBS? The logical answer is that it fulfiils a public good or purpose. This
conclusion is borne out by the 1973 Amendments to the Medical Services Corporation Act.
which originally defined NCBCBS as a “charitable and benevolent organization™ which paid no
state taxes. In 1973 that wording was deleted from the Act. and NCBCBS had to pay a premium
tax of 1/3 of 1%, a rate far lower than that paid by other companies. Thus. despite the removal of
the terms “charitable™ and “benevolent.” the only basis for a continuing state tax brake must have

" been the fact that the General Assembly continued to recognize NCBCBS s role as a chariry or as

serving the public good.

NCBCBS Has Acted for the Public Good

Throughout its history, NCBCBS has served the public good of North Carolina. Threz
xamples of this are as follows. First. the very creation of NCBCBS was in part to provide a



source of coverage for consumers. (Walter McNemey. 1996. “Big Question for the Blues:
Where to Go From Here?” [nauiry 33(2):110-117). Second. up until at least 1973, NCBCBS
offered “Easy Joining Days.” a form of open enrollment whereby gnvone in the state could apply
for coverage without medical underwriting. Such action was virtually unheard of with respect to
individual policies, and was a tremendous benefit to North Carolinians who may not have besn
insurable by other carriers. Third. NCBCBS currently offers its Access Program whereby, if an
individual cannot obtain health coverage through other insurers, NCBCBS will write a limited
benefit policy although without any subsidization of premiums. In essence then. through its
Access Program, NCBCBS is an insurer of last resort to the citizens of this state. Through these
three examples, it is apparent that NCBCBS does serve a public benefit.

Conclusion

Given the fact that NCBCBS was created as a charitable and benevolent organization,
received and continues to receive tax breaks in recognition of that status. and has and does serve
the public welfare of this state. it is appropriate to apply the charitable trust doctrine to it. The
failure 10 do so would constitute the unjust enrichment of NCBCBS and its future stockholders in
a conversion.
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| Attormey General, and Drinker Biddle & Reath,
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PER CURIAM
Blue Cross and Blue shield of New Jersey, Inc. ("BCE3NJ")
appeals from the entry of judgment declaring it to be a "charitable

and benevolent institution® within the meaning of N.J.S.A. 47:48E-

4. | : )

The case arose on October 15, 1996 when BCESNJ filed an

-

application with the Department of Banking and Insurance (the
"Department”) seeking approval of its plan for conversion from non-
profit health service corporation status to for-profit domestic
mutual insurer status. The conversion was part of a merger
acrsement between BCBSNJ and Anthem Insurance Companies, Inc., an
indiana based, for-profit mutual insurance company.

By letter dated November 14, 1996, the Department acdvised
BCBSNJ that its conversion plan was incomplgte and requested that
additional info;mation be proviged. More particularly, the
Department stated:

(19) Please provide a detailed statement
setting forth the amount of any funds that
have been donated to BCBS or any affiliate
since its formation, describing any
restrictions with respect to such funds.
Furthermore, please set forth the amount of
any funds, whether or not donated, which have
been set aside by BCBS or an affiliate for
charitable, non-profit, or other specific
restricted purposes.




(20) Please explain how the proposed
Conversion, the Subsecuent Transactions, and
the Associated Transactions will further
BCBS’'s  purposes as a social welfare

organization.
BCESNJ responded to the Department’s letter on December 6, 1996,
providing some additional information and also objecting to the

questions regarding BCBSNJ's charitable obligations: It stated in

part:

In so far as your letter interposes questions
with respect to the creation of a charitable
trust, or in any other way asks guestions with
respect to whether or not 3CaSNJ has
"charitable assets", we believe that such
questions to the extent they are appropriates
may be posed only by the Attorney General; and
that answers may not be required by the
Department as a condition precedent to
acceptance of the filing. We note, however,
that such questions have been answered by the
enactment of N.J.S.A. 17:48E-45, et seg. which
specifically provides for the transfer of all
of BCBSNJ’s assets to & mutual ccapany and
conveyance of ownership of that company to its
members. We believe the rejection on the
grounds stated that such information is
necessary for consideration of the filing is
also not appropriate and unsupported by law.

The Attorney General informed BCBSNJ by letter on December 31,
1996, that he ‘had advised the Commissioner of Banking ;nd Insurance
(the "Commissianer") to regard BCBSN& as a statutory charitable
organization and as a charity under the common law.

On January 6, 1997, BCBSNJ filed a Notice of Appeal from the

Department’s November 14, 1996 letter. Despite the pending appeal,

the Department, by letter dated January 292, 1997 again advised




BCBSNJ that its application remained incomplete and fequested
additional information.®

BCBSNJ filed an Action in Lieu of Prerogative Writs on
February 10, 1957, seeking among other things, a judgment that it
is not a charity; a declaration enjoining the Commissioner from
imposing any charitable exactions on it; and a declaration that its
mutualization application is complete and approved. BCBSNJ then
filed an Order to Show Cause on February 13, 1597 to which the
Department filed an opposition and a Motion to Dismiss. The Order

t= Show Cause contained the same prayers for relief as the

-
-

complaint.

At oral argument before Alvin Weiss, A.J.S5.C., BCBSNJ withdrew

from consideration all issues except for the guestion of whether it

b

e a "charity under applicable law." Judge Weiss declared the
iznguage of relevant statutes, N.J.S.A. 17:48E-4]1, its predecessor
N.J.S.A. ‘17:48—18 and N.J.S.2A. 17:48A-24 to be clear and
unequivécal:

But based on the plain language of the
Statute, and the histery on -- and the fact
that this Statute has been in existence since
1938, I am satisfied that a declaratory
judgment should be entered declaring that Blue
Cross/Blue Shield of America -- of New Jersey,
Inc., rather, is a charitable institution.

The court is not in any way passing on
any of the other questions which were
initially raised by the plaintiffs, such as if
there is a charitable institution, how much or
what portion of its assets the Commissioner
may reguire as a charitable exaction, if any.
That the Court leaves to the expertise of the

. BCBSNJ ultimately advised the Department “that it would
not respond due to the pendency of appellate review.
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Commissioner and the pro;eedings ~- and the
administrative proceedings before the
Commissioner.

The sole issue again which this Court jis

deciding is that Blue Cross and Blue Shield of

New Jersey, 1Inc. is a charitable and

benevolent institution and nothing further.
An appeal from the order memorializing this ruling was filed on
April 18, 1997. On that same date BCBSNJ moved before us ko
accelerate the briefing schedule and to consolidate this appeal
with the previous related appeal. The Department moved to dismiss
the earlier appeal aﬁd opposed to BCBSNJ's motion. On May 14,
1557, we granted the motion to accelerate the briefinc schedule,
genied the motion for consolidation as moot and dié%issed the
earlier appeal as premature.

On appeal, BCBSNJ argues that its assets cannot be impressed
with a charitable.obliéation because it is not a public benefit
crganization; that gy pres is not relevant because BCBSNJ is not &
charitable trust; that the Commissioner is without power to
guthorize a charitable exaction as é condition of mutualization{
and that the Commissioner cannot constitutionally impose charitable
cbligations on BCBSNJ’s assets. To the extent that each of these
points involves the question of the Commissiocner’s power to exact
a charitable contribution ffom BCBSNJ it raises an issue
specifically waived below. More importantly, each exceeds the
reach of Judge Weiss's extremely circumscribed opinion by

sucgesting that he ruled and, in turn, that we rule, on the

Commissioner’s right tc exact a charitable obligation from BCBSNJ.

Judge Weiss made no ruling on that issue. Indeed, he specifically




left that issue open. The sole point of his opinion, and éll that
is before us, is the question of whether BCBSNJ is a “"charitable
and benevolent institution." The answer to that limited question
is a resounding "yes.® “Charitable and benevolent*® are the words

used by the Legislature to describe BCBSNJ in N.J.S.A. 17:48-18,

N.J.S.A. 17:48A-24, and N.J.S.A. 17:48E-41.

N.J.S.A. 17:48-18 provides:

Every corporation subject to the provisions

of this chapter is hereby declared to be a
charitable and benevolent institution, and all
of its funds shall be exempt from every State,
county, district, municipal and school tax
other than taxes on real estate and eguipment.
(emphasis added) .

Similarly, N.J.S.A. 17:48A-24 provides:

Any corporation subject to the provisions of
this act is hereby declared to be a charitable
z=d benevolent institution, and its funds and

property shall be exempt from taxation by the
S:ate or any political subdivision thereof.
(emphasis added) .

N.J.S.A. 17:48E-41 also provides:

A health service corporation subject to

the provisions of this act is hereby declared

to be a charitable and benevolent institution

and all of its funds shall be exempt from every
State, county, cdistrict, municipal and school

tax other than taxes on real estate and equipment
and taxes on premiums pursuant to P.L. 1945, c. 132
(C.54:1BA-1 et seq.) as provided by section 16 of
that act (C.54:18A-9). (emphasis added).

in reaching the ineluctable conclusion that these statutes

characterize BCBSNJ as a charitable and benevolemnt institution,

Cudge Weiss properly relied upon Mexin v. Macglaki, 126 N.J. 430,

234 (1992), where the Supreme Court held that the "comsStruction of



any statute begins with consideration of its plain language” ang

State v. Butler, 89 N.J. 220 (1982) where it was announced that the
court "need delve no deeper than the act's literal terms" when it
is "clear and unambiguous on its face and admits of only one
interpretation”. Id. at 226. Applying these canons of
construction, along with the well settled principle that the
legislature has the right to declare the status of institutions,

(State v. LeVien, 82 N.J. Super. 25, 33 (Law Div. 1963), aff'gd, 44

N.-. 323 (1965)), Judge Weiss reached the only possible conclusibn
on the limited issue before him. We affirm substantizlly for the
reasons he expressed in his oral opinion of March 24, 1957.

This opinion should not be viewed as a ruling on the right or
authority of the Commissioner to take any further action in this
proceeding with respect to BCBSNJ. Such issues were not before
Jucge Weiss, are not before us, and are in no way resolved v our
helding.

Affirmed.
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NORTH CAROLINA GENERAL ASSEMBLY
AMENDMENT
Senate Bill 993

AMENDMENT NO.
(to be filled in by
Principal Clerk)
S993-ARN-002 Page 1 of >

Date JUN 319971997

Comm. Sub. [X]
Amends Title []
Fourth Edition

Representative /;/ﬁ c,/%ﬂé' |74

moves to amend the bill on page 2, line 27, by deleting
"Commissioner," and inserting "Commissioner for approval pursuant
to G.S. 58-65-130(3),"s

and on page 4, between lines 19 and 20, by inserting the
following two new subdivisions:

"(6) The plan is fair and equitable, and not prejudicial to
the subscribers and certificate holders of the
corporation and the subscribers and policyholders of the
new corporation.

(7) The plan is in the public interest.";

and on page 4, lines 24-25 by rewriting those lines to read as
follows:

"subscribers or certificate holders of the corgoration, the

subscribers or policyholders of the new corgoratlon: and the
public interest, except in_any declaratory judgment or other
legal action brought by the Attorney General."




NORTH CAROLINA GENERAL ASSEMBLY
AMENDMENT
Senate Bill 993

AMENDMENT NO. !
(to be filled in by
Principal Clerk)

S993-ARN-002 Page 2 of *
SIGNED M’\
Amendment” Sponsor
SIGNED
Committee Chair if Senate Committee Amendment
ADOPTED JUN <1997  FAILED TABLED

/057-3 &}
du foc

‘V/
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NORTH CAROLINA GENERAIL ASSEMBLY
AMENDMENT
Senate Bill 993

A
AMENDMENT NO. o
(to be filled in by
Principal Clerk) .
S$993-ARN-005 Page 1 of _)

JUN 31997
Date 1997

Comm. Sub. [X]
Amends Title []
Fourth Edition

Representative \\ \3\§§

moves to amend the bill on page 4, line 6, by rewriting that line
to read: "corporation, nor to the rights of the public. The
Commissioner shall consider what portion of the corporation’s
surplus, if an is subject to a charitable trust for the benefit
of the citizens of North Carolina, and shall require that portion
of the assets to be distributed as follows:

(1) To a high-risk health insurance pool for the
uninsured if such a pool is in exlstence at the
time.

(2) Otherwise, to a nonprofit foundation’ for the
improvement of the health care of all North
Carolinians, as approved by the Commissioner, or as
directed by the General Assembly."”

SIGNED {r:'/’——/{::—‘/—-”{

Amendment Sponsor

SIGNED
Committee Chair if Senate Committee Amendment
997
ADOPTED FAILED JUN 3 1 TABLED
39-7/ £
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NORTH CAROLINA GENERAIL ASSEMBLY
AMENDMENT
Senate Bill 993

-
AMENDMENT NO.___ 5
(to be filled in by
Principal Clerk)
S993-ARN-007 Page 1 of /

A 91997
Date ,1997

Comm. Sub. [X]
Amends Title []
Fourth Edition

Representative /. i)y

moves to amend the bill on page 3, line 15, by deleting
"services." and inserting "services, and the manner in which the
plan protects the public interest.";

and on page 4, between lines 32 and 33, by inserting the
following new subsection:

"(j) The provisions of subdivision (f)(4) of this section shall
apply to any subsequent conversion by the new corporation.";

and on page 4, line 21 by inserting immediately before the word

"presumed" the word "rebuttably".

SIGNED ;z\rJ :?}'-LJ‘,V'-

Amendment Sponsor

SIGNED

Committee Chair 1f Senate Committee Amendment
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NORTH CAROLINA GENERAL ASSEMBLY
AMENDMENT
Senate Bill 993 |
4
AMENDMENT NO. '
(to be filled in by
Principal Clerk)

S993-ARN-006 : Page 1 of 3

SO 51597

Date (1997

Comm. Sub. [X]
Amends Title [])
Fourth Edition

/ f
Representative /@Ur e/
. /

{

1

2 moves to amend the bill, as amended by Amendment #1, on page 5,
3 between lines 8 and 9, by inserting the following:

4

5 "58-65-133. Restructuring of corporation.

6 a) A corporation that intends to restructure must obtain the
7 prior approval of the Commissioner.

8 (b} For purposes of this section, a "restructure":

9 (1) Is the sale, lease, conveyance, exchange, transfer,
10 or other similar disposition of a substantial

11 - amount of the corporation’s assets, as determined
12 by the Commissioner, to an entity other than a

13 : nonprofit business or entity. Nothing in this

14 section prohibits the Commissioner from

15 consolidating actions taken by the corporation for

16 the purpose of treating the consolidated actions as

17 a _restructuring of the corporation.

18 (2) Does not include any sales or purchases undertaken
19 in the normal and ordinary course of the
20 corporation’s business. The Commissioner may

21 request information from the corporation to verify
22 that transactions qualify as occurring in the

23 ’ normal and ordinary course of corporate business.

24 (c) The Commissioner shall not approve any restructuring that

25 in the Commissioner’'s opinion seeks to effect a conversion unless
26 the provisions of G.S. 58-65-130 through G.S. 58-65-132 and G.S.

27 58-65-134 are met with respect to the restructuring.




NORTH CAROLINA GENERAL ASSEMBLY
AMENDMENT
Senate Bill 993

AMENDMENT NO. ‘/
(to be filled in by
Principal Clerk)

$993-ARN-006 Page 2 of T_

"58-65-134. Distribution of assets.

in evaluating the interest of the subcribers, policyholders
and the public pursuant to G.S. 58-65-131(f and after
considering the portion of the corporation’s surplus, if an
that belongs to the subscribers or policyholders of the
corporation and new corporation, the Commissioner, with the

advice of the Attorney General, shall consider what portion of
the corporation’s surplus is subject to a charitable trust for

the benefit of the citizens of North Carolina, and—that—amount- Vall
10 shall be placed in a new or existing nonprofit charitable
foundation -for the -improvement -of--health care-of--all -North-
Carolinians—or- shall-be-placed-as—directed b
13 Assembly. The corporation shall provide to the Commissioner, at
| 14 the Commissioner's request, information necessary to determine
| 15 the appropriate fair market value of any charitable trust
16 amount.";

2D N =t

woJoawnd

18 and on page 1, lines 14-17, by rewriting the sentence that begins
19 on line 14 to read: "A corporation converting to a mutual

| 20 nonstock or stock accident and health insurance company or life
| 21 insurance company or otherwise restructuring shall follow the

f 22 provisions of G.S. 58-65-131 through 58-65-134."

24 and on page 2, line 2; page 2, line 12; and page 4, line 31 by
25 adding after "G.S. 58-65-132" each time it appears the phrase
.26 "through G.S. 58-65-134";

28 and on page 5, lines 7 and 8, by deleting "G.S. 58-65-130, G.S.
29 58-65-131, and this section" and inserting "G.S. 58-65-130
30 through G.S. 58-65-134";

32 and on page 4, lines 26-29 by rewriting those lines to read:

34 "(h) The Commissioner of Insurance and the Attorney Generai may

35 seek a declaratory judgment or take any other legal action
36 necessary to enforce the charitable trust provisions of G.S. 58-

37 65-134."
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NORTH CAROLINA GENERAL ASSEMBLY
AMENDMENT
Senate Bill 993

AMENDMENT NO. %
(to be filled in by
Principal Clerk)

S993-ARM-001 Page 1 of _|
Date —_-Lmé’ ; . 1997

Amends Title [no]
Fourth Edition

Representative Gamble

moves to amend the bill on page 1, line 17,
by adding a new sentence to read:

"A new corporation, as defined in G.S. 58-65-131(b) (2 shall also
follow the applicable provisions of G.S. 58-65-13]1 and G.S. 58-65-
132 upon any further cohversion or restructuring.".

i
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Committee Chair 1f Senate Committee Amendment
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DEFARTMENT OF INSURANCE
State of North Carolina

P. O. Box 26387
RALEIGH, N. C. 2761 1-6287

JIM LONG _ GENERAL CTunszL
SSMMISSICNER CF INSURANCE (919) Ti12<CC1
MEMORANDUM '
TO: Dascheil Propes
Assistant Commissioner
FROM: Peter A. Kolbe
Geaeral Counse!
‘ RE: BCRS Conversion
DATE: May 22. 1997

You had asked me tc provide you with some points on the basis for asserting a charitzble
trus: against North Carolina Blue Cross Blue Shieid’s surpius in the event of it’s conversion to 2
stock company. In this memorandum, “NCBCBS" refers to NCBCBS itself and its two ~
predecessor corporations. This memorandum is a linle more detaiied than whar you requesied.
but I think that vou can easily extrapolate the information which you are sesking.

Charirable Trust Creation

At common law. the creation of a non-profit organization with charitable or pthe? social
welfars purposes results in a charitable trust that is irrevocably dedicated to the organization’s
original mission. To the extent a non-profit earity carries out charitable or public welfare =
purposes, the general public is essentizily an owner and shareholder of the same. The money
made by such a non-profit mus: remain with the non-profit and be used to further its charitable or
public welfare purposes, or for some substantially similar purpose under the Cy pres docirine.

-

Although such non-profit corporations exist for the public good, they often have built up
massive reserves, assets and surpluses over the many years in which no taxes were paid on those
monies. In determining whether the charitable trust doctrine should apply to an organization. one \
nesds to look at both the purpose of the organization and its tax siatus. While it is logical to
believe that tax exemptions are only granted by governments to entities serving some public
benefit, even if such were not the case. communities give up millions of dollars in revenue from
non-profit corporations” tax exemptions. Simply put. the public’s tax burden pays what would
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otherwise be the non-profit’s share. These tax benefits aione may give rise to the :mnhc..non ofa
charitable trust.

Factors Used in Determining the Existence of a Charitable Trust

In determining whether a nen-profit corporation is subject to the charitable trust doctrine,
courts have considered the following:

1) do the bvlaws or articles of incorporation of the non-proﬁr specify that it was :
established for a charitable purpose or to fulfill a public nesd or to serve the commumrv”

2) do a state’s laws indicate that the non-profit was created in whole or in part for
charitable purposes or to fulfill a‘public nesd or to serve the communiry?

3) does the non-profit recsive tax exemptions or breaks bezause it fulfiils a public nesd
or provides a public service?

4) does the non-profit fiie tax rerurns under an IRS tax classification of a charitabie
[501(c)(3)] or social welfare [S01(c)(4)] organization?

a

what acrual public welfare benefits does the non-profit provide?
P

It should be noted that the factors above include the existence of a charitable purpose. burt
such is not absolutely necsssary in applying the charitable trust docwine. For example, 2n eatity
which serves a public nesd but which does not give away health care/insurance. does not accept

-donations, and files uncer IRS Regulation 501(c)(4) [non charity] may siill be considered a
“charity” 50 as to be subject to a charirable trust. (Ses In re appiication of Blue Cross and Blue
Shield of New Jersev. Inc.. for Conversion to a Domestic Mutual Insurer. Superior Court of New

Jersey - Assex County, Docker No. ESX-L-1591-97.)

Apolication of Charitable Trust Determination Factors to NCBCBS

Bvlaws And Articles

Neither the corporate documents of NCBCBS nor of its predecessor corporations mention
any sort of charitabie purpose or public tenefit. '

I eaislative Enactment Indicatine a Charitable and Benevolent Organization

NCBCEBS exists under the terms of a legislative enactment. More specifically, the
Medical Services Corporation Act became law in 1941 and provided for the existence of
NCBCBS and similar eatities. In its original version, N.C.G.S. § 57-14 (now article 63 of -
Chapter 58) declared that a hospital service corporation such as NCBCBS was a “charitable and




benevolent corporation” and was entitled to tax exemptions based on that charitable and

benevolent status. While the Medical Services Corporation Act was amended in 1973 and
deleted the referencs to a “charitable and benevolent corporation,” NCBCBS continued forward
from that date with tax breaks based on its charitable and public we!fare status. (Ses discussion
on tax breaks, infra). So, despite the deletion of the refersnced language, the fact that NCBCBS

received charity engendered tax breaks after such delerion indicates that, regardless of what

wording was used, the North Carolina General Assembly continued to recognize it as providing
charirable or public benefits.

Tax Breaks

From its creation in 1941, NCBCBS paid no federal income tax untii 1987. Although
NCBCBS apparently never claimed an exemption as an IRS 501(c)(3) charity, until 1987 it did
claim a tax exemption as a “social welfare organization” under IRS 501(c)(4). This tax status is
important because, in determining the applicability of the charitable trust doctrine, courts acToss .
the country have looked not only to 501(c)(3) “charity” staws, but also to 501(c)(4) status.

While the Tax Reform Act of 1986 deprived NCBCBS of its 301(c)(¢) swarus, until that
time BCBS enjoyed large federal tax breaks, and the pubiic paid more in axes in consequeacs
thersof. That same Act provides that BCBS organizations may qualify for a special deduction
from tax. 26 U.S.C. § 833. In any event, for most of its existence NCBCBS was calling iself a -
“social welfare organization™ under 501(c)(#) as an admussion that it existed for a public good or
benefit.

On the state level. NCBCBS has enjoved a lower premium tax rate thon other domestic
companies for years. While domestic carriers pay 1.9% of premiums pursuant to N.C.G.S. §
105-228.5, NCBCBS pays only % of 1% of premiums. Similariy, NCBCBS pays no reoulamn
surcharge pursuant to N.C.G.S. § 58-6-25 while other domestic companies pay 7.25% of their
premium taxes as a surchargs. While BCBS argues that it is a de facto mutual company, murncai
companies do not enjoy such tax breaks. What thex is the difference for the preferental swate tax
status given to NCBCBS? The logical answer is thar it fulfills a public good or purpose.”This
conclusion is borne out by the 1973 Amendments to the Medical Services Corporation Act: *
which originally defined NCBCBS as a “charitable and benevolent organization™ which paic no
state taxes. In 1973 that wording was deleted from the Act, and NCBCBS had to pay a premium
tax of 1/3 of 1%, a rate far lower than that paid by other companies. Thus. despite the removal of
the terms “charitable” and “benevolent,” the only basis for a continuing state tax brake must have
besn the fac: that the General Assembly continued to recognize NCBCBS's role as a charity or as
serving the public good.

NCBCRBS Has Acted for the Public Good

Throughout its history, NCBCBS has served the public good of North Carolina. Thres
examples of this are as follows. First, the very creation of NCBCBS was in part to provide a




source of coverage for consumers. (Walter McNemey. 1996. “Big Question for the Rlues:
Where to Go From Here?” [nguiry 33(2):110-117). Second. up until at least 1973, NCBCBS
offered “Easy Joining Days,” a form of open earollment wheredy anvone in the state could appiy
for coverage without medical underwriting. Such action was virmually unheard of with respec: te
individual policies, and was a tremendous benefit to North Carolinians who may not have been
insurable by other carriers. Third. NCBCBS currently offers its Access Program whereby, if an
individual cannot obtain health coverage through other insurers, NCBCBS will write a limited
benefit policy although withour any subsidization of premiums. In essence then. through its
Access Program, NCBCBS is an insurer of last resort t© the citizens of this state. Through these
thres examples, it is appareat that NCBCBS does serve a public benefit.

Conclusion

Given the fact that NCBCBS was created as a charitable and beaevolent organization.
ve tax breaks in recognition of that starus, and has and does serve

)

received and continues to recet
the public welfare of this state, it is appropriate to apply the charitable trust docrine to it. The

failure to do so would constitute the unjust enrichment of NCBCBS and its future stockholders in

a conversion.
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State of North Carolina

MICHABL P. RASLEY Department of Justice
ATTORNEY ORNERAL P. Q. ROX 620
RALEIGH
- 3760206820
July 21, 1897
Hononb;o, Wib Gulley
408 Legisiative Office Buliding

Raleigh, North Caroling 27601-2808

RE: Legisiation Dealing With Possible Conversion of Biue Cross And Biue
Shield Of North Carolina

Dear Senstor Gulley:
You request our advice on the following 'qu_estions: |
1. Are there any legal barriers to the General Assembly requiring that the full
fair market value of Blue Cross be placed in a charitable trust should Blue
Cross convert from nonprofit to for-profit status?

2. Would the State's operating budget be adequately protected if the General
General took this course of action?

‘We will respond to your questions in the order set forth above.
1.
it appears that the only legal barriers to the General Assembly requiring that the full
market value ("net assets”) of Biue Cross and Biue Shield of North Carolina ("BCBSNC")

be placed in a charitable trust should Blue Cross convert from nonprofit to for-profit status
are the State and United States Constitutions. Article 18 of the North Carolina Constitution

&

Z 'd 1v:S1 8667°S0°10 NO1.3310dd ¥INNSNOI N3O ALLH IN WO¥S




sneQNIres

\ Honorable Wib Gulley
July 21, 1897
Page 2

The most iikely scenario is that upon conversion BCBSNC and/or its subscribers
would file 8 declaratory judgment action against the State asking for a declaration that
forced dedication of its net sssets to & public purpose is unconstitutional on the grounds
thet it ls & taking of private property for a public use. if the assets of BCBSNC beiong to
the public there is no taking under either the North Cerolina Constitution or the Congstitution
of the United States. As you are awa’e, It is the Attorney General's position that upon
converaionthe net sssets of BCBSNC would beiong to the public. The ultimate arbiter of
this question is, of courss, the judiciary.

2

The constitutionalityof a determinationby the General Assembly that the net assets

of BCBSNC must be placed in trust for the public benefit upon conversion will definitely be

| challenged and, most certainly, before any conversion is effectuated. Under a federal

1 constitutionalclaim, plaintiffs are entitied to only injunctive relief and attomeys’ fees if they

prevail. 42U.8.C. § 1983,42 U.8.C. § 1088. Under a State constitutionali claim, piaintiffs

| are entitied to the fair market value of the private property taken. Under either conatitu.

\ tional theory, the net assets of BCBSNC would likely not be transferred prior to a judicial

determination. If the net assets had been transferred (either in the form of stock or by cash

| psyment). a court would order them retumed to the rightful owner. Therefore, attorneys’

\ fees would be the only monetary relief that could be recovered from the State in the event

BCBSNC converts and the net assets are not required to be dedicated to a public purpose
and that required dedication is declared unconstitutional.

Should you have any further questions, piease contact this office.

Sincerely yours,

.

Andrew A. Vanore, Jr. }-
Deputy Attorney General

1 ohn R. Come
‘ Special Deputy Attorney General
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"EXHIBIT I"

BlueCross BlueShield
of North Carolina
Introductory Remarks

By Rhone Sasser
Chairman of the Board of Trustees
Blue Cross and Blue Shield of North Carolina

to the
Legislative Study Commission

February 3, 1998
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Good morning, Mr. Chairman and members of
the commission.

| am Rhone Sasser, Chairman of the Board of
Trustees for Blue Cross and Blue Shield of
North Carolina.

| am here today, as is Ken Otis, President and
Chief Executive Officer of Blue Cross, to share
with you our views on the conversion issue.

We appreciate this opportunity to talk with you
this morning.

| would like to give you all a little background on
Blue Cross and Blue Shield of North Carolina.

(pause)

Blue Cross is the largest provider of health
insurance in the state, with 1.6 million
customers.

Our mission is delivering high-quality, affordable
health care.

We have a 65-year tradition of being North
Carolina’s hometown insurer.
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Nearly one in four North Carolinians is part of
the Blue Cross and Blue Shield family.

We are an independent company, one of 56
separate licensees of the Blue Cross and Biue
Shield Association.

While there are many health insurance
companies that do business in this state and
serve their customers well, we are different.

We are one of only two nonprofit medical service
corporations in North Carolina, and the only one
that provides general medical coverage.

We provide health care coverage regardless of
people’s medical condition.

We serve all 100 counties in the state, which
means we cover the rural, less populated areas.

Other insurers come in from outside the state
because they want to serve the urban areas.

We serve everyone.
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And we are one of only three health plans in
North Carolina to have earned full, three-year
national accreditation from the National
Committee for Quality Assurance, a watchdog
organization that rates managed care plans.

(pause)

| am proud to serve as chairman of the board of
trustees of this company. | have been on the
board for 12 and a half years.

Our board is made up of many highly respected
North Carolinians, a number of whom you may

know,

Like Shirley Frye, Vice President of Community
Affairs, WFMY;

Vic Hackley, former President of the NC
Community College System;

And Jim Williams, an attorney in Greensboro
with Brooks, Pierce. |

Many of our board members have served this
company for a long period of time, some even
back to the 1970s.
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As a result, we have seen the tremendous
changes that have come about in the health
care industry.

We all have a true sense of the mission of Blue
Cross.

It is our job as board members to guide Blue

Cross through the challenges we face in today’s
challenging health care market.

(pause)

| am a lifelong North Carolinian.

Today, | live on the farm where | was born and
reared near Whiteville in the southeastern part

of our state.

| understand the importance of Blue Cross to the
citizens of this state.

Let me assure you on behalf of the board that
Blue Cross is committed to seeing that North
Carolinians are provided quality and affordable
health care for the years to come.
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That's our mission ... today, in the past, and in —
the future.

In the twelve and a half years I've served on this
board, | have withessed tremendous changes in
how health care services are provided and paid

for.

As we look across the nation, we see even
greater change ahead.

~ We don't pretend to have all the answers, but to
continue our mission we must be strong and
operate under laws that give us the flexibility to
remain competitive.

| can assure you that we have no plans to-
convert, but in the changing healthcare
environment we must not preclude ourselves
from doing so if necessary to meet the needs of
our customers.

Now I'd like to ask Ken Otis to share more of the
specifics of our thoughts on the issue of
conversion.

Ken...




Our Commitment to North Carolina

by Ken Otis
President & Chief Executive Officer
Blue Cross and Blue Shield of North Carolina

to the

Legislative Study Commission

February 3, 1998

"EXHIBIT II"




Thanks, Rhone.
Good moming, Mr. Chairman and members of the commission.

I'm Ken Otis, president and chief executive officer of Blue Cross and Blue Shield

of North Carolina.

| appreciate the opportunity to share with you Blue Cross and Blue Shield of

North Carolina's views on the conversion issue.

Since the General Assembly adjourned last August, we have used the

intervening time to make a fresh, comprehensive study of the conversion issue.

We have tried to approach our review with no preconceived notions ... except

one: to do what is fair for the people of North Carolina, our customers and the

long-term health of our company.

In many respects, the question is fairly straightforward — what are the rules and
conditions under which a medical service corporation such as Biue Cross and

Blue Shield of North Carolina can convert to an investor-owned company?

As we all know, there are a number of diverse opinions about how that question

should be answered. There has not been a lack of commentary.
This morning I'd like to give you our perspective on this issue and share with you

four principles Blue Cross has adopted as the foundation for a fair resolution.

'] am here today - we all are here today — because nearly a year ago a few

legislative proposals surfaced regarding what rules should govern a possible

Blue Cross conversion.




While a conversion has been authorized under state law since 1953, some
legislators and the Department of Insurance were concerned about the absence

of clear cut rules that would govern such a conversion.

The issue was also raised - | believe — because a few Blue plans in other states

had converted their status or were in the process of converting.
We are not here today because Blue Cross was considering a change in status.

We did not initiate the issue of conversion. It was not on our radar screen.
It is not something we planned or are currently planning. But we did share the
concerns of legislators and Commissioner Long about the lack of clear, well-

stated procedures and conditions governing a conversion.

Our concerns were heightened when several proposals were presented to us
that would cripple the company and severely threaten our ability to meet the

health needs of our customers.

For example, one proposal wouid have stripped away the company's reserves -

premiums paid by our customers and held to cover medical bills. These

reserves are required by laws that you have enacted to protect our customers.
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To strip those reserves away would have left the company financially vuinerable

and endangered the medical coverage of our customers.

Many rushed to claim the company's assets for charity, without understanding or

concern for the rights of the policyholders.

Another proposal would have turned over to the Commissioner of Insurance
certain day-to-day business decisions — leaving our health plan at a significant

competitive disadvantage.

As the chief executive officer of Blue Cross, those and other proposals were

unacceptable because they would have severely hurt our ability to compete and

would damage the company.

As an alternative, we worked with legislators, the Commissioner of Insurance, ,.\

and the Attorney General's office to craft Senate Bill 993.

Its goal is to establish the process and rules under which Blue Cross could

convert its status, if and when we ever decide that doing so is important to our

company's future.
At Blue Cross, we put the people we serve first.

So the goal of any conversion, should it ever be needed, would be to meet the

needs of our customers.

One of the bill's provisions prohibits anyone associated with the company -

trustees, management, employees — from profiting from a change to an investor-

owned company. _ -




We absolutely support this mandate, and did so from the very beginning.
Blue Cross wants to do what is best for the public, our customers and the

company.

In that spirit, we have arrived at four basic principles that we believe should

provide the framework for the conversion issue:

e First, any resolution must protect the assets of Blue Cross so that our
customers' medical claims will be paid and our company will remain
financially sound. v

e Second, any resolution must prohibit anyone associated with the company

from profiting from the process of conversion.
e Third, any resolution must provide us with the business flexibility we need to

meet the needs of our customers and remain competitive in the health care

marketplace.
» And fourth, in the event that we convert to an investor-owned company, we
would support the creation of one or more foundations, funded by stock, for

the charitable purpose of serving the health needs of North Carolina citizens.
Let me outline our thinking behind these principles.

These four principles are intended to assure that, as part of any conversion, Blue
Cross meets our public benefit responsibilities to the people of the state of North
Carolina, while preserving a strong company to meet the health care needs of

our customers.

Since this issue was raised last year, we have wrestled with the question of who

owns Blue Cross.

This is perhaps one of the most complex issues facing the study commission.




State law is unclear.

Our corporate documents, dating back to 1933, are unclear. Does the public

have an interest in the value of the company? Do policyholders have an interest

in the value of the company?

To underscore the complexity of the issue, | spoke last month to a group of
hospital CEOs. During the course of questions from that group, oné made the

case that they thought heaith care providers like themselves had an interest in

the company!

So we have studied this issue at length and sought extensive review and legal
advice from two outside, well-respected law firms. Our understanding and

conclusions have evolved through that process.
Frankly, our analysis suggests that no one has a clear claim today.

But by process of elimination, and application of broad equitable principles, we

have come to believe that citizens of North Carolina do in fact have an interest in

the company upon conversion.

We recommend that the study commission consider a conceptual approach
similar to the one implemented in California if and when Blue Cross were to

convert its status. Not a carbon copy of California, but one that fairly serves the

needs of the people of North Carolina.

Under the California approach, charitable foundations were created to receive
the value of the company at the time of conversion in the form of stock.

It is impossible to say what the dollar amount of the stock would be worth in a

conversion by Blue Cross.




The value of a company is determined by the marketplace. Most financial
analysts have trouble predicting what the stock market will do next week, let

alone what might happen years from now.

You would be right to question any estimate that you may hear - other than a

purely hypothetical number for illustration only.

The truth is, no one knows what any company will bring on the open
marketplace. But if this approach is approved, you can be sure that the people

of North Carolina will be direct beneficiaries of the company’s market value.

The advantage of the charitable foundation is that this resolution would protect
the assets of Blue Cross and benefit the health care needs of North Carolinians

for years to come.

These assets include premiums that our customers have paid — and that we are
holding in reserve — to pay their medical bills. That's why we could never agree
to what some have suggested: turn over the assets of Blue Cross. Such actions
would be irresponsible and would leave this company and its customers

financially vulnerable.

These assets, which are critical to our ability to conduct our core business, must
be protected. They will help ensure that the resulting corporation after

conversion would be financially strong and viable competitively.

A strong, forward-looking Blue Cross is in everyone's best interests.
We have been the only insurer committed to covering North Carolinians living in

all 100 counties and committed to providing the health care protection our

citizens need regardless of their medical history.
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If legislation passed by this General Assembly ties our hands and leaves us

unable to compete because of stringent rules or requirements, the people of

North Carolina lose.

They lose because they no longer will have the assurance thata major, quality
insurer will be there for them in the good times and the bad.
Poas
North Carolina's tax base loses, because Blue Cross approximately $5.5 million
A B

each year in premium insurance tax, local property tax and state income tax . .

The federal tax coffers lose the approximate $7.8 million we pay each year in
federal income taxes. The state also loses more than 2,600 jobs that provide

competitive pay and top benefits to North Carolinians.

We are committed to a win-win solution to this issue.

That is the basis for our four principles:

1. We must retain the assets of our company to pay the medical claims of our
customers.

2. We must prohibit anyone associated with the company from receiving any
private benefit as a result of conversion.

3. We must have the business flexibility we need, like other insurers, to meet
the needs of our customers and remain competitive.

4. We would support the creation, at the time of conversion, of one or more

foundations funded by stock whose charitable purpose benefits the health

care needs of North Carolinians.
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We believe these principles protect the public interest, and also protect the 1.6

million North Carolinians who depend on Blue Cross to provide their medical

coverage.

Before closing, I'd like to reflect for one moment on the bill that ultimately got us

here, Senate Bill 993.

It is important to say that every principle we've outlined today could have been

accomplished within the framework of that bill. Every single one.

Itis unfortunate that some members of the General Assembly endured unfair

criticism for their support of Senate Bill 993.

— - We believe that criticism was short-sighted.

But now, it is time to move on and resolve this issue — fairly and openly and in

the public's interest.

What we want to do in the future is what we've done for the past 65 years: put

the people we serve first.

Just as in the past 65 years, we want to continue providing affordable health

care coverage no matter what county you live in or your medical history.

We are the only insurer willing to do that. Let me repeat: Blue Cross is the only

insurer willing to do that.

Blue Cross is committed to being here for our customers in good times and bad.
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With the leadership of this commission, we will resolve this complicated issue.

And that resolution will enable Blue Cross to plan its future as this state's

hometown insurer for, at least, another 85 years.

Now I'd like to answer your questions.

And Mr. Chairman, with your permission, our general counsel, Brad Wilson is

also available to help with any questions.




‘ "EXHIBIT III"

.A‘, Martin Eakes, Co-Chair, Coalition for the Public Trust
Presentation to Blue Cross Conversion Study Commission
February 3, 1998

My name is Martin Eakes. I am the founder and CEO of Self-Help, a nonprofit
development lender that has made several thousand economic development loans to small
businesses and underserved families throughout North Carolina. With $150 million in assets,
Self-Help is the largest nonprofit community development financial institution in the country. I
am a native of North Carolina, born and raised in Greensboro, and now living in Durham. Iam a
licensed attorney in NC, with a graduate degree in economics and public policy.

I am here today as the Co-Chair of the Coalition for the Public Trust. The Coalition for
the Public Trust formed immediately after the 1997 legislative session, and grew out of the letter
by 70 prominent North Carolina leaders that supported the creation of this Study Commission to
look at the Blue Cross conversion issue. Those leaders and the Coalition strongly believe that
assets owned by public or nonprofit entities must not be transferred to private interests for less
than fair market value. To do otherwise erodes the integrity of public and nonprofit
organizations, and the public loses trust in our most valuable institutions.

To date, 81 organizational memberss have joined the Coalition for the Public Trust,
representing 20,000 members in all 100 counties of North Carolina. A number of these groups
are interested in health issues: NC Public Health Association, the Covenant with NC's Children,

—. the NC Nurses Association, the NC Psychiatric Association, the NC Health Access Coalition and
L 13 local health departments. Other statewide groups include: NC Center for Nonprofits, the NC
Council of Churches, the League of Women Voters of NC, the NC statewide chapter of the
NAACP, the NC Association of County Social Service Directors, the NC Institute for Minority
Economic Development, and six different NC foundations.

Presentation Overview.
1) To describe in detail a win-win conversion solution, and if time permits, to look at the
following:
2) To diagram the problem of faulty conversions in other states
3) To diagram different nonprofit organization types, and
4) To examine briefly a charitable conversion foundation.

The Blue Cross Conversion Issue.

Blue Cross is-a nonprofit public benefit corporation. A nonprofit public benefit
corporation is a private organization created for public benefit. The key characteristic of a
nonprofit public benefit organization is that its activities and proceeds cannot be used for private
individual gain.

Unlike a for-profit corporation, a nonprofit public benefit organization has no
stockholders or owners other than the community. An important feature of nonprofit public
benefit corporations is the law that if the nonprofit dissolves or converts to a for-profit entity,
private individuals or entities cannot take the assets of the organization away from the
community without paying full, fair market value for those assets.




The Public Trust Solution.
Unlike many public controversies, the Blue Cross conversion issue actually has a win-
win solution where both “sides” can achieve their goals. From my experience, this is quite rare.

The Coalition for Public Trust believes that there are two key principles to a win-win
solution: 1) that 100% of company assets go to Blue Cross and 2) that 100% of the company’s
stock value goes to a charitable foundation :

Principle 1: 100% of the cash and other assets of Blue Cross must be retained by
Blue Cross to cover the insurance claims of customers.

This principle insures that the interests of three different parties are protected. First, Blue
Cross as a company is just as strong after a conversion as before, which is very important
to the citizens of North Carolina. Not one single penny of assets has left the company or
been “disgorged” to use Attorney Kolbe’s phrase. The company is able to compete
forcefully in the world of managed health care because it has not lost any assets, and now
it can access new capital from private shareholders.

Second, Blue Cross customers are protected. We do not have to track and distinguish
between reserves, surplus, investment securities, etc., because none of them will have
been dissipated at all. Conversion with this principle intact will not cause rates to

increase because the company’s cash and other assets have not been touched. ™

Third, because this “100% of assets retained by Blue Cross” principle protects Blue Cross
the company, and its customers, it also meets the stringent “safety and soundness™ test
put forth by the Department of Insurance at the last Study Commission meeting.

Principle 2: 100% of the fair market value of Blue Cross at the time of conversion
must be retained in a charitable foundation in the form of stock.

The stock retained by the new charitable foundation would be sold to private investors
over a period of five or more years. The proceeds would be used to create a permanent
endowment to promote the health of North Carolina citizens. Hence, the stock value
stays in the nonprofit sector. Additionally, a public fight about the valuation of Blue
Cross is avoided. The marketplace will determine the value of Blue Cross stock as the
stock is sold over time. '

Retaining 100% of the new Blue Cross stock in a charitable foundation protects two key
parties. First, the citizens of North Carolina are protected because the nonprofit value
built up by Blue Cross over 65 years is retained perpetually in a nonprofit foundation for
the benefit of all of the citizens of the State. Blue Cross subscribers will not be hurt, and
if fact, since they are North Carolina citizens, they will be aided by a charitable
foundation along with all other North Carolina citizens.




Second, as outlined by Attorney Hirsch at the last Study Commission meeting, the
Attorney General has the duty to protect the public interest, and a charitable trust
retaining 100% stock value of Blue Cross would fulfill this duty.

Health care conversion foundations are being created all across the country. At the end
0f 1996, 81 conversion foundations had been identified totaling $9.3 billion. When the
California Blue Cross converted to for-profit status, two foundations were created totaling $3.2
billion. Most of these foundations have been created as the result of non-profit hospital
conversions, including two in North Carolina, the Cape Fear Memorial Foundation in
Wilmington and the Sisters of Mercy of North Carolina in Charlotte.

There is a risk for the charitable foundation to receive its value in the form of stock, since
the stock may decline in value before it is sold. And yes, all other things equal, the Coalition for
Public Trust would prefer to have had the conversion foundation funded with cash. But cash
funding would weaken the position of Blue Cross and its customers, which would violate the
Coalition’s first principle. '

In summary, 100% of the assets go to Blue Cross, which protects the company, its
customers, and the safety and soundness requirement of the Insurance Commissioner.

100% of the stock value goes to the charitable foundation, which protects the public trust and
integrity, while satisfying the statutory duty of the Attorney General.
Public Trust Solution Diagram. (See Solution Diagrams)

Understanding the difference between shares of stock in a company and the assets inside
that company is the key to understanding how a win-win conversion solution can be reached.
People pay cash to buy shares of stock from a company. The company receives the new cash to
use in expanding the business. The recipient of stock gets a piece of paper that entitles the
person to a share of the company’s profits, if the company makes a profit. The company is
selling the right to future profits, not the company’s assets. The company’s inside assets, such as
cash reserves, investments, buildings, corporate name, customer relationships, etc., are still intact
inside the company. The stock represents the company’s overall value. Once the stock has been
issued, that stock can change hands without one penny of change inside the company.

To summarize, the Public Trust Solution essentially takes a single corporation that has
both a business purpose and a public benefit purpose and splits it into two corporations. The new
for-profit takes 100% of the assets and embodies the business purpose. The new nonprofit
foundation takes 100% of the stock value and embodies the public benefit purpose.




Faulty Conversion Diagram.

A conversion plan that simply issues stock from the previously nonprofit corporation to
new shareholders is fatally flawed. New shareholders obtain a windfall gain, the public loses the
accumulated nonprofit value, for-profit health care competitors face unfair competition, and the
public loses trust in nonprofit institutions. (See associated diagram).

Blue Cross has never advocated this faulty conversion plan. To his credit, Blue Cross
CEO Ken Otis has repeatedly told me that Blue Cross would not convert in a way that produced
a windfall gain for executives or new shareholders.

If a nonprofit converted to for-profit status without creating a charitable trust with 100%
of its value, investors would pay for their shares of stock on the open market, but would pay less
than fair market value. For example, if a nonprofit is worth $2 billion, it could sell shares of
stock on the open market for $2 billion. In that case, shareholders would have paid $2 billion for
a company now worth $4 billion — the original $2 billion value plus the $2 billion in new
shareholder equity paid for the shares. The investors would double their money instantly by
having paid their money into 2 corporation they fully own, thereby in essence making payments
to themselves.

Consider the example of a city selling a fire truck. Supposea fire truck buyer paid the
city $50,000 for its fire truck, placing the money in the front seat, and driving off with the
money. A $50,000 cash investment immediately doubles and becomes $100,000 - the value of
the truck plus the cash. The buyer has not really parted with his money. He has simply kept the —
money inside a vehicle that he now fully owns. SR

Types of Nonprofit Organizations.

The health care conversion debate is confusing because there are several different types
of nonprofit organizations. Nonprofits incorporated under Chapter 55A of the North Carolina
General Statutes fall into the broadest category. The only common characteristic is that the

organizations do not have capital stock. Traditional charities are a subset, but so are chambers of
commerce, home-owner associations, and even nonprofit bookstores. (See associated diagram).

The next most restrictive category includes those nonprofits that have a prohibition
against private gain to any private shareholder or individual. This group includes traditional
charities, private foundations, and “public benefit” corporations, including IRS 501(c)(4)
corporations and IRS 833 medical service corporations.

Blue Cross has been a nonprofit for 65 years since one of its predecessor corporations
was incorporated in 1933. Blue Cross Blue Shield of North Carolina was an IRS 501(c)(4)
corporation until 1987, and thereafter an IRS 833 corporation. The key point is that Blue Cross
is currently a nonprofit that is subject to the requirement that “no part of its net eamnings inure to
the benefit of any private shareholder or individual.” Explicitly prohibited, therefore, is any
windfall gain to private shareholders, which is what would result if anything less than 100% of
the Blue Cross stock value were retained in a charitable trust. Nor can the accumulated value be

distributed to the past or present customers of the nonprofit Blue Cross since 2 nonprofit has no




private owners. By the process of elimination, there is no place for the conversion value of Blue
Cross to go except to a charitable trust.

The next most restrictive nonprofit category is the IRS 501(c)(3) organization. This type
includes charities, nonprofit schools and hospitals, and religious organizations. In exchange for
tax exemption and the ability to offer a donor a tax deduction, these 501(c)(3) organizations are
subject to IRS regulations against self-dealing, conflict of interest, and electioneering, among
other things.

Finally, an IRS-defined “private foundation” is a subset of the 501(c)(3) category. A
private foundation is even further restricted in its activities and is subject to various excise taxes,
including a 2% federal tax on income.

The New Charitable Foundation.

The new charitable foundation that receives the 100% stock value of Blue Cross at the
time of conversion should have an independent board of directors. These directors will need
strong skills in grantmaking, as well as in finance and investments. In California, a consortium
of professional search firms and a citizen advisory group nominated the initial directors.

The initial assets of the new foundation will be 100% Blue Cross stock. As this stock is
sold over a period of five years or more, the assets will be reinvested in a diversified portfolio.
These assets will form a permanent endowment. Annual grants will be made out of the annual
income earned by the permanent endowment. We estimate that the foundation will increase
from no grants initially to more than $50 million of annual grants when all the Blue Cross stock
has been sold.

By IRS regulation and the North Carolina conversion statute, the charitable foundation
should be subject to the IRS rules against self-dealing, conflict of interest, electioneering, and
commercial activities.

The conversion foundation will be a remarkable legacy for future generations of North
Carolinians. It can be created alongside a new for-profit Blue Cross without in any way harming
the company or its policyholders. I urge the members of this Commission, as stewards of the
interests of the people of North Carolina, to ensure that this legacy is preserved and not lost. 1
ask that your legislative recommendations include the creation of a new, independent foundation
-- to be funded with stock equal to 100% of the fair market value of the company in the event of
a Blue Cross conversion.

Thank you.
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« Describe “win-win” conversion solution
+ Diagram faulty conversion problem

+ Diagram types of nonprofits

« Outline conversion foundation concepts

Public Trust Solution

« A “win-win” solution does exist.

« 100% of internal cash and other assets
retained by Blue Cross to cover claims.

« 100% of fair market value as stock retained
by the public trust.

« Preserves subscriber protection and public
integrity.

e Comln. o P T, . . -

Public Trust Solution
Swpl

For-profi Bine Crone New Foundatisn

1009 Asests Retaloed

————— Y1
100% Steck ot Time
of Conversien

Public Trust Solution

New Posodatios

Step 1

100% Assets
$00% Jaltial Sreck

Forprofit Bine Crose 200% luitiel Stack

Step 2 New For-prefit lnvesters

$S100 Millies New Cash

S100 Miltien New Stock

Solution Summary

Blue Cross keeps 100%
of company assets

Public Trust keeps 100%
of fair market value

| I T 0

Assets: cash, reserves,
investments, buildiags,
corporste name, Customers

Protects compaay,
customers, policybolders

Meets DO1 requirements

Value: 100% of imitial
steck at market price

Protects NC citizens

Meets AG requirements




Faulty Conversion Diagram

Nenprefit Corporation For-profit lavester
S2 Billion of 100% Steck
Existing Assets
— $2 Billioo Stock
$2 Billion of < ——
New Cash $2 Blllies Cash

Nonprofit Conversion Dilemma

* Nonprofit conversion must not be
shareholder payments to themselves.

* Loss of nonprofit assets to private
sharcholders erodes public trust.

» Windfall gain to shareholders gives unfair
advantage over competitors.

Gaia Alewed No lncwme Tox: Baners Got Doduation

Types of Nonprofit Organizations

NC Chapeer S84 r
Genersl Nomprotit
Neo Capial Ssarh.

RS Sox(eN) ma e
Pablic Boneft Corp [Nooproit Binr Crane Incressingly

Ne Privase Raliga Activites

it ‘v

Nonprofit + No Private Gain

Nonprofit status + No private gain allowed =

charitable trust requirement.

+ For 65 years, BC has paid reduced taxes and filed
tax returns as a nonprofit.

« Fed: “No part of its nct eamings inure to the

benefit of any private shareholder or individual.”

latcraal Revenus Code: Section 833 & 301(c)4).

* State: Chapter 58-65-1 corporations are nonprofit.

Charitable Foundation

* Independent Board of Directors,

* Assets arc a permanent endowment.

* $50 million of annual grants from income.

* Goal is “to promote the health of the citizens of
North Carolina.”
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Key Issues ' o
Threshold question: Is the transaction in the public interest?

Public Access to Conversion Information: Conversion transactions should
be subject to full public disclosure and discussion, equal to that of other
dramatic policy shifts in the health care system.

Public oversight and accountability: Public officials (insurance
commissioners, attorneys general) should provide aggressive public oversight
of proposed conversion transactions to protect community interests.

Public Participation: Public hearings should be held, before a decision is
made about a proposed conversion, with adequate public notice, in an
accessible location.

Independent Valuation: An independent valuation should be conducted for

the regulator responsible for reviewing and approving the proposed conversion.

“If, at this time of conversion, one hundred percent of the shares of the then- ,,\
outstanding stock of the corporation is distributed to a foundation, it shall be C
regarded as having acquired the fair market value of the corporation.”

Protection and Set Aside of 100% of the Charitable Assets: All (100%)
of the charitable assets should remain in the charitable health care sector. The
assets should be set aside from the new for-profit.

Governance and Structure of Foundations Receiving Charitable Assets:
When a foundation receives the assets, it should be fully independent from the
new for-profit company and have a new Board of Directors. When a new
foundation is formed, it should be established under Internal Revenue Code

501(c)(3) or 501(c)(4) with appropriate 501(c)(3) protections.

Voting Agreements and Demand Registration Rights: When the new
foundation receives any stock, voting agreements and demand registration
rights should protect the foundation’s interests, particularly the value of its
endowment and its ability to sell stock, as needed. '




The Attorney General is Responsible for Enforcmg
Charitable Obligations

The protection of charitable assets grows out of the parens patriae powers of the state
and is designed to protect the public’s interest in assets dedicated to serving the public
benefit.

It has been long settled that the Attorney General is the protector and guardian of
charitable assets, charged with the duty of enforcing charitable trusts. Across the
country, the historic right and ability of the Attorney General to enforce charitable trusts
and protect charitable assets dates back at least to the 1800s.

For example:

e North Carolina: Courts find that it is the Attorney General’s common law right
and power to “protect the beneficiaries of charitable trusts and the property to
which they are or may be entitled.”

e New Jersey: The courts have been explicit in defining the function of the
Attorney General to enforce charitable trusts: “[the] function resides in the
Attorney General; it is his duty to see that the public interests are protected in the
administration of a public charity.”

» Kentucky: Where property is devised for charitable uses, it is the Attorney
General who represents the public.

e Ohio: The Charitable Trust Act specifically references and includes the Attorney
General’s common law powers to protect charitable assets and enforce the
fiduciary duties of those charged with control of charitable assets. Ohio courts
have held that the proper party to prosecute for enforcement of a charitable trust is
the Attorney General, the “public officer that lawfully represents the entire
community.”

e Missouri: A trial court held, in an interlocutory order, that the Department of
Insurance and its Director lacked standing to argue that Blue Cross was a public
benefit corporation. The court determined that the Attorney General was the
appropriate regulatory agency to assert that Blue Cross is a public benefit
corporation.

e Kansas: A trial court ruled in favor of the Attorney General after BCBS
challenged her right to assert charitable trust violations. The court held that the
- Attorney General has a right to enforce charitable obligations and has a right to
seek damages against BCBS if she prevails on the merits of the case.




Blue C ¢ Californi

1993: Proposed “restructuring” — transfer 90% of assets to for-profit
Wellpoint subsidiary. Eighty percent of Wellpoint stock was transferred to
the nonprofit parent, twenty percent was sold on the stock market.

Department of Corporations (DOC) accepted the argument that the
transaction was a “restructuring,” not a conversion. Community groups
disagreed, however, arguing that the transaction was a conversion.

Mar 1993: BCC agrees to contribute $5 million per year for 20 years to
health care charities

May 1994: DOC asks for plan to show how proceeds from the
restructuring are being used for public benefit. Public called the )
“stockholder”’--- return on investment demanded o

Dec 1994: DOC holds public hearings across the state to discuss
conversion and use of the charitable assets

1994-6: Coalition of 170 community organizations demands full market
value, independent board to administer endowment

1996: Two new foundations, with a combined endowment of $3.3 billion,
established as part of the final approval of the transaction

Lengthy public search for new independent board members




~alifornia HealthCare fati

Endowed with $2 billion in Wellpoint stock, will monetize stock
and pass 80% through to the California Endowment

501(c)(4) organization, prohibited from participating in political or
lobbying activities, strict conflict of interest rule

Board composed of a majority of old BCC Board members, per
BCBSA requirements to retain trademarks

California End l

Endowed with $800 million in cash, will receive proceeds of stock
sales from California HealthCare Foundation

Controlled by a majority of new, independent board members (13

- 0f 20 had no history with BCC)

501(c)(3) private foundation



Blue Cross of California

$135 million cash
+
$53.4 million shares
of Wellpoint stock
($1.9 Billion)

$900 million cash

R — 80% of proceeds California
! The California , HealthCare

| from sale of

Endowment .
: F d

501(c)(3) Wellpoint stock oundation

- | 501(c)(4)




In 1994, the nonprofit California Blue Cross was required to
make $100 million in grants

In 1996, the two foundations began making grants

In future years, the annual payout requirement is a minimum
of 5% of consolidated assets, approximately $160 million,
depending on the value of the assets

Both foundations focus on supporting projects and programs
that target uninsured, underinsured, and medically
underserved populations in California

Both foundations engaged in a statewide needs assessment
process to help determine grantmaking priorities



| The California HealthCare Foundati

To expand access to affordable, quality health care for
underserved individuals and communities and to promote
fundamental improvements in the health status of the
people of California.




Program Areas:

¢ Managed Care and Special Populations

¢ California’s Uninsured

¢ California Health Policy

¢ Consumer Health Information and Education
¢ Public Health

Sample Grants Awarded:

$1,200,000 to Pacific Business Group on Health and the National
IPA Coalition to create an advanced data communications
infrastructure for health care in California.

$1,500,000 to the Center for Biomedical Research at CSU
Bakersfield to administer efforts to find a vaccine for valley
fever.

$15,000,000 to improve care for elderly Californians enrolled in
managed care. Awards will be granted through a Request for
Proposal process.

$250,000 to support a partnership with the Alliance Healthcare
Foundation in San Diego to design, implement, and evaluate a
low-cost individual insurance product to be marketed to the
working poor.




The California End !

Grant Making Program Areas

¢ The Community Health Investment Program
¢ The Children’s Health Initiative

Sample Grants:

$300,000 to the California Department of Health Services for
their project to conduct an assessment in 34 California counties of
the impact of welfare reform on County Medical Services and to
develop local and system wide plans to ensure access to care for
medically indigent populations in rural and semi-rural areas.

$650,286 to the California Primary Care Association to support
expansion of perinatal care access and utilization and to improve
pregnancy outcomes and raise awareness of perinatal care for
medically indigent women.
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EXHIBIT II

Richard A. Daugherty
Testimony to Hospital, Medical, and Dental Service
Corporation Charter Conversion Study Commission
' March 3, 1998

Good morning, Mr. Chairman and members of the study commission. I'm Dick
Daugherty. I wear several different hats.
I'm executive director of the NC State University Research Corporation, which
means I spend a lot of time promoting the Centennial Campus. And I'm also director of
the Kenan Institute of Engineering, Technology and Science at NC State.
I'm the retired Vice President of Worldwide Manufacturing for IBM PC
Company. For 22 years, I was responsible for the IBM operation in Research Triangle
Park.
Through the years I have been a major supporter of the nonprofit community. In
fact, in 1991, I received the North Carolina Public Service Award for volunteer service.
I'm currently chairman of the board of trustees of Rex Healthcare, a leading
nonprofit community hospital.
Until three years ago, I was a member of the Board of Trustees for Blue Cross and
Blue Shield of North Carolina. And today, I am a member of its Community Advisory
Council.
And I guess I should mention that I'm past chairman of North Carolina Citizens
for Business and Industry.
I tell you that only because you've invited me here to talk about the business
implications of a possible conversion by Blue Cross from a nonprofit medical service
corporation to an investor-owned company.
From a business standpoint, let me say that it's important to North Carolina
businesses and citizens to have a financially healthy, robust, Blue Cross.
There are about 1.6 million North Carolinians -- some of whom work for large
companies, others who are self-employed -- who rely on Blue Cross for coverage.
At Rex Healthcare, Blue Cross is the payor for 10% of the patients hospitalized at
Rex. So, in a volatile health insurance market, the stability of Blue Cross is a good thing
for people buying coverage and a good thing for providers of health services, such as
Rex.
Blue Cross must be doing something right. The company has about 25% market
share. That's a strong endorsement for what the company is doing in the marketplace.
As you consider legislation, bear in mind that needless government regulation
should not come between Blue Cross and its customers.
A motto for conversion legislation, it seems to me, should be: "all the regulation
necessary, but only the regulation necessary."

It's been three years since I was on the Blue Cross board of trustees.

Frankly, when I began reading about Blue Cross and Blue Shield of North
Carolina converting to investor-owned, it was news to me.

During my years of service on the Blue Cross board of trustees, we never met to
plan a conversion from a non-profit corporation to an investor-owned company.




From my now arms-length vantage point, there is no compelling business reason
to convert. :

Blue Cross is well-capitalized. It has no need for heavy investments in
technology. There is no need that I am aware of for capital to expand or to develop new
product lines.

Now, having said that, let's think back to where we were 10 years ago, in 1988.
Ronald Reagan was president. Not many consumers had heard about the Internet. And
managed health care was something they were doing out in California, but hardly
anywhere else in the country.

Well, a lot has changed since 1988. The world of health care has been
revolutionized in that decade -- several times.

We're seeing it every day at Rex. In health care - especially in the business of
health care -- if you aren't constantly refining and improving your business approach,
you're going to be left in the dust.

Since I left IBM 3 ¥ years ago, the pace of change has accelerated even more.
We're more productive and more competitive in the global economy than we've ever
been.

Our ability to embrace business change has contributed to a record-breaking
economic expansion for this country. Just look at the stock market for the past three
years.

So, as you consider the rules under which Blue Cross and Blue Shield of North
Carolina can change its non-profit status, I hope you'll consider a structure that provides
the business flexibility to react to a marketplace that changes literally every day.

This General Assembly should not require Blue Cross to get approval from the
Department of Insurance for any business decision unless that approval is necessary to
ensure the protection of policyholders and the financial stability of the company.

In other words, the state Department of Insurance should have no oversight of a
Blue Cross business decision unless that same approval is required of every other
insurance carrier that competes with Blue Cross. -

Some people have suggested that the state has an interest in restricting
compensation paid to Blue Cross employees if the company converts to investor-owned
status. | want to be as diplomatic as I can in addressing that issue.

Once Blue Cross becomes an investor-owned company -- and once Blue Cross -
repays any obligation it might have to the citizens -- then its obligation is fulfilled.

Nobody has any business dictating whether a Blue Cross employee receives stock
options, an extra day of vacation or a parking space.

That's fundamental.

Another fundamental principle is that Blue Cross and Blue Shield's assets should
remain with the company, whether it's a non-profit or investor-owned insurance
company.

State law and North Carolina Department of Insurance regulations require Blue

Cross to maintain those reserves.
Those assets must remain with the company so that its customers are protected

and the company remains financially strong.




- I've heard some people say that Blue Cross and Blue Shield is what it is today

| because of tax breaks. Saying Blue Cross is what it is because of tax incentives is like
saying a company is successful because the state built an access road to its manufacturing
plant.

Blue Cross is successful because:

e it was first to the marketplace some 65 years ago.
o it has offered a good product at an affordable price.
¢ and because the company has met the needs of its customers.

And, let me point out that it is the only health insurance company in the state to
provide coverage in all 100 counties. It is the only insurer that will cover North
Carolinians regardless of medical history.

In fact, these public benefits may have placed Blue Cross at a competitive
disadvantage against out-of-state insurers who came in and cherry-picked customers in
North Carolina's cities, while ignoring the rural areas.

Now, there seems to be no debate about whether Blue Cross and Blue Shield of
North Carolina owes some obligation to the citizens of the state if it converts to investor-
owned status.

So I'll direct my comments to how that obligation might be viewed from a
business standpoint.

As I understand it, Blue Cross has recommended the creation of a foundation,
funded by stock, that would be issued if and when the company ever converts.

The business questions revolve mostly around governance and the eventual

TN divestiture of stock.

/ On governance, it is important that the Foundation be independent of the control
of an investor-owned Blue Cross. And it's equally important for an investor-owned Blue
Cross to be independent of Foundation control.

In other words, the Foundation should have no business control of Blue Cross.
I'm told that that has been the case in California, and that it has worked well.

Blue Cross management must be able to assemble a board of directors that will
provide savvy oversight and expert counsel to a company in the complex, rapidly
changing health care industry.

Some folks have suggested that there is no place on the board of the new
foundation for anyone connected with Blue Cross.

I don't know if that immediately disqualifies all1.6 million North Carolinians who
are covered by Blue Cross, but for the sake of the people that the foundation should help
the most, it ought not.

If a conversion ever occurs, this foundation will find itself possibly holding
hundreds of millions of dollars of stock in a health insurance company.

From a business standpoint, it makes sense for that foundation to have someone
on the board who carries an institutional memory of Blue Cross.

That insight is important so that as the foundation divests itself of the Blue Cross
stock, it will do so in a way that maximizes the value of the shares.




This is not about power or control of a foundation board. This is about a smart, —_—
business-like approach to making the most of a wonderful opportunity to provide more
health care for North Carolinians.

So, to recap:

Don't take any steps that would weaken Blue Cross and Blue Shield post-conversion.

e "All the regulation necessary, but only the regulation necessary."

o Business flexibility equal to that of other insurance company competitors so that the
company can adapt in a fast-changing industry.

e Protect the assets of Blue Cross so that the company can cover the medical bills of its
customers and remain financially strong and within state law and Insurance
Department regulations.

e Create a foundation that would receive the value of the new company in stock upon
conversion.

e Make the foundation independent of Blue Cross control and the new, investor-owned
Blue Cross independent of foundation control.

e Consider foundation rules and board make-up that will maximize the benefit to the
North Carolinians who need it most.

Mr. Chairman and members of the study commission, thank you for inviting me
to speak to you today. Now I'll be happy to answer your questions. '




4\»

Blue Cross Conversion Legislative Study Commission
Presentation by Ray Cope

Comments by

E. Ray Cope
Executive Director
Kate B. Reynolds Charitable Trust

Legislative Study Commission
Raleigh, North Carolina

March 3, 1998

EXHIBIT II7






Good morning, Mr. Chairman and members of the commission. I'm Ray Cope,

executive director of the Kate B. Reynoids Charitable Trust in Winston-Salem. Thank you for
- the opportunity to meet with you today.

I have served as executive director of the Trust since 1991. Prior to that I worked for
Wachovia Bank serving as manager of the Charitable Funds Management Department. The
department was established in 1975 to serve the needs of foundations and other charitable
entities. In that capacity, I worked with hundreds of charitable trusts and private foundations.

The Kate B. Reynolds Charitable Trust is one of more than 850 private foundations in
our state. Private foundations are classified as such because their funding comes from a single
source. The Kate B. Reynolds trust was funded through the will of Mrs. Kate B. Reynolds.
The proposed charitable foundation would be funded with Blue Cross and Blue Shield of North
Carolina stock, a single source. I will address the implications of administering a private

foundation later in my remarks.

Before I go further into my comments, you should know that Blue Cross Blue Shield of
North Carolina has been represented on our Health Care Division advisory board for more than

25 years. Ken Otis, president of Blue Cross, has been a valued member of our board for the

last four years.

My role here today is to share with you information that I hope will be helpful in
structuring a charitable foundation which may result from the proceeds of the sale of stock if

Blue Cross converts to a for-profit institution.

Foundations are private and independent nonprofit organizations. I'll say that again

because it's important. Foundations are private and independent organizations. They have
flexibility to act quickly, an ability often lacking in governmental programs or large corporate

enterprises.




Funds used to create foundations are endowments that function i in two ways: first, to
generate income to provide grants to charitable organizations for current needs; and second, to .
generate growth to provide for greater grant needs in the future. As such, the funds placed in a
foundation are a legacy for future generations. Foundations are supported by boards of trustees
who are knowledgeable about the community and have expertise about the particular interests
or purposes of the foundation. It's important that these individuals understand and support the
foundation's mission and that they represent our diverse population, a population impacted by

the same health problems from the far west to the eastern-most parts of our state.

Our Trust is a good example. Ten years ago the Kate B. Reynolds Charitable Trust was a $129
million foundation. All of our assets were in RJR Nabisco common stock. As you may
remember that was before the leveraged buyout of the company for around $25 billion. Almost
overnight our grant resources tripled. We have been able to start new initiatives and make

additional grants that were not possible before.

e

However, our original charter would not have provided us with this flexibility. When
the Kate B. Reynolds Charitable Trust was established in 1947, three-fourths of its income was
to be distributed to hospitals for the care of patients in their charity wards. That was a time
when a few dollars a day could cover a big portion of a hospital stay. By the late 1960s, our
grants averaged $3.16 per patient per day. But conditions were changing significantly. The
federal government had begun pouring enormous amounts of money into hospitals through

Medicare and Medicaid payments, and the Trust charter no longer served Mrs. Reynolds'

wishes.

The Trustees of the Kate B. Reynolds Charitable Trust were put in the position of
continuing to follow the letter of Mrs. Reynolds' will and failing to fulfill her desire, or taking
an action to change the will to meet the conditions that existed in the 1970s. The Trustees
chose to do the latter, petitioning the courts for permission to take a broader approach in
serving the health needs of the state's poor citizens. This proved to be a time consuming

process and the operations of the Trust were interrupted over a two-year period as this action

was approved in Superior Court and the North Carolina Supreme Court. It all could have been




avoided if the original charter had allowed the Trustees greater flexibility in making grants.
The resulting direction from the courts provided the Trust with the flexibility to be progressive
and resourceful and to adopt methods, and indeed to change them, to react to the fast

developing field of health care for our citizens.

The grantmaking process we use at Kate B. Reynolds is typical of most foundations.
Our broad mission permits us to consider a wide range of specific grant requests from
charitable organizations. Our Health Care Division board meets twice a year to consider those
requests. When we receive a grant request, our staff reviews it to ensure that it meets our legal,
tax, and program criteria, and that it is properly documented. We often make site visits prior to
the board meeting to gain first hand knowledge about the applicant organization. Once a grant
is awarded, the Trust requires expenditure reports on the use of the funds and qualitative and
quantitative reports on the effectiveness of the program or project. This follow up reporting is
vital both for the accountability on the use of the funds and to learn from the program or

project.

North Carolina is fortunate to have many well-endowed foundations. Some of them
cover territories much wider than North Carolina, while others serve smaller, hometown
constituencies. Most of you have foundations in your hometowns or in the districts you
represent. They do wonderful work, but if you were to multiply their resources many times

over, they still could not adequately meet the health care needs of people in North Carolina.

It is estimated that over 2 million people in our state are either uninsured or
underinsured. North Carolina is largely a rural state with at least 24 counties and parts of 35
other counties that have too few primary care providers to meet the needs of the communities.
There are major changes occurring in the demographics of the state that will challenge our
health care system; for example, the aging of the .populau'on. It is estimated that by the year
2010, the number of adults ages 65 and older will increase by almost 30%. The number of

those 85 and older will increase by 60%. Another concern is the increase in the number of
Hispanics who are less likely than the general population to have health coverage. This
population is one of the fastest growing populations in the state. Some estimates place their

number at 300,000 and increasing. Major health care issues challenge us in other areas such as




sedentary lifestyles, nutrition, substance abuse (especially among our youth), infant health,
diabetes-related deaths, and dental care for our children. Also, there are great disparities in .

health status among our minority populations.

Health care services are not available and accessible to many individuals who need
them. Numerous barriers prevent them from obtaining care including financial constraints,
availability and cultural sensitivity of providers, and the availability of transportation or after
hours care. Many of our disadvantaged citizens are experiencing problems accessing some
providers as the health care system changes from predominantly a fee-for-service insurance

system to one dominated by managed care organizations.

A foundation of the size contemplated by the Blue Cross conversion could have the
potential to dramatically impact these issues beyond that which has been possible heretofore.
Due to the scope of our health care problems and the resulting enormous costs, much planning
will be necessary to ensure that these funds are strategically placed to impact directly those
who need the services most. Also, it is vitally important that we concentrate on changing IR
attitudes and lifestyles through health promotion and disease prevention and/or intervention |

efforts.

For example, a couple of years ago, our Trust established a Good Health Program to
encourage communities to improve the provision of preventive services to low income
populations in 13 communities across the state. The program promotes the development of
collaborative linkages with primary care providers to use more effectively the limited resources
and personnel in the communities served by these agencies. These various efforts addressed
such issues as dental health education and prevention services for children and youth, the
improvement of immunization rates among children, the reduction of diabetes-related

morbidity and mortality, and breast cancer screening for low-income women.

Health-related needs cover a broad spectrum, and we are learning that many of them are

best dealt with through prevention programs. Ironically, we often do a better job of following

maintenance schedules on our automobiles than we do our bodies.




North Carolina has many health-related programs and services today that can be traced

to the support of a foundation. One that we are proud of at Kate B. Reynolds is the hospice

| program that serves 99 counties in North Carolina. In 1977, two Episcopal ministers in the

Triangle area were trying to start a hospice group here. In doing so it became obvious to them
that a number of communities wanted to have hospice programs. They came to us and asked
for funding to create a state organization to help create local hospice chapters around the state.

We gave them $37,000. Today, North Carolina has the best hospice program in the country.

There may be a tendency to think of health care as a cradle-to-grave issue. Actually, it's
broader than that. Most of you are familiar with the challenge to reduce our infant mortality
rates in this state. Infant mortality is as much a prenatal issue as it is a postnatal issue. It's as
important to address the problem from an educational perspective as it is from a treatment

perspective. In fact, prenatal care and education can often prevent health problems or at least

reduce their severity.

A statewide foundation has the responsibility of making its resources available to all the

" citizens in North Carolina who may be served under its broad mission. About four years ago,

we realized that some people across North Carolina did not know about the Kate B. Reynolds
Charitable Trust. So, we began hosting week-long satellite offices in three cities around the
state to meet individually with nonprofit organizations that serve health care needs of the
region's financially needy residents. Senator Rand and Representative Hurley, you may be
interested to know that Fayetteville is one of the annual locations. The others are Greenville in
the east and Asheville in the west. This year we added Elizabeth City in the northeast and

Sylva in the far west.

One of the interesting outcomes of this outreach effort is that we have learned as much
about what the people of the state need as they have learned about us. We know that
transportation needs have been identified as a common health care problem throughout the
state. We have noted the lack of a health care infrastructure in many of our rural areas. We

" know that many of our citizens are concerned about the health of their neighbors and

communities and that sometimes, with minimal support, they can make a difference.
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Foundations are subject to many legislative and regulatory controls on what we can and
cannot do. The Internal Revenue Service has very strict rules on how much money we must o
distribute each year and on any activities that might be interpreted as conflicts of interest by
Trustees or staff. There are stiff penalties for any foundation that fails to follow the rules. We
are required to file reports with the Internal Revenue Service and with the State of North
Carolina each year and to make these reports available to the public.

In addition to the required reporting, many foundations publish annual reports
describing their financial and programmatic activities. Ihave given copies of our 1997 annual
report to the Sergeant at Arms. This report demonstrates what our foundation is doing in the
state to address some of the health care needs. The Z. Smith Reynolds Foundation, directed by
Tom Lambeth who is on this Study Commission, has been making grants to communities
across North Carolina since 1936. They also publish an annual report. Many of you know
about the good work of the Z. Smith Reynolds Foundation.

As I'm sure you can see, the operation of a private, independent foundation requires a A
broad range of skills and knowledge. The staff and trustees need to have expertise in the types B
of programs being funded as well as in the technical and fiduciary issues of governance for

nonprofit organizations and foundations.
It's often very humbling, but it is always satisfying to see how our work helps build

better lives for people around the state. Iknow that it will continue long after I'm gone,

because our foundation--like most foundations--provides a legacy for future generations.

Thank you for allowing me to testify before you today. Il be glad to try to answer any

questions you may have.




- ' EXHIBIT IV

TESTIMONY OF GARY S. MENDOZA®©
BEFORE THE NORTH CAROLINA CONVERSION STUDY COMMISSION
MARCH 3, 1998

Mr. Chairman and Members of the Committee:

I appreciate the opportunity to be with you this morming to discuss the conversion of Blue Cross of
California. My name is Gary Mendoza. Currently,I am a principal with the Los Angeles-based law
firm of Riordan & McKinzie. Since January 1, I have been working with BlueCross BlueShield of
North Carolina in connection with their consideration of the conversion issue. From July 1993 to
March 1996, 1 was the Commissioner of Corporations for the State of California. In that capacity,
I headed up the California Department of Corporations.

The Commissioner of Corporations® Authority. The Department of Corporations is a regulatory

department with jurisdiction over a range of business activities within the State. The managed

care/HMO industry is one of the industries regulated by the Department of Corporations. Managed

care 1s the predominant form of health care delivery in the State, and approximately 80% of the

insured population in California receive their health care from health care plans regulated by the

Department of Corporations. Less than 20% of the insured populationreceive their health care from
— insurance companies regulated by the California Department of Insurance.

In California, as in North Carolina, the Attorney General has primary jurisdiction over the activities
of nonprofit corporations. A specific statutory provision of California law, however, grants the
Commissioner of Corporations exclusive jurisdiction to monitor compliance by nonprofit health
plans with the provisions of California law governing nonprofit corporations. This authority is the
same authority that the Attorney General has with respect to other nonprofit corporations in the
State.

As a result of the scope of the Commissioner of Corporations’ jurisdiction, during my involvement
with the Blue Cross of California conversion, I exercised the equivalent authority of both your
Commissioner of Insurance and Attorney General.

The BCC Conversion. During my tenure at the Department of Corporations, perhaps the most
significant and controversial issue that I dealt with was the conversion of Blue Cross of California
from a nonprofit health care service plan to a for-profit health care service plan. This matter was
first brought to my attention within weeks of my arrival at the Department, and the DOC approved
the final form of the conversion on my last day in office. During this period of review, I sought a
solution that both assured that BCC’s public benefit responsibilities were fully met and that the
company’s viability as a significant health care provider in the State was not undermined in the
process. I would like to summarize the history behind the Blue Cross of California conversion, set
out the principlesthat guided the DOC’s review of the conversionand respond to whatever questions
any member of the Commission or the Commission’s staff might have.




History. I have attached as Appendix A to my written testimony a chronology of the BCC
conversion. I would like to briefly summarize that history.

In July 1991, Blue Cross of California filed an application with the DOC to become licensed as a
health care service plan and to restructure its operations. As part of this restructuring, BCC
transferred substantially all of its operating assets to a newly formed for-profit company, Wellpoint
Health Networks, in exchange for all of Wellpoint’s stock. Since the stock of Wellpoint remained
in the hands of a nonprofit corporation, the DOC concluded that BCC'’s restructuring was not a
conversion. The Department approved the application in January 1993, and Wellpoint completed
an initial public offering in February 1993. In its IPO, Wellpoint sold 19.5 million shares of
newly-issued stock for approximately $510 million.

The restructuring changed the nature of the assets that BCC held to meet its public benefit
responsibilities. Before the restructuring, BCC met its public benefit responsibilities by using its
operating assets to run a nonprofit health care plan. After the restructuring, that operation was
conducted substantially by Wellpoint, a for-profit plan, and BCC held 80.5% of Wellpoint’s stock,
a very valuable financial asset.

Beginning in January 1993, the Department worked with BCC to complete the process begun by the
restructuring and to assure that BCC met its public benefit responsibilities by utilizing the assets
available to BCC as a result of the restructuring. That process was completed when the conversion
of BCC was consummatedin May 1996. During that process, significant public input into the terms
of BCC’s conversion was solicited, BCC/Wellpointentered into an agreement to merge with another
for-profit health plan (an agreement that was ultimately abandoned) and the Department and BCC
negotiated the definitive terms of BCC’s conversion/public benefit plan.

The completion of the BCC conversion resulted in the creation of two independent foundations.
These two foundations initially held 2 combined total of more than $3 billion in assets, and each is
dedicated to programs that increase access to health care for underserved populations within the State
or improve the overall health status of the people of California. Since Wellpoint has been
successfully run, the value of the Wellpoint stock has increased. As a result, the two foundations
now hold resources totaling, in the aggregate, approximately $4 billion.

Certain aspects of the BCC conversion, particularly those relating to the restructuring, may not be
relevant to the situation here in North Carolina. I do believe, however, that the BCC conversion
establishes a successful model for a Blue Cross conversion that the Study Commission may want
to consider within the context of its important deliberations.

The CaliforniaModel. During our review, the Department of Coi'porations felt it was important that
the following core principles be incorporated into any resolution of the Blue Cross of California

conversion issue:
(1) 100% of the value of Blue Cross of California should be made available to one

or more health care foundations as part of the conversion.



(2) The foundationsthat held these assets should be managed by independent boards
of directors.

(3) The corporate structure chosen for the foundations should be sufficiently flexible
to enhance the benefits made available to the public through the foundations’
activities. That desired flexibility should not, however, undermine those public
benefits.

(4) The foundations should be dedicated to serve broadly-stated health care needs
of the people of the State of California.

(5) The process of the conversion review and the resolution reached should not
adversely impact BCC/Wellpoint’sability to successfully manage its operations and
provide health care coverage to the people of California.

Capturing BCC’s Value. From the outset, it was important to the Department that,
as part of any resolution of the BCC issue, 100% of the value of BCC’s assets be made
available to serve the public benefit. The BCC conversion, as finally approved, did result
in the capture of 100% of the value of BCC’s assets for the benefit of the public.
Substantially all of that value was represented by the transfer by BCC of its Wellpoint stock
to one of the foundationsas part of the conversion. The balance of that value was established
through a market-assessment process, a process made necessary by the restructuring that

- preceded the conversion.

In my opinion, any conversion that results in the transfer of 100% of the stock of the
newly-converted for-profit company to one or more foundations would, by definition,
capture 100% of the value of the assets being converted for the benefit of the public.

Independent Governance. In the initial public benefit plan, Blue Cross of California
proposed - that its board, including its CEO, comprise the initial board of the
newly-established foundation that would discharge public benefit mission. This was not
acceptable for two principal reasons. First, to assure that the foundation(s) operated
independently of the for-profit company, it was important to the Department that there not
be any overlap between the board of the charitable foundation(s) and the board of the
for-profitcompany. In addition, while the Department concluded that some involvement by
former BCC board members on the board(s) of any newly established foundations was
appropriate, the Department felt it was important that the initial board(s) include a number
of newly-named individuals who could bring a different and valuable perspective to the
foundation(s)’ operations.

To assure the Department that the newly-established foundations had boards that were
independent and broadly representative of the interests of the people of California, BCC
agreed to undertake a comprehensive statewide search for new board members. While BCC
retained the right to name initial board members, the DOC did retain the right to veto up to
six of the prospective board nominees that were identified during that search effort. The



DOC monitored that statewide search effort and reviewed the qualifications of the
prospective board nominees. We did not exercise any of our veto rights. BCC and the
Department also agreed that there would be no overlap between the boards of the for-profit
company and either of the foundations and that the former BCC members who comprised
a portion of the boards of the newly-established foundations would leave those boards
according to an agreed-upon schedule.

In my view, the process that we followed did assure that the boards of the newly-established
foundations were independent of the for-profit company and comprised of members with an
appropriate and broad range of skills, backgrounds and perspectives.

ctural Flexibility: 1 uards. To assure that the benefits to the public

were maximized, the Department was sensitive to the tax complications associated with the
conversion and the activities of the charitable foundation(s) following conversion. Initially,
the Department was of the view that the charitable mission should be discharged by a
501(c)(3) private foundation, a well-understood form of charitable organization. This view
was echoed by number of consumer groups and members of the State legislature.

Beginning with its initial May 26, 1994 submission, however, BCC argued that, for a number
of tax reasons, a 501(c)(4) social welfare organization was a more appropriate vehicle to
discharge the charitable mission. BCC explained that, unlike a 501(c)(3) private foundation,
a 501(c)(4) social welfare organization (i) is not required to divest itself of “excess holdings”
over a five-year period or subject to a 2% excise tax on investment income and (ii) could
engage in redemption-typetransactionsthat might be advantageousto both the foundation(s)
and the company but would be prohibited self-dealing transactions for a 501(c)(3) private
foundation.

After a significant period of review, the Department concluded that a 501(c)(4) organization
could play an important role within the context of BCC’s conversion, particularly with
respect to the monetization or sale of the Wellpoint stock that was transferred to the
foundation as part of the conversion. As a result, the Department agreed to authorize the
501(c)(4) to hold the Wellpoint stock, provided it transferred not less than 80% of the
proceeds it received from any sale of the stock to the 501(c)(3). The Department wanted to
make certain, however, that the legitimate tax planning goals served by the use of a501(c)4)
did not undermine the benefits to the public associated with the conversion.

While the Department agreed that a 501(c)(3) private foundation was not the best type of
entity to hold and monetize the Wellpoint stock, the Department did recognize that there

* were important safeguards that 501(c)(3)sare subject to that are not applicableto 501(c)(4)s.

These safeguards include (i) prohibitions against lobbying and other political activities, (ii)
prohibitions against conflicts of interest and (iii) the requirement that 501(c)(3) private
foundations expend 5% of their assets each year for public purposes. To assure that these
safeguards were preserved, the DOC negotiated with BCC undertakingsto incorporate these
safeguards into the 501(c)(4)’s charter documents.




Although there are a number of features to the California Model that make it a useful
precedent, I do not believe that it is necessary to establish both a 501(c)(4) and a 501(c)(3)
to fully serve the public’s interest within the context of a Blue Cross conversion. Unless the
entities have fundamentally different missions, there is no compelling reason to establish two
separate entities. Having two foundations can complicate the implementation of the public
mission and increase the related administrative costs. Upon additional reflection, I believe
that the best foundation vehicle is a 501(c)(4) social welfare organization that is subject to
many of the safeguards applicableto 501(c)(3) private foundations. As explained below, this
is the path that Empire Blue Cross Blue Shield of New York is now proposing.

Public Benefit Mission. Under the cy pres doctrine, when the value of the assets held
by the nonprofit BCC was transferred to the newly-establishedfoundations, it was important
that foundations remained committed to serving the health care needs of the peoplie of the
State. At the same time, the Department recognized that these foundations could serve the
public’s interest in perpetuity and resisted any effort to too narrowly circumscribe the
foundations’ mission. As part of the negotiated undertakings, each of the foundations
adopted mission statements that called for each to support programs that increased access to
health care for underserved populations or improved the health status of the people of
California. The undertakingsalso obligated the foundationsto file with the Attorney General
whatever reports he or she thought was appropriate to assure that they were meeting their
public benefit missions.

Maintaining BCC’s Ability to Compete. In the Department’s view, the people of the
State of California, through the 501(c)(4) became, in effect, BCC'’s indirect shareholders

upon completion of the conversion. As a result, the success of Wellpoint, the for-profit
company, inures directly to the benefit of the people of California through an increased value
of the stock. The Departmentalso recognized that, both before and after the conversion, over
two million Californians would depend upon BCC to provide their health care coverage. As
a result, the Department wanted to make certain that neither the process of the conversion
nor the conversion itself compromised BCC’s ability to compete in the managed care
marketplace.

This concern manifested itself in several ways. During the conversion process, the
Department made it clear that it would not force a fire-sale liquidation of BCC’s Wellpoint
holdings or require BCC to take other actions that would adversely impact the value of the
Wellpoint stock. Before we approved the conversion, we also confirmed that the conversion
would not compromise BCC/Wellpoint’ssolvency or otherwise adversely impact its ability
to provide health care coverage. The Departmentalso carefully considered the views of the
BlueCross BlueShield Association. The Department recognized that the Blue Cross
trademark was very valuable, and the Associationmade it clear that it was prepared to revoke
BCC’s right to use the trademark if the Association’s requirements were ignored.
Accordingly, the Department did modify certain of its proposals to accommodate the
Association’sviews. For example, the Department ultimately acceded to the Association’s
requirement that a majority of the directors of the 501(c)(4) be former BCC board members.




Corporate Governance. The Department also recognized and accepted the
Association’s interest in assuring that Wellpoint, the for-profit entity, did retain adequate
control of its activities to effectively pursue its business interests. These controls were
memorialized in a voting agreement and a voting trust agreement that the 501(c)(4) entered
into in connection with its receipt of the Wellpoint stock. Under the terms of the voting
agreement, the 501(c)(4) agreed that, so long as it held 5% or more of the Wellpoint voting
stock, it would vote it shares (i) in favor of the board nominees selected by Wellpoint’s
nominating committee or the members of the Wellpoint board who had been members of
BCC’s board prior to the conversion and (ii) in opposition to any action to remove a
Wellpoint board member (except in cases of gross misconduct) or to amend Wellpoint’s
articles or bylaws unless the Wellpoint board supported the amendment. Under the terms
of the voting trust agreement, the 501(c)(4) agreed to vote certain of its shares in a manner
that was consistent with the vote cast by the other Wellpoint shareholders.

Empire Blue Cross and Blue Shield. Althoughl am not involved in the potential conversion |

of Empire Blue Cross and Blue Shield in New York, I have reviewed certain of the filings
that have been made by Empire and am generally familiar with what is currently being
proposed.

As currently proposed, as part of the Empire conversion, all of the stock of the converted
for-profit company would be contributed to a newly-established 501(c)(4) social welfare
organization whose purpose will be to address the health care needs of the poor and
uninsured in the state of New York and promote and maintain the health of all New Yorkers.
The 501(c)(4) would be subject to many of the limitations ordinarily applicable to 501(c)(3)
private foundations, including prohibitions against lobbying or participation in political
campaigns. Based upon the materials I have reviewed, however, the 501(c)(4) would not be
subject to the 5% distribution requirement. Empire has proposed using a 501(c)(4)
organization for precisely the same reasons that lead the Department to authorize the use of
a 501(c)(4) within the context of the BCC conversion.

Consistent with the approach in California, the initial board members are proposed to be
identified through a statewide search effort. Empire will appoint substantially all of the
initial board members. While it is not currently proposed that the Attorney General retain
the right to veto proposed board members, the Attorney General does have the right to
appoint two of the initial board members. In contrast with California, in New York it is
proposed that no member of Empire’s current board can be appointed to the initial board of
the foundation. As part of the conversion, the foundation will enter into a Stock Voting and
Sale Agreement in compliance with the requirements of the Blue Cross and Blue Shield
Association. Among other things, this Agreement will require the foundation to vote its
shares in support of directors to the board of the for-profit company nominated by the
for-profit company and otherwise in a manner that is consistent with the vote casts by the
other holders of the for-profit company’s stock.




Based upon my review, I believe that the proposal currently under consideration in New
York is substantially consistent with the model that we followed in California in connection
with the BCC conversion.

This ends my prepared testimony. 1 would now like to respond to any questions that the
Commission has.







Conversion of Blue Cross of California
A Chronology

Gary S. Mendoza
February 18, 1998

The following is a chronology of the critical events that led to the conversion of Blue Cross of
California (BCC).

July 1991 BCC files an application with the Department of Corporations (DOC) to
' become a licensed health care service plan and to restructure its operations.
Pursuant to the restructuring, BCC proposed to contribute substantially all of its
operating assets to Wellpoint Health Networks in exchange for 80 million shares
of stock, representing 100% of Wellpoint’s initially issued stock.

*

January 1993 DOC approves BCC’s license application and restructuring plan.

February 1993 Wellpoint completes an initial public offering. In this offering, Wellpoint sold
19.5 million newly-issued shares of stock to the public for approximately $510 million.
BCC sold none of its Wellpoint shares in the initial public offering.

March 1993 Legislation introduced in California State Assembly to treat the BCC
restructuring as a conversion and retroactively impose a charitable trust obligation
upon BCC as a result of the restructuring.

August 1993 BCC enters into a negotiated settlement with certain members of the
California Legislature. Under the terms of this agreement, BCC agreed to provide
$5 million a year of public benefit funding for 20 years, and the members of the
Legislature agreed to end consideration of the bill retroactively imposing a
charitable trust obligation upon BCC as a result of the restructuring.

August 1993- The DOC works with BCC to determine BCC’s plans to meet its public
May 1994 benefit responsibilities.
May 6, 1994 The DOC sends a letter to each member of BCC’s Board summarizing the

DOC’s unsuccessful effort to determine BCC’s public benefit plans. The DOC
also suggests that BCC commit to provide $100 million in public benefit funding
in 1994 and, as part of BCC’s plan to meet its public benefit responsibilities,
contribute not less than 40% of its Wellpoint stock to a newly-formed foundation.

May 26, 1994 BCC files an undertaking with the DOC to provide $100 million in public
benefit funding in 1994 and to file a plan with the DOC by September 15, 1994 to
use all of its assets for the benefit of the public.

September 1994 BCC files its public benefit plan with the DOC. Among other things, the




plan contemplates that BCC will transfer all of its assets to a newly-established 501(c)(4) _—
that is dedicated to health-related public benefit purposes. BCC’s proposal also
contemplates that BCC’s Board would become the board of the 501(c)(4) following that

transfer.

October 1994- The DOC expresses its view that the BCC transfer/sale of assets

March 1995 to Wellpoint is a “related party” transaction under California law and urges
BCC and Wellpoint to explore the possibility of merging with, or selling all or
substantially all of BCC'’s assets, including BCC’s Wellpoint stock, to another
health care company or a financial buyer. BCC and Wellpoint thereafter
undertake a market assessment effort.

March 1995 BCC and Wellpoint enter into a merger and recapitalization agreement

with Health System International (HSI), another California-based health plan.
Among other things, the merger/recapitalization agreement contemplated that (i)

| BCC would transfer all of its assets, including the Wellpoint stock and BCC’s

| . remaining operating assets to a newly-established 501(c)(4) social welfare

organization, (ii) Wellpoint would pay a dividend of $10 per share to all of its
shareholders, including the 501(c)(4), (iii) BCC would convert to a for-profit
corporation and merge with HSI and (iv) the 501(c)(4) would receive $235
million in consideration for the transfer of BCC’s remaining operating assets to
the converted for-profit company.

3 October 1994- BCC and the DOC negotiate the terms of the final public benefit plan September
1995 and the related conversion.

September 1995 DOC approves BCC’s public benefit plan and the related conversion. The

public benefit plan, as approved, contemplated that (i) BCC would form two foundations,
a 501(c)(4) that would hold the stock of the converted/merged company and a 501(c)(3)
private foundation that would initially receive from the 501(c)(4) the $800 million cash
dividend and $100 million of the $235 million consideration received by the 501(c)(4) for
BCC’s remaining operating assets, (ii) the 501(c)(4) would be subject to many of the
protections that apply to 501(c)(3) private foundations, including the 5% distribution
requirement and restrictions on lobbying and conflicts of interest, (iii) the 501(c)(4)
would be obligated to transfer to the 501(c)(3) 80% of the proceeds the 501(c)(4)

| received from any sale of the stock of the converted/merged company, (iv) both the

| 501(c)(4) and 501(c)(3) would be dedicated to increasing access to health care for

underserved populations and improving the overall health status of the people of
California, (v) the board of each of the 501(c)(4) and 501(c)(3) would include
newly-appointed members identified through a statewide search effort undertaken by
BCC and (vi) there would be no overlap between the members of the boards of the
501(c)(4), the 501(c)(3) and the converted/merged company. :

| December 1995 HSI and BCC/Wellpoint terminate their merger/recapitalization
agreement. ‘




March 1996

May 1996

The DOC approves BCC’s revised public benefit plan and the related
conversion. Other than those changes necessary to reflect the termination of the
HSI/BCC/Wellpoint merger/recapitalization agreement, the revised plan was
essentially the same as the plan approved in September 1995.

BCC/Wellpoint merger/recapitalization approved by Wellpoint’s
shareholders and merger/recapitalization/conversion is consummated.







EXHIBIT V

BLUE CROSS AND BLUE SHIELD
JOINT STUDY COMMISSION
TESTIMONY OF ROBIN L. HINSON
MARCH 3, 1998
I am a senior partner in the law firm of Robinson, Bradshaw & Hinson, P.A. in
Charlotte. Late last summer our firm was engaged as special counsel to give legal advice
to Blue Cross and Blue Shield of North Carolina concemning the ownership of the
Company. We were hired because of a class action lawsuit seeking a court ruling that the

subscribers, and only the subscribers, have property and contractual rights in all of the

Company’s reserves. The Attorney General of North Carolina intervened in this lawsuit,

contending that all North Carolina citizens bave bencficial rights and interests in the

assets of Blue Cross. We have been authorized by Blue Cross to discuss our opinions
and conclusions publicly, but Blue Cross does not waive its attorney-client privilege.

After a thorough review, we concluded that neither the subscribers of the
Company nor the citizens of Nonh Carolina presently have any ownership interest in the
reserves or any other assets of Blue Cross. It is our opinion that legal title to the reserves
and all other assets of Blue Cross is vested in Blue Cross as a scparate corporate entity.
We are confident that these opinions are correct.

If Blue Cross should merge with or convert to a for-profit entity, it is not clear
under the corporate documents and present law where ownership of the value of Blue

Cross would be vested. We believe, however, that the citizens of the State of North
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Carolina would have the best claim to ownership of the vaiue of the Company upon
conversion to a for-profit status, as I will explain more fully.
Rights of Subscribers

The question whether subscribers would have any ownership interest in Blue
Cross upon conversion has been a difficult one. We learned that Blue Cross has operated
over the years as a “de facto” mutual organization, Sorting through the complexities of
ownership rights took several months of research and thought, and reasonable persons -
and reasonable lawyers — might differ on the conclusions reached. However, we have
concluded that subscribers have no ownership rights in the assets and reserves of Blue
Cross. Further, it is our opinion that the subscribers would have no claim to ownership of
any part of the value of the Company upon a conversion to, or merger with, a for-profit
entity. Again, we arc confident that these conclusions are correct. The basis of these |
conclusions is as follows:

1. A review of the charter documents of Blue Cross back to the Company’s
origins in 1933 confirms that the subscribers have no ownership interest in the reserves or
other assets. The anicies of consolidation of two separate corporations in 1967 creating
the present corporation, Blue Cross and Blue Shield of North Carolina, declared that the

rights of certificate holders would be as set forth in the certificates issued by the

corporation.




2. A teview of the certificates or policies issued to subscribers confirms that

these documents confer no ownership rights on subscribers in any reserves ot other

assets.

3. There are two references in the statute under which Blue Cross is governed
referring to subscribers’ “rights” in the reserves and capital of Blue Cross. One provision
says that the charter of Blue Cross may be amended to convert the corporation into a
mutual non-stock or stock accident and health insurance company or life insurance
company “provided the rights of the subscribers or certificate holders in the reserves and
capital of such corporation ar;e}ad‘equately protected” under regulations adopted by the
Commissioner of Insurance. The same language appears in another provision permitting
a merger of Blue Cross with a mutual non-stock or stock accident and health insurance
company or life insurance company. These references do not say what such subscriber
rights are, nor are such rights defined in any other statute. This is in sharp contrast to
other North Carolina statutes dealing with mutual or cooperative organizations that do
specifically define ownership rights of members. We have concluded that the “rights”
referred to in the statute are contract rights, and not ownership rights. The contracts Blue
Cross has with its subscribers require the Company to pay covered medical expenses of
subscribers. If Blue Cross breached a contract with a subscriber, the subscriber might
have recourse to the reserves or other assets of Blue Cross to require it to honor the

contract or to collect damages for its breach. But subscribers presently have no

ownership rights in any assets of Blue Cross.




4. Subscription contracts and North Carolina statutes give subscrbers voting
rights in certain circumstances. However, it is our opinion that voting rights do not
constitute proof of ownership.

S. Finally, practical considerations dictate that subscribers do not now and
would not upon conversion own any interest in the reserves or other assets of the
Company. For example, if one concludes subscribers own all or part of the Company’s
reserves, which subscribers are vested with ownership? Subscribers who happen to be
covered at any one point in time? Those who had subscription contracts over some
period of time, and, if so, what period? And how would ownership among subscribers be
dividcd or computed? Would it be figured in some way to have some relationship to the
amount or type of coverage? Would it differ depending upon whether subscribers had
made no claims under their coverage or made claims in excess of the premiums paid for
the coverage? Lastly, vesting subscribers with ownership of any amount of the reserves
or other assets would provide subscribers an ownership windfail. Presumably, each
subscriber over the years has gotten that for which hg or she contracted — medical
insurance coverage in payment of covered medical expenses. We see no justification
legally or from the standpoint of faimess for giving to some group of subscribers any of
the value of the Company.

Disposition of Value Upon Reorganization

As a legal matter the disposition of the value of Blue Cross upon some possible

future change in status from a nonprofit to a for-profit corporation is simply not clear. As




already stated, however, we concluded that the citizens of North Carolina have the best

| claim for ownership upon a change in status. We arrived at this conclusion partially by a

process of climination.

It is our view that Blue Cross is not a charitable corporation and that the doctrine
of charitable trusts should not apply upon a conversion. There is a clear legal distinction
under North Carolina law between a charitable and a nonprofit corporation. Blue Cross
is a nonprofit corporation. Beginning in the 1940’s and continuing for more than twenty
years, the statute under which Blue Cross i governed did refer to the corporation as a
charitable corporation. However, this nomenclature disappeared from the statute more
than twenty years ago.

1 Blue Cross enjoyed a favorable tax status over an extended period of time. Some
have argued that a portion of the Company’s assets attributable to favorable tax treatment
should belong to or benefit in some manner the citizens of the State. We believe that this

argument proves too much. There are a number of different organizations and entities

(for example, farmers cooperatives, country clubs, and the like) that have reccived
favorable tax treatment over the years. Also, business corporations are frequently given
? significant tax incentives to build plants or locate in an arca. We do nof believe it could
be credibly cqntended that tax benefits for these companies bestowed on the public any
ownership rights in the companies. A state or federal policy of taxing different

3 organizations and entities at different rates should not give rise to ownership by the

public in tax savings.




What should pot happen to the value of the Company upon conversion is clear.
No part of the value of the Company should be distributed to officers, employees, or
directors of Blue Cross upon conversion, and no one at Blue Cross has ever contended
otherwise. Also, private investors in a new for-profit company upon conversion should
not be entitled to claim value formerly held by Blue Cross. Such a transfer would
unjustly bestow value upon investors in addition to the capital they invested. If Blue
Cross is worth $100 million and an investor paid Blue Cross that amount for the
Company, he would ha\(c paid $100 million for a company then worth $200 million.

This would constitute an inequitable windfall.

For the foregoing reasons, we conciudc that the value of Blue Cross upon
conversion should inure to the benefit of the citizens of the State. We base our
conclusions on an in-depth study of broad and compelling equitable principles. While we
find no precedent in North Carolina. or elsewhere that would govern in these peculiar ’\}
circumstances, wWe believe that the laws most analogous are the doctrine of escheat, which :
requires that unclaimed property be ceded to the state as sovereign; the doctrine of
charitable trusts; and certain provisions of North Carolina law requiring payment to the
government or a charity in the cases of mergers of charitable corporations with business
corporations. We believe that these principles and compelling public policy dictate that

property to which no citizen or group of citizens has a superior claim must inure to the

benefit of the whole community.




Proposed Conversion Legislation

We have examined actual or pending Blue Cross plan conversions in a number of
states, including California, Colorado, and New York. We have concluded that the
California experience is the most appropriate to use as a guide, but we believe that
legislation must be modified to make it workable in North Carolina.

It may be useful to summarize critical legal and business considerations
concerning the approach to lcgislan'oﬁ in North Carolina and to comment on the form any
such legislatibn should take.

There arc fundamental pﬁnciples that arc essential to Blue Cross in any conversion
legislation:

e The assets and reserves of Blue Cross must be maintained for the benefit of

subscribers and the financial well being of the Company;

e The Company must have the business flexibility to manage its business and

compete in its market;
| o The directors, officers, and employees of Blue Cross must not profit from or
‘ receive any distribution in connection with a conversion;
e The obligation of Blue Cross to the citizens of North Carolina upon conversion
should be funded with newly issued common stock representing 100% of the
value of the Company;

e The timing of any initial public offering of Blue Cross common stock must be

in the discretion of the board of directors of Blue Cross; and




o The conversion transaction must be 2 nontaxable event under both state and
federal law.

We believe that the essential elements of an acceptable conversion statute would

be as follows:

o Blue Cross files an application to convert with the Commisﬁoner of Insurance
outlining the conversion plaﬂ, financial projections, etc.

e The Commissioner of Insurance publishes a notice that the plan has been filed,
establishes a public comment period, and sets a date for a public hearing on the
plan.

e Blue Cross establishes a new charitable corporation;

> A chan'table social welfare corporation organized under
Section 501(c)(4) of the Intemal Revenue Code (the “Foundation™)
that
is the recipient of all of the issued and outstanding
common stock of Blue Cross; |
is independent of Blue Cross;
has a sclf-perpetuating board of directors mitially
appointed by the Commissioner of Insurance based on
recommendations of an executive recruiting firm,

is the ultimate recipient of the net proceeds of sale of

Blue Cross common stock.




> The Foundation enters into a voting agreement with Blue
Cross that is approved by the Commissioner of Insurance

° providing that the board of directors of the Foundation
agrees to vote the Blue Cross common stock owned by the
'Foundaﬁon for directofs of Blue Cross nominated by the Blue Cross
board until the Blue Cross common stock is sold by the Foundation,
at which time the voting restriction ceases to exist;

° providing that Blue Cross will determine the timing of
any initial public offering of its common stock; and

° providing optional “piggy back” registration rights to
the Foundation upon any subsequent offerings of Blue Cross
common stock. That is, if Blue Cross makes a public offering of

S common stock, the Foundation would have the right to sell some or

all of its Blue Cross shares in that public offering, all on terms to be

agreed.

The transaction can be illustrated as follows:




stotk ) Buyer
aCBS com2 — oon 80 | (public, institutions)
issucs all common stock 1o | S01@@) | ST e of
oot
proes

BCBS > corporation
“agreement to vote

Foundation
BCBS common stock
for directors

Foundation nominated by BCBS
- completely independent of eliminated when stock
BCBS sold

- board recommended by
executive search firm and
sclected by Commissioner
of Insurance and then self
perpetuating

+ corporatc purpose. promote
the health of the peopie of
North Carolina

- voting agreement to vote
shares of BCBS for BCBS
directors nominated by
BCBS'

- agrees to reduce ownership
of BCBS common stock to
less than 5% overs a certain
paiod’

Reasons for 501(c)(4) cotporation :

* Foundation as initial holder of BCBS common stock
> need not divest stock 1o diversify within 5 years as required of 2
501(c)(3) corporation
> does not pay 2% excise tax as would be required of a 501()(3)
corporation
> does not have to distributc 5% of value of corpus annually as
required of a2 501(c)(3) corporation




We believe that a conversion statute structured along the lines outlined above
would protect the Company and preserve its reserves and assets for the benefit and
protection of its subscribers and future stockholders. We also believe that this structure
will satisfy in full any obligation that Blue Cross has to the citizens of North Carolina.
Finally, if and when Blue Cross converts to for-profit status, this structure would provide
in perpetuity an important vehicle to serve the health care needs of the people of the
State.

There are many issues to be resolved in developing any such legislation that will
be satisfactory to the various interested constituencies. We believe, however, that these
issues can be resolved and that this proposal could ultimately have enormous benefit for
the people of North Carolina. .

I will be happy to respond to any questions.
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My name is Richard C. Hatch. I am a member of AARP's North
Carolina State Legislative Committee and Coordinatér of its
Capital City Task Force. Thank you for giving me the opportunity
to testify today.
Many of AARP's over 849,000 North Carolina members are
concerned over what will happen if NC Blue Cross Blue Shield
(NCBCBS) should convert from a nonprofit corporation to a stock
or mutual corporation as provided in Senate Bill 993. That is why
AARP and other concerned citizens opposed that bill last summer ..ff?\
in the General Assembly. Indeed, one of our recommendations at |
that time was the establishment of a study commission to
recommend conversion procedures, and we are pleased that the
General Assembly agreed with and implemented that recommendation.
We are also‘pleased that.last month Mr. Ken Otis, the
President and Chief Executive Officer of NCBCBS, proposed to this
study Commission four principles for such a conversion, which
included the creation of one or more foundations, to be funded by
NCBCBS stock, for the charitable purpose of serving the health
needs of North Carolinians.
We are equally pleased that the Study Commission is looking

at the experience of California in developing principles for

conversion and in establishing one or more




charitable foundations. We agree that the California example is

a good starting point. However, we would hope that tax laws will
permit the creation of a single charitable foundation rather than
two, as was done in California.

We agree that on conversion 100% of the assets of NCBCBS
should be retained by the new for-profit corporation to safeguard
the company and protect its ability to pay customer claims. But
we also agree with those concerned citizens who insist that 100%
of the stock in the new for-profit corporation must be initially
owned and controlled by the charitable foundation. NCBCRS was
founded and is a nonprofit public benefit corporation. It has no
shareholders or owners other than the public. The activities and
proceeds of a public benefit corporation must not be used for
private individual gain.

The new for-profit corporation must be able to authorize and
issue additional shares to the public; however there should be
protection against unfair dilution of the value of the shares
held by the charitable foundapion. The general principle should
be that what is goodyfor the for-profit corporation should also
be good for the charitable foundation as long as it holds that
corporation's stock.

While some limitation on the voting rights of trusteeé of

the charitable foundation in electing the Board of Directors of

the for-profit corporation may be prudent, all




shares of the for-profit corporation following conversion,
whether those shares are held in trust or by the general public,
must be treated the same and have the same rights in the event of
an attempted take-over, hostile or otherwise, by another business
organization.

We recommend the following guidelines in creating the
charitable foundation to receive the stock of the for-profit
corporation following conversion:

1. The trustees of the charitable fcundation should be
truly independent. Political affiliation shouldn’t play a part in
the selection process. While they should hzve high financial
acumen, they should also be broadly representative of the diverse
population of our state and knowledgeable about the health issues AR
facing our state's population.

2. Many constituent groups have particular health needs but
especially since our population is aging dramatically leading to
projected increases in long-term care needs, one or more of the
trustees selected should be particularly sensitive to the health
needs of older North Carolinians.

While NCBCBS may never elect to convert to a for-profit
Stock corporation, we believe the Study Commission is well on the
way to establishing a conversion procedure that will be a great

benefit to our state's citizens. I thank you for allowing me to

present AARP's views.
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Testimony to the Blue Cross Blue Shield Study Commission
March 3, 1998
Adam Searing

Prominent philanthropists, physicians, and nonprofit hospitals all came together in the 1930s to
provide health insurance to North Carolinians unable to purchase it. These men and institutions
wanted to address this critical problem and saw nonprofit health insurance plans as the solution.
The hard work and commitment of these dedicated citizens in forming NC Blue Cross

should not be forgotten in the current discussions.

The dream of these dedicated North Carolinians can live on. I am convinced that as the Study
Commission continues its deliberations on this important issue legislators will craft a way to
preserve these original ideals. From the discussions so far we seem to be moving towards
requiring the formation of a charitable foundation at the time of conversion with 100% of the fair
market value of the company. I would also encourage broad public input and a broad health
mission for the new foundation.

A note on the early history of Blue Cross: Formed as North Carolina nonprofit corporations in 1933 and 1935
respectively, the Hospital Care Association and the Hospital Saving Association (in 1938 both Associations received
permission to display the Blue Cross emblem of approval) merged in 1968 to become today's NC Blue Cross. The
Hospital Saving Association was called Blue Cross Blue Shield from 1946. Hospital Care received Blue Shield

approval in 1962.

SOME OF THE IDEALS OF THE FOUNDERS OF BLUE CROSS THAT WE CAN
PRESERVE IN A CHARITABLE FOUNDATION.

1. The first President of one of the early NC Blue Cross companies was Dr. I.H. Manning,
former dean, UNC School of Medicine, President, Medical Society of North Carolina. Dr.
Manning acknowledged philanthropic donations to Blue Cross from the Duke Endowment as
"generous support of a program which gives promise of great relief to the hospitals and to the
underprivileged people of this state.” (Community Health, a newsletter "Published quarterly in
the interest of better health for North Carolinians by Hospital Saving Association”, page 2
(Winter 1952)). '

2. In the history of the Hospital Care Association the motive of the founders of the Association
was described: "[A] community project whose motive was never pecuniary gain for those
who promoted it. This enterprise was designed to make available the proper medical attention
needed for persons who could least afford it and to enable the self-respecting person to pay their
way without jeopardizing their future welfare by sacrificing other needs equally important.”
(History of the Hospital Care Association, Inc., Elisha M. Herndon, page 17, (October, 1968)).

3. Graham Lee Davis of the Duke Endowment wrote in 1931 of many of these ideals in a paper
that urged the creation of NC Blue Cross: “[T]he cost of adequate medical service is almost

March 3, 1998 ' 1

For more information contact Adam Searing, NCHAC Project Director, at (919) 856-2568.




THE NORTH CAROLINA HEALTH ACCESS COALITION

A Project of the North Carolina Justice and Community Development Center
P.O. Box 28068 / Raleigh, NC, 27611/ 919/856-2568 / fax:919/856-2175 / health@ncjustice.org

NCHAC, an independent organization, is a member of the Coalition for the Public Trust. However, the views expressed by
NCHAC do not necessarily reflect those of the Coalition for the Public Trust.

prohibitive at times to a very large proportion of the population, the people with limited
incomes.” Not only is lack of health insurance bad for the health of North Carolinians but it is
expensive too: “The consequence is that [a person who can’t pay for medical care] puts off
going to the hospital when he needs hospital care as long as he can. The hospital stay is about
twice as long....[and] the cost to the hospital of this care is doubled.” (“Hospital Insurance —

Why Not?, Graham Lee Davis, Hospital Management, Feb. 1931.)
HOW TO PRESERVE THE IDEALS OF THESE FOUNDERS?

Graham Lee Davis, The Duke Endowment.

Dr. W.C. Davison, Dean, Duke University School of Medicine.

Dr. L.H. Manning, Dean, UNC School of Medicine, President, Medical Society of North
Carolina

George Watts Hill, Philanthropist, Board Chairman, Watts Hospital.

Dr. Watson S. Rankin, Director of the Hospital Section, The Duke Endowment.

From the health advocacy perspective I would respectfully say that the Commission should
consider the following three key points:

1. Requiring the establishment of a charitable health foundation upon conversion to a for
profit funded with 100% of the assets of Blue Cross [We seem to be here already].

2. Require significant public input into the board selection and operation of the
foundation. It is a foundation established for the people of North Carolina through the
investment of the people of North Carolina. The people of our state should therefore
have significant say in how the foundation is run.

3. Ensure the foundation has a broad mission to improve the health of all North
Carolinians for generations to come.

Thank you. I appreciate the opportunity to testify before the Commission.

(%]
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Presented by: Myrna Miller, MSW, JD

The North Carolina Chapter of the National Association of Social Workers (NASW-NC) strongly
supports the creation of a meaningful charitable trust upon the conversion of non-profit BlueCross
BlueShield (BCBS) to a for-profit corporation.

NASW-NC represents more than 3,500 professional social workers and their clients. NASW is the largest
professional social work organization in the country, as well as in North Carolina. Every day we work with
the citizens of North Carolina that would most directly benefit from programs likely to be funded by this
charitable trust.

Social workers from across the state have called to let us know that they support the creation of a charitable
trust. These social workers are employed in a variety of settings, including mental health centers, county
DSS agencies, private practice, and hospitals.

ST NASW-NC believes the creation of a charitable trust in this situation is sound public policy, which will
B benefit all the citizens of this State. However, we would like to emphasize that we speak in a representative
capacity, rather than expecting a direct benefit for ourselves. Like every elected official in North Carolina,
we have constituents that will most directly benefit from the creation of a charitable trust.

Programs that might be funded by the charitable trust vary widely, and of course will not be determined
until a later date. However, we can look 1o programs funded in other states to get an idea of who might
benefit directly from the charitable trust. Each of the members of this study commission should think about
their constituents that would benefit from programs addressing such needs as:

=»Primary health care in rural communities

=>» Health access for the low-income elderly

=>Women’s health access

=>»School-based health clinics

=> Identification of children with mental health care needs

> And many more!

We are glad that BCBS has stated their commitment to the creation of one or more public foundations. In
order for the charitable trust to be meaningful to the citizens of North Carolina, we advocate for the
following:

1. 100% of BCBS value at the time of conversion should be retained in the form of stock in a
single, newly created charitable foundation that will operate as a permanent endowment for
the people of NC.

2. The foundation must have a broad mission to promote the health of the people of North

. Carolina and be entirely independent of the for-profit BCBS.
! 3. That the trustees of the foundation be selected by a broad, professional, nonpolitical process,
: with substantial public input.

412 Morson Street, Raleigh, NC 27601 ¢ P.O. Box 27582, Raleigh, NC 27611-7582  Office: (919) 828-9650 « Fax: (919) 828-1341
naswnc@aol.com ¢ hitp://members.aol.com/naswnc
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MEMORANDUM

DATE: March 3, 1998

TO: Blue Cross Blue Shield Study
Commission o
152 1
FROM:  Abdul Sm Rasheed /
RE: Conversion to a Foundation to

Support and Promote the Health of
the People of North Carolina

Thank you for this opportunity to make brief comments on the
issue of the Blue Cross Blue Shield conversion. 1 work in low
wealth communities with individuals and families of very limited
means who deserve every opportunity to enjoy both physical
health and a healthy community environment. There are many
factors that have lead to the circumstances that produce the poor
health conditions that individuals and families suffer from in North
Carolina which could be partly addressed based on the decisions
that this commission makes regarding the assets of Blue Cross
and Blue Shield. While health and heaithy communities are not
issues of race, there are clear disproportionate indicators of the
negative effect of poverty on the physical, and mental health of
persons of color. This resource if created will have major impact
on correcting this disproportionate effect.

| stand before you today to seek your consideration of the
following recommendations:

o Have a broad mission “to promote the health
of the people of NorthCarolina
100% of stock value to a single foundation
100% of assets to Blue Cross
Be entirely independent of the for-profit Blue
Cross

Empowering People--Building Healthy Communities
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o Have a highly qualified board of directors
that is independent of Blue Cross

The newly created foundation should be a free standing
institution and not an affiliate of any existing charity. It should
operate as a permanent endowment for the people of North
Carolina. ' As an endowment only, the interest would be spent on
an annual basis to support the health of North Carolinians. The
foundation should build in a process to insure public input into the
ongoing operations of the trust.

Thank you for the opportunity to give this brief input to your
deliberations.




Remarks from the N.C. Center for Nonprofits
to the Blue Cross Study Commission

(Hospital, Medical, and Dental Service Corporation Charter Conversion Study Commission)

by Jane Kendall, President
N.C. Center for Nonprofits
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To the Co-Chairs and Commission members, thank you for the opportunity to meet with
you today.

I represent the North Carolina Center for Nonprofits, which is a network of the
nonprofit organizations serving all 100 counties across the state. Besides serving as a
statewide network, the Center is an information center on effective nonprofit practices — in
areas such as management and governance — and an advocate for North Carolina’s nonprofit
sector as a whole.

The Center’s Members range from the Cumberland Community Foundation in Senator
Rand’s and Representative Hurley’s county ... to the Council on Aging in Representative
Daughtry’s hometown of Smithfield ... to the Neuse Rive Foundation in Senator Perdue’s
district ... to Habitat for Humanity and the Crisis Control Ministry in Representative Gray’s
city of Winston-Salem ... to the Davie County Arts Council in Senator Cochrane’s county ... to
the Baptist Children’s Homes based in Representative Dockham’s county ... to the United
Way and the Partnership for Children in Senator Lee’s district.

Many of you serve on nonprofit boards of directors, and more than half of North
Carolina’s citizens volunteer through nonprofit organizations each year.

The Center is one of many organizational members of the Coalition for the Public Trust,
but I am here to speak for the Center, not the Coalition.

The Center cares about this issue of the potential conversion of Blue Cross and Blue
Shield from a nonprofit to a for-profit company because of the fundamental issue of the
public trust of all nonprofit organizations.

We believe strongly in the principle that public and nonprofit assets cannot be taken for
private gain for less than their full fair market value. This is why it is vitally important that

(Continued on next page)




if Blue Cross converts, 100 percent of its value must be retained in a charitable foundation for
the people of North Carolina. I applaud the Study Commission and Blue Cross for
recognizing this fundamental principle.

There could be other conversions of nonprofits to for-profit companies in North
Carolina, so the process you define for Blue Cross will be important in other conversions in
our state as well. In other states, conversions are occurring particularly with nonprofits such
as hospitals and hospices.

As you lay the framework for the creation of a charitable foundation with
100 percent of the stock of Blue Cross if it converts to a for-profit company, I urge you to
follow these five basic principles:
1. One hundred percent of the stock should go for one, newly-created foundation.
2. This foundation should be entirely independent of the for-profit Blue Cross.
3. The statute should require the conduction of a broad search to select highly-
qualified, independent trustees through a professional, non-partisan process with

substantial public input.

4. The foundation should have a broad mission "to promote the health of the people of
North Carolina."

5. The foundation should have minimal, but sufficient authority to protect the public in
matters related to the foundation’s value.

Thank you for your service to the people of North Carolina through this Study
Commission and for protecting the public’s interest in nonprofit assets.
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Summary Comments by Watts Hill, Jr.
March 3, 1998 to the
Hospital, Medical and Dental Service Corporation
Charter Conversion Study Commission

I come before you as one with 40 years experience in the insurance industry, as the
son of the co-founder of what today is BC/BS, and as a former member of the General
Assembly. Iknow your time is valuable, hence I will cover only the key points here. I
hope you can find time to read the entire paper as it contains important background which
leads to the key points.

The heart of the presentation begins with a discussion of the options which would
exist if BC/BS places 100% of its stock in a charitable foundation. The Foundation would
then control Blue Cross — in theory. In theory, the Foundation could then offer Blue
Cross for sale to the highest bidder, presumably another for-profit health insurer.

There much to recommend an outright sale for cash. The Foundation could then
re-invest the proceeds, diversify its investment risk, and be assured of income to spend on
health improvements. Given the turmoil in the health industry today, this could prove to
be the most prudent approach.

Clearly this is not what Blue Cross desires nor what the Coalition currently is
considering. But it is an option which you should provide for in any recommended
legislation. It could become the best option.

There are many complications with the second option ~ the Foundation retaining
the stock of BC/BS and selling it off over a period of years.

Gary Mendoza will have discussed the California experience (I will comment on
his observations, if needed).

The Coalition and Blue Cross apparently call for completely separate Boards of
Directors. My comments begin on the top of page S in the full presentation. I refer to
them in the interest of brevity and accuracy.

If 100%o0f the stock in Blue Cross is put into a foundation as the Coalition
suggests, and if, in turn, the stock is immediately sold to an acquiring corporation such as
Trigon, Virginia's Blue Cross, then the relationship of the Foundation with the Blue
Cross/Blue Shield of North Carolina's Board of Directors will be a non issue. The
Foundation would then have cash to invest and any relationship between Blue Cross and
the Foundation will be at an end. I assume that Blue Cross does not want to be an
acquisition target, but the possibility of such a merger must be considered and provision
made in any legislation to deal with this possibility should it take place in the future.




If, on the other hand, the capital stock of Blue Cross stock is to continue to be
held in the Foundation, and gradually sold to investors over the years, as appears to be the
choice of both Blue Cross and the Coalition, a new set of issues remain to be dealt with.
Under that scenario, the Foundation trustees would control Blue Cross/Blue Shield.
Presumably, it was this possible outcome which was concerning Ken Otis when he stated
his third principle that "any resolution must provide (Blue Cross) with the business
flexibility we need to meet the needs of our customers and remain competitive in the
health care market place." Otis is correct. Whatever you adopt must let Blue Cross
continue to be run as a business. This is in the Foundation's best interest. The Coalition
agrees. The question is what relationship should exist between the Foundation board and
the Blue Cross board when the Foundation owns a majority of Blue Cross' stock.

The Coalition suggests that the Blue Cross and Foundation boards should be
completely separate, that a voting trust be established which would preclude the
Foundation voting Blue Cross stock except in special circumstances. The Coalition
further suggests that limits be set on what either board may do without the concurrence of
the other. A voting trust is suggested to get around the provision by the national Blue
Cross Association that no single entity may vote more than 5% of a regional Blue Cross'
stock. The penalty for non-compliance is loss of use of the Blue Cross name, a valuable
asset to Blue Cross.

If the complex voting trust procedures can be worked out to the satisfaction of ’\
both parties, and to your satisfaction, fine. What I will suggest here is a fall-back o
approach in case concurrence is not achieved. Moreover, I believe there are benefits to
accrue as well as costs associated with representation on each other's boards.

We need to look to California for insights into what to do — and what to avoid.
California faced the same problem when the California Blue Cross transferred capital
stock, worth roughly $3.2 billion to two foundations. According to a recent article in the
News and Observer, 3 of 21 board members of one foundation and 5 of 9 board members
of the other, are former Blue Cross board members. To quote the chief administrative
officer of one of the foundations: "because we own such a significant share, the Blue
Cross/Blue Shield Association has an interest in seeing the company do well. They (Blue
Cross/Blue Shield) didn't want to see some other outside group take control.” The article
. goes on to say that Gary Mendoza, the lawyer who brokered the conversion agreement,
said having Blue Cross board members on the foundation boards makes sense because
they have "an institutional memory with respect to the company's operations and
understanding of the environment in which it operated. “ As the former chief executive of
an insurance company, I know first hand the importance of having competent board
members with institutional memory on one's board of directors. But I hasten to say that
this does not mean that former Blue Cross Board members should control the board. At

an absolute minimum, the overwhelming majority of Foundation board members should
be independent of Blue Cross/Blue Shield.

What I suggest be considered - is the following:




(1) At conversion to for-profit status, the Blue Cross board would remain as it
is then constituted but two persons representing the Foundation would be added. The
Foundation representatives would be chosen by the Foundation's board. They would
not have to be Foundation Board members, and more likely, would be senior
Foundation staff.

(2) The Foundation Board, in turn, would have two members chosen by the
Blue Cross board with the same provisions for choice as pertain to Foundation
representation on the Blue Cross board.

(3) At the time when Foundation ownership bf Blue Cross stock is less than
50% of the outstanding stock, each board would be relieved of the requirement for
representation selected by the other board.

This approach would go a long way toward assuring each board of access to the
thinking of the other board during the planning process, i.e., before any board action is
finalized. It would greatly reduce the need to put into law which conflicts between Blue
Cross and the Foundation would trigger a given action.

I suggest that is impossible to write laws which provide for all the situations which
will arise. I suggest further that giving each board access to the "inside" information of
the other usually leads to the resolution of conflicts before they become public. As a final
resort, in the case of irreconcilable differences, you could specify in the law the following:

(4) Differences between the boards of a former non-profit corporation and a
Foundation which results from conversion to a for-profit status, if they appear to be
irreconcilable, shall be moderated and , if necessary, resolved by the office of the
Attorney General acting in its supervisory capacity.

There is another issue which, to my knowledge has not been given public
consideration by Blue Cross or the Coalition. It is how to make sure that the Foundation
has income to distribute. I suggest a fifth provision needs to be in the law as follows:

(5) The newly created for-profit corporation shall pay an annual dividend of
not less than 30% of its earnings so long as more than 50% of its stock is held by the
associated Foundation.

Such a requirement is necessary to assure the Foundation of having income to
distribute. This is because many corporations pay no dividends. They justify this by saying
they can show higher returns on earnings retained in the corporation and invested in new
business than through a combination of dividends and lower retained earnings. They claim
that the result will be increased value of the stock so that the "total" return from
appreciation will exceed what one would have gained from the combination of less
appreciation plus dividends. Supporting this concept is the lower tax rate on capital gains




than on dividends for many taxpayers. This approach may pay off for a Microsoft, but it is
much less likely to pay off for a Blue Cross.

The health insurance field is changing rapidly driven by the gains and losses in
different segments. Losses stem from efforts to build a larger HMO base and from
consolidations taking place as the industry reconfigures for the future. Every for-profit
health insurer will be faced with the choice of paying dividends versus retaining earnings
for reinvestment in growth.

I suggest a payment of a 30% dividend as a minimum as it assures the Foundation
of income as long as Blue Cross remains financially successful while, at the same time,
permits Blue Cross to retain 70% of its earnings to meet anticipated future needs.

There is no magic in 30%. A lower percentage seemed inadequate given
Foundation needs. Requiring a higher percent seemed unfair to Blue Cross. A 30%
minimum pay-out is consistent with health insurance practice among for-profit companies
and would be a fair minimum for other non-profits which will seek to convert in the
future.

There is a remaining concern.

The membership of both boards must be based on competence, not politics. Blue
Cross, both now and in the event of a change to for-profit status, will continue to have a
board of seasoned, competent business and health oriented membership. The Board is now
and will remain essentially self perpetuating. Comparable provision is needed for the
Foundation board. The Coalition has suggestions to thatend. I strongly recommend
themtoyou.

A final comment. What you are considering is bigger than Blue Cross/Blue Shield
and the Coalition. You appreciate that fact but I am not sure the public does. By its very
charge, what your Commission is now considering could well set a precedent for how all
non-profit corporations which wish to become for-profit in the future will make that
conversion.

You have an extraordinarily important and ground-breaking challenge. I suggest
that you seek to lay out basic concepts, broadly applicable, such as the five I have listed
and not try to "dot every "i" and cross every "t". Each situation, as with Blue Cross, will
have its unique aspects. Provide for a mediating, resolving authority should this be needed
— I'have suggested the Attorney General — but leave it to those involved in each
conversion to work out the details so that what is done will make sense given the
circumstance which then exist.

Thank you.

Watts Hill, Jr. ,610 Greenwood Road, Chapel Hill, NC 27514; TEL: (919) 967-5696
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One of the advantages of being over 70 is that I was present when key events
transpired and thus have first hand knowledge of what actually took place and why. This
includes the origins of Blue Cross Blue Shield of North Carolina and its subsequent

history.

From the 1920's my father, George Watts Hill, served in various health care related
capacities. These included Board Chairman of the hospital founded by his grandfather,
George W. Watts, the hospital which today we know as Durham Regional. In the 1930's,
Dr. W. C. Davison was Dean of the newly formed Duke Medical School and Hospital.
Together they organized the Hospital Care Association in 1933. Hospital Care ultimately
became Blue Cross/Blue Shield.

My father served as a trustee of Hospital Care and then Blue Cross for 41 years
and, for an additional 19 years, as honorary trustee, a total of 60 years. Were he alive, he
would be here today. I would never speak for him. I speak from my own experience, 40
years in the life and health insurance industry, and first hand knowledge of the origins and
history of Blue Cross from its founding.

Let me remind you of the situation which existed in 1933 and which led to the
"first public pre-paid hospitalization plan in North Carolina”. I believe it was only the
second such plan in the United States. As you know, in 1933 this country was in the
depths of a depression. Persons requiring medical care were unable to pay their hospital
and doctor’s bills. One way to mitigate that problem was to create a corporation which
would permit a person to prepay for future care while they were well. In theory, this
should have been available from the existing life and health insurance industry. In practice,
protection was not available to most persons due to high premiums and/or an inability to
obtain coverage due to one's previous health history.

To cope with this unmet need, a non-profit was called for, one which would
minimize the cost to the policy holder and, uniquely, be accessible to everyone regardless
of their prior medical history. To make these two goals financially possible, special
legislation was enacted eliminating and/or reducing taxes which other companies providing
health insurance were required to pay. Once the enabling legislation was in place, the
Hospital Care Association was formed followed by Hospital Savings. In 1968, they
merged to form today's Blue Cross and Blue Shield of North Carolina.




You should know that the insurance industry reluctantly went along with favored
tax treatment for these not-for-profit companies because they feared the alternative —
legislation which would force them to provide coverage for all who applied regardless of
prior health history.

Since 1950 when I returned to North Carolina, I have been familiar with Blue
Cross Blue Shield's operation. Over the years, I have enjoyed friendships among senior
management and Board members. Today, at least four members of senior management
are former associates in other companies in the insurance industry. Blue Cross/Blue
Shield has been well managed. The fact that it provides health protection to more North
Carolinians than any other company validates the concepts of its founders and testifies to
the quality of its management over the years.

In recent years, there have been changes in the special tax treatment which Blue
Cross Blue Shield formerly enjoyed. These changes have made its tax bill more nearly
comparable with other health insurers. At the same time, but especially over the past five
years, there have been fundamental changes in health care financing, most notably the
trend t0 "managed care”. These trends are forcing all segments of the health industry to
accommodate to the new realities. Blue Cross Blue Shield is subject to these same
pressures. Its management is doing what any prudent management should do — preparing
for the future. Like other companies, this must include consideration of merger and
acquisition and, unique to Blue Cross Blue Shield, conversion from non-profit to for-profit
status.

I say this for we need to acknowledge the contribution Blue Cross Blue Shield has
made — and continues to make. We need to accept the fact that change is both inevitable
and appropriate. And we can not say too often that it is imperative that Blue Cross/Blue
Shield remain financially healthy. Indeed that is why the Coalition for the Public Trust has
always insisted that Blue Cross' assets must remain untouched so that policy holder

protection is preserved. Blue Cross must be left healthy so that it can continue to serve
the public no matter what form of corporate restructuring may take place in the future.

What is at issue is not the continuance of a healthy Blue Cross Blue Shield. The
issue is what happens to the market value of Blue Cross Blue Shield when as, and if it
converts from non-profit to for-profit status.

It has been the Coalition's contention from the onset that Blue Cross' market value
is substantially in excess of the book value of its assets — as much as a billion dollars or
more. The existing book assets should be left undisturbed. It is the "going corporation"
value, the additional market value of the company's stock generated by going from non-
profit to for-profit, which should be preserved for the people of North Carolina. This is a
critical distinction which has not been given adequate emphasis in prior presentations.



Fortunately, Blue Cross apparently has come to the same conclusion; i.e., that a
foundation should be established which represents the public's interest in the non-profit
corporation.

In his presentation to the Legislative Study Commission on February 3, 1998, Ken
Otis, President and Chief Executive Officer of Blue Cross laid out "four basic principles
that we (Blue Cross/Blue Shield) believe should provide the framework for the conversion
issue. First: Any resolution must protect the assets of the company so that our customer’s
medical claims will be paid and our company will remain financially sound." The Coalition
for the Public Trust agrees and has always supported that position.

Second, Otis said "any resolution must prohibit anyone associated with the
company from profiting from the process of conversion." Again, the Coalition has
supported this principle from the outset.

"Third, any resolution must provide us with the business flexibility we need to
meet the needs of our customers and remain competitive in the health care marketplace."
No one, the Coalition included, would want Blue Cross to remain anything but
"competitive in the health care market place," nor would anyone suggest depriving them
of necessary "business flexibility."

Ots concludes by saying, "And fourth, at the time of conversion we would support
the creation of one or more foundations, funded by stock, for the charitable purpose of
serving the health needs of North Carolina citizens." We understand that "stock” in this
case, is 100% of the capital stock of Blue Cross/Blue Shield which would result from
conversion to for-profit status. This, of course, is exactly what the Coalition has been
calling for from the outset. It is important to be sure that what Otis meant by "stock" is
100% of the stock of the for-profit Blue Cross, and not a lesser percent, or some other
meaning of "stock”.

The Coalition's viewpoint is clear:

1. 100% of the assets of Blue Cross at the time of conversion must be retained by the
new for-profit Blue Cross to safeguard the company's ability to pay policyholder
claims. (This also is the Blue Cross position.)

2. 100% of the Blue Cross stock which would be generated by conversion to a for-profit
corporation should be placed in a single foundation. (We are told that this position is
acceptable to Blue Cross.)

3. The Board of the foundation must be indepéndent of Blue Cross/Blue Shield. (Blue
Cross has not spoken on this issue.)




As noted, the first two of the three principles enunciated by the Coalition are
completely consistent with two of the four principles enunciated by Blue Cross/Blue
Shield. It is our belief that the Coalition's third principle is consistent with the other
points made by Otis — but I am not aware that anyone representing Blue Cross has made
specific, written comment on their acceptability. May I suggest that you seek clarification
from Blue Cross.

Given agreement on the basic principles, the remaining issues requiring resolution
relate to how best to establish a managing board for the Foundation and the Foundation's
relationship with Blue Cross - and what overlap, if any, should exist between the two.

To understand the importance of these issues, it is necessary to first state some
basic concepts relative to insurance companies.

For any well-run company such as Blue Cross, the book value of its assets is
always significantly less than the market value of the company to a prospective purchaser.
Moreover, without getting into the technicalities, the book value of assets of insurance
companies generally are carried on financial statements at less than market value. This is
a result of the conservative accounting requirements established by the National
Association of Insurance Commissioners to protect policyholders. The big difference
between "book" value and "market" or "acquisition” value is what is known as the "going —
business" value of the company. A company acquiring another company expects to pay a "\\
substantial premium over book value. This premium reflects the fact that it is usually less
expensive to buy a "book of business" than to create a comparable "book of business"
where none now exists. This is particularly true when a company such as Blue Cross
holds a dominant position in the market. The reality to keep in mind, in the case at hand, is
that a buyer of Blue Cross would expect to pay a significant multiple of the company's
book value just because the company is so dominant in the market.

All of the stated book assets of the company should be left alone and committed to
the protection of policy holders. Even when this is done, a company acquiring Blue Cross
would expect to pay a premium of as much as a billion dollars above the book value of
Blue Cross' assets. It is this "extra” billion which belongs to the people of this State. This
is what should be captured "for the charitable purpose of serving the health needs of North
Carolina citizens", to use Ken Otis' words.

Hopefully, your Study Commission will recognize and endorse what both Blue
Cross and the Coalition have said and leave the book assets of the company alone.
Hopefully, you will direct your attention to the two key issues remaining — the purposes of
the Foundation and how it will be managed, and the relationship between the Foundation
and a for-profit Blue Cross.

Let us consider first how Blue Cross is to be managed.




If 100%of the stock in Blue Cross is put into a foundation as the Coalition
suggests, and if, in turn, the stock is immediately sold to an acquiring corporation such as
Trigon, Virginia's Blue Cross, then the relationship of the Foundation with the Blue
Cross/Blue Shield of North Carolina's Board of Directors will be a non issue. The
Foundation would then have cash 1o invest and any relationship between Blue Cross and
the Foundation will be at an end. I assume that Blue Cross does not want to be an
acquisition target, but the possibility of such a merger must be considered and provision
made in any legislation to deal with this possibility should it take place in the future.

If, on the other hand, the capital stock of Blue Cross stock is to continue to be
held in the Foundation, and gradually sold to investors over the years, as appears to be the
choice of both Blue Cross and the Coalition, a new set of issues remain to be dealt with.
Under that scenario, the Foundation trustees would control Blue Cross/Blue Shield.
Presumably, it was this possible outcome which was concerning Ken Otis when he stated
his third principle that "any resolution must provide (Blue Cross) with the business
flexibility we need to meet the needs of our customers and remain competitive in the
health care market place.” Ofis is correct. Whatever you adopt must let Blue Cross
continue to be run as a business. This is in the Foundation's best interest. The Coalition
agrees. The question is what relationship should exist between the Foundation board and
the Blue Cross board when the Foundation owns a majority of Blue Cross’ stock.

The Coalition suggests that the Blue Cross and Foundation boards should be
completely separate, that a voting trust be established which would preclude the
Foundation voting Blue Cross stock except in special circumstances. The Coalition
further suggests that limits be set on what either board may do without the concurrence of
the other. A voting trust is suggested to get around the provision by the national Blue
Cross Association that no single entity may vote more than 5% of a regional Blue Cross'
stock. The penalty for non-compliance is loss of use of the Blue Cross name, a valuable
asset to Blue Cross.

If the complex voting trust procedures can be worked out to the satisfaction of
both parties, and to your satisfaction, fine. What I will suggest here is a fall-back
approach in case concurrence is not achieved. Moreover, I believe there are benefits to

accrue as well as costs associated with representation on each other's boards.

We need to look to California for insights into what to do — and what to avoid.
California faced the same problem when the California Blue Cross transferred capital
stock, worth roughly $3.2 billion to two foundations. According to a recent article in the
News and Observer, 3 of 21 board members of one foundation and 5 of 9 board members
of the other, are former Blue Cross board members. To quote the chief administrative
officer of one of the foundations: "because we own such a significant share, the Blue
Cross/Blue Shield Association has an interest in seeing the company do well. They (Blue
Cross/Blue Shield) didn't want to see some other outside group take control." The article
goes on to say that Gary Mendoza, the lawyer who brokered the conversion agreement,
said having Blue Cross board members on the foundation boards makes sense because




they have "an institutional memory with respect to the company's operations and
understanding of the environment in which it operated. " As the former chief executive of
an insurance company, I know first hand the importance of having competent board
members with institutional memory on one's board of directors. But I hasten to say that
this does not mean that former Blue Cross Board members should control the board. At

an absolute minimum, the overwhelming majority of Foundation board members should
be independent of Blue Cross/Blue Shield.

The same News and Observer article notes that "Gary Mendoza, a lawyer who was
then the state (of California's) corporation commissioner, (who) brokered the agreement
under which Blue Cross transferred 100% of its assets, roughly $3.2 billion to two grant
making foundations," is the same Gary Mendoza " who "has been working since January 1
as a paid consultant to Blue Cross/Blue Shield of North Carolina on the conversion issue."
His presence would lead one to expect that Blue Cross of North Carolina may seek to
control the Foundation. That must not happen. '

What I suggest be considered - is the following:

(1) At conversion to for-profit status, the Blue Cross board would remain as it is
then constituted but two persons representing the Foundation would be added. The
Foundation representatives would be chosen by the Foundation's board. They would not
have 10 be Foundation Board members, and more likely, would be senior Foundation
staff.

(2) The Foundation Board, in turn, would have two members chosen by the Blue
Cross board with the same provisions for choice as pertain to Foundation representation
on the Blue Cross board.

(3) At the time when Foundation ownership of Blue Cross stock is less than 50%
of the outstanding stock, each board would be relieved of the requirement for
representation selected by the other board.

This approach would go a long way toward assuring each board of access to the
thinking of the other board during the planning process, i.e., before any board action is
finalized. It would greatly reduce the need to put into law which conflicts between Blue
Cross and the Foundation would trigger a given action.

I suggest that is impossible to write laws which provide for all the situations which
will arise. I suggest further that giving each board access to the "inside" information of
the other usually leads to the resolution of conflicts before they become public. As a final
resort, in the case of irreconcilable differences, you could specify in the law the following:

(4) Differences between the boards of a former non-profit corporation and a
Foundation which results from conversion to a for-profit status, if they appear 10 be
irreconcilable, shall be moderated and , if necessary, resolved by the office of the
Antorney General acting in its supervisory capacity.




There is another issue which, to my knowledge has not been given public
consideration by Blue Cross or the Coalition. It is how to make sure that the Foundation
has income to distribute. I suggest a fifth provision needs to be in the law as follows:

(5) The newly created for-profit corporation shall pay an annual dividend of not
less than 30% of its earnings so long as more than 50% of its stock is held by the
associated Foundation.

Such a requirement is necessary to assure the Foundation of having income to
distribute. This is because many corporations pay no dividends. They justify this by saying
they can show higher returns on eamings retained in the corporation and invested in new
business than through a combination of dividends and lower retained earnings. They claim
that the result will be increased value of the stock so that the "total" return from
appreciation will exceed what one would have gained from the combination of less
appreciation plus dividends. Supporting this concept is the lower tax rate on capital gains
than on dividends for many taxpayers. This approach may pay off for a Microsoft, but it is
much less likely to pay off for a Blue Cross.

The health insurance field is changing rapidly driven by the gains and losses in
different segments. Losses stem from efforts to build a larger HMO base and from
consolidations taking place as the industry reconfigures for the future. Every for-profit

health insurer will be faced with the choice of paying dividends versus Tetaining earnings
for reinvestment in growth.

I'suggest a payment of a 30% dividend as a minimum as it assures the Foundation
of income as long as Blue Cross remains financially successful while, at the same time,
permits Blue Cross to retain 70% of its earnings to meet anticipated future needs.

There is no magic in 30%. A lower percentage seemed inadequate given
Foundation needs. Requiring a higher percent seemed unfair to Blue Cross. A 30%
minimum pay-out is consistent with health insurance practice among for-profit companies
and would be a fair minimum for other non-profits which will seek to convert in the
future.

There is a remaining concern which I share with you as a former member of the
General Assembly, as one who was appointed to chair a State agency and to serve on
appointed boards of State agencies. I urge you to adopt the Coalition recommendations
on the process to be used to select Foundation board members. Their recommendation is
non-partisan and non-political.

Please do not recommend a process which involves the Governor and the General
Assembly. As we all know, though unintended, appointments by political entities
inevitably leads to selection based on political influence. And, while knowledgeable,
experienced, and competent service may be a result, too often it is not. One does not need



to call the names of individuals or agency boards, to make this point. You know what I
mean from press coverage.

‘The membership of both boards must be based on competence, not politics. Blue
Cross, both now and in the event of a change to for-profit status, will continue to have a
board of seasoned, competent business and health oriented membership. The Board is now
and will remain essentially self perpetuating. Comparable provision is needed for the
Foundation board. The Coalition has suggestions to thatend. I strongly recommend
them to you.

A final comment. What you are considering is bigger than Blue Cross/Blue Shield
and the Coalition. You appreciate that fact but I am not sure the public does. By its very
charge, what your Commission is now considering could well set a precedent for how all
non-profit corporations which wish to become for-profit in the future will make that
conversion.

You have an extraordinarily important and ground-breaking challenge. I suggest
that you seek to lay out basic concepts, broadly applicable, such as the five I have listed
and not try to "dot every "i" and cross every “t". Each situation, as with Blue Cross, will
have its unique aspects. Provide for a mediating, resolving authority should this be needed
— I have suggested the Attorney General ~ but leave it to those involved in each
conversion to work out the details so that what is done will make sense given the
circumstance which then exist.

Thank you.

Watts Hill, Jr.

610 Greenwood Road
Chapel Hill, NC 27514
TEL: (919) 967-5696
FAX: (919)967-4125
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Good morning, Mr. Chairman and members of the commission.

I'm Rhone Sasser, Chairman of the Board of Trustees for Blue Cross and Blue
Shield of North Carolina. '

| want to talk to you as one person -- one North Carolinian -- who cares very
much about this state and about this company.

When | spoke to this commission in February. | shared with you about the
commitment of our board to a strong, not-for-profit company that meets the
health care needs of the citizens of North Carolina.

But | must tell you today that | am angry that our integrity and our commitment to
that mission has been questioned by special-interest groups.

It is outrageous to hear talk of “clandestine” moves, "schemes" and “sneak
attacks.”

Some of the e-mails that have been circulated in the last couple of days are an
insult.

You know the character and the integrity of the individuals who serve on our
Board of Directors.

I've made a special effort to be here today because | care about what happens to
this state and this company. And |, for one, cannot stand by while the character
of Blue Cross is assassinated.

For 65 years, North Carolinians on the board of Blue Cross have run the
company for the purpose of serving fellow North Carolinians. And this company
has a record of service for which | am proud.

Blue Cross serves North Carolinians in all 100 counties. We offer coverage to
any citizen, regardiess of medical history. In short, we've gone and we've served
. where others wouldn't.

We want to continue that mission for another 65 years.
So the fundamental, rock-bottom question you must answer today is this: Are

you going to have Blue Cross shackled by of unfair and unnecessary statutes
- and restrictions?

Or are you going to allow Blue Cross - this "treasure," as Governor Holshouser
calied it -- to compete on a fair, level playing field.




During months of discussions, Blue Cross has supported gvery conversion
proposal that did not conflict with the four principles we have consistently
advocated. We have compromised over and over, whenever it didn't violate our

principles.

Our four principles are straightforward:

1. protect the assets of the company for our policyholders.

2. allow no one associated with the company to profit from the process of
conversion.

3. maintain business flexibility to run the company.

4. establish a public trust, funded by stock, if and when the company needs to
convert its status to an investor-owned company.

We agreed that a public trust should be created, funded by 100 percent of the
value of the company in stock at the time of conversion.

We agreed that the board of the charitable trust should be independent of Blue .
Cross. :

We agreed not to convert to a mutual company.

We agreed to all of these issues because we concluded that they were the right
decisions for our company, our policyholders and the people of North Carolina.

But today we find that all that isn't enough for the Coalition for Public Trust.

Those are the same folks who a year ago were demanding that we not be
allowed to convert.

But now, they want legislation that forces Blue Cross to convert at the earliest
possible date. 1think we all know why that's so. And, in my opinion, that is
indefensible and irresponsible. N

Ladies and gentlemen of the commission, what you should know is that if they
' succeed, they...and you...and 1.6 million'North Carolina Blue Cross
customers...may very likely see Blue Cross and Blue Shield disappear.

If we are forced to convert from a position of weakness, rather than from a
position of strength, the possibility that we'll be gobbled up by a larger, national
company becomes very real.

And if that happens, it's doubtful that the écquiring company will have any special
allegiance to North Carolina.

It's doubtful that that company will have 65 years of history, or families, or roots
that tie it to the people of this state.



It's doubtful that that company will see the importance of donating nearly $1
million a year to the Caring Program for Children to cover uninsured kids - which
Blue Cross did before it became politically correct.

In that event, instead of having your friends, neighbors and fellow citizens
running Blue Cross and Blue Shield of North Carolina, you'll have people from
out of state running Blue Cross by long distance.

As a lifelong North Carolinian, and speaking for the other North Carolinians on
the board, | hope this morning that the commission will make the right decision
for our company, our policyholders and the people of North Carolina.

| say again, and with all due respect, the real question is: Are you going to have
Blue Cross shackled by of unfair and unnecessary statutes and restrictions that
our competitors don't have to follow?

Or are you going to ensure that Blue Cross can continue a 65-year tradition of
providing high-quality, affordable health care to North Carolinians, many of whom
could not secure health insurance otherwise?

If you restrict our ability to grow the company, to purchase policies, lines of
business or even other health insurance companies — then you could
dramatically cut the length of time that we can remain an independent,
hometown insurer.

Your recommendations will help decide if that is possible.

There is a lot at stake in this decision.

| appreciate your dedication and hard work on studying this issue, and | trust
you'll do the right thing for the people of North Carolina.




s BlueCross BlueShield
of North Carolina

Future In Jeopardy

For Blue Cross and Blue Shield of North Carolina to meet the health care needs of North
Carolinians, the company must be healthy, strong and able to operate under laws that provide
business flexibility. That includes having the ability to purchase policies, lines of business and
health insurance companies without restrictions.

Proposals from the Coalition for the Public Trust would seriously damage the company’s ability
to serve the interests of North Carolinians. The Coalition would like to limit BCBSNC’s business
flexibility at a time when the health care industry in North Carolina is rapldly changing and
consolidating.

Restricting North Carolina’s Blue plan from adapting and expanding will weaken the company
and force it to convert to a for-profit company, leaving it ripe for takeover by a national
conglomerate that doesn’t have North Carolina’s interests at heart.

BCBSNC occupies a unique role in the state — providing high-quality, affordable health care
coverage for North Carolinians in all 100 counties. Competitors have no such mission. The
future of Blue Cross and Blue Shield of North Carolina is in jeopardy.

1. Other companies — including North Carolina non-profits and Blue plans in other
states — face no restrictions in purchasing North Carolina for-profit companies.
Forcing Blue Cross to sit on the sidelines as other companies expand their
presence here would be a death sentence for the company.

e State law today permits BCBSNC to purchase for-profit companies and lines
of business. Other non-profits — such as Kaiser Permanentg, Novant Health
Inc., and hospitals — can buy for-profit companies.

e Blue plans in other states frequently buy for- profits of all types — HMOs,
physician groups, technology companies, life insurance companies, and
others.

e Independence Blue Cross in Pennsylvania, Blue Cross Blue Shield of
Michigan, Blue Shield of California, Blue Cross Blue Shield of New Jersey
and others all have recently bought companies to expand and strengthen their
service.

o Consider this scenario: A North Carolina HMO is put up for sale. Under the
Coalition’s proposal, North Carolina’s Blue plan would be prohibited from
buying it and expanding its service. Yet any of BCBSNC’s competitors —
even non-profit Kaiser Permanente — could buy it. In fact, Blue plans from
other states could come into North Carolina and buy this North Carolina
business out from under BCBSNC.




| 2. National insurance conglomerates will take control in North Carolina if the
hometown insurer is handcuffed and weakened by excessive regulation.

e Virtually all of the largest health insurance companies in North Carolina are
owned by regional or national companies.

e North Carolina will continue to have fewer insurance carriers, and more out-
of-state carriers. Healthsource and PHP (now United Healthcare) already have
been bought by out-of-state conglomerates.

e Consider this scenario: BCBSNC sits on the sidelines while competitors buy
up health plans and expand their presence. A seriously weakened BCBSNC

| converts to for-profit in an attempt to survive and be competitive. But the

| company, made vulnerable by state restrictions placed only on BCBSNC, is

| bought out by a national conglomerate. Now North Carolinians call the 1-800

| number in Hartford, Connecticut, not Chapel Hill\Durham, North Carolina.

3. Restricting Blue Cross’s ability to grow as a non-profit carrier will hasten a
conversion to a for-profit company from a position of weakness.
e North Carolina is well served by a non-profit Blue Cross and Blue Shield of
| North Carolina.
| e BCBSNC wants to remain a non-profit company for as long as possible to
| serve the people of North Carolina.
| o The company should not be pushed into a conversion by limiting the very
actions it would take to preserve its not-for-profit heritage.
e Such a conversion would result in less value to a foundation, and probably
ownership and control of BCBSNC by an out-of-state company.

May 1, 1998
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Good morning, Mr. Chairman and members of the commission.

I'm Ken Otis, president and chief executive officer of Blue Cross and Blue Shield
of North Carolina.

On Tuesday, | had the opportunity to attend the Iegislati\}e study commission
meeting and hear arguments for restricting Blue Cross’s business flexibility.

Today, | am here to urge you to do what is right for the 1.6 million customers of
Blue Cross and the people of North Carolina.

While market conditions and strategy have changed and will continue to do so,
Blue Cross and Blue Shield of North Carolina remains committed to its long
standing mission of serving North Carolina as a not-for-profit corporation.

We are concerned that some of the proposals regarding the trigger provision
would severely limit our ability to manage our business in the best interests of our
policyholders and the people of this state. ,

They would create such an unlevel playing field and impede our ability to
compete that it would force us to convert when we would not want to, nor be well

prepared to do so.

Under the rules you are considering, we would be the most restricted Blue plan in
the country in terms of what we can do.

Blue Cross plans across the country are routinely making acquisitions, getting
involved in joint ventures and buying blocks of business.

Let me give you just a few examples to illustrate this point.
e Biue Cross of New Jersey bought physician groups; N

o Independence Blue Cross in Pennsylvania bought HMOs, a home
health agency and a minority interest in a for-profit medical company;

¢ Blue Cross of New Hampshire bought an HMO;

o Blue Cross of Michigan bought a physician network management
company last year; :

e Blue Cross and Blue Shield of Texas announced it would buy a HMO
health plan in Texas last month;

« Blue Shield of California bought a for-profit health plan and a for-profit
life insurance company in 1997.




Purchasing these types of special capabilities is often far preferable to a new
start up. :

These Blue plans have the flexibility to run their business in the best interest of
their customers. '

if you adopt the Coalition’s proposal, we would not.

To our knowledge, there is no other Blue Plan — not one — that is subject to the
restrictions proposed by this trigger language.

Moreover, other non-profits in this state — Kaiser, Duke, Novant — routinely do the
exact same thing in order to compete and meet the needs of their customers.

No other non-profit in this state is now precluded from buying a for-profit
company, even including the non-profits involved in the Coalition. .

Several years ago, the Commissioner of Insurance asked Blue Cross to acquire
the North Carolina policies from a for-profit health insurer that was leaving the

state.

We did that, and served this state well as a result. But under these new rules, we
would be substantially at risk in a case like that.

This kind of restrictive legislation alsb fails to recogniie the huge exploéion of
competition taking place in North Carolina.

Blue Cross clearly will be at a competitive disadvantage to acquire small to
medium size health care companies or respond to other opportunities in the

marketplace.
A $100 million acquisition, even in North Carolina, is not a large or@.‘

The restrictive trigger would effectively make us a non-player in the industry at
the same time competitors are making acquisitions in this state.

It would create the ironic situation where Trigon — Virginia's Blue Cross — or
South Carolina Blue Cross Blue Shield or any number of others could freely
come in and take market share when we are constrained from doing so without

heavy consequence.

In fact, those folks are already here.

We then very likely would find Martin Eakes’ prophecy a self-fulfilling one — Blue
Cross would be forced to convert from a position of weakness, not a position of
strength, when we were not well prepared and frankly did not want to.




And conversion, particularly an unwanted and unwise one, would inevitably lead
to acquisition of Blue Cross and Biue Shield of North Carolina by another, larger
organization from outside our state.

Blue Cross and Blue Shield of North Carolina — a strong, non-profit company
dedicated to the people of North Carolina — would be replaced by a regional

office of a company headquartered in Richmond, Hartford, New York City or
whatever city you choose to name.

It's not in the best interest of North Carolina to see that happen.

A year ago, many of the folks in this room were clamoring for us not to be
allowed to convert our status.

We did not want to convert then. We don't want to convert now.

Today, they are here because they want to ensure that we will be forced to
convert.

They want the golden eggs that would go into a charitable trust and they want
them sooner, rather than later.

But under their proposal the best we could hope for is a cooked goose.
That's what's at stake here. Those are the very real risks.
Blue Cross has negotiated on every point.

We have given away the store, and we gave it away because it's the right thing
to do if we become a for-profit company.

However, we want to continue to be the company that provides hibh-quality,
affordable health care to North Carolinians in all 100 counties.

| urge you today to pass a legislative report that allows us to meet the health care
needs of North Carolinians ~ both today and in the future — without forcing us to
convert before it is appropriate or necessary.

| appreciate all of your hard work on this issue, and trust you will make the right
decision for North Carolinians.
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A Project of the North Carolina Justice and Community Development Center
P.0. Box 28068 / Raleigh. NC, 27611/ 919:856-2568 / fax:919/856-2175 / health@ncjustice.org
NCHAC, an independent organization, is a member of the Coalition for the Public Trust. However, the views expressed by
NCHAC do not necessarily reflect those of the Coalition for the Public Trust.

THE SOLUTION: A WIN-WIN SITUATION FOR EVERYONE. ALLOW BLUE
CROSS TO BUY FOR-PROFIT COMPANIES AND SINK 50%, 75%, EVEN 100% OF
ITS ASSETS INTO THESE FOR-PROFITS - JUST MAKE CLEAR THAT THESE
ACTIONS ARE FOR-PROFIT CONVERSIONS REQUIRING THE SET-UP OF A
FOUNDATION. -

No one is saying that Blue Cross shouldn’t be allowed the maximum business flexibility it needs
to remain competitive in today s fierce health insurance market. However, if the company
decides to move into acquiring other for-profits and move material amounts of its assets into
these for-profits then we should recognize the move for what it is. Nothing less than a
conversion to a for-profit company — and such a conversion should be subject to the charitable

trust requirement.

THE SETTING UP OF A FOUNDATION DGES NOT REQUIRE ONE PENNY OF
BLUE CROSS’S CURRENT ASSETS!

THAT’S RIGHT - EVERY PENNY THAT BLUE CROSS SAYS IT WANTS AVAILABLE
TO COMPETE IN THE FOR-PROFIT MARKETPLACE WOULD BE AVAILABLE TO THE
COMPANY WHETHER OR NOT IT SET UP A FOUNDATION. Remember — the foundation
gets set up with NEW stock issued when the company decides it wants to convert. Blue Cross
gets to keep every penny of hard assets it has currently. When it is a for-profit company it can
do whatever it likes with those hard assets — buying other huge for-profit health insurers, etc — it
is up to them. However it needs to first meet its public obligation.

RECOMMENDED CHANGES TO APRIL 28 BLUE CROSS PROPOSAL
In light of the above discussion I would recommend the following:

A. Removal of the second bullet point under paragraph (w) on page 2 startin\g with “in the case
of purchase by the corporation of all the common stock of a company...”

B. In paragraphs (y) and (z) on page 4, remove the number 50% and replace with the phrase “a
material amount of”.

Thank you. Iappreciate the opportunity to testify before the Commission.

2
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For more information contact Adam Scaring, NCHAC Project Director, at (919) 8§56-2368. 5,
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Testimony to the Blue Cross Blue Shield Study Commission
May 1, 1998
Adam Searing, JD, MPH, Project Director, NCHAC

In the history of the Hospital Care Association [Blue Cross] the motive of the founders of the
Association was described: "[A] community project whose motive was never pecuniary gain
for those who promoted it. This enterprise was designed to make available the proper medical
attention needed for persons who could least afford it and to enable the self-respecting person to
pay their way without jeopardizing their future welfare by sacrificing other needs equally

important.” (Historv of the Hospital Care Association, Inc. [NC Blue Cross], Elisha M.
Herndon, page 17, Published by the Hospital Care Association (October, 1968)).

THE KEY ISSUE: WHEN DOES THE NONPROFIT BLUE CROSS CONVERT TO A
FOR-PROFIT ORGANIZATION?

NC Blue Cross is in no way a for-profit company. Its very roots and own proud history show
how different it is than any other for-profit health insurer — just look at the above quote from
Blue Cross’s own account of its beginnings. What should happen when Blue Cross decides that
it must change its nature from its original goals as a non-profit community project and go into
battle as a for-profit company? Everyone agrees that such a conversion should result in 2
foundation. However, Blue Cross’s proposal of a conversion definition loophole would allow
the Blue Cross nonprofit community project to become largely a for-profit company without
setting up a foundation.

THE LOOPHOLE: BLUE CROSS WANTS TO BE ABLE TO BUY FOR-PROFIT
HEALTH INSURERS AND MOVE HALF ITS ASSETS INTO THE NEW FOR-PROFIT
COMPANIES. N

The language is simple. Exempted from the fair 10% limitation on transfer of assets to whatever
entity Blue Cross chooses (to provide needed business flexibility) is the purchase of for-profit
health insurers by Blue Cross. Blue Cross can spend as much money as it wants to buy gigantic
for-profit HMOs and other for-profits as long as “only” half of its assets are in the for-profit
company. [See pages 1,2,4 of the April 28 BC proposal.]

THE RESULT: ONE HALF OF BLUE CROSS IS A FOR-PROFIT - YET NO
FOUNDATION HAS BEEN SET UP. FOR-PROFIT FLEXIBILITY IN A NON-PROFIT
SHELL.

Blue Cross is by its own admission a nonprofit community project. But when one-half of its
assets have been used to buy a for-profit company on the open market it is no longer a nonprofit.
It is a for-profit company and should have all the rights and responsibilities of such — including,
in Blue Cross’s case. setting up a foundation upon the conversion.

May 1, 1998 !

For more information contact Adam Searing. NCHAC Project Director. at {919) §56-2568.  ~




