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Acquisition activity in non-
life run-off is expected

to grow in advance of
Solvency Il. Richard
Braham™ of Barclays
Bank describes how the
acquisition process can
be made to flow more

quickly and smoothly

ntil now, many companies
(particularly in Europe) have
been reluctant to sell their

discontinued books and have simply
managed them internally. However
the comprehensive capital assessment
enforced by Solvency II is expected to
encourage companies to sell their dis-
continued books of insurance in order
to free up valuable capital for their live
business. In this regard, there is like-
ly to be a continuing trend of higher
merger and acquisition activity in the
run-off market.

Bidding process
Most acquisitions are funded via a
combination of equity and bank debt.
Often the transaction needs to be com-
pleted swiftly, therefore understanding
the information and process a financ-
ing partner would need to undertake
helps to make the deal flow more
quickly.

As part of the acquisition and struc-
turing process, the run-off business
will make the decision as to whether

to self fund the purchase or request
bank debt to add some gearing into the
transaction. The decision will depend
on the circumstance, the ability to self
fund a transaction (acquisition sizes
can vary from c.£1 million to c.£500
million and beyond) and the desire for
debt in the group.

If a business decides gearing is desir-
able, it will usually be at the bid-
ding stage that the bank is engaged
to give some form of comfort, most
likely through a non credit approved
termsheet which adds weight to the

acquisition

offer. Early engagement with the bank
is useful as not only will this help
the bidding process but also allows
the bank to confirm legal, financial,
actuarial and any other due diligence
requirements that can be incorporated
in the overall scope of work that will
commence during exclusivity.

A seller may employ a consultant to
advise, project manage and introduce
the transaction to the market. Our
view is that the role of the consultant
can be beneficial, especially for a rel-
atively new seller, in order to aid the
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process and introduce the deal to the
most relevant parties given the type of
business classes involved.

To start a bidding process, potential
suitors after an initial review will pro-
duce a structure for the acquisition to
show the viability of their proposal. An
acquirer, although they do not have
to, will likely use a newly established
special purpose vehicle (SPV) set up to
take on the assets of the transferring
business (Figure 1).

Typically, the holding company will
be established to complete the acqui-
sition. This approach is cleaner than
transferring the acquired business into
an existing company as it ensures there
is no co-mingling of reserves. From a
bank’s perspective, this would be the
preferred route for an individual pur-
chase, as the due diligence required
can focus on the transferring assets,
the associated cashflows and their
ability to repay a facility. However, an
alternative structure may be applicable
if a counterparty requires a corporate
facility based on the group’s cashflow
and activity rather than the individual
legacy purchase.

As the market has progressed, the
structures to effectively acquire busi-
ness have become more sophisticated.
As well as seeing outright purchase
and transfer of companies or portfo-
lios, innovative structures are being
used to provide reinsurance contracts
for a particular book.

As a result, there will be times
that a company or portfolio will not
physically transfer until a later stage.
I believe that creative structures will
benefit and enhance the market, as
the ability to not rely on a particular
exit mechanism to ensure resolution
will, over time, take away some of the
uncertainty that currently exists in the
market.

Choosing the appropriate bank is
an important decision, firstly in add-
ing gravitas to the bidding process but
then more importantly to the acquirer,
providing the ongoing requirements
that the business will need. As well as
providing leverage for the transaction,

acquisitions

the bank will be able
to provide operational
and cash management
capabilities as well as
asset management. The
ability to achieve better
returns for the cash and
cash equivalents within
the investment portfo-
lio is critical and is often
a good way to reward
your debt provider for
balance sheet support.

Exclusivity period,
due diligence

The majority of transac-
tions we have reviewed
have been bought at
a discount to net asset
value, providing a buffer
to absorb any potential
future reserve deterio-
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ration, but there will be
some instances where a
premium will be offered. This may be
the case, for example, where the seller
is aware of particular reserve redun-
dancies or maybe anticipated com-
mutations that will shortly impact the
portfolio.

The bank will need to understand
all potential upcoming savings on the
business, both the expected and those
created by the synergies of the pur-
chase. This will give guidance as to
the ability for capital releases that will
likely be the source of repayment to a
debt facility.

Comprehensive  financial, legal
and actuarial due diligence is a must
and usually the agenda for all parties
involved will be included to ensure a
relevant scope of work is assembled.
The due diligence will look to assess
the classes of risk underwritten, ade-
quacy and volatility of reserves, quali-
ty of investment portfolio, value/qual-
ity of the reinsurance receivables and
the size of the unallocated loss adjust-
ment expense (ULAE).

A bank would expect at least the
following financial profile assessment
to ensure the correct synergies for the

Figure 1. Structure of the acquisition

acquiring company exist:
¢ Liabilities: assess the confidence
that the reserves will be sufficient
to cover the liabilities.

o The actuarial report will give
a picture of historical volatil-
ity by examining the gross ulti-
mate losses over, say, a five year
period. It will also likely include
estimates of reserves at the 95th
or 99.5th percentile of certainty
to demonstrate the impact of
substantial reserve deterioration
in a stressed scenario.

o They must have a full under-
standing of the diversity of the
portfolio and all classes of busi-
ness underwritten which will
ensure they have the specialist
skills to manage the book.

o The regulatory jurisdiction in
which the assets and liabilities
are domiciled should be ana-
lysed and reviewed to provide
the relevant comfort that a nec-
essary transfer of business can
take place.

e Investment  portfolio:  assess-
ment of the quality of the current
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investment portfolio is essential
to ensure it fits the strategy of the
acquiring business (ie. the per-
centage split across rated securities
is in line with current investment
programme). Analysis of how the
incoming investment portfolio will
immediately impact the existing
portfolio mix will be important.
For example, a fairly conserva-
tive business that prefers to invest
in AAA/Government bonds and
may have ¢.70 per cent of its port-
folio in AAA investments or better
would be concerned if this was to
substantially drop due to the sell-
er’s investment strategy to chase
yield. As to be expected, from a
bank’s perspective the more con-
servative an investment strategy
(within reason), the more credi-
bility can be assumed for the busi-
ness. If some of the investments
are to be used as a type of security
for a bank facility, it is worth not-
ing there would be different hair-
cuts applied given the different
rating.
Reinsurance receivables: if the
reinsurance asset is sizeable, this
can have a significant impact
on the business. A review of the
external rating on the reinsur-
ance companies involved will be
a good estimation of the quality,
availability and ability to collect
these assets. If the reinsurers are
deemed not to be of high qual-
ity this should form a part of the
negotiations for agreeing the pur-
chase price.
¢ Exit options: clear business strat-
egy as to the goal for the portfo-
lio, whether this will be run off
to maturity or whether they are
reliant on a successful scheme
of arrangement, for example to
ensure finality. If it is the latter, the
acquirer will need to understand
what the likelihood of a success-
ful scheme completion will be as
to ascertain if the purchase will be
the right decision.
e The acquirer would usually be

expected to build a cashflow
model to show anticipated capital
extractions which again would be
a good indicator of the strategy for
the business.

¢ Legal due diligence should be com-
pleted to review any outstanding
litigation or jurisdictional issues.

All transactions involving the acqui-
sition of insurance companies cannot
be completed without the approval of
the regulator, which they would look
to approve if they are satisfied that the
insurance company will be properly
managed and has sufficient resourc-
es to meet all future liabilities. From
our experience, the Financial Servic-
es Authority (FSA) has been efficient
and understands the run-off market
when compared to regulators of other
jurisdictions. We have seen regulators
from other European jurisdictions sig-
nificantly hold up cross border trans-
actions and request more stringent
and burdensome requirements on a
specialist business than that required
by the FSA.

Given the likely increase in cross
border transfers, it will become even
more important to understand what
requirements need to be fulfilled by
the different regulators within differ-
ent jurisdictions. The requirements
will significantly differ from one region
to another and could impact original
proposed timeframes for a particular
transaction without the foresight to
gain such clarity.

Extracting value/cashflows

The rationale for an acquisition will
likely be the synergies created by pur-
chasing similar pools oflegacy business.
From what we have seen, the current
economic climate has lent itself to
accelerated commutations, due to the
certainty of cash upfront rather than
waiting for the duration of a policy. As
soon as the due diligence, final nego-
tiations and a potential acquisition are
complete, the acquirer will commence
its business strategy to generate sig-
nificant savings on the legacy portfo-
lio and ultimately capital extractions
(with agreement from the regulator)
to benefit the new owner.

Conclusions

The market and most specialist run-
off participants are witnessing a higher
volume of legacy portfolio opportuni-
ties to acquire both from within the
UK and Europe. As discussed earlier,
a large contribution to the increased
focus on selling discontinued busi-
ness will be due to the new regulation
and the increased capital this would
consume. Selling would alleviate this
problem and allow the focus to shift
back to core business. As a result and
as we can see, many opportunities will
arise and the key will be understand-
ing which purchases will create the
best synergies that suit a niche player’s
business strategy.

Early engagement with key parties
to an acquisition, including the bank,
will ensure a more successful bid-
ding process and ensure all areas of
due diligence will be complete during
the exclusivity period. The bank will
be able to help with the structure of
the acquisition as well as support the
ongoing business on a day to day basis,
so choosing the correct partner will be
a factor in the ultimate success of an
acquirer.

* Richard Braham is relationship direc-
tor, non-bank financial institutions, with
Barclays Corporate
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