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The last couple of years have seen a steady increase in the
number of run-off books changing hands — and a distinct
increase in the amounts buyers are prepared to pay for them.

But does the whole transaction process of buying and selling
these portfolios work to everyone’s satisfaction? What types
of companies are selling and why? And who is buying and
with whose money? Does the auction process work well — or
push up prices to unrealistic levels? What are the typical deal
breakers and is execution risk a real concern? What is the
attitude of the regulator? What changes could be made to the

process overall?

This topical report tackles these issues and questions by
presenting the diverse views of a wide range of companies
and individuals involved in the process including accountants,

lawyers and financial institutions.

As we go to press, the global financial markets are in a critical
situation with unprecedented restraints on capital. VWhich
means, paradoxically, that the run-off transactions market,
could, as a result, haemorrhage further books for sale as
companies move to restructure their business in the face of
the increasing financial squeeze — while just at the same time
the, up until now abundant, supply of eager financial backers

and buyers may start to dry up.

Although nobody is able to predict exactly what will happen
as a result of these factors it is clear that more run-off
books will be put up for sale over the next couple of years,
exacerbated in Europe, many believe, by the impending
Solvency I legislation. However, who will buy them, for how
much and with whose money remains to be seen.
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hungry for an'—off‘books, in some @ase

s the famous Publilius Syrus
Amaxim goes: ‘Everything is
worth what its purchaser
will pay for it,” and for those selling
run-off books of business today, the
world is a beautiful place. With buy-
ers plentiful and increased interest
from financial backers, vendors find
themselves in the enviable position
of calling the shots. Selling, though
desirable, is not absolutely necessary,
while buyers are anxious to buy into
uncorrelated risk and have, for the
moment at least, the financial back-
ing to do so. As Dan Schwarzmann,
partner at accountants Pricewater-
houseCoopers recently described it
in Run-Off € Restructuring, ‘the stars
have now aligned for run-off.’
Schwarzmann’s optimism is cer-
tainly not without foundation. The
increased number of buyers has dra-
matically raised the prices that sell-
ers can expect to get for their books
of business (see Figure 1. Transaction

multiples p.6). According to Charles
Thresh, managing director of KPMG
Advisory in Bermuda, ‘where per-
haps 50 per cent of book value was a
typical benchmark for a run-off deal
eight to ten years ago, rumours cir-
culate that a larger UK deal (ongoing
at the time of going to press) has seen
final round players bidding around
110 per cent of book value.” He adds
that ‘some players are telling me that
they cannot stay in the game at this
pricing but there appear to be others
prepared to carry on.’

Faced with such a potential mar-
ket, sellers are now in a position to
sell on books of business for the kind
of prices they have always hoped for.
Importantly, for some a sale is not
even imperative but simply desira-
ble. Nigel Montgomery, partner with
law firm Sidley Austin, comments:
‘For most, but by no means all, sell-
ers there is a genuine possibility that
they can carry on anyway. For some
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at least, investigating a sale is partly
a means for deciding whether their
strategy is to sell at all.”

Mark Adams, partner with account-
ants Deloittes, says: ‘Historically sell-
ers may have wanted net asset value
for a portfolio and because of the
risks that exist in some legacy books
the buyers were not willing to pay
for it. But now buyers are prepared
to pay the prices being asked — even
though there is often a good deal of
asbestos exposure, and subsequently
volatility, in some legacy books.’

As such the market is saturated
with buyers prepared to pay well
over the odds for books that five,
even two, years ago they wouldn't
have given a second glance. Stephen
Carter, head of law firm Charles
Russell’s Insurance/Re-insurance
group, notes: ‘At present there has
been more capital chasing run-offs
than there are desirable run-offs to
chase.’
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One of the main reasons for the
rise in buyers’ interest has been the
increased motivation of financial
backers to fund these acquisitions.

The explanation for this is two-
fold. First, as Lloyds TSB’s managing
director of financial institutions Bill
Cooper points out, ‘one of the driv-
ers is the lack of returns in other sec-
tors.” In part the attraction of buying
run-off books derives from the state
of the larger market. Investment
at the moment is risky and inves-
tors are looking for more guaran-
teed avenues of profit making. From
their perspective, the ‘uncorrelated
risk” associated with the acquisition
of run-off books is highly appealing.
Says Montgomery: ‘For investors
considering buying into the sector,
the case for buying into run-off is
still perfectly viable, because you are
asking — can this be affected by cur-
rent shocks to the market? No, not
really. Can war or terrorism make an
impact? Not directly because it’s all
to do with liabilities that occurred in
the past.’

past, even if that involves the kind of
nasty surprises that asbestos throws
up. In the end, although one cannot
predict whether a court somewhere
will decide that something gives rise
to a liability for an insurer outside
their calculations, the past still offers
a safer bet since it’s far easier to allo-
cate a probability for that happening
than it is for future occurrences.
Adds Montgomery: ‘That’s the
thing about the law of large num-
bers and long periods, you can still
get it wrong, absolutely — there is no
reward without risk — the point is
you’ve got something to go by.’

long-term data exists to confirm the
optimism of those buying into the

‘Models are only as good as the assumptions they

are based on, and time will tell if the transactions

recently completed perform as expected’ Chris Miles

Second, sellers have also benefit-
ed from the perception that run-off
acquisition can generate much need-
ed profit (and quickly) — a percep-
tion boosted by several high-profile
sales (Equitas being the much quot-
ed example). As Chris Miles, direc-
tor with Barclays Commercial Bank,
notes: ‘The run-off market is gener-
ating significant interest from a vari-
ety of capital providers, as a result of
the attractive returns generated by
the acquisitions completed to date.

From the perspective of an inves-
tor, these completed deals highlight

‘Now buyers are prepared to pay the prices being

asked - even though there is often a good deal of

asbestos exposure’ Mark Adams

Faced with the prospect of a high-
ly unpredictable future, investors
are turning to the more predictable
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the viability of run-off acquisitions,
even though the majority of deals
have not yet been closed and little

market. Miles continues: ‘The run-
off companies we have worked with
employ sophisticated techniques to
model the expected cash flows and
ultimate profitability of any poten-
tial transaction ... However, models
are only as good as the assumptions
they are based on, and time will tell
if the transactions recently complet-
ed perform as expected.” Moreover,
the increased competition in the
marketplace, ‘will ultimately reduce
the returns generated by investors’
(see Betting the bank p.7).

The changing market
Up to a point, the interest in run-off
acquisition has remained relatively
impervious to the global financial
crisis. ‘The current conditions in the
financial sector will undoubtedly
have an impact on the availability of
capital” says Miles. ‘However, many
banks, Barclays included, remain
open for business and continue to
support the right transactions’.

Paul Taylor of the UK'’s Finan-
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cial Services Authority (FSA) notes:
‘Notwithstanding the credit crunch
and financial turmoil, the FSA con-
tinues to see considerable activity in
the buying and selling of UK regulat-
ed run-off insurers.” Equally, Thresh
observes that, ‘So far, the high levels
of interest in run-off deals seem to
have survived the credit crunch.’
Nevertheless, the increased pres-
sure on the world’s banks has its
repercussions and we are, perhaps,
starting to see the beginnings of a
slow down in their willingness to
fund run-off purchases. From the
perspective of the financial backer,
Thresh notes, despite the attractive-
ness of run-off acquisition, the cur-
rent global problems have raised the
bar of what is acceptable risk asso-
ciated with investment. As such
financial backing for run-off acqui-
sition now carries a higher level
of qualification, he says: ‘Lenders

and investors have both discussed
with me a generally higher hurdle
in terms of the quality and experi-
ence of the management teams they
will back, which bodes well for the
established players and leaves those
newer to the market with more to
do to get necessary backing’. Those
backing the finance then are just as
concerned as the buyers themselves
with the profitability of a particular
book of business, conducting similar,
if not identical, analyses of potential
purchases.

For those like Barclays, according
to Chris Miles, investment is only
going to be offered to ‘experienced
management teams with a good
track-record.” Equally, Bill Cooper
says Lloyds TSB is ‘looking for people
with a good track-record with whom
we can build a relationship and who
are likely to be repeat buyers of busi-
ness.” The current financial crisis

then may result in the considerable
financial backing for run-off acqui-
sition drying up as banks are forced
to place high conditions for returns.
As Cooper confirms; ‘There are quite
a few companies around that have
backing from various investors, but
always conditional, as far as I know,
on being deal by deal — there aren’t
too many who have a fund they can
just draw down on’. Accordingly, he
continues: ‘We are a debt provider
and we are looking for a reasonable
return within a sensible timeframe.
And it has to be reliable. So I think
the kind of financing we provide
won’t necessarily be suited to all
types of run-off books.”

Perhaps, then, sellers should not
feel overconfident that the circum-
stances so beneficial to high prices
will continue. On the contrary the
future may not be so bright. Not
only does a financial crisis mean that

run off & restructuring special supplement
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The range and number of debt providers and investors
looking to provide finance to run-off books buyers is as
buoyant as it has ever been. Straightforward debt provi-
sion is taken care of by the commercial banks while capi-
tal is provided by a range of different sources from private
investors and hedge funds to public listings. Expect-
ed returns vary depending on the risk profile but equity
investors are likely to require returns in excess of 15 per
cent with returns while debt providers on the other hand
are typically looking for a reasonable return within a time-
frame of between three and five years ( see investment
criteria).

As far as Bill Cooper at Lloyds TSB is concerned the sort
of financing they are offering ‘is most likely to be suited
to those businesses being bought which are over-capital-
ised — it could be that the seller had to over-capitalise to
keep a rating or through an agreement with the regulator
— these are the sort of situations where it is easier to pro-
vide debt as it is easier to see how you are going to get
it back. If you are much more dependent on longish term
actuarial assumptions it is much more difficult.’

When backing a bidder for a run-off book, what sort of
information will a debt provider need?

‘In order to provide debt finance to support an acquisition
we will obviously first need to complete a thorough analy-
sis of the book’, says Chris Miles of Barclays. ‘Our analy-
sis will focus on exactly the same factors as our client,
namely classes of risk written, volatility, reserve certainty,
anticipated future claims patterns, quality of the reinsur-
ance book and the investment portfolio. Our analysis will
also focus on the cash flow model created by the client
to forecast expected capital releases and a review of the

Investment criteria

management team’s experience in the insurance/run-off
sector.’

Not surprisingly, given the nature of the business books,
almost all transactions are on a deal by deal basis as far
as the backers are concerned with few, if any, prepared
to offer a ‘draw down’ fund to clients. On the other hand,
despite their expectations of making returns of up to 15
per cent returns, for investors the current banking crisis
means total uncertainty over whether anything like that
figure will turn out to be achievable.

Christopher Lee, director, financial institutions, insurance
at Fortis Bank, points out that despite the potential high
returns from discontinued insurance, ‘the problem is that
it doesn’t fit into the typical investment returns of invest-
ment companies and hedge funds because the annual
rate of return is very difficult to calculate until nearer the
end of the investment.’ Lee also feels the market is still
relatively immature, and that while there were several
deals in the late ‘90s/ early 2000s with private funding,
the first deal that used bank medium-term debt in the
non-life run-off sector was in 2005.

In any case the current crisis may well put the brakes
on lending in the sector since cash for any investment is
in short supply until greater stability returns. According
to Richard Hines of corporate finance advisors Hines
Associates, who gave a presentation on the financing
of the run-off acquisition market earlier this year, bal-
ance sheets have not been replenished in 2008 and
there is a severe shortage of debt capacity which will
extend to hedge funds and private equity funds. He
concludes that listed equity and own resources (or
those of parent) will be primary sources of capital for
non-life run-off for some time.

anisation

Hedge Funds/ distressed debt funds

Family offices

Investment banks

Public equity markets

Private equity

Return Expectations

15% p.a. minimum

15% p.a.plus fee stream

8 - 10% p.a. including dividend stream

10 - 20% IRR

Investment Horizon

2 to 3 years
10 - 12% 3 to 7 years
2 to 3 years

Variable

3 to 7 years
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investment in purchases may wither
but, coupled with Solvency Il regula-
tions, it may also throw many more

Furthermore, hasty purchases may
undermine belief in the returns that
run-off books can provide. Adds
Cooper: ‘Sooner or later someone
will overpay for something and a
couple of years later will realise that,
so that could be another factor in
correcting the market — when some-
thing goes wrong.’

Nick Pearson, partner with law
firm Edwards Angell Palmer &
Dodge, notes: “We have seen a big
change over the last few weeks in
this market; when we were at the
Monte Carlo RendezVous there were
still a lot of people talking about
investing money in run-offs. I think

‘Notwithstanding the credit crunch and financial

turmoil, the FSA continues to see considerable

activity in the buying and selling of UK regulated

run-off insurers’ Paul Taylor

run-off books up for purchase world-
wide. As Tim Goodger, insurance
partner at law firm Elborne Mitch-
ell says: ‘Solvency II will undermine
profitability of some books but this is
likely to have a greater impact on the
Continent than in the UK. Still, even
in the UK some insurers have calcu-
lated that there will be an unaccept-
able reduction in return on capital.
Financial guarantee exposures are
risky in the current climate and this
line may be discontinued by some
providers.’

In effect the reverse situation of
a vendor flooded marketplace with
fewer buyers might easily, and
quickly, materialise. Says Cooper:
‘For those companies who have done
the deals — there must come a point
where they say “we can’t take any
more at the moment” and therefore
as more books come on the market
I think it will change and develop
more, so it will really be interesting
to follow.’

some of the money that was chasing
run-off was naive capital which was
willing to take a chance but I think
that naive capital is out now.” Under
such circumstances, swaggering sell-
ers may have to beware that their
arrogance does not come back to
haunt them. Whilst at the moment
vendors are simply choosing to sell
given the high price, in future they
may very well find themselves hav-
ing to sell. Given the dissatisfaction
many buyers feel towards, for exam-

Transactions

return to bite sellers once the market
forces are reversed.

Auctions

Selling books of run-off in today’s
buoyant market has sparked a small
but energetic debate on the best
process of sale. To put it bluntly: does
one actively seek out the most likely
purchasers and instigate a bidding
war between just those pre-selected
favourites, or do you go all out and
invite as many potential bidders in a
fully open, ‘pure’ auction?

In most cases, it should be added,
the choice is more a matter of degree
rather than a strict dichotomy.
Notes Peter Taylor, partner, insur-
ance & reinsurance group, at law
firm Lovells: ‘Most well run auctions
already involve a degree of pre-se-
lection of suitable bidders, just to
keep expectations on both sides of
the transaction within manageable
proportions.’

With the abundance of buyers in
the market, auctions are undoubted-

‘Financial guarantee exposures are risky in the

current climate and this line may be discontinued by

some providers’ Tim Goodger

ple, auction processes which drive
prices even higher, this may then

ly an effective way of getting a high-
er price and sellers are well-placed to

run off & restructuring special supplement
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opt for this process.

Neil Golding, partner in the dis-
pute resolution practice of law firm
Freshfields Bruckhaus Deringer,
says: ‘If you are selling, then an
auction which pushes the price up
is great. You may not mind at all if
it is annoying for the buyers. The
auction process may cost the ven-
dor more in terms of managing the
process but even if it costs an extra
£1 million or even £2 million, that’s
worthwhile if you end up getting an
extra £20 million for the business’.

In any event, sellers can feel some-
what reassured that someone will
cough up the cash. Adds Golding:
‘Obviously from a buyer’s point of
view it is rather annoying to be one
of a dozen or more bidders but if you
are a serious buyer then you are pre-
pared to go through the process to
get what you want.’

Others however, such as Clive
O’Connell, partner in the reinsur-
ance and international risk team at
law firm Barlow Lyde & Gilbert, make
the case for other factors: ‘Money is
not everything, particularly in the
sphere of solvent run-off. Reputation
matters. Pure auctions run the risk

of leaving the buyer with little alter-
native to an over-aggressive strategy
of liability reduction and asset reali-
sation. This could harm the seller’s
reputation and standing in the live
market.’

In other words one does not
always sell books of business in a
vacuum and so high prices can force
purchasers towards strategies that
may damage the brand in the eyes
of existing policyholders in order to
make a return. Will Bridger, partner

‘Sooner or later someone will overpay for

something and a couple of years later will realise

that’ Bill Cooper

at accountants Ernst & Young, notes
‘Run-off is purely about financials
and the vendor needs to be able to
leave something on the table for the
buyer.” The higher the price the less
profit a purchaser can make with a
subsequent greater risk to reputa-
tion. Furthermore, the auction proc-
ess can also damage relations with
other companies where bad air can

Changes to the transaction process

run off & restructuring special supplement

spill over into the live market, affect-
ing other areas of a vendor’s busi-
ness. They can also foster a bad rela-
tionship with one’s local regulator
who may feel ill-disposed towards
the prospect of policies being shipped
off to the highest bidder regardless of
who, or where, they are.

For Thresh at KPMG, despite

the higher price that auctions



Furthermore, reputation for pro-
viding a reasonable process of sale
will become more crucial should the
market take a downward turn. Word
is that buyers are becoming increas-
ingly infuriated with the prospect
of a long drawn out auction proc-
ess that may involve up to 20 or 30
bidders. As Montgomery points out:
‘Certain buyers might even consid-
er withdrawing from the process if
they saw too many people brought
in, because they say they find it

‘1 think some of the money that was chasing run-off

was naive capital which was willing to take a chance

but I think that naive capital is out now’ Nick Pearson

promise, this does not mean that the
highest bid should always win. Rath-
er that, ‘sellers are well advised to
look at the track record for complet-
ing deals, standing with regulators,
plans for business post-acquisition,
including employee retention, when
assessing the overall execution risks
attached to a given suitor.’

Largely this issue comes down
to the modus operandi of the ven-
dor involved. Those that favour a
high price are naturally going to be
drawn to an auction or those that
have already assumed a particular
run-off approach. Conversely, for
those sellers for whom reputation
is paramount, such as a major com-
pany continuing in the live-mar-
ket, the criteria can be very differ-
ent. As Julian Miller, partner with
law firm Beachcroft, points out:
‘Whether auctions are appropri-
ate depends upon the book of busi-
ness concerned, ie for a big player in
the market, reputation may be key
and therefore price is not the most
important factor. In those cases the
client would only be prepared to sell
to certain people — not to one known
to be difficult over paying claims for
example.’

immensely tough and often unpro-
ductive if there are too many peo-
ple involved. It’s money-consuming,
time-consuming and sometimes just
a bit too chaotic.’

For some of the more ‘experi-
enced’ buyers, the presence of less
regular purchasers of run-off books
can make the process slow and pain-
ful as they take time to get to grips
with the more complicated books
of business. As financial backing for
acquisitions becomes more selective
and buyers reduce in number, sellers
may be well advised to begin cater-
ing for buyers’ expectations since
given the choice many will opt for
pre-selected process of sale.

The chances that the number

Transactions

‘Money is not everything, particularly in the sphere

of solvent run-off. Reputation matters’ Clive O'Connell

of sellers will also dramatical-
ly increase following Solvency II
and, not to mention, the (possible)
break-up of major insurance com-
panies (AIG seems an appropriate

run off & restructuring special supplement
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can get but to construct the process
in such a way that by the time you
are really into exclusivity you have
removed as many legitimate reasons
as possible for people to change their
price.

For the vendor a major problem
with attracting too many bidders is
that it becomes impossible to check
the appropriateness of them all. In
such cases it is not uncommon for
potential purchasers to throw in sub-
stantial bids simply to get their foot

‘Certain buyers might even consider withdrawing

from the process if they saw too many people

brought in’ Nigel Montgomery

example) will only add to an auc-
tion-room shun by exasperated bid-
ders. For Aswari Kochar, partner at
Edwards Angell Palmer & Dodge in
London, such developments have
already begun; ‘The auction approach
is likely to get the best price return —
but now fewer people are showing
up at the auction.’

All out auction processes also may
complicate matters for sellers regard-
less of reputation. If an auction is to
include some 20 or 30 bidders, buy-
ers are not going to conduct any
expensive due diligence into the
books up for sale with such a low
chance of success. Inevitably, failure
to get a good handle on complicat-
ed books increases the potential for
deal-breaking price changes further
down the line as previously unseen
aspects of the purchase are suddenly
exposed.

From the perspective of the seller
then it is perhaps simpler in the long-
run to only select those buyers who
are known to have a good under-
standing of the book so as to reduce
any surprises in the closing stages
of a deal. For Sidley Austin’s Mont-
gomery, ‘the skill to selling is not
simply about how much money one

run off & restructuring special supplement

in the door, but without the requi-
site financial backing needed to see
out a deal — in other words, execu-
tion risk. Having skimmed off the
top bids then one faces the possibil-
ity that some, or all, may not be able
to make the purchase in the end.

With pre-selection, however, sell-
ers have the opportunity both to
ensure that potential bidders both
have an understanding of the book
they intend to purchase and that
they have enough financial backing
to make the purchase when it comes
to it.

Says Taylor at Lovells: ‘The more
“pre-invitation” due diligence that

may find themselves having to go
back, on hands and knees, to pre-
vious offers from bidders who may
feel a bit sore from having been put
through such an exhaustive process.
Consequently, these second choice
offers may be considerably lower
than the auction might have prom-
ised. Such an outcome would negate
the advantages of taking the auction
route in the first place.

On the other hand there is an
important counter-argument. Being
a bit sore about a seller’s business
practice doesn’t make for good busi-
ness acumen in a prospective pur-
chaser. If the purchase still looks
likely to make you a profit, who
cares that you’re only second (or
third or fourth or fifth.....) choice?
As Montgomery notes: ‘Ultimately if
something is desirable, if the prob-
lem is not something to do with the
seller but with the buyer (i.e. a sale
fails because the price drops or the
buyer walks away), then there will
be people who still want to come in
without damaging the price.’

Take the recent acquisition of
Quanta by Bermuda based group
Catalina. Although having original-
ly lost out to a higher bid by Enstar,
when Enstar withdrew from the pur-
chase at a late stage, Catalina happily
returned to the process and bought
Quanta. Hungry purchasers mean
that sellers can essentially dictate the
terms of the process of a sale without
fear that the inconvenience to buy-
ers of a drawn out auction, or the

‘The auction approach is likely to get the best price

return - but now fewer people are showing up at

the auction’ Aswari Kochar

a seller can conduct on the aspira-
tions, capabilities, and track record
of the potential bidders, the more
focused and more successtul the sale
process will be.” Otherwise, vendors

‘bad’ purchasers it might attract, will
ultimately affect the price they get.
In the end, auctions have both
pros and cons, largely weighed out
in price versus reputation. What the



When to contact the regulator

The FSA has well established procedures for interacting with and
determining such transactions. Firstly in accordance with Principle
11, Relations with Regulators; selling firms are required to inform
the FSA of their intentions at an early stage. In most cases the FSA
will require the firm to produce an Individual Capital Assessment
(ICA) predicated on the position at the point of sale. All companies
including run-off companies are required to have an up-to-date
ICA at all times. Therefore firms will need to consider if any amend-
ments are required based upon the structure of the disposal, for
example intra group transactions and guarantees. For London
Market companies the FSA will want to know about the ongo-
ing status of any market guarantees such as those provided to
the Institute of London Underwriters. Generally (except in stressed
circumstances) the FSA will only allow a sale transaction if the firm
has sufficient capital to run-off its liabilities to extinction in most
stressed scenarios. Therefore consideration of capital adequacy is
generally the most important issue for the FSA in such proposed
transactions and selling firms are advised to reach an understand-
ing with the FSA at an early stage in the process.

In respect of the sale negotiations process the FSA has little inter-
est in this per se and has no view on how this is organised or con-
ducted. The FSA does not consider it efficient nor does it have the
resource to engage with all prospective buyers. Normally the FSA
would only seek to engage when a preferred buyer was identified.

Prospective buyers (new controllers in FSA speak) will be required
to be approved by the FSA in accordance with Part 12 of FSMA;
specifically in section 186 the approval requirements are that—

1. The acquirer is a fit and proper person to have the control over
the authorised person that he has or would have if he acquired the
control in question; and

2. The interests of consumers would not be threatened by the
acquirer’s control or by his acquiring that control.

In addition and in order to exercise the FSA’s judgement, potential
new controllers are usually required to submit a Scheme of Opera-
tions (So0) in accordance with the Supervision Manual Appendix
2. The SoQ is a financial and operating plan usually to include an
ICA. The SoO must demonstrate that the firm will meet Threshold
Conditions particularly adequate resources. Adequate resources
are both financial and operational.

Transactions

current state of the market gives ven-
dors is the option to choose either
way without too much repercussion.
However, in a marketplace where
sellers outweigh buyers and sell-
ing becomes an imperative (due to
either Solvency II or the break-up of
companies brought on by the global
financial situation) this simply isn’t
going to be the case. In this, very
possibly emerging, scenario vendors’
concerns over price or reputation
will play second fiddle to the neces-
sity of making a sale (see Changes to
the transaction process p.9).

Deal or no deal

Opinion differs over what are the
most common causes for ending
a potential transaction in the final
stages of a deal. Lovells’ Taylor lists
‘price; release or replacement of
parental guarantees; lack of trans-
parency of portfolio composition or
performance; intricacy of relation-
ships with affiliates and pool mem-
bers; sale warranties; financiers” lack
of focus until too late in the game;
regulatory reaction to structure
and/or purchaser solvency; juris-
dictional uncertainties; and (with
modern portfolios) change of con-
trol clauses.” Similarly, Adams at
Deloittes says: ‘Price, first of all, but
also warranties, not getting a clean-
break (for the seller) and regulatory
approval.’

Not surprisingly price appears top
of the list for most people involved
in acquisitions. For Montgomery,
‘price is a deal breaker, and has been
on a number of occasions because a
seller’'s expectation — their thresh-
old “willingness to sell” price —is on
occasion just greater than those in
the market who are buying are will-
ing to pay.’

Naturally, from this perspective
price as a deal-breaker is tied into
the supply and demand for books
of business and, as it stands, the
expectations of sellers are increas-
ingly being met. For some, howev-
er, price shouldn’t really damage the
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if a sale is conducted properly a price
should have always been agreed prior
to the last stage. Nevertheless, the
final stage due diligence can throw
up some unhealthy revelations
about the quality of the books being
bought that can result in some pur-
chasers withdrawing altogether. Says
Freshfields” Golding: ‘There are rela-
tively few last-minute deal-breakers
in this market because normally the
buyers have done their homework
early on and there shouldn’t be any
major surprises. In situations where

‘The more ‘pre-invitation’ due diligence that a

seller can conduct ....the more focused and more

successful the sale process will be’ Peter Taylor

finalisation of a deal. According to
Ernst & Young’s Bridger, ‘By the
time you’ve got to the last round,
you shouldn’t be wrangling over
price.” He continues: ‘Deal breakers
have two principal drivers: the rein-
surance asset — you have got to be
comfortable that you can collect on
that at par value rather than at a dis-
counted rate, and the claims reserve
— assuming that your claims reserve
is adequate to pay the claims includ-
ing the IBNR you should be able to
run the business off and release the
capital. If you get those two drivers
right then the price drops out the
bottom and is driven by the buyer’s
funding structure and the required
rate of return.” Bridger also stresses
that to avoid deal-breakers over cost,
sellers ‘need to know at what point
and what price the various bidders
will make their return. How are they
going to structure the deal? Then
run the cash flow numbers both on
a normal pattern of run-off and on
an accelerated scheme run-off — ask
what their likely return is going to
need to be and therefore what their
price is likely to be.’

Of course, most would agree that
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the buyer takes the drains up and
finds something unexpected, they
could say that they are no longer
interested.” For some this highlights
the tendency of auctions to increase
the potential for deal-breakers. Since
it is unrealistic for purchasers to con-
duct any expensive due diligence
without first securing a good chance
of success, such last minute discov-
eries can provide legitimate grounds
to pull out or lower the price. On
the other hand, the kind of money
generated by a bidding war perhaps

does not necessitate a complete with-
drawal. As Golding tentatively adds;
‘it is more likely to result in a discus-
sion on price.” In some cases, refer-
ring to unhealthy aspects of a book
late in the game may be a tactical
move by a buyer to reduce the price
rather than a genuinely worrying
and surprising discovery. The extent
to which the discovery of some-
thing wrong with a book might turn
into a deal-breaker depends on just
what exactly is wrong. As Carter at
Charles Russell points out: ‘When it
comes to finding something wrong,
whether that makes a buyer pull out
of a deal depends on how wrong it is;
does it require further negotiation or
does it make any potential deal fun-
damentally unattractive?’

Aside from price, such discov-
eries may also force the issue of
a ‘clean-break’ to the negotiating

‘Normally the buyers have done their homework

early on and there shouldn’t be any major

surprises’ Neil Golding

balances out the increased execution
risks.

In any event deal-breakers are
a natural risk of any potential sale
regardless of the process by which
it is operated. Furthermore, the dis-
covery of a few bad apples in a book

table. Says Montgomery: ‘I've seen
several where the solution that the
seller wants is an outright disposal,
and I've known purchasers propose
solutions which would be things that
could be done, or perhaps in their
view should be done, in situ before a



Aside from the seller and the pur-
chaser though, regulators have occa-
sion to bring a transaction to a swift
end. Once a buyer has agreed a cost at
which they have forecast an accepta-
ble risk against profit, demands from
the regulator for a higher claims
reserve can throw those calculations
into disarray, ultimately forcing a
buyer to renegotiate or withdraw.

Naturally this depends on the char-
acter of the host nation’s regulators.
Says Montgomery, ‘the FSA is good at

‘When it comes to finding something wrong,

whether that makes a buyer pull out of a deal

depends on how wrong it is’ Stephen Carter

transfer — or hand in hand with the
proposed buyer in a slightly differ-
ent transaction than an outright
sale purchase. The seller wants a
clean break and the purchaser might
say “well do you know there are a
number of things which would be
really quite helpful if you did before
I took over — I'm happy to do them
with you, but they are better done
in your reorganisation or under your
jurisdiction, before we do anything
else”.’

However, Golding comments: ‘If
for the vendor the sale is on a non-
negotiable clean break basis then
they will have made that clear from
the outset. Alternatively, the ven-
dor may offer to retain some ele-
ment of residual risk in order to
facilitate the deal.” From this per-
spective clean breaks should not be
a major deal-breaker as the terms of

listening and very helpful in the run-
off field, encouraging discussion, but
there may be some countries where
that isn’t the same.” Thresh adds ‘I
remain fearful, for example that the
environment in the US, particularly
regulators that are not used to see-
ing run-off mergers and acquisitions,

‘1 remain fearful that the environment in the US ......

may frustrate some deals and slow down progress

in the development of that market’ Charles Thresh

the sale should be explicit from the
beginning.

may frustrate some deals and slow
down progress in the development

Transactions

of that market.’

On the other hand most prob-
lems can be overcome by the buyer
approaching the regulator at an
early stage, as O’Connell at Barlow
Lyde & Gilbert stresses: ‘The sooner
the regulators are involved the soon-
er regulatory issues can be identified
and resolved.” In short, any potential
deal breakers involving the regulator
should have been addressed before-
hand by both vendor and buyer, the
general premise being ‘sooner rather
than later’ (see When to contact the
regulator p.12).

Buyer beware?

The current buyers of run-off books
vary considerably in their struc-
ture, their financial backing and, of
course their business strategy when
it comes to acquisitions. Of the large
‘industrial’ buyers for example,
Berkshire Hathaway has no need for
external capital and little interest in
accelerated run-offs and along with
Enstar, Randall & Quilter and Tawa,
has access to public equity markets
(see figures 2 and 3 on pages 16 and
18). Other buyers choose to turn to
hedge funds, private equity markets
or investment banks and some to
private investors or parent compa-
nies for extra backing.

Equally some buyers opt to retain
the full risk of the purchase post-ac-
quisition and some choose to rein-
sure a large percentage out. Again,
some companies are able to service
the run-off themselves and build
platforms for consolidation and oth-
ers are purely capital providers who
are keen to accelerate the run-off
through a scheme as soon as they
have bought it. But to what extent
will the buyer landscape change with
the current climate of credit crunch
and market turbulence?

As we go to press there are very
real concerns being expressed as to
the viability of some of the purchase
deals — in terms of value for money
for the buyer; whether the backers
will be there when it’s time to sign
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o
Broad range of sources of capital
||
Insurance Company Private Investors / Hedge Funds/ Public Equity
Parent Family Offices Private Equity/ Markets
Investment Banks
Chiltington

o Randall
Wasa Whittington RIT.C & Quilter
Berkshire
Compre JPM Bear Stearns Hathaway

Figure 2 - Source, Hines Associates Ltd

on the dotted line and if so whether
the returns they are expecting will
be there at the end. A couple of deals
which were announced as being
‘done’ three months ago are still to
actually close.

According to market sources, most
deals normally close within 60 days,
and any longer than that usually
indicates issues. For example, that
people who have put in very high
bids might find in due diligence that
their bid was a little high and are try-
ing to renegotiate them or that when
it came to the funding it’s a bit more
of a struggle than thought or that the
rate getting charged by the bankers
has significantly increased — even
over that short time.

Philip Holden, managing director
of LCL Group, for one, is a buyer
who is convinced that this current
buying market won’t last and is
moving against the vendor: ‘I think
that all this money piled in on the
basis of it being easy to make money
out of run-off. It’s not easy to make
money out of run-off because so
many things can go wrong. I think
the market is moving against the
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vendor because of a) capital pressure
and b) too much expectation by ven-
dors. To be honest there are lots of
bargains out there — you don’t actu-
ally need to overpay.’

Although LCL Group has entered
recent auctions, Holden says: ‘We’ve
bid sensible prices where we think
we can make money. And if we've
lost in an auction it’s either because
we got our pricing wrong or because
somebody is paying too much.’

He adds: ‘If you've priced the
deal wrongly in the first place then
you're already starting from 20 yards
behind the start line and trying to
catch up. The question is when eve-
ryone’s caught the plague from this
latest activity where is that capital
going to go next?’

According to Gilles Erulin, CEO
of Tawa, the current financial envi-
ronment is definitely affecting the
sales of run-off:

‘There is new money coming into
the run-off acquisition market prob-
ably from investors with that idea at
the back of their minds that they can
somehow buy a very highly lever-
aged balance sheet with only a small

piece of equity investment.

‘What I would say is that it seems
that the liquidity crisis is starting to
reach all areas of the industry and
that today, some transactions that
have been structured with borrowed
money or even new money from
shareholders may prove to be diffi-
cult to close.’

Erulin believes that what he sees
as the necessary returns on deals are
getting harder to structure: ‘Just as
in all M&A markets there is a very
real squeeze on cash at the moment
— but even companies with cash are
still trying to put some leverage on
the deals because without it, the
return being looked for — 20 per cent
and above —is much more difficult to
achieve. If you cannot get leverage
from your bank, then you are look-
ing at investing your own equity for
a return probably as low as 15 per
cent over five years, which is unsat-
isfactory in light of the risk profile of
these transactions.”

However he stresses that ‘The
quality of underlying insurance run-
off business has not changed, so pro-
vided you can manage it profession-



ally, with proper management skills,
which is probably the biggest chal-
lenge these days, you can probably
still achieve the target 20 per cent
return.’

‘If we’ve lost in an auction it’s either
because we’ve got our pricing wrong
- or because somebody is paying too
much’ Philip Holden

Holden feels the buying criteria is
changing: ‘All the deals we’ve done
are with people we know and so have
been driven by personal contact.
Increasingly it has been about price
when silly money was coming into
the market. Now we are turning to a
different criteria for doing the deal —
will people do what they say they’ll
do and will they have the money
and do the job properly not embar-
rass you or your policyholders?’

And Erulin admits his view of the
market has shifted a little: “Up until
a few months ago I would have said
that in our business the issue wasn’t
about money it was about having
the right people. This has slightly
changed and I would now say the
issue is about finding the right deal,
having the right people to manage
it but also having the right financial
backing.’

Not only is strong sharehold-
er backing important, but also the
attitude of those shareholders says
Andrew Brannon, chairman of LCL
Group. ‘When Charles Taylor Con-
sultingboughtinto us,” says Brannon,
‘they made it clear that the upside of
our deals was the icing on the cake;
nothing beyond the fee stream is
ever factored in and so we haven't
gone out on a limb to buy things we
can’t afford. So we are looking at life
business, motor, smaller deals that
no-one else is interested in, every-
thing round the edges. And we're
not risking the bank every time we

LCL pulls together
excellence,
expertise
and
professionalism.

At LCL teamwork really matters.

We have produced and continue to deliver
some of the most sophisticated new ideas and
solutions in the run-off and professional services
arenas. We also provide the highest quality
service because we recognise that innovation
means nothing without the teamwork that stems
from a lasting relationship with our clients,

So, when you want to team up with a world
class organisation delivering effective solutions call
Philip Holden or Andrew Brannon.

Innovative solutions

LCL GROUP LIMITED

Contact Philip Holdan or Andrew Brannon
T +44 (0)20 7398 5600
F: +44 (0120 7623 4352
E: enguines@icl-group.com W www.lchgroup.com
LCL Group Limited is a division of
Charles Taylor Consulting pic
Cornhill House, 32 Cornhill, Londan EC3V 356G
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Figure 3 - Source, Hines Associates Ltd

do a deal.’

LCL does however sometimes have
to look for extra backing. Says Bran-
non: ‘We are looking at a large life
book at the moment and are look-
ing for extra capital from a range of
providers. If a transaction works for
us then it will work for them; the
trouble is that for some of the deals
that are being done they wouldn't
be fundable on normal commercial
banking terms. When you are pay-
ing an increase against asset value
you have go to hedge funds who
want 15 per cent in three years. You
can convince yourself, and do a good
job of convincing them, of the 15 per
cent returns — promises that in three
years time are all remembered by
them and forgotten by you. We just
want to steer clear of all that.”

As far as new run-off books becom-
ing available are concerned Erulin is
looking across the Atlantic for busi-
ness in the future: ‘The London mar-
ket is getting a bit dry and generally
slowing down and we are finding
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the US market more promising. We
understand the NAIC has done a lot
of work to become more familiar
with the run-off professional man-
agement model and over the last
two years we have seen a real evolu-
tion in the approach of US insurance
regulators. We have dealt with five
different State regulators recently
and we find that their approach is
very professional and there is much
less of the bias which we may have
seen before.’

Philip Grant, chairman of ARC and
Ambant, feels a change is on its way:
‘Vendor appetite willincrease because
the cost of external capital is so high
that they will need to release it off
the balance sheet; the conundrum of
course is that because of tight capital
it may force the buyer market to look
at other ways of financing deals and
avoid the prohibitive lender market
rates. Maybe the best way to finance
these transactions will be through
reinsurance. Reinsurers are interest-
ed in the run-off market while their

traditional market is slow — and that
is looking to be the case for the fore-
seeable future. Alternatively it also
helps considerably if you have got a
market listing and can raise finance
that way.’

Grant is firmly convinced that
many more run-off books of busi-
ness are going to be up for sale — par-
ticularly from European insurers: ‘I
believe Solvency II is a key driver
towards greater examination of bal-
ance sheets to find those areas where
capital is under used - with discon-
tinued business portfolios being
obvious candidates,” he stresses.

Moreover, given the way Solvency
IT will treat risk factors such as pre-
mium risk, it is not inconceivable
that portfolios of technically prof-
itable live business will be either
closed down or disposed of to run-
off acquirers in order to free up sol-
vency capital - for run-off to be the
driver of strategy rather than its
consequence would be a fascinating
‘volte-face,” Grant muses.



