mergers & acquisitions

ACQUISITION FINANCING

Acquisition Financing - Companies are finding that in the 1990’s it is much more

difficult to convince banks to finance acquisitions than it was in the 1980’s. What

caused the apparent loss of lending appetite? A

a /’y ke < . combination of greater scrutiny by regulatory

> ., % agencies, the competitive pressures of eroding

o market share and margins, and substantial credit

o | -loan losses have forced banks to concentrate on
: preserving their capital and minimizing risk.

| Tougher lending standards are now the norm.
' Deals are being made, but today are being
evaluated in a much harsher light than in the
recent past. Banks have returned to basics - that
is, to a large degree, to lending as it was before
the days of the highly leveraged transactions.

Banks react to the current environment by
examining loan requests more closely and
structuring proposals more conservatively. Credit
quality, which has always been the most important lending consideration, is
carefully evaluated at all levels within an institution. To minimize their exposure
to risk, banks are now attempting to increase collateral, make covenants more
restrictive, obtain personal and/or parent-company guarantees, and shorten the
time term of loans. In addition, banks attempt to syndicate many credits by
selling off a substantial portion of a loan to other banks - thus further minimizing
their risk exposure in any given credit period. A banking community’s
aggressiveness in minimizing its exposure to risk has made the financing process
more difficult.

In order to be successful in securing financing for an acquisition, a company
should take a pro-active approach to facilitate the financing process. If the
company makes its banker’s job easier, it will ultimately make its own job easier.

The process begins with communication. Keeping the banker apprised of its
intentions to make an acquisition will help a company expedite the process.
Before beginning an acquisition search, you should discuss the company’s
strategy with your banker. The banker will then be able to indicate the bank’s
financing parameters which is extremely useful information that can help to
determine the price you pay for a company.

The first step in obtaining financing is to prepare a plan that emphasizes the
company’s key strengths and highlights the strategic elements of the acquisition.
It should also address the operational financial elements of the transaction. A
plan provides a banker with a road map; it will be a valuable tool in the credit-
review process with key credit decision-makers (often unknown to the company’s
management) to determine whether to provide funding.

In addition, a contingency plan that addresses a worst case scenario and
demonstrates protection for the bank will greatly enhance the bank’s comfort
level and your chance of getting the financing. It is important to keep options
open; your company’s current banker may not be the appropriate financing
source, because of size limitations or lack of expertise.

Commercial banks offer a wide variety of loan products. However, virtually every
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editorial - pc turnaround slow to impact bottom line

With their voices still largely united
around the battle cry “we won’t write
underpriced commercial business,”
property-casualty
insurance company
executives seemed
a bit more battle-
worn in the
statements they
released with their
second-quarter
results.

A. W. Ahern, CEO and Founder
of Ahern & Associates, with
daughter, Megan.

While commercial insurers were still
talking about turnarounds, bottom-line
improvements are going to take some
time, executives acknowledged.

And the casualties of war continue to
surface in the third quarter as insurers
like The St. Paul Cos. which announced
1,000 job cuts, struggle to increase
efficiency.

“These efforts are not taken lightly and
are not optional,” said Douglas
Leatherdale, chairman and chief
executive officer, explaining that the cuts
which will save $100 million by 2000,
were not associated with a pending sale
of St. Paul’s personal lines business to
MetLife Auto & Home. That sale will cut
500-600 jobs and another $50 million in
expenses, St. Paul said.

Personal lines insurers also felt the
pressures of competition, with declines
in net income showing up among the
second quarter’s results of several
carriers.

In both personal and commercial lines,
most companies reported improved
premium growth rates, with 15 of the 21
insurers tracked by National Underwriter
showing individual quarter-over-quarter
growth rates exceeding the industry’s
sorry 1.4 percent overall mark of all of
1998.

Standing out as exceptions were
California worker’s compensation
insurers Argonaut Group, Inc. of Los
Angeles and Zenith National Insurance
Corp. of Woodland Hills, with double-
digit declines in written premiums.

While much of Zenith’s decline came
from its March 31% sale of CalFarm
Insurance, premiums for Zenith’s
workers’ comp book still slumped 10.5
percent.

Also showing a double-digit premium
drop was Midwestern personal auto and
specialty lines insurer American
Financial of Cincinnati, which reported a
15 percent drop in personal line
premiums - attributing the result to
“continuing strong price competition in
the private passenger automobile
market.”

Among the 21 insurers tracked by
National Underwriter in the quarter, only
Zenith and New York-based Reliance
Group reported bottom-line losses. But
for the group overall, declines in net
income nearly matched increases. Ten
moved up and 11 down.

Reliance reported a $156.9 million loss
at the bottom of a roadmap of an
earnings report that included income
items related to tax issues and payments
to reinsurers , but largely attributed the
loss to a previously announced reserve
charge that came in at nearly $150
million after taxes ($227 million pre-tax).

Zenith’s problems came not only from its
workers’ comp operations, but also from
continued development of 1998
catastrophe losses in its re-insurance
operation.

By and large, earnings were lower than
expected, said Michael Lewis, head of
insurance research for Warburg Dillon
Read in New York. “This was supposed
to be an easy quarter,” he said, noting
that last year’s results were plagued by
significant catastrophe losses.

Insurers are expected to pay out $3.25
billion in catastrophe-related losses for
second-quarter 1999, compared to $4.5
billion for second-quarter 1998,
according to the Property Claims
Services unit of the Insurance Services
Office, Inc. in New York.

American Financial and Cincinnati

Financial both reported significant leaps
in operating earnings (67 and 87
percent, respectively) as underwriting
results benefitted from lower
catastrophe losses. On the other hand,
“an unusually high number of non-
weather claims” contributed to an 8.6
percent decline in operating earnings
for Seattle-based SAFECO Corp.

Combined ratios improved for only
seven of the 19 companies that reported
them in earning statements received by
National Underwriter.

At Chubb Corp. in Warren, N.J., the
second-quarter combined ratio was 100.3
— the same as last year — and premiums
were flat overall.

“While we have solid evidence that we
have begun reversing the effects of the
12-year price war, it will be mid-2000
before the benefits of [our] actions
significantly flow to the bottom line,”
said Dean O’Hare, Chubb’s chairman
and chief executive officer.

“Given the moderate magnitude of rate
increases in the early stages of the re-
pricing program, it will take at least two
renewal cycles to adequately re-price the
entire standard commercial book, and
during that time we will continue to have
losses from non-renewed policies,” he
added.

“We are hoping to see more benefit from
disciplined underwriting and expense
initiatives,” Mr. Lewis said, commenting
on the commercial lines side of the
earnings equation for the industry
generally. “The pace of price
improvements was somewhat slower than
expected.”

But Mr. Lewis listed personal lines
insurers Allstate of Northbrook, Ill. and
Progressive of Mayfield Village, Ohio as
the “biggest surprises” of the quarter,
noting that both companies missed
bottom-line numbers that analysts were
expecting.

“Some companies had somewhat more
weather [claims] than anticipated,” he
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