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ABSTRACT :

Prior to the Tax Reform Act of 1986, federal taxes did not have
sligniflicant Impact In cash fiow valuation models - the advent of the
new [aw has made taxation a key factor (n (ndustry‘’s future. Also,
certain attributes of the TRA of 1986 create large tax credits or
debits that should be vailued In a merger or acquisition decislon.
Finally, certain other attributes which are temporary In nature
present special cases over the next five to ten year that must be
separately analyzed.

The method of acquiring a company can dramaticalfy affect the value of
the aforementioned Items.
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1986 TAX REFORM ACT AND VALUATION

Tradltionally, valuation techniques have accounted for tax by applying the
appropriate tax rate to the various inhcome statement items. The TRA of
1986 has brought the balance shest into the tax plcture requiring a more
sophlisticated treatment of tax [n valuation models. This paper |Is

dedicated to the following flive areas:

- Briefly discuss general valuation principies.

- Outline what major changes the Tax Reform Act of 1986 has brought to

the valuation of mergers and acquisitions.

- Introduce a simplified valuation model which can be used to Isolate

tax impacts.

- Discuss the Iissues which must be addressed to maximlize after-tax

Income as the buyer or seller of a oproperty-casualty Insurance

company .

- Review the effects of various types of mergers and acquisitions in

the face of TRA 886.
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Here we should emphasize that this paper presupposes a basic Knowledge of

the major features of the tax code under the Tax Reform Act of 1986. !

1 For more background, see Gleeson, O.M. and Lenrow, G.|. *Analysis of the
impact of the Tax Reform Act on Property/Casuaity Industry. 1987 CAS

Discussion Papers, PP. 119-190.
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VALUATION - GENERAL

Vatuation of a firm consists of msasuring the {ncrease in shareholider

wealth derived from its ownership. Such valuation Inciudes:

1. Direct income genserated by the firm.

2. Iindirect income generated from other operations as a result of

ownership. (synergy)

3. Non-economic income, such as prestige, reduction of risk or polltical

expedience.

Actuarial valuation is Ilimited to the first two of these areas or the
Economic valuation of operations. Income, for the purposes of valuation,
is not the same as income In an accounting sense. Accountants recognize
Income as It becomes “reasonably certaln®. From a valuation standpoint
Income s recognized only when it |Is available for withdrawal from the
firmor free to be applied to other operations. In the valuation of
Insurance operations there can bs a significant amount of Accounting
Income that is not free for other uses. To allow for this the term “cash
fiow" is used to indicate the income which is free to be withdrawn from

the firm or used to finance other writings within the firm.
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MAJOR EFFECTS OF TRA 86 ON VALUATION

The first challenge Is to Identify those effects of the new tax law which
significantly impact the value of a property-casualty insurance company.
We have categorized these changes as Items that affect the value of:

- Past Business

- Existing Business

- Future Business
A. Past Business

1. Loss Reserve Discounting - The loss and loss adjustment expense

reserves on the balance sheet of a property-casualty insurance

company have been dlscounted on the tax books as of December 31

of the prior year. This "embedded discount" will be

released

over the life of the reserves, generating tax credits (l.e. a

tax asset). The size of this tax asset on a present value basis

depends on:

Line(s) of Business

Whether industry or company generated discount factors are

to be used.

. Speed of loss payout

Adequacy/Redundancy of reserves
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Use of Relnsurance and International llnes of Schedule O

versus splltting back by line of buslness.2

Method of acquisition of Target company

Election to gross-up for Statutory Workers Compensation

discounts. 3

2. Recapture of 20X of the December 31, 1986 Unearned Premlum
Reserve (Transitlonal) - Under 1986 TRA, twenty percent of the
year end 1986 unearned premium reserve (UPR) must be brought in
as Income ratably over six years. Therefore, three and
one~third percent of the year end 1986 UPR of a property
casualty insurance company must be added to taxabie Income In
the years 1987 - 1992. The size of thils tax liabitlty will
decrease over time wuntil January 1, 1993 when (t disappears
altogether. wWe characterize this in the model as a

"transitional” item. The size of this tax I|labllity hinges on:

Recent changes In the NAIC Blank have affected this item.

3 Thls can be a major factor In the tax Impact, The complexitites

Involved make a discussion of this ltem beyond the scope of this paper.
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The year end 1986 UPR of the target company

The year of acquisition.

After 1992, this item should be removed from any model.

Exemption from the Proration Provision (Transltional) -~ The

change in tax law includes Indirectly as taxable income 15% of

the Income generated from certaln tax-exempt Instruments
purchased on or after August B8, 1986. Al tax-exempts
Ingstruments purchased before that date are still fully tax-free,

under the "grandfather" clause. This comparative tax savings on
grandfathered income generates tax savings (l.e. tax asset),
which will decrease on a nominal basis over time, as more of the
grandfathered tax-exempts mature or roiil over under the Ilaw.
For this reason, prorationing Is also considered transitional in
our model. The size of this tax asset on a present value baslis

var les based on:

Age distribution of tax-exempts of the company.

Current tax-exempt yleld.

Method of acquisition of target company.

223



If the assets of the target company are purchased (or deemed
purchased) during the acquisition, then ali of the tax-sxempt
Instruments are non-grandfatherable to the acquiring company.
For this reason this batance sheet item Is highly sensitive to

the method of acquisition,

Existing Business

For purposes of this paper "Existing Business" Is exposure which the

company has committed to and is cancellable only at the option of the

insured. The value of the business Iin-force Is measured as the

profitability of the unearned premium reserve (UPR). The valus In

the UPR can be expressed as:

1. Pre-tax profitablility of UPR =

Expense Commission Premium Front Loaded

UPR x [(1-ELR)- (Ratlo -~ Ratio - Tax Ratio- Expense Ratio)]
or
Comb I ned Deferred Acquistion
UPR x [1~ Ratio + Cost Ratio ]

On a statutory basis the profit in the UPR is enhanced by the
pre-expensed Commission and Tax, as well as certaln front loaded
expenses. One estimate of front loaded expenses Is 50X of Other
Acqulisition and General Expenses, which |s what we have used In

our model .
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Tax-on Profit in UPR - the tax ilabillty (or asset If UPR s
thought to be unprofitable) Is equal to 34% of the Pre-tax

Profitabillty of UPR.

Accretton of UPR offset - under the Tax Reform Act of 1986,
twenty percent of the change in UPR since year end 1986 |Is
includable as taxable income under the revenue offset provision.
wWhen the UPR Is run off, this offset accretes, generating a tax
credit In the subsequent year after acqulslition. The present

value of this tax asset depends upon:

- Slze of changes in UPR since year-end 1986

- Year of Acquisition of target.

This tax asset can be significant. However, one should
recognize that this tax cradlt generated from the existing UPR
will be mitigated by the remalnder of the recapture provision
stated earlier, and the continuing revenus offset arising In

future years.

Discounting of Loss Reserves Generated from UPR - As the premium
In the UPR becomes sarned, losses are Incurred and hence,
reserves are generated. As these new reserves are put on the
books, they must be discounted for tax purposes. These reserves
fall only in the current accldent year. This Inttlal
discounting (and subsequent accretion) is a tax liability for
the acquiring company. The size of the tax lilabliity on a

presant value basis varles bassd on:
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Lines of Business

Industry or company factors

Speed of loss payment pattern

Loss ratio in UPR

Mid-term treasury bill rate

Future Busliness - Tax ramifications are also Important when
estimating the value of anticipated future business. Loss reserves
must be discounted, UPR offset by twenty percent and all of the new
tax~-free |Investments purchased will have fifteen percent of their
Income taxed. All of these amounts must be added to the valuation

methods.

We have identlifled the major effects of the Tax Reform Act of 1986 on
the valuatlion of property-casualty Insurance companies. Also, these
tax effects have been categorized into balance sheet items affecting
past business, Items affecting existing business and items affecting

future business.
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A SIMPLE VALUATION MODEL (APPENDIX 11)

To facilitate the analysis of taxation on the values of a company we will
introduce a Cash Flow based valuation mode!. Cash Flow valuation assumes

that the value of the firm can be expressed as:

where: V = the present value of the firm to the purchaser or seller

Cf = the cash Immedlately avallable Iin the form of "excess
surplus" or the market value of assets which wili be

llquidated.

Cfn = the cash available at time n.

V' = the discount factor for cash available at time n.
Discount factors shouid reflect the riskiness of future
cash flows and need not use a constant discount rate. For

simplicity a constant discount rate Is assumed here.

Since for a glven set of "v* factors the vaiue of the firm Is a |Ilnear
function of cash flows the value can be expressed as the sum of present
values generated by varlious aspects of the business. By decomposing the
vafue in this way we wil{ analyze the specific fmpacts of the TRA 86

provisions.
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As dlscussed above, the value wiil be anaiyzed by componsnt:

1. Value of Past Business - This Includes the value of cash flow from

existing loss reserves and balance sheet assets.

2. Value of Existing Buslness - This includes the cash flow generated by
business the firm Is committed to Insure either through multi-year

contracts, guaranteed renewal provisions or unearned premiums.

3. Vailue of Future Business -~ This Includes the cash flow that Is

expected from future writings.

VALUE OF PAST BUSINESS

Previously earned premiums have released underwriting profit to the owners
of the flrm. As part of the valuatlon process loss and LAE reserves are
restated to adequate levels. Any adjustment to reserve levels would be
raflected as a cash flow In Cfo after adjustment for income tax. The
balance of the value of previously esarned premiums Is In the cash flows
from investment income and taxes which wlil arise during the runoff of

reserves.

Starting with an assumed payout pattern for acclident year reserves,

unpaid loss reserves as a percentage of ultimate are estimated.

This data is derived for 1985 Industry GL from Best’'s Aggregates and
Averages 1986 and the payout formula prescribed by the Treasury
Department. Actual expected payout patterns should be used for
valuation. 238




The loss reserves wlll generate Investment Iincome (here a 6% after tax
yleld s assumed and applled to the average reserve level during each
year). Future investment income Is then discounted (throughout this paper
a constant 15% discount rate is used). The result, shown In columns (e) &
(f) of Appendix Ii{, Exhibit | 1Is that each doliar of new (adequate)
reserve generates 18.15 cents of after tax value from Investments. This
same 18.15% would be the discount which would be required in a Iloss
portfollo reinsurance transaction before profit, risk charge over the 15%

discount and taxes.

Continuing on Exhibit | of Appendix |1, columns (g) through (m) develop
the “"tax assat" Imbedded In the reserves. For tax purposes the reserves
are discounted at the end of the accident year, with taxes calculated
Inciuding the initial discount. As shown on the "AY" row of column (h),
21.08% In dliscount is added to the taxable income resuiting Iin 7.17X
(column (k)) In taxes (both as a percent of loss and LAE reserves). In
subsequent years the Initial discount is unraveled reducing taxable
income. Therefore, each dollar of new {osses has 2.79 cents of net

present vaiue future taxes assocliated as a result of discounting.

At the end of the first year and all subsequent years reserve discounting
for tax purposes resuits in a tax asset since the unraveiing (or
accretion) of the discount reduces taxes. For example, the tax asset |Is
4.94 cents per dollar of current year reserves (column (m) of "AY" |lne).
As dlscussed previously, this asset is dependent on the discount factors

used for tax purposes, actual loss payouts and other factors.
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VALUATION OF EXISTING BUSINESS

For purposes of this paper "existing business" is business the firm |Is
committed to write. This would incliude multi-year policlies and long term
agreements. For the most Property Casualty Insurers the oniy commitment

Is for exposure related to unearned premiums.

As premlums are earned they generate expenses, underwriting profit or loss
reserves. The «cash flow Iimpact for the flrst two (tems |I|s falrly
straightforward with the valuation of expenses displayed on Exhibit il of
Appendix 1. The valuation of reserves was discussed above. The
unresolved toplc retated to the valuation of existing business centars on

the income and tax values assoclated with the earning of premiums.

Exhiblt 11! shows Pro-forma pollicy year written and earning patterns. In
this example 85% of the premiums are booked during the policy year. In
addition, 15% Ils booked as audits during the subsequent year. This s
clearly not a typical booking pattern (no late reported premiums or
retros) but It will Iljustrate the concepts Invoived. Premiums are earned
pro-rata except for audits which are earned when booked. The top half of
the exhibit examines the income and tax impact assuming all premiums are
collected when written, adjustments for actual collectlon are calculated

In the lower half of the exhibit.
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Considering ali premiums are colliected in advance, the unearned premium
reserve ls balanced by Investable assets (front Ioaded expenses are
treated separately). These assets would generate the Income shown In
column (e). The present value of that Income is calculated for the year

end points In columns (f) & (g).

The provisions of the tax {aw disailfows 20% of the change i(n unearned
premium reserve as a "revenue offset". Taxable Income Includes both
investment incoma and the revenue offset. The resuiting present value of

the revenue offset 1s shown in columns (k) and (1).

Since premiums are collected In this example over nine quarters the income
and tax impacts are reduced. Cotumn (p) shows the policy quarter
collaction pattern. Assumling even writings over the year the pollcy year
coliection pattern |s devaloped. The resulting agents balances reduce
Investment income (early coilections, In guarter zero, increase investment
income). The value and tax Impacts can then be calculated. Netting
Investment Income and taxes results In an addition to vailue of 1.57%¥ (1.92
less ,35) from after tax investment income as a percentage of the unearned
premium reserve. Additionally, the revenue offset provision creates a tax
asset, equal to 6.26% of the unearned premium. This asset would be

transferred in the reinsurance of unearned premiums.
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VALUATION OF SURPLUOS

A porifon of the assets of an insurance firm are attributable to swplus.
Whiie the surpfus is [iv an accounting sense the property of the owners,
practicafiy It is not avaifable as cash. Regulation reguires surplus to
be heid In the firm to support premiums and It most czses dividends are
restricted to a percent of Income or surplus without special permission.
The key in congidering the valus of surplus {s the timeframe of release as
“fres” cash. An analysis of Insurance economics which iz beyond the scope
of this paper suggests that it is appropriate fo maintain surpius in

relgtion to reserves by line and age.

Since the surpius Is not avaliable today It Is worth fess on an actuarial
basis than the current accounting vatue. The 1oss In value is offset by
Investment income. Since the surplus is Invested In relatively
congervative investments whiie being subjsct to the significant risk of
insurance profit or ioss the discount rate willi exceed the tnvestment

yisid on surplus. The result Is a net value of surplus Iless than the

“current vaiue”.

Exhibit 1V shows the actuarial vafue of surpius, as a percent of the
initiat reserve for an accident year. The value of the surpius assoclated
with the accident year starts at 75.7% of the nominal (contributed) vatue
(row 1 of column (h)). The loss In value of 24.3X must be offset by gains
in value from operations. By the end of the accident year 14.93X of the

Inltial surplus can be released (9.20% In surplus, §.,72X |In after tax

Investment Income.

PR3



The value of snd of year surplus Increases to 78.3% of the nomlnal amount.
Since nomlnal surplus In a given firm may exceed what |s required there
may be an additlon to Cfo l.e., dirsctiy to value for surplus In excess of

the nominal required surplus.

The actual cash fiows and required nominal surplus should reflect the
market reallties of minimum premium to surpius and maximum dividends.
Some freedom Is allowed since fres surplus can be put to other use within

the firm to avoid any dividend restriction.

VALUATION OF TRANSITIONAL ITEMS

Two aspects of the new tax law have a temporary !mpact on valuation: the
grandfathering of certain tax exempt bonds and the amortization of the

12/31/86 Unearned Premium Reserve writedown.

For municipal bonds purchased prior to August 8, 1986 there (3 no

proration provision which results In a 5.1% tax on Interest income (15% x

34X) as caiculated on Exhlbit V. Any transfer of these securitles results
in thelr re-classification and increased taxes. The value of this tax
depends on the amount of coupon Income these bonds generate, since this
portion of the Investment income is not subJect to tax unless sold. Based
on the 1986 Industry Annual Statement some $99 bitllon in municipal bonds

ware held.
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The present value of the redemption (assumed to be Par) value can be
approximatety based on the term and current (12/86) yield. The balance of
the market vaiue (s the vaiuse of coupons which Is subject to tax.
Multipiying by the tax difference results (n the market value of
grandfathering. For this set of bonds holding to maturity adds 2.7% to
the value of grandfathered bonds. While this amount may not change the
decision to purchase or sell, It should enter Into the decision on how to
structure the transaction. With respsct to a specific valuation; actual

yields, market values and maturities shouid be analyzed.

The Tax Reform Act requires the amortization of 20X of the opening 1987
UPR over flve years. This Increases future tax tliabtlity. the lower
portion of Exhibit V shows the Impact on value due to this transitional
rute. Entering the table at the current year determines the present vaiue

of future taxes for this amortization.

TOTAL VALUE

The previous discussion Introduced a series of valuation factors which

could be used to evaluate a firm. Now we wlll give an example of how this

mathod could be used In an actual valuation.
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Exhibit VI displays the valuation of Balance Sheet items for a firm equal
to one miiflonth of the property casuaity Industry’'s general llability
buslness.5 The first step Is to value the unearned premium reserve of
$7.2 thousand. Ths year end income factor from Exhibit 11! column (g)
less column (u) results In $113 in future after tax Investment Income.
The tax benefit of the revenue offset Is 6.26% of UPR or $450. The result

Is a net value of $563.

Once the premlums are -earnad they become either profit, expense or |oss
reserves. The 10ss reserves can be valued using the factors from Exhibit
| Columns (f) and (m). It is Interesting to note that the tax rate on
losses exceeds 34X because discounting accelerates taxes. For this chart
the profit in UPR Is split Into the "GAAP Profit" and Deferred Acqulsition
Cost (DAC) offset. The GAAP underwriting profit implled in the U.P.R. can
be calculated as ths loss on the book of business |If all losses and
expenses were matched over the policy perlod (In this cass -16.5%). The
DAC allowance subtracts pre-pald expenses which will be recognized on the
statutory books as premiums earned. The implied profit In the U.P.R. s
0.2% of premiums. Each of these items are cash flow In the current year
and are fuliy taxable. Using a haif-year discount factor and the 34X tax
rate (which results In a 61.55X% tax valuation factor) a $9 loss In value
results. Overall the unearned premlium has a value of $1,634 or 23X of the
balance sheet liabitity. Column (h) shows that the value from the UPR s

Increased by 18.7% as a result of the changes in the TRA.

5 The data Is for Year end 1986 derived from Best's Aggregate and

Averages - 1987, AM Best Company, Oldwick, N.J.
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The valuation of loss reserves |is done by applying the Iincome and tax
factors from Exhibit | to the (adequate) reserves by accident year. The
result is that the $34,883 In reserves add $5,657 to the firm value due to
after tax investment Income. The unraveling of the discount adds another
$1,734. There are three Interesting aspects of this calculation: 1) that
a loss portfoilo reinsurance <could cost as little as $27,495
($34,883-7,388) and 2) that foreign reinsurers which don't benefit from
the TRA would be at a price disadvantage in such transfers. 3) Domestic
rainsurers which use the “relinsurance” line of Schedule "0" would not be
able to reap the full benefit on deeper discounted i(inss (GL, Med Mal and
Comp) and wouid also be at a price disadvantage on Iloss portfolio

reinsurance of iong tail lnes.

The third balance sheet entry critical to this valuation |s surplus.
Surplus Is held at 20X of reserves so some $8,359 In surplus supports this
book. The surplus is required to support both loss and LAE reserves and
the ioss and LAE component of the unearnsd premium reserves. The total
resuiting surplus when compared with the $19,426 In written premium glves

a 2.31:1 premium to surplus ratlo for GL.

Due to the risk of writing GL the $8,359 of Invested surplus has a value
of $6,506, The $1,853 foss In value is recovered from earnings on the
balance shest ltems resulting In a gain of $7,169 ($1,834+47,388-$1,853).
Tnls would mean the net price, cash paid less funds available on transfer
(Cfo) should be $7,169 before conslideration of the value of future
business. The TRA effscts alone add $1,988 to the value of the balance

sheat.
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VALUATION OF FUTURE BUSINESS

Exhibit Vil shows the valuation of the future policy year 1987. With 8%
growth the written premium wil]l be $20,980. Assuming Increasing rate
adequacy, the 1987 accldent year contributlon from 1987 po!lcy year will
have a lower loss ratio than the unearned premlum reserve from the 1986
policy year. |f a mid year rate change (In excess of loss trends) |Is

expected the 1988 acclident ysar plece of the 1987 policy year wli! have an

even lower loss ratio, Surptus wlill be contributed In proportion to
incurred losses, In this example the same 20X factor was used to set
surplus.

The net resuit of appl!ying the valuation factors to the future business Is
that the 1987 poficy year with 112.4 combined ratio is valued at $3,508.
This |Is $350 iess than the required surplus (thus the rate tevel does not
provide an adequate (15%) return). The TRA provisions cause a $577
reduction In value dus to the accelsration of taxes. Under the
assumptlons used In this model a combined ratio of 108.8% |s needed to
provide a 15% return on GL (i.e., value at 15% discount equal to Nominai

Investment).

For valfuation of subsequent years the calculation wouid be repeated with
the resultant net gain or loss dliscounted to the present. At some point
an Increasing perpetulty would be used to aliow for the value of ™horizon

years".
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OPTIMIZING TAX ATTRIBUTES

Up to this point Iin In the paper, we have concentrated on the
fdentification and modeling of major valuation issues arlising from the
1986 Tax Reform Act. This section will talk to optimlizing tax strategy
under TRA of 1986. We will begin with a brief summary of tax attributes
resulting from various types of mergers and acquisitions. Then we witl
review what tax Items under 1986 TRA wlll be Influenced by the
re-organitzation decision and cover each In detall. Finally we will

present a few examples of thls decislon making process.

A. Types of Acqulisitionsg

Appendlx 1 displays varlous acquisition methods and whether a
particular method resuits In new or carryover tax attrlbutes.6 New
tax attributes signifies that when the entity |Is acquired, the
deprecliation method, discounting, tax basis, accounting method, etc.
may be changed, or new elections made. Carryover means that all old
tax attributes of the acquired company remain after acqulsition.
Another Important aspect of the type of acquislition is whether assets
were purchased (or deemed purchased) to faclliitate the transaction.
This information I8 also laid out In Appendix |. [t Is the Interplay
between whether tax attributes are new or carryover and whether

assots were purchased or not during acquisition that witl helip

determine an optimal strategy from a tax standpoint.

6 Source: Growth Through Acquisition Second Edition, Peat, Marwick and
Maln, 1988.
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We will] concentrate on the major new tax attributes from the 1986 TRA
namely; UPR offset provislon, December 31, 1986 recapture provisiocon,
loss reserve discounting and bringing Into income of fifteen percent
of certain post August 8, 1986 tax free instruments. Additional tax
Issues such as net operating loss carryforwards and alternative
minimum tax with regard to acquisition are beyond the scope of this
paper. Certainly they shouid be considered in the decision. Also,
It is quite possible that the method of acqulsition hinges on other
than tax purposes. Therefore the optimal tax decision Is not always

the optimai business decision.

1986 TRA Tax Attrlbutes Affected by the Method of Acquisition

The manner in which a target company is acqulred affects some of the

major tax features under the 1986 Tax Reform Act.

1. UPR Offset — the rule that 20% of the change In UPR must be
brought into income cannot be influenced by how a merger or
acquisition takes ptace. Therefore, the UPR offset provisions
should not be Incliuded In the decislon of how to acquire a

target company.

2. December 31, 1986 UPR Recapture - Until 1993, thres and one
third percent of the year ending 1986 unearned premium reserve

must be brought In as income. This Is a fixed amount and cannot

be influenced by the merger or acquisition. in cases where a.
new company Is formed this |labliity will be recognized in the
taxation of the seller, Where the company ownership s

transfered the Ilabllity Is transfered with the ownership.
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Embedded Loss Reserve Discount — is the discounting In the
existing book of Iloss reserves of the acquired company as
previousty discussed. This tax asset hinges on the company's
1987 decision whether to use Industry or the company’'s own
payout pattern to generate reserve discount factors. It also
depends upon the payout pattern of the acquired losses. 1t s
our betlief that both of these attributes can be altered based on
the method of merging or acquiring the company. The goal is to
maximize the embedded discount, thus maximizing the size of the

tax credlits generated In the future.

Future Business Loss Reserve Discounting - This 1Is the
discounting and subsequent accretlion of the discount on new
accident years’' business. The timing difference results in a
tax ilability on a present value basis. So while the same
attributes affect the discounting of future business and the
embedded discount, the total goal 1Is to maximize the net

resulting value.

Treatment of Certain Tax Free (nstruments (Proration Provislion)
- A property casualty Insurance company must reduce their loss
reserves (thus Jncreasing Income) by fiftesn percent of the
Investment Income generatad by certain tax-free Investments.
All tax-frees purchased before August 8, 1986 will be exempted
from this rule under the grandfather clause In the 1986 TRA. If
assets of the target company are purchased (or deemed purchased).
by the acquirling company, ail of the target company’'s pre-August

8, 1986 investments would be new Investments for the acquliring

company . 240



Thus the grandfather clause would no fonger apply. Therefore,
whether assets are purchased (or deemed purchased) can cause the
parent to lose the grandfathering benefit of these older

tax-frees.

Therefore, the methodology for acquiring a property casualty
Insurance company should be the method that optimizes the
affects of the tax credits in the embedded dliscount, the tax
debits on future business and the grandfathering of tax free

instruments purchased before August 8, 1986.

Discussion of Loss Ressrve Dlscounting

We have found that maximizing the tax effects of a merger or
acquisition hinges on three items: one Is the grandfather clause,
which is straight forward; either it Is applicable or It is not. The
other two Items both relate to loss reserve dlscounting. These

Issues are mors compiex and require some Indepth discussion.

1. Embedded Dlscount - As previously discussed, we should maximize
this amount. If a target company with a historically slower
than average payout pattern (cal! 1t Company A) had used

Industry factors for discounting, then the acquiring company
(Company B) may want to have the opportunity to select new tax
attributes, namely using Company A’'s own historical payout
pattern for discounting ali acquired reserves. Slince Company A«
had a siower payout pattern than the industry, the discounting

wlll be deeper.
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This targer embedded discount will generate larger tax credlts
In future years from exlIsting reserves. Another way to look at
It is by referencing Exhibit I, column (i). The deeper the
discount, the targer the initlal change In discount. Simitarly,
the AY+1 and older change I(n discounts (or accretion of
discount) will be more negative because in total the change s
zero. Since existing reserves are all AY+1 and older, taxable
income wlll be reduced for the acqulring company. The impact
(as a percentage of incurred losses) could be measured by
replacing industry reserve discount factors with company factors

in Exhibit |, column (g).

Company B would also wish to select new attributes 1f Company A
were higtorically quicker paying (or more underreserved) than

Industry and had previously selected company generated factors.

A second variation of changing attributes exists. Suppose the
purchasing company (B) uses thelr own payout pattern to generate
reserve discount factors. Also assume that company B pays out
slower than both the Industry and the target company A; thus
having the deepest reserve dlscounting factors. To maximize the
size of the embedded discount, Company A reserves should be
brought in on Company B factors. Thus, Company B8 couid bring
Company A Iin onh a Type A Reorganization, which merges Company A
reserves into Company B while retaining Company B reserve

discount factors.
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A third possibility is to combine Company A and Company B Into a
third company, Company C. This third company would thus have a
new payout pattern, different than elther A or 8 and can elect
either Iindustry discount factors or factors based on the merged
firm. Because of the spurlousness of the mandated methodoliogy
for creating reserve dlscount factors, a larger embedded

discount may be generated in this fashlon.

The method of reorganization can also determine whether there
should be a change In accounting procedure which could affect
loss reserve discounting. Suppose Company A ons |ine codes its
reinsurance business in Schedule O, which Company B splits back
reinsurance by 1ine on Schedule P. |If B acauires A, or A
acqulres B or A and B combine to form C, the line of business,

hence the size of discount, can be altered on Schedules 0 & P.

The same holds trus for a sltuation where one company
statutortly discounts |ifetime workers’ compensation reserveas
whilae the other does not (or If they both discount for statutory

purpose, but only one grosses up and re-discounts for tax).
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Future Loss Reserve Discounting - Most of the issues are similar
to the embedded discount Issues with two major exceptions. The
first (s that the relative cost or beneflt on future business
moves (n the opposite dlirection as the embedded discount.

Future loss reserves are Inittally dlscounted In the possession

of the acquiring company, while the embedded discount Is generated

from reserves initlally discounted by the target company before
the acqulsition date. Once again referencing Exhibit |, deeper
discountling would increase the (nitial changs [n dlscount
(21.08%) and Increase the accretion in future years. This will
Increase the present value of future taxes on new reserves to

something higher than 11.01X (column m) of Incurred losses.

The second difference |Is that the influence of the method of
acqulsition on the discounting of future business hinges on the
election dates provided by the Treasury Department. Property
and casuality insurance companies are allowed to switch between
company and Industry every five accident years. The next such
election date Is year end 1992. If we conslder each five ysar
pertod an Independent choice, optimizing the loss reserve
discount decislon is a trade off between the present value of
the embadded discount and the present value of the discount in

future business up unt!! the next election vyear.

244



If the acquislition occurred in 1990, then future business
affected by the merger or acquisition would include accident
years 1990 and 1991 only. If the acquisition year is the same
as the election ysear (i.e. 1992) then the next five accident
years (1992-1996) are affected by the merger or acqulsition

decision.

One Final Example

The decision has been made to acqulire a company, whose payout pattern

is deeper than iIndustry; therefore reserve discount factors are lower

on company factors than on Iindustry - suppose this company had

elected it’s own payout. Next election year (s In 4 years.

Assume the following:

Company Industry
Factors Factors
Present value of embedded discount - +$20 M +$15 M
Present value of future business
discounting; (incl. business in UPR)
~ 4 years only = —-$40 M ~$30 M
Tota! discount effect - ~$20 M -$15 M
Present vaiue of Grandfather Clause - $8 M $8 M

This scenario resuits In a $5 mililon beneflt to be able to switchs
payout patterng from company-based to industry-based. We will only
be willing to do this If we do not lose the grandfathering of tax

free investments to get It.
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Since there are no acquistion methods which allow new tax attributes
for the acquired company while retaitning ownershlip (thus
grandfathering) of tax frees, than the acquiring company should elect
a method that retains ownership of Investments, as with a Type B

reorganization.

Of course, a different set of growth assumptions might cause a
reversal in this declision. For example, If we are relatively sure
that the difference In tax offsets in future business discounting
will remain $13 mililon or less, we have optimized our decislion,
because we would lose grandfathering and an embedded discount
advantage totaling $13 million on a present value basis by choosing

to re-elect industry factors.

Let's add two more varlabies to this scenarlo: The first relies on
the spurlous nature of the mandated methodology of creating resarve
discount factors. It Is possible that combining payout patterns will
resuit In new a embedded discount and future business discount that
would be advantageous when selecting company based factors [(n the
face of losing the grandfathering on the acquired companles tax
frees. This type of scenario Is very Iikely when one of the
companies’ reserves have been growing while the other’s has stayed

flat or declined.
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There Is.no way to determine whether comblning payout patterns |is
beneficial other than calculating It and comparing the size of the
embedded dliscount and dlscount on future business to the sum of the

two companies ssaparately.

The second variable Is the Alternatlve Minimum Tax. |If for any
number of reasons, such as the exlistence of large NOLs, the firm wll}
be an AMT tax-payer for many years, then the present value of the
ability to grandfather tax frees is not fuily inciludable in the tax
base for valuatlion purposes. Instesad, a permanent difference batween
RT and AMT will be generated with no cash present value. More
flkely, your corporation may be "marginaily”™ AMT, or expect to be In
the AMT mode for only a few years. 1In this case one of two things

will happen;

You will seli tax-free investments to move from AMT to RT. Thus the
value of the ability to grandfather under prorationing may be

substantially lessensad.

You will be AMT for X years, then move to RT. In this case the cash
savings generated from the grandfather c¢lause for ysars up to and
Including X-1 will be pushed to year x, thus reducing the present

value of the grandfathering clauss.
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This will reduce the value (or opportunity cost) of the grandfather
clause in elither scenario. |If the reductlion In the present value |Is
slignificant, the present valus of the abillty to c¢hange payout

patterns may rule the reorganlzation decision for tax.

SUMMING UP

The Tax Reform Act of 1986 has changed the timing of taxation of the
premium and loss flow of an insurance policy. Because our goal Is to
maximize after-tax earnings (whlie staying soivent) we need to match taxes

back to policles that produce them.

Prior to TRA of 1986, calendar year taxes related very closely to the
business a company earned in that calendar year (plus changes In estimates
of prior years' incurred losses). Now an Insurance contract generates
effects for numerous calendar ysars, sven If estimates of ultimates remaln

stable.

This mode!( allows us to antlcipate these flows to create effective tax
rates on various [ines of business evaluated at their present value. We
Intultively know that the General Lilability effective tax rate Is greater
than that for Fire, but how much greater? Unless we quantify this
dlifference we may miss opportunities Iin the marketplace that would

maximize our after tax Income.
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Also, the new ‘tax faw forces us to re-study tax attributes every five
years by allowing each company to select either industry or their own
payout patterns for discounting every five years starting with the 1882
calendar/accident year. This electlion will effect future business, and
only for the next flve years (l.e., 1992 - 1996 accldent years) for which
another decision must be made. However, if a poor declision is made, then
the company must {ive with It until the business runs off the books. We
see an important emerging actuarial task as aiding tax planning by
projecting loss payout patterns for the next five accldent years.
Monitoring these decislons is vital, to see how assumptions have heid wup.
As a reguiari{y scheduled occurrance every flve years, property-casualty
actuaries should view this as an Important task to be added to the

repertoire.

OTHER CONS IDERAT [ONS

The analysis presented is based on TRA of 1986 as It currentiy stands (and
currently Interpreted). The blggest test will be whether the Treasury
reaches Its taxatlon goals over the next 3 to § years. Right now, we
believe they are slightly below their target, so we may see some changes
to the law as In 1988, which brought us explicitly reducing reserves for
taxatlon by anticipated salvage and subrogatlion. Barrlng a complete
re-write of TRA 1986, thls mode! should continue to be useful with minor
adjustments. Perhaps this mode! shouid be given a credibility of somewhat
less than 100%, with the compiement of credibiiity being applied to some

as-yet-to-be designed Tax Reform Act of 19XX.
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APPENDIX T

TAKGET conpany IR ING CORFANY
METHOD OF ACQUISITION TAX ASGETS TAX AGHETS
Temeemmesnmaaa STTRLENTER, moweRn TR TRt
ASSET PURCHASE NEW YES CARRYOVER NO
STOCK PURCHASE, SECTION 338 ELECTION NEW YES (DEEMED) CARRYOVER NO
STOCK PURCHASE, SECTION 338(h){(10) ELECTION REW YES (DEEMED) CARRYOVER NO
STOCK PURCHASE, NO SECTION 338 ELECTION CAKRRYOVER NO CARRYOVER NO
TYPE A REORGANIZATION (INTO PURCHASING COMPANY) NEW YES NEW NO
TYFE A REORGANIZATION (INTO A NEWLY CREATED COMPANY) NEW YES NEW YES
TYPE B REORGANIZATION CARRYOVER RO CARRYOVER NO

TYPE C REORGANIZATION CARRYOVER NO CARKYOVEK NO
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Appendix I1
Fxhibit 1 Taxation of Fropertly Casualty Companies
Valuation of Incurred Losses & Loss Reserves
General Liability
Discount, Rate: 15.0%
Industry Average Payout
(a) (b) (e} (d) (e) f) (g) thy (i}
Present Value

Accident 6.0% of Future Income Industry
Year Unpaid A.T. Inv -=------rommomaom Discount . Change
Years Payout LLosses Income % Incur. % Reser. Factor Discount in Disc.
100.00% 18.15% 18.15% 0.00%

AY g.2% 90.80% 5.72% 14.73% 16.22% 76.7789% 21.08% 21.08%
AY+Y 16.2% 74.60% 4.96% 11.62% 15.57% 77.6987% 16.64% -4.45%
AY+2 14.7% 59.92% 4.04% 9.03% 15.08% 76.3308% 12.98% -3.65%
AY+3 15.1% 44.79% 3.14% 7.02% 15.67% 77.3635% 10.14% ~2.84%
AY+4 11.0% 33.80% 2.36% 5.54% 16.40% 76.2351% B.03% -2.11%
AY+5 8.9% 24.89% 1.76% 4.49% 18.03% 73.9097% 6.49% -1.54%
AY+6 5.1% 19.78% 1.34% 3.72% 18.82% 72.9563% 5.35% -1.14%
AY+T 4.3% 15.50% 1.06% 3.15% 20.30% 71.2185% 4.46% -0.89%
AY+8 2.2% 13.34% 0.B7% 2.69% 20.18% 71.9322% 3.74% -0.72%
AY+8 1.0% 12.32% 0.77% 2.27% 18.42% 74.9278% J3.09% ~-0.65%
AY+10 1.0% 11.30% 0.71% 1.85% 16.37% 78,2316% 2.46% -0.63%
AY+11 1.0% 10.28% 0.65% 1.43% 13.94% 81.9168% 1.86% -0.60%
AY+12 1.0% §.27% a.59% 1.02% 11.00% 86.0875% 1.29% -0.57%
AY+13 1.0% 8.25% 0.53% 0.61% 7.38% 90.8971% 0.75% -0.54%
AY+14 1.0% 7.23% 0.46% 0.20% 2.80% 96.5834% 0.25% -0.50%
AY+15 7.2% 0.00% 0.22% 0.00% 96.5834% 0.00% -0.25%
Total 100.00% 29.16% G.00%

()

Federal

(k)
Tax
Impact
of
Discount % Incur.

(1
Present Value of
Discount Impacts

% Reser.

.00%

(m)

.54%
.88%
.98%
.76%
.08%

{nm)
Present
Value
of A.T.

.88%
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Appendix 11
Exhibit TI

Taxation of Property Casualty Companies

Valuation of General Expense Payments
General Liability

Discount Rate:

(a) (b)

Operating
Expense
Qtrs Payout

QDN DU W N D
—
[ ]

Total 100,

.50%
-50%
.50%
.50%
.00%
.00%
.00%
.00%

00%

15.00%
(c}

P.V. of

Future

Expense

% of Exp

0.00%

D.00%

(d)

Federa
Tax

1

(e)

Taxes

Pai

[=R=3wReiF W X St

34

4

.00%

(f)
P.V. of
Future

Tax
Savings
% of Exp
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Appendix 11
Exhibit. J11 Taxation of Froperty Casualty Companies
Valuation of Written Premium and Unearned Premium Reserve
General Liability

Discount Rate: 15.0%
ta) (b} (ch (d) {e) (£} (g) (h) (i) () (k} (1)
Present Value of Tax Present Value

Policy 6.0% Future A.T. Income Federal Impact of of Revenue Offset
Year A.T. Inv --=----n=--som oo Revenue Tax Revenue ~-----~----~---~-
Qtrs Written Earned UPR Income % of WP % of UPR Offset Rate Offset % of WP % of UPR
0 0.00% 0.00% 0.00% 2.19% 2.19% 0.00% 0.35% 0.35%

1 21.25% 2.66% 18.59% 0.14% 3. 72% 34.0% 1.26%

2 21.25% T.97% 31.88% 0.38% 2.66% 34.0% 0.80%

3 21.25% 13.28% 39.84% 0.54% 1.59% 34.0% 0.54%
4 21.25% 18.59% 42.50% 0.62% 0.82% 1.92% 0.53% 34.0% 0.18% -2.66% ~6.26%

5 3.75% 22.34% 23.91% 0.50% -3.72% 34.0% -1.26%

6 3.75% 17.03% 10.63% 0.26% -2.66% 34.0% -0.90%

7 3.75% 11.72% 2.66% 0.10% ~-1.59% 34.0% ~0.54%
8 3.75% 6.41% 0.00% 0.02% 0.00% 0.00% -0.53% 34.0% -0.18% 0.00% 0.00%

Total 100 .00% 100.00% 2.55% 0.00% 0.00%
(m) (o) {p) (q) {(r) {s) () {u)
Present Yalue
Policy Policy Policy of Future
Policy Qtr Year Year 6.0% Lost A.T. Income
Year Collec- Collec- Agents A.T. Inv ~------~-----wono
Qtrs Written tion tion Balances Income % of WP % of UPR
a 0.00% 10.0% 2.50% -2.50% -0.02% 0.60% 0.60%
1 21.25%% 25.0% 8.75% 10.00% 0.06%
2 21.25% 50.0% 21.25% 10.00% 0.15%
3 21.25% a.0% 21.25% 10.00% Q.15%
4 21.25% 0.0% 18.75% 12.50% 0.17% 0.15% 0.35%
5 3.75% 10.0% 15.00% 1.25% 0.10%
& 3.75% 5.0% 3.75% 1.25% Q.02%
7 3.75% 0.0% 3.75% 1.25% 0.02%
8 3.75% 0.0% 3.75% 1.25% 0.02% 0.00% 0.00%
9 0.00% 0.0% . 1.25% 0.00%

Total 100.00% 100.0%  100.00% 45.00% 0.67%




Appendix 11
Fxhibit 1V

Discount Rate:

15.0%

Industry Average Pavout,

1274

{a)

Years

AY
AY+]
AY+2
AY+3
AY+4
AY45
AY+6
AY+7
AY+8
AY+9
AY+10
AY+11
AY+12
AY+13
AY+14
AY+15

Tota)

(b}

Accident
Year
Pavout

—_ e

ek s e B B R0 e D OB QO
>

100.00%

Taxation of

Valuation of

(o

1

Surplus

536

.00%
.80%
.B0%
.92%
.79%
. 80%
.89%
.78%
.50%
. 34%
2%
.30%
. 2B%
.27%
. 25%
.23%
Q0%

.07%

General

(d

AL
Inv.

N
o

DO0DOCOC O m=NLo b

Income on Surplus
L.iability

)

8. 0%
T.
Inc

.T2%
96%
04%
14%
36%
76%
.34%
06%
.87%
TT%
1%
65%
.59%
53%
L46%
22%

.16%

(e)

Surpl

us

Flow

s e e 20 o Y OO

.00%
.20%
.19%
.69%
. 13%
.99%
.92%
L11%
.28%
L17%
.02%
.02%
.02%
.02%
.02%
.Q2%
. 23%

.00%

f)

Cash
Flow

N W Y OY

[
@

.79%
L 73%
.67%
.60%
.54%
.48%
.45%

16%

Property (tasualty Companies

(g

)

(h)

Present Value of
A.T. Cash Flow

QNN DO WDO

.00%
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Appendix T1 Taxation of Property Casualty Companies
Exhibit V Valuation Transition Allowances
Insurance Industry 1986

Grandfathered Municipal Bonds

(a) (b) (c) (d} (e) (f) (8) (h) (i)
Curr. .
Huni Market Value
Statement Par Market Market Market Value Market Value Tax Rate of
Term Yaluex Value Value Yield of Par Coupons Differece Grandfathering
upto 1 1,564,784 1,370,608 1.385.832 4.40% 1,341,413 44,418 5.10% 2,265
1 to 3 4,165.659 3.648,732 3,689.265 5.00% 3,309,508 379,757 5.10% 19.368
3 to b 5.947.212 6.209.208 5.267,075 6.20% 4,085,186 1,171,890 5.10% 59,766
5 to 10 19.389.800 16,983,673 17.172,339 7.00% 10,224,764 6.947.576 5.10% 354,326
10 to 15 23,067,192 20,204,728 20,429,177 7.40% 8,277,508 T 12,151,671 5.10% 619.735
15 to 20 20,769,522 18,182,182 18,394,274 T.50% 5,131,409 13,262,864 5.10% 876.406
20+ 24.808,724 21,730,150 21,971,544 7.60% 3,356,215 18,615,328 5.10% 949,382
Total 99,712,883 87,339,280 100,820,574 35,736,001 652,573,505 2,681,249
2.66%

Amortization of 20% of 1986 Unearned Premium Reserve

15.0%
PY of
Unearned Federal Future
Premium Reserve Tax Taxes Taxes
Year Amortization Rate Pavable % 1986 UPR
1886 4.79%
1987 3.33% 40.0% 1.33% 4.07%
1988 3.33% 34.0% 1.13% 3.47%
1989 3.33% 34.0% 1.13% 2.77%
1990 3.33% 34.0% 1.13% 1.98%
1891 3.33% 34.0% 1.13% 1.06%
1992 3.33% 34.0% 1.13% 0.00%

Total 20.00% 7.00%

ks
+ Muni purchases during 1986 are assumed to be 25% of ending Muni's on a Gtatement
Value basis Assuming 40% of Lhis 25% were purchased after 8/7/86
raughly 90% of the year end municipal holdings are grandfathered
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Appenn A 1
Exhibit VI Taxation of Property Casualty Companies
Valuation of Existing Liabilities

Industry General Liability 1986

(a) (b} (c) (d) (e)
Discount Rate: 15. 0% Balance Income
Sheel. Valuation Value
Value Factor Added
Unearned Premium Reserve 7,193
Investment Income 1.57% 113
Losses & LAE in UPR @ 96. 1% 6,913 18.15% 1,255
/W Profit in UPR -16.5% (1,187) 61.55% {730)
DAC in UPR 16.7% 1.201 61.55% 739
Total Value in UPR 7,193 19.14% 1,376
Loss & lLae Reserve
1988 12,850 16.22% 2,052
1985 6,830 15.57% 1,063
1984 4,433 . 15.08% 668
1983 3.027 15.67% 474
1982 1,996 16.40% 327
1981 1,383 18.03% 249
1980 923 18.82% 174
1979 671 20.30% 136
1978 490 20.18% 99
1977 3as7 18.42% 68
Prior 2,113 16.37% 346
Total Value in Loss Res. 34,883 16.22% 5,657
Surplus { 20.0%) of Reserves
Losses & LAE in UPR 1,383 75.70% 1,047
1986 2,530 78.25% 1,980
1985 1,366 79.11% 1,081
1884 887 79.77% 707
1983 605 78.98% 478
1982 399 78.02% 311
1981 271 75.85% 210
1880 185 74.80% 138
1979 134 72.85% 98
1978 98 73.01% 71
1977 73 75.33% 55
Prior 423 78.05% 330
Total Value in Surplus 8,359 T7.83% 8.508
Total Value 42.076 16.72% 7,033
13986 Written Premium: 19,426
Premium: Surplus Ratio: 2.32 :1

(f})
TRA
Yaluation
Factor

450

-398.

15.

563

1,062
(730)

739

1.634

2,677
1,387
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Appendix Tl
Exhibit VIT

Discount Rate:

(a)

(1986 wp -
---------- 1987 -----
fingses & LAE in W.P.

1987 Acc. Yr.

1988 Acc. Yr.

Inv. [nc. on W.P.
I1.I. on Comm. & P.Tax
Inv. Inc. on Expenses

U/W Profit in W.P.
Cash Valne of Surplus
Total Value in W.P.

Nominal Investment:
Resulting Value:

Gain/Loss on U/W Year:

Taxation ~of Property Casualty Companies

Future Business

Industry General Liability 1986

15.0%
(b)) (c)
Balance In
Sheet Val
19.426 ) Value Fa
_____ R 20,980 (Gr
93.3% 8,787
90.6% 9.502
20.980
i2.9% 2,712
7.5% (1.570)
-12.4% (2.691)
20.0% 3.858
20.980
3.858
3.508

(d)
come
uation
ctor

owth =

18.15%
15.78%

1.59%
0.0%

61.06%

(e}

Value
Added

(958)
(1.487)

(f)
TRA
Valuation
Factor

(273)
(231)

(73)

15.4%
156.4%

22.0%

(9581}

(1,487)




258



