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Mutual Life Companies
as Acquisition Targets?
They Will Likely Constitute Next Consolidation Wave,
Form of Which Remains to be Seen

By E. William Bates Il and Elizabeth M. Schubert

he life insurance industry has ex

perienced a major transformation

in recent years, characterized by
a significant amount of consolidation ac-
tivity among stock life insurance compa-
nies and a wave of demutualizations among
mutual life insurers.

Among the reasons cited for such con-
solidation and demutualization activity are
the need for greater scale (i.e., to be able
to spread costs over a larger premium
base), to access new distribution chan-
nels and to provide broader product of-
ferings.

The drivers for this activity are as
strong now as they have ever been. How-
ever, for those companies seeking growth
through consolidation, the number of po-
tential stock life insurance company acqui-
sition targets is diminishing. Attention is in-
creasingly being focused on mutual life in-
surance companies.
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These mutual companies will very
likely form the next consolidation wave.
However, the form these consolidations
will take remains to be seen. Problems
inherent in the mechanisms currently avail-
able to the stock life insurer seeking to
acquire a mutual company may render
such a transaction prohibitive absent
compelling circumstances and ulti-
mately delay (but likely not prevent) the
consolidation trend involving mutual life
insurers.

Stock vs. Mutual

Insurance companies historically have
been organized in two different forms:
stock companies and mutual companies.
In stock insurance companies, sharehold-
ers own stock in the company in antici-
pation of a return of profit, and stock in-
surers have the ability to sell equity secu-
rities in the capital markets. Mutual insur-
ers, on the other hand, are owned by
their policyholders, or members, and
have a limited ability to raise capital other
than through internally generated profits
or the sale of a specialized form of debt
known as surplus notes. Mutual insur-
ers generally have several restructur-
ing alternatives available for achieving
greater scale, including mutual com-
pany mergers and demutualizations (ei-
ther into a stock insurance company or
through the formation of a mutual in-
surance holding company (MIHC).

While a merger between two mutual
companies permits the resulting company

to achieve greater scale, such mergers do
not solve the capital-raising dilemma. As
a result, the most extensive consolidation
trend has been among stock life insurers.
Between 1988 and 1998, the number of
stock life insurers declined approximately
34 percent, while the number of mutual life
insurers declined approximately 17 percent.

Nonetheless, many mutual companies
have demutualized and issued stock so
that they too can benefit from consolida-
tion.! With this industrywide focus on
growth and capital raising, mutual com-
panies are likely to become acquisition
targets with increasing frequency, raising
a variety of issues with limited precedent
to guide them or their acquirors.

In many states, including New York,
a direct merger between a mutual com-
pany and a stock company is prohibited.
In New York, a stock company desiring
to acquire a mutual insurer must do so
through what is known as a sponsored
demutualization or otherwise wait until a
mutual insurer that has otherwise an-
nounced a demutualization plan completes
the demutualization process before pro-
ceeding with such an acquisition.

Sponsored Demutualization

Section 7312 of the New York Insur-
ance Law, as amended, sets forth the re-
quirements for reorganizing a New York-
domiciled life insurer into a stock life in-
surer, including a sponsored
demutualization in which a majority or all
of the common shares of a converting life
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“Mutual Life Companies as Acquisition Targets” continued

acquisition.

In New York, a stock company desiring to
acquire a mutual insurer must do so
through what is known as a sponsored
demutualization or otherwise wait until a
mutual insurer that has otherwise
announced a demutualization plan
completes the demutualization process
before proceeding with such an

insurance company is acquired by another
institution.>  Although §7312 contains the
basic framework for effecting a sponsored
demutualization, it provides the Superin-
tendent of Insurance of the State of New
York with broad discretionary authority
over the terms and conditions of a spon-
sored demutualization.

A sponsored demutualization is accom-
plished through a reorganization plan that
is adopted by the Board of Directors, ap-
proved by the mutual company’s mem-
bers and is subject to approval by the su-
perintendent. Section 7312 provides that
the plan must: demonstrate a purpose and
specify reasons for the proposed reorga-
nization; be in the best interest of the mu-
tual life insurer and its policyholders; be
fair and equitable to the policyholders; pro-
vide for the enhancement of the opera-
tions of the reorganized insurer; and not
substantially lessen competition in any line
of insurance business. Section 7312 also
requires the superintendent to hold a pub-
lic hearing upon the fairness of the terms
and conditions of the plan of reorganiza-
tion, the reasons and purposes for the mu-
tual life insurer to demutualize and whether
the reorganization is in the interest of the
mutual life insurer and its policyholders, and
not detrimental to the public.

The concept of acquiring a controlling
interest in a demutualizing life insurer as
part of the conversion process is not a
new concept, but there are relatively few
examples of such acquisitions involving
large mutual life insurers. AXA’s sponsor-
ship of the demutualization of The Equi-
table Co. Inc. in 1992, pursuant to which
AXA acquired a 49 percent equity interest

in Equitable, remains the only sponsored
demutualization of a New York-domiciled
mutual company, but that transaction
may not constitute good precedent be-
cause of Equitable’s troubled financial
position at the time.

On the other hand in February 2000,
American Mutual Holding Co., an lowa-
domiciled MIHC that itself was
demutualizing and is now known as
AmerUs, announced an agreement
whereby Indianapolis Life Insurance Co.,
an Indiana-domiciled mutual insurance
company, would demutualize and con-
currently be acquired by AmerUs.

Indianapolis Life’s decision to be ac-
quired in a sponsored demutualization ap-
pears to reflect a strategic decision to
combine with a larger organization for
the consolidation benefits noted above.
Similar types of transactions may become
more frequent. Whether current mutual
insurance companies will become the fo-
cus of the next wave of consolidation de-
pends upon how potential acquirors view
the impediments unique to the process of
sponsoring a demutualization contained in
§7312 (for New York demutualizations)
or substantially similar provisions (for
other state-domiciled demutualizations).
These impediments include the greater
time, risk and expense involved in effect-
ing a sponsored demutualization, at least
compared to a typical stock-for-stock
merger transaction.

The time period from the commence-
ment of negotiations with respect to a
sponsored demutualization until consum-
mation, absent compelling circumstances
(such as a distressed insurer), is much

longer than the time period in which a typi-
cal stock merger agreement can be con-
summated. Absent a consolidation, the time
to complete the demutualization process
alone can range from 12 to 36 months.’?
Developing a demutualization plan, initiat-
ing discussions with state regulators, mak-
ing filings with the Securities and Exchange
Commission (SEC), obtaining approval of
the target’s board of directors and the ac-
tuarial process of allocating equity for life-
time policies can take a year or longer.

Obtaining the final approvals required
by the policyholders and state and federal
regulators can easily take an additional year.
As a result, if the acquisition currency uti-
lized by the acquiror/sponsor will consist
of its equity securities, the market for eq-
uity securities of the acquiror may be ad-
versely affected by the overhang arising
from the prospective issuance of securi-
ties in the sponsored transaction.

The lengthy time period for the trans-
action also heightens the risk that an-
other potential acquiror will show an
interest in acquiring the target mutual
insurance company. The sponsor/
acquiror will need to convince the su-
perintendent that it is in the policyhold-
ers’ interest for the reorganization agree-
ment to provide protection mechanisms,
such as lock-up options or an investment
agreement, termination fees and expense
reimbursement and limited fiduciary out
provisions, that are typically negotiated in
stock-for-stock transactions.

While the number of hostile acquisi-
tions in the life insurance industry is very
limited, typically because of the importance
of retaining the target’s management and
maintaining a stable relationship with regu-
lators, a potential acquiror will likely insist
on traditional deal protection mechanisms
in order to justify its investment of sub-
stantial time and money in a sponsored
demutualization. The acquiror should be
able to further argue to the superintendent
that the cost of any reasonable deal pro-
tections (such as the payment of termina-
tion fees) will be borne not by the policy-
holders but by the third-party acquiror that
successfully top the initial acquiror’s pur-
chase price.

The lengthy time period also exacer-
bates the pricing concerns of the acquiror
and the target, where equity securities of

page 2



the acquiror will constitute part of the
acquisition consideration. This is true
whether the transaction is priced on a
fixed-price basis (which may require the
acquiror to issue substantially more se-
curities, if its securities decline in value) or
on a floating basis, possibly resulting in less
value for the target’s policyholders in the
demutualization. Appropriately negotiated
collar mechanisms should ameliorate these
concerns and address satisfactorily the com-
peting concerns of the acquiror and the in-
terests of the policyholders.

Another risk that a sponsored
demutualization will encounter is the need
to convince the superintendent that the ac-
quisition (particularly the consideration to
be paid) is fair and equitable to the policy-
holders. Ultimately, the consideration that
policyholders receive for their member-
ship rights should be the fair market value
of their ownership interests in the mutual
life insurer.

In a typical demutualization, the con-
version is accompanied by an initial pub-
lic offering, which permits the stock mar-
ket to establish that fair market value. The
superintendent, in making its determina-
tion that the acquisition is fair and equi-
table to the policyholders, will need to rely
on less certain means of valuing the com-
pany, such as actuarial analyses and fair-
ness opinions. The superintendent could
require some type of “market check” to
permit a validation of pricing, but such
a mechanism would only add time and
uncertainty to an already unsettling pro-
cess for a mutual life insurer. Moreover,
the now fairly typical termination pro-
visions that would be contained in the
reorganization agreement and that permit
the mutual insurer to terminate the agree-
ment in the event of a superior third-party
offer should also provide additional com-
fort to the superintendent concerning the
fairness of the consideration being offered.

It also may be difficult to entice
management to opt into a sponsored
demutualization, since demutualization
statutes often restrict the ability of offic-
ers and directors of the reorganized in-
surer from acquiring beneficial ownership
of securities for some time period. Sec-
tion 7312 provides that no director, of-
ficer or employee of the mutual insurer
or reorganized insurer, including family

members and their spouses, may acquire
in any manner beneficial ownership of se-
curities for a period of five years follow-
ing the distribution date, unless the acqui-
sition is (a) made pursuant to a stock op-
tion plan approved by the superintendent,
(b) made pursuant to the plan or reorga-
nization, (c) made by employees, includ-
ing their family members and their
spouses, from an SEC-registered broker
or dealer at then-quoted prices on the date
of purchase, or (d) made by officers or
directors, including their family members
and their spouses, at least two years after
the distribution date from an SEC-regis-

It also may be diffi-
cult to entice man-
agement to opt into a
sponsored demutual-
ization, since
demutualization
statutes often
restrict the ability of
officers and directors
of the reorganized
insurer from acquir-
ing beneficial owner-
ship of securities for
some time period.

tered broker or dealer at the then-quoted
prices on the date of purchase.

The superintendent’s past practice with
respect to stock-option plans, as evidenced
in the demutualizations of MetLife and Mu-
tual of New York, has permitted the grant
of options to employees of the mutual in-
surer only on and after the first anniver-
sary of the distribution date and has re-
quired that any option granted could not
be exercised earlier than the second
anniversary of the distribution date. The
exercise price for such options must be
equal to the fair market value of the un-
derlying stock at the date of grant.

It is not clear how the superintendent

would view an agreement by the acquiror
that is included in the reorganization agree-
ment, whereby the acquiror agrees to
grant to specified employees, on the first
anniversary of the distribution date, a
specified number of options from the
acquiror’s option plans. An acquiror
should be able to argue successfully that
such an agreement complies with the
policy underlying the superintendent’s pre-
cedent and even provides the superinten-
dent the opportunity to approve the spe-
cific option grants, but there is no clear
precedent in the context of a sponsored
demutualization and thus no assurance of
receiving the necessary approval.

To the extent that the issuance of stock
options will ensure the cooperation of the
target’s management, this can be critical
to the success of a sponsored
demutualization. Insurance managers and
state regulators generally maintain good
relationships, so management cooperation
is generally considered essential in facili-
tating the state regulatory approval pro-
cess for a transaction. In addition, the
ability to provide managers an equity stake
in the restructured company is crucial to
aligning their interests with those of the
new organization and creating incentives
to increase the new entity’s operational
efficiency.*

For example, effective mutual manag-
ers are accustomed to gearing their man-
agement approach toward achieving long-
term profitability. Stock company man-
agement, in contrast, tends to focus more
on the short-term view by emphasizing
quarterly earnings to sustain a strong
market capitalization position. Without fi-
nancial motivation, a typical manager of a
demutualized insurer may have less incen-
tive to adapt his vision and work ethic to
the new strategies needed to ensure the
success of the restructured company.
Studies show that stock life insurers
whose chief executives have stock op-
tions outperform mutuals.’

In addition to restrictions on stock-op-
tion grants, no officer, director or employee
may receive fees or other consideration,
other than regular salary, director’s fees
or consideration as a policyholder in con-
nection with any proposed reorganization.
While this provision might prevent a sig-
nificant alteration of salary structures, this
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“Mutual Life Companies as Acquisition Targets” continued

should not be a significant deterrent in
those circumstances in which mutual
company officers receive greater cash
compensation, as compared to a public
stock insurer’s officer’s compensation,
in part due to the lack of equity incentives
available to a mutual company’s officers.
Moreover, an acquiror should also be able
to justify bringing compensation of such
former mutual company officers in line with
similarly situated employees in their own
organizations.

The sponsoring entity will likely be re-
quired to bear the cost and expenses in-
curred in connection with the plan of re-
organization, which will include, among
other things, legal fees, appraisal and ac-
tuarial fees incurred by the mutual life in-
surer and the insurance department, as well
as printing and mailing expenses. The
sponsoring institution will be required to
bear all such costs whether or not the plan
of organization takes effect, unless the
superintendent determines it is in the poli-
cyholders’ interest to waive this condi-
tion. Such expenses are likely to range in
the tens of millions of dollars for a mod-
erate-size acquisition.

While it is not unusual for the acquiror
in a public company acquisition in effect
to bear the expenses of the transaction, it
is the several sets of actuarial fees and
counsel for the mutual insurer, the state
insurance department and the acquiror
that, together with the significant num-
bers of policyholders to whom a mailing
is required, are likely to increase the cost
of such acquisition by more than a nomi-
nal amount when compared to stock-for-
stock acquisitions.

Legal Challenges

Beyond the cost of the sponsored
demutualization transaction, the sponsoring
institution will more than likely face legal
challenges from policyholders during the
demutualization process. The sponsor will
also incur the potential for related liabilities
after the transaction has been consum-
mated. The recent demutualizations of John
Hancock, MetLife and Mutual of New York
all faced legal challenges from policyholders.

In addition to the possibility of post-
transaction challenges from policyholders,
demutualizing life insurers have also had

to account for claims from policyholders
who could not be located at the time the
transaction was approved. For example,
John Hancock had to set aside $62 million
to cover claims for the beneficiaries of more
than 40,000 policyholders who could not
be located at the time of demutualization
and were estimated to have passed away.
The company has since spent approximately
40 percent of this set-aside to locate its lost
policyholders.*

It remains to be seen whether the
mutual life insurance industry will experi-
ence a surge of sponsored
demutualizations, other than in “rescue”
situations where the superintendent has
significant incentive to act quickly to pro-
tect policyholders. Of the obstacles pre-
sented, the time period will be the most
troublesome issue for any significant
sponsored demutualization. While coop-
eration among the acquiror, target mu-
tual insurer and the superintendent can
shorten the time period considerably,
the period is still likely to be lengthy.

Another possible but unprecedented
solution may be to attempt to bifurcate
the demutualization process, by permit-
ting the consummation of the acquisition
prior to a determination of the appropri-
ate allocation of the consideration among
policyholders and creating a trust in
which the acquisition consideration (the
acquiror’s stock and/or cash) is depos-
ited, such amount to be equal to full
value for the mutual life insurer. Fol-
lowing this step, the trust would then
allocate such consideration among the
former mutual insurers’ various mem-
bers based upon their contributions to
historical surplus.

One of the negative aspects to such
an approach is that there will be a delay
before policyholders receive the consid-
eration for their interests in the mutual
insurer. If the acquisition currency is a
security of the acquiror, the policyhold-
ers as a group would have market risk
with a very limited ability to offset such
risk. Moreover, such bifurcation may
not reduce the time periods substantially
because of the need to have completed a
substantial part of the actual analyses be-
fore a final acquisition price could be deter-
mined. Such a bifurcation is unprecedented,

but a novel approach may be necessary
to solve the perplexing time and uncer-
tainties that are entailed in a sponsored
demutualization.

Otherwise, the best approach may ul-
timately be for potential acquirors to wait
until the consummation of a
demutualization plan. Although any acqui-
sition of more than five percent of a
demutualized life insurer’s voting securi-
ties within a five-year period following the
distribution date will require approval of
the superintendent, a number of the is-
sues that arise solely as a result of the
demutualization process, such as pricing
and other timing considerations, would not
be involved.

! Seventeen mutual insurance companies have
demutualized since 1986. Levinson, Alan, “Insur-
ers Go Public,” Strategic Finance, July 1, 2000, at
68. Most others are at least exploring the option
of doing so. Mutual Company Reorganizations, ar-
ticle at http://www.glenndaily.com/mhc/htm.

2 New York does not permit mutual insurers to
utilize the somewhat controversial mutual insur-
ance holding company structure. Therefore, this
article will focus on mutual insurance companies
only; however, similar concepts would apply in
other states in which MIHCs are permitted.

3 Testimony of Jason B. Adkins, executive
director of the Center for Insurance Research, be-
fore the New York State Assembly Standing Com-
mittee on Insurance, Oct. 8, 1997. Levinson, supra
note 1.

4 Note, “Developing a Demutualization Strat-
egy for Private Equity Firms,” 110 Harv. L. Rev.
1904, 1907 (1997).

5 1d. Upton, Thomas, “Demutualization in the
U.S. Life Industry,” Standard & Poors (1998), at
www.standardandpoors.com/ratings/insurance/
demutualization.htm.

S“Wanted: Dead or Alive,” Forbes, April 17,
2000, at www.forbes.com/forbes/00417/
6509172a.htm.
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