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A sponsored demutualization is a merg-
er transaction whereby a stock insur-
ance company acquires a mutual
insurance company. The process is

similar to a straight demutualization. During the
merger process, the mutual company converts to a
stock company. However, unlike a straight demu-
tualization, no IPO is conducted. The acquiring
company purchases the stock of the converted
mutual company. The purchase price paid by the
acquiring company is distributed to the policy-
holders of the former mutual company.

Merger agreements for sponsored demutual-
izations should include a purchase price adjust-
ment for final funding of closed blocks. This is
because the value of the closed-block business is
almost always unknown at the time that the par-
ties agree to the merger.

The value to an acquirer of the closed-block
business is proportional to the excess of the
closed-block liabilities over the assets allocated to
the closed block (the closed block deficit).

The proportion depends on the spread
between the after-tax investment income on
assets backing the deficit and the discount rate
used to value the company. It would be 100% if
they were equal and is likely to be around 60% for
a typical transaction in today's market.

The appropriate assumptions used to fund
the closed block are subject to negotiation
between the demutualizing company and the
insurance regulator (and maybe other insurance
regulators, especially if the company is licensed in
NY) of their state of domicile. These negotiations
are likely to reduce the amount of the deficit. A
regulator has actually proposed closed-block
assumptions that would have resulted in a zero
deficit in a particular transaction.

The acquiring company is not a party to these
negotiations which usually take place well after a
merger agreement has been entered into.

As the value of the closed-block business is
not known until well after the merger agreements
have been signed, and it is likely that the value
declines as a result of the negotiations with the
insurance department, it is prudent to include a
purchase price adjustment in the merger agree-
ment to account for the difference between antici-
pated and actual closed-block funding.

WHAT IS A SPONSORED

DEMUTUALIZATION?

Many mutual companies have demutualized dur-
ing the past five years and this process is fairly
well established.
1. The mutual company converts to a stock

company.
2. The stock company distributes the value of 

the mutual company, primarily in the form 
of shares of stock, to the former mutual 
company owners, the policyholders.

3. The stock company conducts an initial 
public offering (IPO).

4. The proceeds from the IPO are used to 
compensate policyholders who cannot receive
stock, or whose distribution would be too 
small to warrant stock compensation, as well
as general corporate purposes.

A sponsored demutualization is similar to a
straight demutualization.
1. The mutual company converts to a stock 

company.
2. The acquiring company receives the stock of 

the converted mutual company in exchange 
for cash or stock of the 
acquiring company (the 
consideration).

3. The consideration is distrib-
uted to the policyholders of 
the converted mutual com-
pany. Thus, the converted 
mutual company becomes a 
stock subsidiary of the 
acquiring stock company.

4. There is no IPO as is common 
with straight demutualizations.

The sequence of events starts
with the two parties agreeing to
merge and drawing up a merger
agreement that spells out, among
other things, the purchase price
and the steps that need to take
place before the merger is 
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and the discount rate. If the after-tax investment
earnings rate is equal to the after-tax discount
rate, then each dollar change in the size of the
deficit will equate to a dollar change in value. If,
as is more typical, the after-tax investment earn-
ings rate is less than the dis-
count rate, each dollar
change in deficit will
equate to less than one-
dollar change in value.
Using an 11% discount
rate, a 4.55% after-tax
(7% pre-tax) investment
yield and a 7.5-year
average duration of lia-
bilities, each dollar
change in closed block
deficit would roughly
equate to $0.60 change
in value.

CLOSED-BLOCK

FUNDING

The appropriate assumptions used
to fund the closed block are subject to
negotiation between the demutualizing company
and the insurance regulator of their state of domi-
cile and possibly other jurisdictions as well.
Because the merger has not yet taken place, the
acquiring company is not a party to these negoti-
ations. The conversion process, including regula-
tory approval of the closed block funding, is a pre-
requisite to the merger. However, the negotiations
usually take place well after a merger agreement
has been entered into. The negotiations are often
lengthy and detailed. Business practicalities pre-
clude parties from waiting for negotiations to be
completed prior to agreeing on a purchase price.
Therefore, a certain level of closed-block funding
must be assumed in developing the purchase
price. To the extent the funding subsequently
changes, the value of the business to the owner of
that business also changes.

Insurance regulators are concerned with pro-
tecting policyholders by providing adequate secu-
rity that insurance companies will be able to
make good on their promises to pay benefits and
dividends. All other things being equal, a higher
level of assets (and lower deficit) in the closed
block leads to a higher level of security regarding
future benefit and dividends payments. Thus,

closed-block funding negotiations by and large
reduce the amount of the deficit and thus the
value of the closed block business.

Given the size of the closed blocks of the U.S.
companies that have demutualized, it is easy to

see how small changes in assumptions can
lead to large changes in funding.

Without a provision in the merger
agreement to adjust the consider-
ation paid to acquire the mutual
company, additional closed-
block funding will cause the
acquiring company to pay more
than they would have other-
wise paid for the business had
they known the approved level
of funding.

Assuming full disclosure
and adequate due diligence
was performed, the acquirer
and the mutual company
agree on a price using the
same set of assumptions with
regard to anticipated funding

of the closed block. A purchase
price adjustment can be struc-

tured to maintain the fairness of the
original price to both parties in the event

that negotiations lead to a higher level of closed-
block funding. A well-structured adjustment is
one that is relatively simple, can be explained to
all involved (management, lawyers, investment
bankers and actuaries alike), and is fair to both
parties involved. A fair adjustment formula would
result in a purchase price that the parties would
have reasonably arrived at if they both had known
the approved level of funding.

CONCLUSION

Sponsored demutualization transactions have
many similarities to straight demutualizations.
Unlike other merger transactions, they pose an
additional risk to the acquiring company because
the final funding amount of any required closed
block is not usually known at the time the merger
agreement is signed. Because the value to the
owner of the closed-block business is proportional
to the closed-block deficit (the excess of the closed-
block liabilities over the closed-block assets), it is
recommended that the merger agreement include
a purchase price adjustment for the final funding
amount. �
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