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retelling: Goodwill is nought but a number required to make the debits equal
the credits when a business combination is booked under purchase accounting:
it has no substance in and of itself.

For example: assume that X Corp. agrees to buy all of Y corp for $100.
X's top brass had assumed that Y's real hard assets net of liabilities would
come up to $100. After the acquisition X's CFO determines that Y's
inventories were worth $10 less than what was contemplated so that there are

only $90 of net real assets: no stew -- the CFO produces an asset (sic!) $10

including the following (in $ millions):
Total Assets (excluding goodwill) $4,712
Total Liabilities (including Redeemable Preferred) 4,754
Common Stock 90 4,844
Excess - Goodwill $__ 132
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Comes. now, the definitive prospectus, September 23, providing us with
the updated, June 30, pro forma balance sheet, leading to the following:
Total Assets (excluding Goodwill and a
related asset, considered below) $4,787

Total Liabilities (including Redeemable preferred) $4,984

Common Stock 102 5.086
Excess $ 299

For this latter period the Goodwill factor was split between Deferred
Income TAx ($69 million) and Goodwill ($230 million): presumably these two
factors were subsumed in the March 31 $132 million number.

The point is that despite the absence of any identifiable event which
might have warranted any increase in that most tenuous asset, it more then
doubled. from $132 million to $299 miliion. Nonetheless, as the foregoing
demonstrates. the debits do absolutely and unequivocably equal the credits --
and they do so for both periods.

The foregoing is intended more as an expression of outrage at what
passes for GAAP than for this particular analysis. Because, as we will see,
$132 million or $299 million are mere pittances.

If the Statesman-Kemper acquisition represented rich lodes -of income, to
say nothing of super-rich income, well. then, the $1.7 billion of added
Goodwill might well be good. But now let’s look at the record as it has been
cast up for us by the S-4.

Had the acquisitions occurred as of the start of 1993, Conseco’s net
would have been boosted by a whopping $9.4 million ($4.5 million from
Statesman, $4.9 from Kemper.) Even including the super-majority portion

inuring to the credit of what the Conseco accountants call the "minority
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interests” the income for all of 1993 would be Tess than impressive, i.e., $59
million ($14.4 million from Statesman, $44.6 million from Kemper.) Is this
the stuff that $1.7 billion of Goodwill is supposed to produce?

For the first half of 1994 the consequences of the acquisitions were. to
put it mildly. incredible. Thus, Conseco’s pro forma net was shown to have
suffered an actual reduction of $22.2 million (from a Kemper minus of $24.8
million, offset by a $2.6 million Statesman plus.)

If we were to include the interests in the profits inuring to the credit‘
of the minorities (sic!) the six month net would be all of $2.5 million
resulting from a $9.4 million Statesman plus, less a $6.9 mi1lion Kemper
minus.

Again, for that the Conseco financial peopie plugged in a Goodwill of
$1.7 billion and appear not to have turned red with embarrassment?

But the foregoing data, however dismal, do not reveal the full measure
of Conseco’s resultant devastation on an “"as if" basis for the respective
periods. For the full story we must be reminded that in the wake of the
Kemper acquisition there would be an additional 8.1 million shares of Conseco
outstanding (assuming that Conseco’s stock price for the payout were about $52
a share).

'As a consequence of the resultant dilution Conseco’s earnings per share
before discontinued operations would have been reduced from $4.62 to $3.94 for
1993: and from $2.07 to 98 cents for the 1994 half year.

But the booking of that $1.7 billion blob of Goodwill is not the
quintessential absurdity. Instead, that doubtful distinction belongs to Steve
Hilbert's and his colleagues determination to spread that grotesque sum over

40 years and then, mind you, on a straight 1ine. I wish them well, may these
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wise men "Tive so long" and even longer.

Given Kemper's most erratic pattern of earnings, or lack thereof, by
what standard could Conseco deem that $1.7 billion cost Jogically associated
with a two-score stream of revenues on a straight line.

Assuming that Hilbert, et al.. could see the exquisite fabric that could
be woven from that $1.7 billion investment, then. I assert he and his cohorts
should determine how much of that $1.7 billion of gold (sic!) should be
charged to each year's output of that most bedazzling expectation of year-to-
year revenues.

| I presume, or at the least hope, that all of the numbers and their
implications were laid bare to the correspondingly wise men at Citicorp and
Morgan Stanley who determined that $2 bi1lion of moneys could be provided by
them to bring the Kemper expedition to fruition. But then I cannot avoid
recalling the Hans Christian Andersen saga of the Emperor’s New Clothes.
There we were told the wise counsellors doubted the existence of the glorious
raiment: nonetheless. they went along because they were told the fabric was so
bedazzling that only persons with the ultimate of wisdom could see it.
Clearly, they could not compromise their wisdom.

Is it at all conceivable that Citicorp, Morgan Stanley, et al.. should

seek "the child"?
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$150 million was included by Conseco when
calculating the proceeds and profit from the
IP0. Now then, as such a dividend Conseco
should be entitled to an 80 percent deduction,
thereby insulating $120 million from any gain
which might otherwise be attributed to the
Western National IPO. Mind you, I do not
pretend to expertise regarding Conseco’s
unaudited convoluted tax strategy -- I am here
relying on what might be presumed to be "“common
knowledge."

0 Adding to this observer’'s misgivings regarding
the proposed objective our motivation of the
exercise - redemption - reset ploy was a
statement by the Conseco’s CFO during a July 28
Teleconference, that the company had a $150
million net operating loss available. And when
one puts all of these questions together, the
conclusion is inevitable, the deal was intended
to accommodate the executives’ objectivities
rather than those of the company.

Continuing in this mood., as we are aware the accounting profession and
even the Congress are wrestling with the question relating to the fair
accounting for stock options. In this case $200 million of compensatory
income was realized by the executives. Presumably, that compensatory income

matches a $200 million expense for Conseco. Why should that expense escape
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Effect of Conseco/
Description Conseco As is Statesman/Kemper | Statesman/Kemper

Liabilities
Insurance 3,528 12,558 16,086
Liabilities
Sundry Liab 510 3,287 3,797
Conseco Direct 231 1,804 2,035
Debt

lCCP-II Debt - 1,067 1,067

| Bankers Life Debt 280 - 280
Total Liabilities 4,549 18,716 23,265
Minority Int 186 748 934
Conseco Preferred
Stock 287 -0 - 287
Conseco Common
Equity 577 429
Total Liab & Sh
Equity 5,599 19,893

L

_ 1,006
25 492
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- 1993 -
Amount in Millions
Income
Pre Tax Inc. Before Before Disc.
Description Income Minority Int. | Minority Int. Op.
CNC - Historical 313.6 214.6 56.3 158.3
Statesman - Hist 68.5 46. 8.8 37.2
Statesman - Adj (44.6) (31.6) 1.1 (32.7)
Conseco & Statesman Adj 337.5 229 66.2 162 .8
Kemper Hist (109.1) (89.4) - (89.4)
Kemper Adj 172.3 134 39.7 94.3
Cons. & Stats. & Kemper 400.7 273.6 105.9 167.7
Per Share Data:
Historical 158.3 + 33.4 =
4.62
Proforma 167.7 + 41.6 =
3.96
, Six Months Ended June 30, 1994
CNC Historical 126.4 88.7 22.6 66.1
Statesman - Hist 32.1 21.8 4.5 17.3
Statesman - Adj (17.8) (12.4) 2.3 (14.7)
Conseco & Statesman Adj 140.7 98.1 29.}‘# 68.7
Kemper Hist 119 75.1 - 75.1
Kemper Adj (112.0) (82) 17.9 (99.9)
Cons. & Stats. & Kemper 147.7 91.2 47.3 43.9
Per Share Data:
Historical 66.1 + 31.9
= 2.07
Proforma 43.9 + 40
“ = .98 |

ﬁ




37
Coda
On July 28, Conseco arranged for a teleconference to which the

presumptive loyal followers of the company’s fortunes were invited. I was not
among those favored few; nonetheless, I was provided the access code and,
accordingly, qualified as an "aavesdropper.” Inquiry of Conseco’s PR people
informed me that no transcript was retained, accordingly, herewith some
impressions:

0 At times the company’'s chief spokesman sounded more like a
huckster than the chief executive officer of a company
responsible for a management of tens of billions of dollars
of other people’s money -- and reaching out to get control
of many times that amount.

0 But even more disconcerting was the Tistening in on the Q8A
with the invitees to those proceedings, presumably the
sophisticated professional followers of Conseco’s fortune.
The questions were essentially superficial. the answers
sometimes evasive, regularly followed by an obsequious thank
you. Little wonder that the show was followed by a short-
lived boomlet in Conseco’s shares.

0 Hilbert proclaimed that the share prices of the several insurance
affiliates were severely undervalued. In fact prices of $22 a
share and higher were alluded to for Western National. A1l this
was especially surprising in view of the fact that on that date
Western National was selling at 15, fully, 33 percent over the
price realized by Conseco Jess than six months previously when it

sold off a 60 percent stake in that entity. This listener to the
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teleconference was left with the sense that the undervalued talk
was either hype. or else that Conseco had engaged in a "Fire sale"
last February.

0 Nor do I recall any of the invited conferees challenging the
Conseco spokesman regarding their dismal performance in managing
the bond portfolios. There was some question regarding changes in
interest rates and their effect on Conseco. These questions where
finessed by "references to spreads”; but no one seemed to want to
inquire of Conseco as to why they did not move ahead of the curve,
and thereby to avoid those high portfolio losses when measured on
the mark-to-market basis adopted by Conseco.

But for the most part the discussion revolved around the "for sale" sign
which Conseco was putting on its stakes in Bankers Life, Western National and
CCP. This was because the effective consummation of such dispositions would
be the company’s presumed ability to increase the cash portion of its tender
offer for Kemper and, as a consequence, reduce the extent to which it would
have to pay in real gold, i.e., Conseco’s common stock. The proceeds at then
prevailing market prices would aggregate about $1.1 billion. There were
questions relating to the carrying values and tax bases for these investments:
my recollection is that the responses were anything but responsive. My "best
shot" counting of the carrying values indicated an aggregate of about $900
million: the company is. of course, privy to the tax figure.

But all this did not stop the astute loyal Conseco followers from
racing to the Dow Jones wires with their glad tidings, thus:

New York - DJ - Conseco Inc. (CNC) is considering raising the cash
portion of its $67-a-share offer for Kemper Corp. (KEM).

Currently, Conseco is offering $56 in cash and $11 in Conseco



stock for each of Kemper's 40 million shares.

Conseco disclosed the possibility of raising the cash component 1in
its second-quarter earnings statement, released earlier today.
Chairman Stephen C. Hilbert reiterated the point in a conference
call with analysts, indicating that the company is also
considering an all-cash offer.

The determining factor will be Conseco’s sale of equity stakes in
two of its insurance subsidiaries and one affiliate.

"We are actively evaluating using proceeds from any such sale to
eliminate all or a significant portion of the public debt and/or
Conseco equity which otherwise would be jssued in connection with
the Kemper merger," Conseco said in a written statement.

The news overshadowed Conseco’s weak second-quarter performance
and has forced up the company’s shares 2%, or 4.7%, to 50%.
Volume on the NYSE-Tisted stock is 301,800 shares, compared with
average daily volume of 267.800.

NYSE-Tlisted Kemper's shares also rallied. gaining 1, or 1.7%, to
gé9020501ume of 487,200, compared with average daily volume of

Analysts reacted ?ositive1y to the possibility of more or all-cash
in the Kemper deal. ,

Ladenburg Thalman & Co. insurance analyst Stanley J. Goldring said
a higher cash offer by Conseco for Kemper would reduce earnings
dilution for the post-merger company. An all-cash offer, it made,
would mean the company would have about 30 million fully diluted
shares outstanding as opposed to about 40 million, he said.

"People are beginning to appreciate what's going on with Conseco’s
acquisition of Kemper," Goldring said.

Conseco revealed earlier this month that it was considering
selling some of its insurance holdings to pay off part of the debt
it would take on in the acquisition. As now structured, Conseco
would spend $2.68 billion and would be financed by a loan from
Citibank, junk bonds and money from an investment fund Conseco
manages.

"The marketplace realizes (Conseco) has a Tot of alternatives and
isn't locked into subordinated debt" to finance the deal. noted
Michael A. Lewis, an analyst with Dean Witter Reynolds. "They're
getting a good response.”
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Conseco is considering selling its holdings in Bankers Life
Holding Corp. (BLH), Western National Corp. (WNH) and CCP
Insurance Inc. (CCP). It holds a 57% stake in Bankers Life, 40%
of Western National and 42% of CCP.
Conseco has said any of the sales would be subject to it receiving
"fair value" but noted in its release today that "a sale at fair
value at this time would allow us to realize the value we have
created in those companies. increase our financial flexibility and
provide growth capital to more rapidly increase the value of the
Kemper organization.”

Based on yesterday's closing prices, the market value of Conseco’s
equity stakes in the three companies was $1.3 billion.

Ladenburg Thalman's Goldring said that if Conseco changes the

terms of its Kemper acquisition to an all-cash offer, he would

g;?;g.his 1995 estimate to $8.50 a share from the current $7.00 to

"Obviously, it's a dramatic impact." he said.

A spokesman said Conseco has bought $15 million worth of Kemper

shares to date, at $59 to $60 each. That would work out to about

252 100 shares based on an average price of $59.50 a share.

A few days later Merrill Lynch put out another 1.1 rating for Conseco,
informing its customers that the stock is an "aggressive buy. "

Now readers of my stuff over the past quarter of a century are well
aware of my ongoing campaign against my accounting colleagues involving
themselves in critical conflict of interest where they are found out rendering
consultant services to clients for whom they are also performing.the
ostensibly independent audit function.

Now, as it happens, Merrill Lynch, Dean Witter and Ladenburg Thalman
have regu]af]y allied themselves as underwriters of Conseco’s public
offerings. I maintain that representations of those firms should be
prohibited from disseminating market analyses of Conseco’s securities. The
halls of Congress have recently been reverberating with allegations of

"conflicts of interest" and calls for "recusal”: why should not the canyons
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of Wall Street be reverberating correspondingly?

While I might understand those firms avoiding exposing their negative
analyses. I do take umbrage at their bull hypes. And here I want it
emphasized that this position is not limited to Conseco; it is-a statement of
principles as I see it.

I now want to move my precepts of principle to another related aspect of
the responsibilities of the financial community. I believe all persons
responsible for managing pools of other people’s money should be required to
make public the records of their own securities trading. Thus, the managers
of pools of billions of dollars of insurance or mutual fund portfolios are in
an enviable position to get special treatment from the firms with which their
funds do business. These favors may involve but IPOs or as we saw in the
recent exposures in the Guarantee Security Life Insurance saga, "equity
stripping.” Reciprocally. the account executives of the firms which grant

such favors should be required to disclose the transactions.

But now let us sing a hymn of praise for Merrilly Lynch: take note of
an article in the October 13, 1994 Wall Street Journal captioned "Conseco

e e e S e e ————

Fires Merrill Lynch As Underwriter.”
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Conseco - Statesman/Kemper
Pro Forma Consolidated Balance Sheet
As of June 30, 1994

Effect of Conseco/
Description - Conseco As is Statesman/Kemper | Statesman/Kemper
Assets
Investments
Fixed Maturity 2,786 9,123 11,909
Equities - 15 169 184
Mortgage & Real
Estate 77 893 970
Other _788 3,199 3,987
Total Investments 3,666 13,384 17,050
| Intangibles J
Cost of Policies 4‘7
Purch. 622 1,676 2,298
Produced 217 -0 - 217
Goodwill _316 1.777 2,093
Total _1,155 3543 4,608
Equity in +53
CCP Insurance 218 -0 - 218
Western National 193 -0 - 193
Other Assets _367 3,056 _3.423
Total Assets 5,599 19,893 25,492



