Conseco and the Joys of Synergy

Perpetual Motion on the Street of Dreams

lexander Woollcott once re-
marked, “All the things I like to
do are either illegal, immoral, or
fattening.” For some reason we
were reminded of that quip while ponder-
ing Conseco, the quintessential asset-
shuffling life insurance company whose
creative mastery of leverage and account-
ing have, in the past decade, propelled its
stock on a trajectory reminiscent of Neil
Armstrong’s 1969 summer voyage.

In our May issue we suggested that
Conseco’s acquisition of Green 'Tree
Financial might be an example of “reverse
synergy.” (That Conseco’s stock has fallen
from 50 to 29 neither proves nor disproves
our point.)

At first glance, Green Tree’s business—
making subprime loans, particularly on
“manufactured homes”—appears to have
little in common with Conseco’s
business of hawking supplemental
health insurance, annuities, and
universal life. At second glance, the
two companies still appear to have
little in common.

In Green Tree, however, Con-
seco sees expanded distribution
capabilities and “extensive cross-market-
ing opportunities under the umbrella” of
Conseco’s “emerging national brand.” If
these “opportunities” do in fact lead to
increased earnings, it will be an example
of synergy: the interaction of discrete enti-
ties that produces a total greater than the
sum of the parts.

Synergy is said to be a 2 + 2 = 5 con-
cept, a financial fountain of youth—the
secret sought by financial alchemists.
Synergy is wonderful: it can be stretched
to encompass almost anything. In the
name of synergy a Japanese consumer-
electronics giant might purchase a Holly-
wood movie studio, an international air-
line might build hotels in faraway places,
or an American insurer might open a
branch office in Jakarta.

This isn’t the same sort of synergy that
was exemplified 90 years ago by the
Chicago Cubs’ double-play combo, Tinker
to Evers to Chance, three Hall-of-Famers
whose lifetime offensive output included
71 home runs and a combined batting
average of .274. That sort of synergy
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is known as “teamwork.”

In the late 1960, the concept of syn-
ergy was exemplified by National Student
Marketing, whose mission was to capture
the youth market. (Students don’t have
a lot of money; nevertheless, National
Student Marketing’s accountants were
so good that they were able to transform
losses into profits and a create white-hot
concept stock that rose 2,380% in 18
months...before the company collapsed
into bankruptcy a year later.)

Another high concept popularized dur-
ing the “Go-Go Years” was the conglom-
erate. This offered a somewhat different
take on synergy: by owning a diversified
portfolio of businesses that had nothing to
do with one another—and whose results
were thus not correlated to one another or
to economic cycles—a conglomerate could
achieve economies of scale and
generate a predictable, ever-
increasing stream of earnings.
(Supposedly, this stream could flow
faster with the addition of lever-
age). Steadily rising earnings were
essential because investors, in
anticipation of such, would bid up
the conglomerate’s stock to an inflated
multiple of earnings, thereby facilitating
the conglomerate’s use of its overvalued
stock to acquire other companies, thus
making earnings grow faster and the stock
soar even higher. This process would be
endlessly repeated, and earnings would
compound at remarkable rates for eternity.

The concept of a financial-services con-
glomerate (insurance, annuities, stocks,
bonds, mutual funds, deposits, loans, cred-
it cards, and trading) is equally appealing—
despite evidence that such an entity does
not inevitably lead to ever-increasing prof-
its and is prone to cyclical malfunction.

History is littered with examples of
financial disasters, from USF&G’s foray
into mortgage guarantees in the 1920’s to
First Executive’s overconcentration in
junk bonds during the 1980’s. As for the
financial-services conglomerate, the best
one can say is that the idea is not new. The
Bank of United States “was the prototype
of the modern financial-services com-
pany,” writes James Grant in his definitive

Money of the Mind. “Under its corporate -

ownership were three safe-deposit compa-
nies, numerous real-estate subsidiaries, an
insurance company, a securities subsidiary,
and a bank with fifty-seven branches...
serving 440,000 depositors.”

Although the Bank of United States
made great contributions to the Manhat-
tan skyline by financing two Central Park
West landmarks, the San Remo and the
Beresford, it ultimately lacked one indis-
pensable feature: solvency. That same
deficiency would, in due time, plague
other great financial institutions such as
Barings, Drexel Burnham Lambert, Inte-
grated Resources, and Donald Trump.

While it would seem that insurance and
financial services would go together like
love and marriage, such is not always the
case. Some examples: CNA Financial,
which, in 1968 bought Tsai Management
and Research, the overseer of the disas-
trous Manhattan Fund; Sears, which
owned Allstate and bought Dean Witter in
1981, then later unloaded both; Prudential,
which, by mistake, bought Bache Halsey
Stuart Shields (now Prudential Securities)
in 1981; and American Express, which
owned Fireman’s Fund and, in a lapse of
judgment, bought Shearson Lehman
Brothers in 1981, only to discard the pair
when it became apparent that they lacked
what American Express was looking for:
earnings.

These companies were recent fore-
fathers of the financial-services conver-
gence movement, and all contributed to
the study of synergy by proving that if two
plus two can equal five on a good day, it
can equal three on a bad day.

Which brings us back to Conseco, the
burgeoning financial-services agglomera-
tion that predicts it can perform feats of
accretion, synergy, and economies of scale
right before our very eyes.

Let’s start with some numbers. On
June 30, 1998, Conseco completed its pur-
chase of Green Tree (which “earned”
$300 million last year), in a pooling-of-
interests stock transaction valued at
approximately $6 billion, a not-inconsider-
able 20 times earnings.

Despite Conseco’s spectacular growth
and $740 million of 1998 projected earn-
ings, its shares were selling at only 15
times earnings. (Perhaps the market, in its
collective wisdom—or lack thereof—was
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