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Alexander & Alexander Services Inc. is the
second largest international insurance brokerage company
and the world's leading retail insurance broking firm,
Through its 18,000 employees, A&A provides a broad
range of risk management and financial services to
companies, erganizations and individuals.

Alexander & Alexander plans, places and services
all types of insurance and risk management programs,
including property, casualty, marine, life and group. The
corporation and its subsidiaries provide reinsurance
placement, underwriting management, risk analysis and
management, and self-insurance services, In addition,
A&A offers a variety of human resource management
consulting services, including actuarial and administrative
services for pension, compensation and benefit plans,
employee communications and management consuiting.
A&A also provides property tax consulting and
premium finance services.

Alexander & Alexander serves clients through
offices in more than 158 cities in the United States, Canada
and the United Kingdom, and operates in over 70
countries and territories worldwide through subsidiaries,
joint ventures and correspondent relationships.



. TO OUR SHAREHOLDERS:

1986 was a year of progress for AGA. We reached a major milestone in becoming a bil-
lion dollar revenue company. Aithough continuing operations feli short of expectations during
the last six months, they reflected significant improvement over the pricr year. Our largest oper-
ating units, A&A Inc.. AGA international Inc. and Alexander Howden Group Limited. had fine
years. New business development was strong.

We have become the world's leading retail broker. with a particularly substantial presence
in the US.. Canada. the UX. and Ausiralia. Qur expansion has greatly strengthened the Compa-
ny’'s ability to provide multinational servicing capabilities. We have an equity position in approxi-
mately 90 percent of our worldwide servicing capabilities.

A&Areturned Lo a solid level of profitatbility in 1986. Income from continuing cperations
sustained the recovery from the effects of the soft insurance market. Pre-tax profits increased
more than 50 percent over 1985, Except for significant costs incurred in 1986 and 1985 in
connaction with combining A&A and Reed Stenhouse post-merger operations as well as litiga-
tion which arose out of the 1982 Alexander Howden Group pic acquisition, operating margin
improvement would have been significantiy better. Such costs are not expected [0 have a ma-
rerial effectin 1987,

The worldwide nature of insurance markets, competitive shifts and regulatory changes
in financial services industries defy precise forecasts of the specific new challenges AGA will
meet in the months and years ahead.

Your Company is positioned with the necessary resources tc compete effectively in an
environment of constant change. We have people with the depth of experience 1o implement
our blueprint for ensuring that ASA is the quatity global broker for the balance cof the century
and beyond.

The essential foundation of AGA Services is the expanding retail business of A&A Inc. and
A&A International. As a result, we are able to provide substantial business to our other oper-
ating units and subsidiaries. This means premium flow-through and profit enhancement for the
worldwide company.

The formation of Alexander Howden Limited in 1G84 was a cntical building block. It put
us squarely in the wholesale broking business in London. Alexander Howden is known today
for its innovative services to AGA and scores of other retail brokers in the U.S. and abroad.

We have aiso created a wholesale broking force in North America. Last summer. five of
our U.S. surplus lines insurance brokerage firms merged to form Alexander Howden
Nerth Amernica, Inc. This new organization specializes in excess and surplus lines that are fre-
quently difficult to place and offers our clients increased access to the Lloyd's marker.

Reinsurance broking is a second strategic building block. Alexander Howden Reinsurance
Brokers is a major force in the London and global markets, In the U.S.. our reinsurance busi-
ness is marked by the expanding success and profitability of Thomas A. Greene & Company,
now among the nation's largest and most rapidly growing reinsurance brokerage firms,

Risk management services, performed by Anistics and Alexsis, are a third building block.
Anistics 15 a state-of-the-art rescurce for AGA broking operations and gives us a competi-
tive edge in international broking. During 1986. the Risk Management Services Group became
a global organization and Luther T Griffith was named chief executive officer.




RETAIL BROKING

Alexander & Alexander is the
world's leading retail insurance
broker. Through A&A Inc. and
A&A International Inc., the Com-
pany handles diverse lines of
coverage including ccean marine,
beiler and machinery, property.
general liability, professional liabil-
ity, workers compensation and
product liability, as well as political
risk and environmental impair-
ment liability.

In addition, A&A provides spe-
cialized services tc financial institu-
tions and to clients in industries
such as aerospace, health care,
energy and entertainment.

A&A's suppoert services include
loss analysis and control, policy
design. insurance markeling and
claims administration.

WHOLESALE BROKING
Alexander & Alexander’s whole-
sale broking cperations, Alexander
Howden Limited and Alexander
Howden North America, Inc., pro-
vide access to Lloyd's of London
and other globai insurance mar-
kets. They also offer clients 2 wide
range of services and expertise
in “hard-to-place” risks.



Human resource management consulting is our fourth building block and we now ¢om-
pete with the largest benefits consulling firms. We formed a new global employee benefits
crganization. The Alexander Consulting Group Inc. A M. D'Alessandro has been elected presi-
dent and chief executive officer, and will continue as CEO of the firm’s U.S. employee ben-
efits operation.

John ©. Loudon has beccme chief executive officer of The Alexander Consulting Group
Ltd.—U.K. and Europe. Brian E. Kennedy has been named president and chief executive officer
of The Alexander Consulting Group Ltd. — Canada.

The Alexander Consulting Group is a key element in our overall business strategy. It com-
plements our other cperations and reinferces AQA's pesition as a full service company. We
are commitied to the long-term growth and future development of cur human resource man-
agement capailities.

Niche financial services. including Property Tax Service Company and TIFCO. our insurance
premium finance company, comprse a fifth building block. These services are instrumental in
developing new business and servicing existing clients.

All of these units, when brought together, give A&A strategic value beyond the sum of its
parts, The Company's success in diversifying within its core business is best demonstrated by
the fact that retail broking generated 92 percent of our revenues in 1959. Today, that figure is
62 percent. AGA'S commitment to capitalize on a wide range of services will ensure our long-
term growth and viability in the years ahead

In November, we reported that the Company reached a settlement with former auditors
of Alexander Howden Group. Settlement terms provided for the payment of appreximately
5724 million te AlA. Rather than reflecting this as an income item in our financial statements, we
nave placed the full amount in reserve pending the final resclution of other related contingen-
cles InJanuary. 1987, we settled all outstanding matters of litigation wath former Howden direc-
tor lan R. Posgate.

Pursuing these matters has been expensive and ime consuming. However, we have
achieved settlements which are in the best interests of the Company and its shareholders. The
primary burdens asscciated with Howden-related litigation are now tehind us.

During 1986, the Company sold its discontinued undenwriting operations, Sphere Rein-
surence Company of Canada and its manager, Sphere Drake Canada Limited, for approximately
book value. We also sold the licenses of Stone Mountain Insurance Co. in Georgia. Additienally,
wie retained an investment banking firm to further assist our efforts in the sale of Sphere Drake
Insurance Company.

The long-tail nature of business previously written Dy our Insurance companies makes it
difficult to project future losses definitively. We continue to monitor the reserving practices
and reinsurance collectibles of these companies by employing internal and external specialists.
Despite these uncertainties, our comfort level continues (o increase.

We are pleased that J. Roy Nicholas, former chairman and chief executive officer of the
Rovyal insurance Company (U.S.), has joined A&A as a senior vice president. He has manage-
ment responsidility for our underwriting operations.



REINSURANCE BROKING

Alexander Howden Reinsurance
Brokers is a major reinsurance
presence in London and a leader
in worldwide marine, non-
marine. aviation and excess of
loss markets.

Alexander & Alexander's U.S. re-
insurance subsidiary, Thomas A.
Greene & Company, is among the
largest and fastest growing rein-
surance brokers in North America.

RISK MANAGEMENT SERVICES

Risk Management Services Group
is a state-of-the-art resource for
the Company's brokerage opera-
tions. Organized as a global oper-
ating unit in 1986. the group gives
A&A a competitive edge for pro-
ducing and servicing international
brokerage business.

Anistics. the group’s risk man-
agement information and con-
sulting unit. specializes in applied
research and development for
computer sofeware products, loss
forecasting. financial analysis
and risk management consulting
SEVICesS.

Alexander Insurance Managers
Limited cffers comprehensive
captive management services
through its worldwide facilites.

Alexander Trade Services pro-
vides political risk and trade
finance related services on a
global basis.

A&A Inc's Alexsis unit supplies
complete operations to facilitate
alternate funding mechanisms,
including seif-insurance, risk re-
tention and franted programs.



As part of our strategy o lessen the Company's exposure 1o the risk assumption portion
of the insurance business, we are pursuing the sale of Shand, Morahan & Company. Inc, and its
partially owned subsidiary. Evanston Services. Inc.

The first half of 1986 was marked by continued worldwide shrinkage of Insurance capac-
ity and dramatic escalation in insurance prices. Although these conditions moderated consid-
erably later in the year, they caused severe financial hardship for many of our clients. A&A's years
of investment in risk management services have positioned us to respond o these changing
market conditions.

Many clients are seeking alternative funding vehicles and we have initiatives under way to
develop capacity in some of the more difficult lines of coverage. We are in the process of
forming Environmental Protection Insurance Company, a risk retention group. It focuses on en-
vironmental impairment liability concerns of small and medium-sized companies

Another AZA program. Municipal Liability Claims Funding, developed in cooperanon
with AMBAC Indemnity Corparation, provides municipal entities the ability to fund liability claims
through guaranteed lines of credit with local banks.

Although insurance markets have begun o "soften” significantly in 1987, traditional insur-
ance is increasingly regarded as only one of several alternatives for profection against risk. Some
consumers are abandoning the conventional insurance industry for large segments of their risk
program.

We believe that many of these responses may become permanent. Further changes are
inevitable. The insurance industry will never return te "business as usual.” and A&A is committed
to & future of innovation to meet emerging client needs.

As representatives of insurance consumers, our executives haye actively participated in
the public policy discussion about our clients’ liability problems. We have calied on our industry
to join AlA in positioning brokers as “problem solvers.” and we have taken leadership roles
with a variety of coalitions ranging from the national brokers’ assoctation to the U5, Chamber of
Commerce’s Civil lustice Action Group In May, AGA Services senior vice president Robert
H. Moore completed a one-year term as president ¢f the National Association of [nsurance
Brokers. Other A&A executives in the U.S. and abroad are also increasingly sought out by
business and trade press because of their demonstrated expertise.

In the midst of volatle market conditions, A&A has continued o expand and grow.

During 1986, we completed acquisitions in over a dozen U.S. cities including Atianta, Chicago,
Dallas, Denver, Kansas City, Phoenix, San Francisco and Seattle. We also opened a new
office in Tampa. Our expansion adds new capabilities in various lines of service.

William D. Baker. senior vice president, A&A International Inc., has been named director
of international business development and a member of A&A International’s executive and op-
erations committees. Ronald W, Farrest has become chief executive officer of Alexander
Stenhcuse Limited—United Kingdom. Michael J. Barrett has been appointed chief executive of-
ficer of Alexander Stenhouse turope Limited.



THE ALEXANDER
CONSULTING GROUP

The Alexander Consulting Group
Inc,, established as a global oper-
ating unitin 1986, competes
with the world’s largest employee
benefit and management consult-
ing firms.

The Alexander Consulting Group
provides services in executive
employee compensation and ben-
efit plans, human resource man-
agement and related employee
communications. as well as place-
ment of individual and group fife,
accident and health insurance. The
group’s compensation practice
provides management consulting
services Deyond direct and indi-
rect compensation plans, in areas
such as organizational structures,
personnel practices, affirmative
action programs and long-range
planning.

FINANCIAL SERVICES

Financial services are instru-
mental in developing new busi-
ness and servicing existing clients.

Alexander & Alexander provides
specialized financial services
through operating units and sub-
sidiaries such as Property Tax
Service Company and TIFCO. AGA's
prermium finance company.



In addition. William €. Thomas. senior vice president, A&A International Inc., has responsi-
bility for a new combined region comprising the Middle East and Scutheast Asia. Jack R. Perez
has been appointed senior vice president, AGA International Inc., and has responsibility for our
operations in Central and South America.

The dramatic rise in economic activity in Japan, and between Japan and the rest of the
world. requires an increased commitment. A&A'S experience in Japan, through Alexander
Howden. dates back to the 1920s, and we have maintained an office in Tokyo since 1971 In
connection with our continued expansion in the Far East. James Y. Paulding has been named
president, Alexander & Alexander of Japan Inc.

Our U5, brokerage operations were further strengthened last spring with the appoint-
ment of Robert J. Murphy as director of national rarketing for A&A Inc. He has assumed re-
spansitility for the Company’s national rescurce groups which focus on risk management and
insurance needs for the health care, energy and aviation/aerospace ndustries, as well as over-
seeing the Company's inancial products group, and corparate research and development.

Alsc in 1986, Donald R. Bell, formerly Northeast regional direcror. became director of
A8A Inc.'s Greater New York region. Gerald M. Brown became Northeast regional director.
Thormas G. Hardy, Ir. was named executive direcror of our Executive Planning Services Division.

A&A has the resources in place 0 give multinational clients the uliimate in service
wherever they operate. We have the ¢ritical mass to suppart information resources, research
and development, and provide unique services. We have the ability to enhance profits by
leveraging premium Acw-through. And, we have an integrated and coordinated organization tc
serve our clients with greater efficiency and increase our market share.

Ncne of this would be possible without the dedication. professionalism and commitment
of our 18,000 employees around the world. We are proud of their perfermance and congrat-
ulate them on achieving a record year.

Our challenge for 1987 is to continue to maximize our resources and capabilities. We
believe that in the years ahead, four or five worldwide brokerage firms will be increasingly pre-
dominant. Although AGA is a leader In this group. we remain dedicated to the principle that
outstanding chent service at the local and regional level is the real key to success wherever we
operate.

We are looking forward to working with cur clients during 1987 and continuing [ earn
their loyalty and respect.

nQ'Bc&:.rc\uI . %#M

1OHN A BOGARDUS. IR, TINSLEY H. IRVIN
Chairman of the Board and President and
Chief Executive Officer Chief Operating Officer



Selected Financial Data

ﬁxander P = =
exander {in millions, except per share amounts)
1986 1985 1984 1983 1962

Summary of Operations
Operating revenues $1,068.2 S G136 S 7880 S 7786 S 7781
Operating income 109.8 80.3 42.3 60.2 68.2
Income from continuing opérations 66.6 447 283 234 444
Loss from discontinued operations (24.0) {52.0) (77.1) (22.1) (18.8)
Extraordinary items 06 = 16 69 (@  (Aa0.0)b)
Net income (loss) $ 432 S5 (73) S (472} S 82 5 (144
Per share of common stock

Income from continuing

operations $ 162 S 117 § 78 5 66 5§ 127
Loss from discontinued
Operations (.58) {1.36) (2.12) (£3) {54)

Extraordinary items 01 — O4 20 (1.14)

Net mcome (loss) $ 105 S (19 S (120 5 225 (4n

Cash divicends $ 100 S5 10C S 100 S 100 S 194
Weighted average number of shares £1.2 382 363 353 351
Financial Position
Current assets $1,855.3 $1.6356 513088 $1.2391 51.3029
Working capital 52.8 52.6 37.1 26.2 (22.9)
Total assets 2,428.6 21274 1.832.7 1.844.9 1.5638
Long-term debt 979 1257 1763 184.7 2007
Stockholders” equily 324.4 2840 2636 3353 3578

{a) Represents realization of prior year's net operating losses of certain foreign subsidiaries and additional tax benefits
previously not recognizable.
The $40.0 million extraordinary charge reported in 1982 represents the deficiencies in Alexander Howden's net
tangible assets which were discovered by the Company after its acquisition of Alexander Howeden.

In connection with the investigation referred to in Note 14 of Notes to Financial Statements, the SEC staff
has expressed an accounting interpretation that the purchase accounting discount of Alexander Howden's
insurance claim labilities (which had the effect of reducing the extraordinary charge) should have been appor-
tioned between those liabilities known at the date of acquisition and those additional liabilities discovered
by the Company after the acquisition. The SEC staff has expressed the view, applying this interpretation, that the
1982 extraordinary charge would have been increased by approximately $11 million. While the SEC staff has not
yel advised the Company of its view as to the effect. if any. of such increase on subsequent periods. the Company
assumes that the effect of the staff's accounting interpretation would be a corresponding reduction in the
amount of goodwill relating to the Alexander Howden insurance underwriting companies, that the loss from
discontinued operations for 1982, 1983 and 1984 would have been reduced in the aggregate by an equal
amount and that there would have been ne effect on results of operations for years subsequent to 1984

The Company continues to believe, and its independent auditors concur, that the accounting treatment
followed by the Company was appropriate

(b
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Management’s Discussion and Analysis of Financial Condition and
Results of Operations

Results of Continuing Operations

Nineteen eighty-six was a year of record revenues and increased profitability for ALA. Op-
erating revenues grew 16.9% in 1986 topping the bilion dollar mark for the first ime in AGA's history.
This Increase in operating revenues followed a 15.9% increase in 1985 after three successive years
of little growth,

Insurance senaces generate over 88% of the Company's operating revenues. Consolidated
revenues from this segment increased 17.1% in 1986 and 17.4% in 1985, The primary reasons for
the double-digit growth rates were successful new business produciion efforts and insurance pre-
mium rate Increases,

Future revenue growth will be a function of new business production, additional business
from existing clients, product development and movement in insurance prémium rates. Premiurm
rates are cyclical in nature and can vary widely based oninsurance market cenditions. The rise in pre-
miums throughout the industry during the [ast wo years reversed the trend of declruing undenariting
results for insurance companies experienced during the first half of this decade. The effect of adverse
undervriting results was a reduction in the capacity of the market to underwrite risks. which resulted
in insurance premium increases and reduced coverage for our clients. As capacity returns througn
new capital and improved operating results, rare increases should stabilize,

An escalation in legislative and other changes affecting employee benelit plans contributed
to a 19.4% increase in employee benefit and managerment consulting operating revenues for 1986.
Operating revenues for this segment increased 5.3% in 1985 and 3.3% in 1984 dué primarily to new
business production. During the latter part of 1988, the operations which comprise the Company's
employee beéneft and management consulting segment were organized into a ccordinated global
aperaling unit. This ability to better service a growing multinational ciient base along with the current
changes in legislation should result in sustained revenue growth.

Better than 30% of the Coempany's operating revenues have been generated outside the
United States, primarily in Canada and the United Kingdom. While these opérations are exposed [0
fAluctuations in foreign currency rates, te net effect over the last wo years has been minimal.

Operating expenses grew 15.0% in 1986 and 11.7% in 1985. Costs assodiated with saies
and dlient services have risen at double-digit rates, paraltel to revenue growth rates. These increases
were due largely to higher costs in the area of salaries. incentives and employee benefits reflecting, in
part, the need to increase staff levels in order Lo service an expanding client base and to ensure that
the Company remains competitive in the industry. Qther operating expenses. such as premises costs
and travel and entertainment expense, also increased at comparable rates further refiecting an ex-
panding organization handling an increased volume of business. As noted for operating revenues, the
net effect of fuctuations in foreign exchange rates in translating foreign operating expenses for 1986
and 1985 when making prior year comparisons was minimal.

Impacting operating expense in both 1986 and 1985 was the increased cost for most lines
ofinsurance carried by the Company. The reduced availability of professional liability insurance,
primarily errors and omissions {"E&O™) coverage, and an increase in the frequency of claims has af-
fected AGA as well as other professional service organizations. Based upon the Company's experi-
ence in recent years, management believes that A&A's E&O coverage provides sufficient protection
[0 AGA in the conduct of its business. However, the Company's level of self-insured retention is in-
creasing while terms and levels of coverage have, until recently, ightened. These changes had some
adverse effect on 1986 operating expenses and are expected to continue. In response to this in-
crease in exposure, the Company is emphasizing an enhanced quality control program designed, in
part, to mitigate its effect.
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Equity in unconsolidared operations increased by $10.0 million in 1985 and $5.1 million in
1985 primarily as a result of an increased volume in premium financing combined with related lower
financing costs. Reference is made to Note 4 of Notes to Financial Statements for additional infor-
mation concerning the Company’'s premium finance subsidiary and other unconsolidated cperations.

Conselidated investment income increased 23.9% and 17.8% in 1986 and 1985, respec-
tively. The growth largely reflects an increase in investment levels, partially offset by lower short-term
interest rates. Throughout 1985 and 1986 premiurn volume grew in line with rsing premium rates
and increases in new business. These fiduciary funds represent a large portion of A&A's investment
earnings base and were the principal reason for the increase in investment levels.

Interest expense declined 15.9% in 1986 and 9.2% in 1985 due to a decrease in average
consolidated debt and lower interest rates on the Company’s short-term borrowings. Funds avail-
able from operations were used to reduce outstanding debt. These funds were supplemented signif-
icantly during 1985 with the proceeds of an equity placement.

Other expense increased $6.2 million in 1986 primarily as a result of legal and other related
costs incurred in connection with the Company's litigation against former auditors and officials of
Alexander Howden Group plc (“Alexander Howden™) and the amortization of the Company's 1981
investment in purchased tax benefits.

In November, 1986 the Company settled its lawsuit against certain former auditors of
Alexander Howden. The terms of the settlement included the payment of approximately $24.0 mil-
lion to A&A. Recognition of this recovery in the Statement of Consolidated Income has been deferred
pending final resclution of specific loss contingencies which arose out of the Alexander Howden
acquisition and were known at the date of settlement. See Notes 12 and 13 of Nates to Finandal
Statements.

Other expense for 1985 of 517.7 million includes the pre-tax gain of $11.9 million realized
on the sale of AGA's Lloyd's managing agency businesses offset by $20.5 million of Reed Stenhouse
merger related expenses. Reference is made to Note 3 of Notes (¢ Finandial Statements for addi-
tonal information.

The effective tax rates for continuing cperations were 54.6% in 1986. 53.9% in 1985
and 49.6% in 1984 compared with the US. statutory rate of 46% in each year. An analysis of
changes inincome taxes and the effective iIncome tax rates is presented in Note 5 of Notes to Fi-
nanciat Staterments.

The high effective tax rates for all three years were principally the result of non-deductible
iterns and current year losses by certain foreign subsidiaries which were not available to offset
other profits for tax purposes. As these operating losses are carried forward to offset taxable profits
of the respective foreign subsidiaries in future periods, the related tax benefits will be recognized.

The recently enacted Tax Reform Act of 1986 (the "Act”) and the potential effect of the re-
cently issued Financial Accounting Standards Board's Exposure Draft on Accounting for Income
Taxes will have an impact on the Company's consolidated income tax position. The Act will affect the
Company primarily in the form of reduced U.S. corporate tax rates, offset in part by an increase in the
nen-deductioility of certain operating expenses and more restrictive criteria for the recognition of for-
eign tax credits. The Exposure Draft would require the Company to change its method of accounting
for deferred income taxes to the liability methoed. IF acdopled inits present form, it would result in a
reduction in deferred taxes payable reflecting the reduction in the tax rates at which the timing differ-
ences would ultimately reverse. Negatively affecting the Company is the provision of the Exposure
Draft to provide taxes on unremitted earnings of foreign subsidiaries, whether or not considered per-
manently invested. Given the preliminary status of the Exposure Draft and the Company's complex
legal structure, the Company is not in a position to predict the yltimate outcome and its effect on the
Cormpany. While the combined effect of the Act and the Exposure Draft may result in a reduction in
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the Company's overall effective tax rate, the Company continues to implement sirategies to become
more tax efficient. Despite this possible reduction in the effective tax rate, in 1986 the Company was
tax-paying in all of its principal lecations around the world, with the exception of the United States.
As nel operating loss carryforwards are realized during 1987, it is expected that the Company will
become a significant taxpayer in the United States as wel.

As aresult of the settlement with certain former auditors of Alexander Howden, referred to
previously, the Company will increase its tax deduction above that taken in 1982 in connection with
the loss sustained in the Alexander Howden acquisition. Censistent with the original deduction,
no recognition of the related tax benefit will be given in the statement of conselidated income until
realization is reasonably assured. Refer to Note S of Notes to Finandial Statements for additional
information.

An extraordinary credit of $0.6 million cr $.01 per share was recognized in 1986 represent-
ing the realization of tax benefits resulting from the utilizanon of approximately $1.2 million of Reed
Stenhouse net operating loss carryforwards. Due principally to the increased tax deduction referred
1o previously relating to the loss sustained in the Alexander Howiden acquisition, recognition of ad-
ditional Reed Stenhouse U.S. net aperating loss carryforwards, which otherwise would have been
utilized in 1986, will be deferred to future vears. Reference is made to Nate 5 of Notes to Financial
Starements for additicnal information.

The weighted average number of commaen and common equivalent shares outstanding
increased 7.9% in 1986, 5.2% in 1985 and 2.8% in 1984, Though all three years were affected by
shares issued in business combinations, 1986 reflects an increase in the number Gf acquisitions
consurmmated when compared te previous years. The 1985 increase was largely affected by the
private placement of equity securities in Canada in the third quarter of that year and 1984's in-
crease was primarily the result of the common stock for debenture exchange. Additionally, the in-
creases in all three years included shares issued to fund certain employee benefit plans. The
dilutive effect of the increase in the number of shares outstanding was not significant.

Changing economic conditions continue to affect the Company. However, over the last
three years, inflation did not have a significant effect on the Company’s operations.

Discontinued Operations

During 1986 the Company progressed in its efforts to dispose of irs discontnued under-
wrriting operations. Sales were completed on all companies held for sale, except for the Sphere
Drake Insurance companies (“Sphere Drake”) in the UK. An investment banking firm was retained in
1986 to further assist the Company in Sphere Drake’s expected sale during 1987,

The Company is continuing its settlement of claims or otherwise reducing the daims inven-
tory of the insurance companies in run-off. An accounting of the discontinued underwriting opera-
tions is provided in Note 2 of Notes to Financial Statements.

The additional provision made in 1986 and the reserve for loss on disposai takes into ac-
count a large number of factors and is based on management’s best judgment. The Cormpany be-
lieves thal the provisicns made 1o date are sufficient [o adequately provide for the eslimated losses
through the period of run-cff or sale; however, there is no assurance that further adverse deviation
May NClL oCcur.

Liquidity and Capital Resources

The Company’s cperations have historically ceen financed with internally generated funds
and the use of shart-term borrowings. During the past three years, cash flow rom operations has
been used principally te fund property additions and discontinued operations, pay dividends and re-
duce consolidated debt. Praceeds from equity issuances in both 1985 and 1984 were used entirely
to reduce consolidated debt. Reference is made to the Statements of Changes in Consolidated Fi-
nancial Position for an analysis of the Comparny’s sources and uses of funds.
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The net increase in cash and investments for the last three years was principally an increase
in fiduciary assets. While these premium trust funds make up a significant porticn cf the Company’s
invesiment portfolio, they are not used to meet any of the Company’s working capital needs, except
in certain foreign operations where legally permissible.

In addition ro an increase in iducary assets, cash flow in 1986 was significantly benefited
by the $24.0 million auditors’ settiement referred to previousty together with a material reduction in
1986 iInceme taxes payable resulting from the additional tax deduction. Reference is made to Note
5 of Notes [o Financial Statements for further information concerning this deduction and the related
deduction taken in 1982. These tax deductions are or wili be the subject of IRS review: however,
it is uniikely the issue will be settled in 1987. While the Company believes it will be successful in sus-
taining the deductions. the Company expects internally generated funds and other sources of work-
ing capital 1o be sufficient to meet operational needs.

During 1986, the Company contributed $22.0 million of additional capital to Sphere Drake
Insurance Company plc {"Sphere™), which is part of discontinued cperaticns, in crder te meet Lon-
don market expectations with respect to operating ratics necessary for the ongoing conduct of
Sphere's underwriting operations. Also, during the year, the Company contributed $20.0 million of
additicnal capital to the Atlanta insurance companies in run-off. In early 1987, AGA remitted $32.1
million to Atlanta international Insurance Company in payrment for the realized and expected benefits
in the Company's consolidated federal income tax return from that company’s 10sses.

The Cempany maintains a $50.0 million bank credir agreement as further described in
Note 7 of Notes Lo Fingndal Staterments. As d resull of the improvernent in the Company’s financial
position, a new long-term credit agreement is being negotiated with the same bank which would
further enhance the Company’s financial fAexibility. In the event short-term borrowings cannclt be
made advantageously, ASA intends, if necessary, [o use this facility to refinance its short-term bor-
rowings on a long-term basis and, accordlingly. $9.9 million has been reclassified to long-term debt at
December 31. 1986. Supplementing the bank credit agreement, A&A has lines of credit as additional
support for future working capital requirements.

The Company is assessing its options with respect to redeeming in 1987 its 11% convert-
ible subordinated debentures. Reference is made to Note 7 of Notes to Financial Statements for
information on the terms of redemption. IF called in full, it is expected thar a major portion ¢f the de-
bentures will be replaced with lower cost Borrowings.

information concerning the asser based financing of the Company’s premium finance sub-
sidiary is provided in Note 4 of Notes o Financial Statements,

Future improvernent in liquidity and working capital will come from various sources in
addition to operating earnings. Subsidiaries of the Company have entered inlo wo agreements for
the sale of office buildings in 1987 with a combined sales price of approximarely $30.0 million.

The Company is alse evaluating its options in connection with a possible sale or partial divestrnent of
its interests in Shand, Mcrahan & Company, Inc. and is continuing with its effcrts to sell Sphere Drake
Insurance Company in 1987.

As a result of the provisions for estimated loss on disposal of the discontinued underariting
operations, AGA's consolidated retained earnings have been significantly reduced. This will not affect
its dividend policy provided that retained earnings are available to cover dividend payments. While
under Maryland law dividends may be paid from unrestricted paid-in capital, AGA's Board cf Direc-
tors has no present intent of doing so.



ﬁ(lexander

exander

Index to Financial Statements

14/ Statements of Consolidated Income for each of the three
years in the period ended December 21, 1986

15/Statements of Changes in Consolidated Financial Pesition
for each of the three years in the period ended
December 31, 1986

16/ Consolidated Balance Sheets. December 31, 1986 and 1985

17/ Statements of Consolidated Stockholders™ Equity for each of
the three years in the period ended December 31, 1986
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Opinion of Deloitte Haskins & Sells, Independent Certified Public Accountants

To the Shareholders of Alexander & Alexander Services Inc.:

We have examined the consolidated balance sheets of Alexander & Alexander Services Inc
and its consolidated subsidiaries as of December 31, 1986 and 1985, and the related staterments of
consolidated income, of changes in consolidated fnzngial position. and of consolidated stockholders’
equity for each of the three years in the period ended Decermber 31, 1986. Cur examinations were
made in accordance with generally accepted auditing standards and. accordingly. included such tests
of the accounting records and such other auditing procedures as we considered necessary in the
circumstances.

In cur opinion, such consolidated Rnancial staterents present fairly the financial position of
the companies at December 31, 1986 and 1985, and the results of their operations. and the changes
in their financial position for each of the three years in the period ended December 31, 1986, in
conformity with generally accepted accounting principles consistently applied during the period ex-
cept for the change, with which we concur. in 1985 in the method of accounting for pension costs
of United States pension plans as described in Neote 10 to the Financial Statements.

Rel,etle Naallsicn t detle

Baltimore, Maryland
March 16, 1987



Statements of Consolidated Income
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For the three years ended December 31, - - 1986 1985 1984
Operating revenues:

INSurance services $ 943.3 $805.8 5686.3
Employee tenefit and management consulting 105.3 88.2 838
Oxher 196 19.6 175
Total 1,068.2 9136 7880
Operaling expenses:
Salaries and benefits 609.5 5156 4641
Orher 348.9 3177 2816
Total - 958.4 8333 7457
Operating incorne - 109.8 - 803 423
Equity in unconsclidared operations (note 4) 228 128 17
Other income (expenses);
Investment income 67.3 54.3 46.1
Interest expense (17.5) (20.8) (22.9)
Amortization of intangible assets (11.8) (12.0) (11.8)
QOrher expense—nel (note 3) ~ {23.9) 177 _{5.3)
Total 144 38 by
Income from continuing operations before Income taxes 146.7 969 56.1
Income taxes (note 5) 804 522 2738
Income from continuing operations 66.6 447 283
Loss from discontinued operations (note 2) (24.0) (520 Raas
Income (loss) before extracrcinary items 42.6 {7.3) (48.8)
Extraordinary items. net (notes 5 and /) 06 I 1.6
Net income (loss) $ 43.2 S (7.3 S (47.2)
Per share of common stock (note 1):
Incormne from continuing operations $ 1.62 S 117 S 78
Loss from discontinued operaticns _ (.58) (1.26) (212
Income (loss) before extraordinary items 1.04 {19 {1.34)
Extracrdinary items, net o — 04
Net income {loss) $ 1.05 S 19 ${1.30)
Cash dividends $ 1.00 S 1.00 S 1.00
Weighted average number of shares 41.2 38.2 36.3

See notes o financial statements.
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Statements of Changes in Consolidated Financial Position

(in milirons)

For the three years ended December 31,

Funds from operations:

Income from continuing operations
Depreciation and amortization
Undistributed income of unconsolidated operations
Deferred income taxes
Adjustment to conform fiscal year of RSC
Other, principally provisions for non-curent liabilities

Total from continuing operations

Discontinued cperations, net of non-fund items
Funding of discontinued operations
Extracrdinary items, net of non-fund items

Total after extraordinary items

Changes in certain working capital items:

Increase in accounts receivable

Increase in accounts payable

Increase {decrease) in cther current liabilities

Effect of exchange rate changes on working capital

Cash dividends

Net funds provided internally

Financing transactions:

Decrease in short-term debt

Additions to lang-term debt

Payments of long-term debt

Shares issued in private placement

Qther stock transactions

Increase (decrease) in other long-term fiabilities
Sales of subsidiaries, net

Net funds provided in finanding transactions

Investment transactions.

Additions to property —net

Capital contribution to insurance company held for sale
Investment in unconsolidated operations

Additions to intangible assets—net

Other

Ner funds used for investments

Increase in cash and investments

See notes (o financial statements.

... f1986

5 66.6
42,6
(11.9)
4.1

21.3

122.7

(0.2)

(28.6)
0.6

94.5

(120.0)
209.0
33.5
11.6

(41.0)
187.6

(6.7)
5.8
(33.9)

21.0
19.4

1985 1984

S any 5 283
393 368
(4.4 2.6)
141 228
(4.9) —
95 .92
98.3 905
(5.4) (10.7)
(19 .4) (8.0)
= 02
735 720
(182.1) {(414.8)
2059 1253
104.3 (67.0)
(2.1 (2.8)
(368 (336
1627 49.1
(11 (.4
416 183
(94.9) {10.5)
452 —
15.4 125
(2.6) (17.0)
149 4.8
_.185 _ 67
338 248
13.2 (1o
(9.1) 9.6
s (25
365 309

S 1447 S 249




Consolidated Balance Sheets

exander oS ee——— - — — e T
exander {in milkons)
As of Decemberr. - 19§§_W ]9?;5
Assets
Current assets:
Cash and investments (principally interest-bearing time deposits) $ 573.0 S 4828
Accounts receivable (el of allowance for doubtful accounts of
$24.4in 1986 and $19.7 In 1985}
Customer accounts 1,192.8 1.046.4
Other 895 1064
Total current assets 1,855.3 16356
Property and equipment—at cost
Land and buildings 18.7 19.4
Furniture and equipment 213.0 180.9
Leasehold improvernents 7441 B85
Total 305.8 2688
Less accumulated depreciation and amortization ~ 1359 1208
Property and equipment—net - 169.9 1480
Equity in unconsolidated operations (note 4) 100.3 83.2
Net assets held for disposal (note 2) 31.2 4.4
Intangible assets— (net of accurnulated amortization of $53.2 1n
1986 and $42 8in 1985%) 214.5 2025
Qrher assets 57.4 537
Total $2,428.6 $§2.127 4
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable $1,572.4 $1.363.4
Short-term debt (note 6) 5.1 11.8
Accrued compensation 72.8 44.5
Orther payables and accrued expenses ~ 1522 _ 1633
Total current figbilities 1,802.5 1.583.0
Long-term liabilities:
Long-term debt (note 7 97.9 125.7
Deferred income taxes (note 5) 132.2 100.5
Other (note 13) AR - 342
Total long-term liabilities _ 3017 2604

Commitments and contingent liabilities (notes 11 and 12)
Stockholders” equity (notes 7, 8 and 9
Preferred stock, authorized 10.0 shares $1 par value: none issued — —
Commeon stock, authorized 60.0 shares $1 par value; issued and
outstanding 35.4 and 32.5 shares, respectively 35.4 325
Class A commaon stock. authorized 13.0 shares $.00001 par
value: issued and outstanding 5.0 and 5.6 shares, respectively — —
Class C commgcn stock, authorized 5.5 shares $1 par value; issued

and cutstanding 1.5 and 1.8 shares, respectively 1.5 1.8
Paid-in capital 327.7 3088
Retained earnings 14.7 13.0
Accumulated translation adjustments _ (54.9) 2

Totaf stockholders' equity 3244 2840
Total $2,428.6 21274

See notes o financial statements.
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Statements of Consolidated Stockholders' Equity

{in mihons)
Far the three years ended December 31, 1986 1985 1984
Common Stock:
Balance, beginning of year $ 325 S 274 5 261
Exchange of 11% convertible subordinated detentures,

0.8 shares in 1984 {note 7) — — 08
Contributed to an employee benefit plan, 0.2 shares in

1986. 1985 and 1984 [note 10) 0.2 0.2 02
Issued for acquisitions of businesses, 1.6, 0.7 and 0 2

shares in 1986, 1985 and 1984, respectively {note 3) 1.6 0.7 0.2
Conversions of Class A and Class C shares into common

stock, 0.9 and 4.1 in 1986 and 1985. respectively

(ncte 8) 0.9 4.1 —
Orher 0.2 01 ol
Balance. end of year $ 35.4 S 325 5 27.4
Class A Common Stock:
Balance. beginning of year s 0.0 S 00 5 00
Private placement, 1.8 shares (ncte 8) — — —
Issued for acquisitions of businesses, 0.1 shares in 1985 — — —
Conversions into common stock, 0.6 and 1.7 in 1986 and

1985, respectively - — S
Balance. end of year $ 0.0 $ 00 S 00
Class C Common Stock:
Balance, beginning of year $ 1.8 S 42 5 42
Corwersions into common stock, 0.3 and 2.4 in 1986 and

1985. respectively {0.3) {2.4) =
Balance, end of year s 15 S 18 S 42
Paid-In Capital:
Balance, beginning of year $308.8 $250.8 52257
Exchange of 11% convertible subordinated debentures — — 133
Contributed to an employee beneft plan 6.0 4.7 40
Issued for acquisitions of businesses 9.1 60 6.4
Conversions into common stack (0.6) (1.7 -
Private placement — 452 -
Other 44 38 B
Balance, end of year $327.7 53088 52508
Retained Earnings:
Balance, beginning of year $ 13.0 5 621 $142.7
Net income {loss) 43.2 {(7.3) (£47.2)
Adjustment o conform fiscal year of RSC - (4.9) —
Dividends:

Common stack (41.0) {30.8) {26.7)

RSC {pre-merger) {6.0) (6.9}
Other (0.5) 0 0.2
Balance, end of year S 14.7 ¢ 130 S 621
Accumulated Translation Adjustments:
Balance, beginning of year $(72.1) 5{809) S (63.4)
Foreign currency translation adjustment (note 3) 17.2 8.8 (32.4)
Realized translation loss relating to discontinued

operations - — 149
Balance, end of year $ (54.9) 5(72.1) $(80.9)

See notes (¢ financial statements.
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Notes to Financial Statements
(10 milians, except per share amounts)

1. Significant Accounting Policies

Consolidation The accompanying consolidated financial statements include the ac-
counts of Alexander & Alexander Services Inc. and its subsidiaries (“the Company™) which are en-
gaged ininsurance broking and consulting services. The Company's unconsolidated subsidiaries
and affiliates are accounted for on the equity method (see Note 4). Intercompany transactions and
balances between consclidated subsidiaries have been eliminated. Reference is made to Note 2
for discussion of the Company's discontinued operations.

Foreign Currency Translation  Assets and liabilities of the Company’s international cpera-
tions are translated at current exchange rates. Operating results are translated at average rates of
exchange prevailing during the year. Unrealized gains or losses resulting from translation. including
Iransactions which hedge a foreign currency investment or long-term intercompany investment, are
included as a separate component of stockholders’ equity. Net transaction gains (losses). amount-
ing to $(1.0) million, $(3.0) milion and $4.2 million for the years ended December 31, 1986, 1985
and 1984, respectvely, are included in the determination of income from continuing operations.

Forward exchange contracts are purchased by the Company to hedge the impact of cur-
rency fluctuations affecting operations of certain foreign subsidiaries. Gains and losses on these
hedging contracts generally are deferred and recognized in the period the hedged transactions are
realized.

Property and Depreciation The cost of property and equipment is depreciated over the
estimated useful fives of the related assets which range up to forty years for buiidings and ten years
for equipment. Leasehold improvements are capitalized and amortized over the shorter of the life of
the asset or the lease term. Maintenance and repairs are charged to opéerations when incurred.

Intangible Assets Intangible assets resulting from acquisitions. principally goodwill and
expiration lists, are amortized on a straight-line basis over periods not exceeding forty years.

The costs of non-compete agreements are amortized on a straight-line basis over the terms of the
agreements.

Income Taxes Deferred income taxes are provided onrevenue and expense items recog-
nized for financial accounting purposes in different periods than for income tax purposes. Income
taxes are provided on undistributed earnings of foreign subsidiaries which are not considered to be
permanently invested to the extent that distribution of such earnings would not be offset by foreign
tex credits. Investment tax credics. prior to January 1. 1986, were included as a reduction of federal
income tax expense in the year the asset was placed in service. The Tax Reform Act of 1986 re-
pealed the investment tax credit for property placed in service after December 31, 1985,

Fiduciary Funds Premiums receivable from insureds are reported as assets of the Com-
pany and as corresponding liabilities, net of commissions, (o the insurance carriers. Fremiums re-
ceved from insureds not yet remitted to the carriers are held as cash or investments in a fiduciary
capadity subject to regulation by various jurisdictions in which the Company operates.

Revenue Recognition Commissions are recognized generally on the effective date of the
policies or the biling date, whichever is later. Any subsequent premium adjustments, including policy
cancellations, are recognized upon notification from the insurance carriers. Contingent COMMISSIoNS,
commissions on pelicies billed and collected directly by insurance carriers and profit-sharing commis-
sions from Lioyd's syndicates are recognized when received. Fees for services rendered are generally
recognized when earned.

Presentation Unless othenwise indicated, all amounts are stated in millions of U.S. dollars.
Certain prior period amounts have been reclassified to conform with the 1986 presentation.

Per Share Data Earnings per share data are based on the weighted average number of
shares and their economic equivalents (see Note 8) outstanding during each period, adjusted for
shares issued in poclings and, if diluaive, shares issuable under stock option plans or debenture con-
version rights. Dividends per share data are based on the Company's common shares outstanding
ar each record date.

2. Discontinued Operations

The Company’s discentinued operaticns include primarily the insurance undenwriting
companies acquired in 1982 as part of the Alexander Howden Group plc {"Alexander Howden™)
acquisition. The decision to dispose of these operations was taken in March, 1985. Since that date,
the Company has sold the Stone Mountain Insurance Company. Sphere Reinsurance Company
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of Canada Ltd. ("Sphere Re”) and Sphere Drake Canada Limited. The Company received proceeds
from these sales of $8.9 millicn in cash and an interest bearing note receivable of $2.0 million due
September 1991, which is subject to the satsfaction of certain warranties and representations in the
Sphere Re sales agreement.

During 1986, the Company retained the investment banking firm of Salomaen Brethers Inc.
to assist in the proposed sale in 1987 of the Sphere Drake Insurance companices, the remaining enti-
ties neld for sale. The operations of the Bermuda and Attanta insurance companies are being run-off

Operating results for these entities before discontinuance. the estimated loss on disposai
and changes tc the estimate are reported in the Starements of Consolidated Income under Loss
from Discontinued Operaticns, as follows:

~ . . - 1986 1985 1984
Operating I0ss before income taxes 5 — S - $(283)
Income tax benefic - — 3]
Net operating loss - — (25.2}
Expected loss on disposal. net of income tax

benefits of $13 4 milion, $53.6 millicn and $1.5
millicr in 1986, 1985 and 1984, respectively (24.0) {52.0) (51.9)
Total _ $(24.0) $(52.0) $(77.1)

The Company considers estimated realizatle values. estimated operating results through
disposal and other related costs in determining the expected loss on disposition. In connection with
the Bermuda and Atlanta insurance companies, future investment inceme has been taken into con-
sideration in the estimated cost of run-off of these operations.

The components of loss from discontinued cperations before income taxes are as follows:

For the years enzded December 31, 1986 1985 - 1984
Unitec! States 5(23.4) S (95.4) S5(17.9)
Foreign 1e0) (02 (638
Total 7 B $(37.4)  5(1056) 5(81.7)

The components of the provision (credit) for income taxes on discontinued operations are
as follows:

For the years ended December 31, 7 1986 1985 1984
Federal
Current 5 (8.9) 5(36.3) S(1.4)
Deferred (1.4) (1o 0.1
Foreign
Current (2.3) (5.2} (2.6)
Deferred ~ {0.8) (2.0) 07
Total o $(13.4) $(53.6) 546

A reconciliation of the tax credit and the amount computed by applying the US. Federal in-
come tax rate of 46% Lo income is as follows:

For tre years ended December 31, 1986 1985 1984
Computed “expected” tax credit 5(17.2) $(48.6) $(37.6)
Foreign statutory rates under U.S.

Federal statutcry rate 0.8 |2 —
Losses in non-taxing jurisdictions 4.8 24 3.6
Subsidiaries’ losses receiving no tax benefit - — 11.1
Use of net operating loss carryforwards (2.8) — —
Nen-deductible expenses 0.9 — 159
Non-taxable income — (2.1} (0.5
Tax benefit on prior year's provision — (3.8) —
Other 0.1 (2.7) 29

Total - $(13.4) 5(536) % (46)
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Ananalysis of the Company’s reserve for estimated loss on disposal of its insurance under-
writing companies is as follows:

o o o 1986 1985 1984
Balance. beginning of year $ 203 5255 5 -
Provision recorded for estimated loss on disposal 24.0 52.0 519
Provision applicable to:

Write-off of intangible assets — — (11.2)

Realization of foreign exchange 10ss - — (14.9)
Operating income {loss) of;

Companies held for sale (a} 3.0 67) —

Companies being run-off (b) (22.2) {48.9) —
Gain on sales 1.2 — —
Other (3.2) (1.9 - {0.3)
Balance, end of year S . o $ 23.1 5203 5255

{a} Represents. pnmarily the operating results of the Sphere Drake Insurance companies. The need to strengthen loss
reserves resulted in an operating loss of $6.9 million in 1985. Improved underwriting results in 1986 resulted in a
profit of $9.4 million which was offset. in part, by provisions related to certain loss contingencies and Costs associ-
ated with the Company’s providing additional capital during the year. principally occurring in the fourth quarter.
The additional provisions for run-off resulted primarily from the need to strengthen insurance undenwriting re-
serves on a pre-tax basis by approximately $21.0 million and $43.0 million in 1986 and 1985. respectively. due
1o adverse claim experience and to increase the allowance for doubtful reinsurance recoverables by approxi-
mately $10.0 million and $60.0 million, respectively. due to developments affecting the ability of certain reinsurers
to meet their obligations. Of the total net loss for 1986, $3 .1 million occurred in the fourth quarter

g

The Company’s insurance undenwriting subsidiaries cede insurance to other insurance com-
panies on risks in excess of certain retention limits. These subsidiaries remain contingently liable to the
extent the reinsuring companies cannot meet their obligations under these reinsurance agreements.

While the reserve for estimated loss on disposal is based on management's best judgment
of probable loss on disposal, there is no assurance that further adverse deviation may not occur due
to the variables inherent in the estimation process. Future variations, if any, between assumed and
actual experience would be reported as adjustments to the estimated loss on disposal from discon-
tinued operancns.

Summarized financial information for the discontinued underwriting companies as of De-
cember 31, 1986 and 1985, 15 as follows:

B o - B - 1986 1985
Assels
Cash and investments $250.1 51786
Accounts receivable 184.9 1849
Income taxes recevable from parent 38.9 419
Other assets 25.9 92
Total $499.8 54146
Liabilities
Claim fiabilities $368.4 $264.8
Other accrued liabilities 771 125.1
Reserve for estimated loss on disposal 231 203
Toral $468.6 S410.2
Net assels held for disposal B B ~ S 31.2 S a4

During 1986, the Company contributed $22.0 million of additional capital to Sphere Drake
Insurance Company plc (Sphere) in order to meet London market expectations with respect 1o oper-
ating ratios necessary for the ongoing conduct of Sphere’s insurance operations. This capital infusion
was funded from borrowings which will be paid off with proceeds from the sale of Sphere. Also.
during 1986, the Company contributed additicnal capital of $20.0 millicn to the Atlanta insurance
companies in order to meet statutory surplius requirements.
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3. Acquisitions and Dispositions

Poolings of Interests  Effective July 31, 1985, the Company acquired all of the voting eq-
uity securities of Reed Stenhouse Companies Limited (RSC) in exchange for approximately 9.6 million
shares which are the economic equivalent of the Company's common stock (reference is made to
Note 8 for a description of the economic equivalent shares). The transaction has been accounted for
as a pooling of interests and, accordingly. the consolidated financial statements of the Company
for all penods prior to the merger date have been restated to include the operations of RSC as if it
had operated as part of the consolidated group.

To effect the combination and to integrate the operations of RSC and the Company. certain
costs and expenses were incurred amounting to $20.5 milion in 1985. These merger-related ex-
penses included primarily professional fees, net costs of eliminating duplicate facilities and systems.
severance arrangements and provisions to conform accounting practices between the two com-
panies and are included in other income (expenses) in the Statements of Consolidated Income. In
1986, in connection with the completion of the integration of RSC. an adjustment ¢f $8.0 million re-
lating principally to the translation of intangible assets denominated in foreign currencies, is included
in the December 31, 1986 Consclidated Balance Sheet. This adjustment had the effect of reducing
accumulated translation adjustments and did not affect results of operations.

The total number of shares issued in transactions accounted for as poolings of interests,
excluding the RSC merger. aggregated 1.5 million and 0.7 million during 1986 and 1985, respectively.
Operating results of these businesses for periods prior to their merger were not significant and,
accordingly, the financial statements of the Company were net restated for these poolings.

Purchases The cost of businesses acquired in transactions accounted for as purchases
aggregated $4.5 milion {including Q.1 million shares of common stock) and $8.9 million (including
0.2 million shares ¢f common stock} during 1986 and 1984, respectively. There were no purchases
in 1985. The excess of the total acquisition costs over the fair value of the net assets acquired was
55.1 millicn and $6.1 million, respectively, and is being amartized over periods not exceeding forty
years. Operating results of these businesses for periods prior to their acquisition were not significant,

Dispositions During 1985, the Company sold its Lloyd's managing agency businesses for
cash of $23.8 million, resulting in a pre-tax gain of $11.2 million which is included in other income
(expenses) in the Statements of Consolidated Income. The sale was mandated by United Kingdom
law. Operating revenues for these operations were $13.0 million and $11.5 milion and pre-tax in-
come was 54 4 million and $8 3 million for the years ended December 31, 1985 and 1984,
respectively,

4. Unconsolidated Operations
The Company’s equity in the net operating results and net assets of its unconsolidated subs-
sidiaries and affiliates is as follows:

For the years ended December 31 __ 1e86 1985 1984
Equity in netl operating results:
Premium finance {A} $ 13.1 S 69 §2.2
Spedial purpose insurance companies (8) 6.1 34 3.0
Insurance broking (C) 3.6 25 2.5
Income before taxes 22.8 12.8 77
Income taxes 1.8 29 i9
___ Netmncome ~$150 599 558
Asof December 31, o 86 1985
Equity in net assets:
Premium finance (A) $ 35.0 5238
Special purpose insurance compdanies (B) 50.5 470
Insurance troking (C) 148 12.4
Total . %1003 832

At December 31. 1986 the Company's share of the unremitted earnings of unconsclidated
operations was approximatety $33.8 milion.
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{A) Premium Finance TIFCO Inc. (" TIFCO™, a wholly owned subsidiary, is engaged in the
financing of insurance premiums for clients of the Company and of cther insurance agents and bro-
kers. Summary financial information is as follows:

Fortheyears ended December 31. ) _J98_6 o _____]_28_5” - @4
Revenues S 429 S 280 S14.2
Expenses 298 2 A 120
Income before Income taxes 13.1 6.9 2.2
Income taxes 6.4 34 L
Netincome & &7 5 35 o S 1.
AsofDecemberi. . _ 18 198
Assers:

Cash $ (7.5) S o

Receivables 226.9 2614

Property and other assets 272 453

Total $246.6 52857

Liabilities and stockholders” equity:

Accounts payable $ 17.0 5 197

Notes payable and long-term debt 178.8 2322

Otrer liabilities 158 10.0

Stockholders” equity 350 238
ot o $246.6 o 52857 o

During 1986, TIFCO entered into an agreement with a hnancial institution 1o sell, with imited
recourse, $150.0 milion of interests in designated pools ¢f premium financing notes. Subsequent
collections of these notes are reinvested in the pool to Maintain an aggregate outstanding balance of
approximately $150.0 million, which remains uncollected at December 31, 1986,

Also, during 1986, TIFCC instituted a commercial paper program and arranged unsecured
lines of credit totaling $140.0 milion as support for the program, plus a line of credit provided by the
Company equal to 25% of such cutstanding debt. The amount of cornmercial paper outstanding
was approximately 5133.0 milion ar December 31, 1986,

TIFCO has entered into liability based interest rate swap agreements to hedge a portion of
its debt against short-term interest rate fluciuations Any differences in interest expense between the
fixed and floating interest rates related to these contracts are recorded monthly. As of December 31,
1986, the principal amounts of swap agreements outstanding approximated $25.0 million,

In August 1985, TIFCO entered inlo a sale-leaseback transaction with Shand, Morahan &
Company, Inc. (Shand). a consclidated subsidiary of the Company, for the purchase of an office buitd-
ing. The cost of the office building was approximately $2 3.3 million ¢f which $20.9 millicn was
financed with non-recourse mortgage Notes. The lease term is twenty-five years and is accounted
for as an operating lease.
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{(B) Special Purpose Insurance Companies The Company’s investments in special
purpose Insurance companies include Evanston Services. Inc. (52 % owned) and Security National

Insurance Company (100% owned). The primary purpose of these investments is [0 maintain

marketing facilities for certain of the Company’s broking subsidiaries. In addition, also included are
wholly owned Bermuda insurance companies, which primarily undenwrite financing transac-

tions, and a whally owned Vermont captive company. Summary financial information for these

operations is as follows:

For the years ended December 31,

Revenues
Expenses

Income before income taxes
Income taxes

Net income (loss)

As of December 31

Assels:
Cash and investments
Receivables
Property and other assets

Labilites and stockholders” equity
Claim liabilities and accounts payable
Notes payable
Crher liabilities
Stocknolders” equity

1986 1985
$161.7 5 797
1525 - 822
9.2 (2.5)
A {07
A S (1.8
1986 198
$346.8 52586
87.1 815
235 _ 190
$457.4 5359.1
$270.4 $2796
40.4 -
66.8 5.9
138 _ 736
$457.4 63591

1984
5550
245

05

_(1.5)

AVl
rx =
O U

{C) Insurance Broking The Company has equity investments in 50% or less owned
insurance broking companies located principally in Europe and North America. Surmmary financial in-

formation is as follows:

For the years ended December 31, o - 1986 _ less 19%
Revenues S 62.4 5308 5411
Expenses 52.1 260 353
Income before income taxes 103 4.8 58
Income taxes 40 25 24
Net income B - - $ 63 523 5 34
As of December 31. . 1986 1885 .
Assels:

Cash and investments $ 88.0 5205

Receivables 62.3 255

Property and other assets _ 178 95

$168.1 $65.5

Liabilines and stockholders” equity:

Accounts payable $124.5 $175

Noles payable 1.8 1.1

Other liabilities 12.1 32.9

Stockholders” equity 297 14.0
o o - $168.1 5655
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5. Income Taxes

The cornponents of income rom conlinuing operations before income taxes are as follows.

Pl o Cecribe ot o 1986
United States $ 86.4
Foreign 60.3

Total o $146.7

1985

5491

478
$96.9

1984
$190
371
$56.1

The components cf the provision for Income taxes on continuing operations are as follows:

For the years ended December 31, - 1986 1985 1984
Federal:
Current S41.4 5189 5(96)
Deferred 1.7 8.7 176
State and local:
Current 8.6 15 08
Deferred (1.8) 14 2.3
Foreign:
Current 26.0 177 138
Ceferred Jj J_Q 29
_ Toral B $80.1 5522 5278

The Company files a U S federal consolidared tax return which includes the lasses of its U S.
discontinued operations. The current federal provision recognizes the amounts payable to the dis-
continued operations for the tax benefits refating to such losses. Similar arrangements exist to recog-

nize the tax benefits relaling Lo the losses incurred in 1984 and 1985 for (he United Kingdom

discontinued operations (see Note 2).

The components of the deferred income tax provision on contnuing operations are as

follows:
For the years ended December 31, 1986 1985 1984
Excess of tax over book deprediation $ 3.1 S 3.1 515
Tax leases 1.6 155 17.2
Financial accruals not currently deductible {17.4) (4.2 67
Alexander Howden loss deduction (see below) 41.6 — —
Reclassification to deferred tax liabilities for tax
credits and 1oss carryforwards {25.1) — —
Other 03 _03) _2§)
Total $ 4aAd 5141 5228

Arecondliation of the tax provision and the amount computed by applying the U5, Federal
Income tax rate of 46% to Income from continuing cperations before income taxes is as follows:

For the years ended December 31, _ 1986 1985 1984
Computed "expected' 1ax expense $67.5 S44.6 5258
Stare and local income taxes—net of federal income

tax 3.7 27 2.0
Foreign statutory rates under U.S. Federal

statutory rate {1.4) {2.9) (1.0
Benefit of income taxed ar capital gains rates {0.2) (6.2) —
Subsidiaries’ losses receiving no tax benefit 2.0 06 1.3
Tax credits (0.5) (19 {2.7)
Amortization of intangible assets 2.5 58 4.1
Other non-deductibie expenses 4.2 27 22
Adjustment to prior year estimated tax provisions 4.4 30 2.0
Tax benefil on prior year claims settlement — — (2.2)
Other. net _(2.1) 3.4 (37
Total tax provision $80.1 5522 $2738
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ﬁéander In 1982, a $43.1 million r2x deducrion. net of estimated recoveries, was claimed by the

xander Company for a loss sustained in connection with the acquisition of Alexander Howden. The related
rax refund of $19.8 million was received in 1983, As a consequence of the liigation settlement de-
scribed in Note 13, the estimated recoveries previously taken into account in determining the onginal
deduction were finalized, resulting in an additional tax deduciicn approximating $90.4 million which
will be claimed on the Company's 1986 tax return. The reduction in current income Laxes payable is
approximately $41.6 million. These tax deductions will not be recognized for income statement pur-
poses until realization is reasonably assured: and accordingly. are reflecied in the deferred income tax
balances in the consolidated balance sheet. Additionally, in 1983 and 1984. 52 3.9 million in tax de-
ductions were claimed oy the Company in connection with the payment, to an unrelated third party.
for an indemnification policy against the potenual adverse effects on the Company from losses arising
out of certain underwriting exposures. The related tax benefit of $11.4 miflion was recognized in the
Company's 1983 income statement. All of the above tax deductions are under review by the IRS or
are expected to be the subject of an IRS review, however, the Company believes it will be successful
in sustaining these deductions.

The extracrdinary credit of $0.6 miflion in 1986 represents the realization of tax benefits re-
sulting from the wutilization of approximately 51.2 million of net operating loss carryforwards attribut-
able te the US. operations of RSC prior to the merger. A December 31, 1986, the Company had a
net cperating loss carryforward relating to these operations of approximately $19.0 million which wil
expire in the years 1993 to 1997.

At December 31. 1986, the Company had net operating loss carryforwards for U.S. tax pur-
poses of $43.4 million wiich will expire in the year 2000.

Al Decemnbar 31, 1986. the net undistributed earnings of consolidated and unconsolidated
foreign subsidiaries aggregated approximately $133.0 million. Since these earnings are considered
permanently invested. there is no provision for additional U.S. taxes which might result upon distribu-
ticn of such earnings: however, foreign tax credits could be available to offser part or all of the US.
taxes which would be incurred.

6. Short-Term Debt
Consclidated short-term debt consists of the following:

AsofCecember3t. . 1986 1985
Commercial paper $ 9.9 5328
Notes payabie to banks -_ I
Current portion of long-term debt {nate 7) 5.4 118
15.0 46.2

Less short-term debt reclassified as long-term [note 7) 99 344
L1 S 5% S 1 A

Information with respect to shori-term borrowing aclivity is as follows:

As of December 31, 1986 1985 1984
Commercial paper:
Balance at year-end $ 9.9 5328 5208
Weighted average interest rate 6.4% 8.3% 8.9%
Maximurm outstanding $75.1 5621 a4
Average outstanding $45.9 $25.0 5132
Weighted average interest rate during the year 7.3% 8.4% 10.8%

Notes payable to banks:

Balance at year-end s — S 16 5326
Weighted average interest rate —% 12.0% 9.4%
Maximum outstanding 516 $50.9 5622
Average outstanding $03 $28.0 5430
_ Weighted average inferest rate durirg the year 120%  96% _ 108%

The maximum outstanding shown above reflects the maximum amount of each category
ourstanding at any month end. The maximurm aggregate short-term debt outstanding at any month
end was $75.1 milton, $84.6 million, and $106 .8 milionin 1986, 1985 and 1984, respectively.
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ﬁxander In addition to the $50 0 million credit facility described in Note 7B. the Company has

exander committed unsecured lines of credit totafing $96.9 milion as support for outstanding commercial
paper and other short-term debt. The lines may e drawn as needed with interest at markel rates
and carry an annual comrmitrment fee of no greater than /4% of the line. There are generaily no
compensating balance requirements. In addition, the Company has approximately $56.2 million in
unused bank lines ¢f credit which require no compensating balances or fees and. subject to bank ap-
proval for each drawing, are available for general corporate purposes.

7. Long-Term Debt
Long-term debt outstanding is as follows:

AsofDecember3t. .. le86 1985
119% convertible subordinated debentures (A) S Ta.4 S 744
Long-term credit agreement (B} 9.9 34.4
Term bank loan (C) 5.0 5.1
Eurodollar bonds () — 68
Other - 137 _ 168

103.0 1375
Less current portion (note 6) - 54 R
~Total S 8979 51257

The principal portion of payments required during the next five years is $5.1 million in 1987,
$8.8 million in 1988, $3.3 milkon in 1989, $1.6 million in 1990 and $1.1 milion in 1991,

A, 11% Convertible Subordinated Debentures The debentures are unsecured sub-
ordinated obligations maturing April 15, 2007, The debentures were issued in connection with the
acquisition of Alexander Howden under an Indenture agreement dated February 1. 1982 and
are convertible INto commeon shares ar $39 per share, subject to adjustiment under certain conditions
and to prior redemgtion. The detentures are redeemable any time, at the Company’'s option at
108.07 prior to Aprit 15, 1987 and at declining prices thereafter unal April 15. 1997 and commencing
April 151992, at their principal amount through operation of a mandatory sinking fund.

In June 1984, the Company, pursuant to an exchange agreement, issued 781.815 shares of
its commeon stock with a value of $14 1 million in @ non-taxable exchange for $15.5 million of de-
bentures. The Campany realized a gain from this early extinguishment of debt of $1.6 million which
was recorded as an extraordinary item in 1984,

B. Long-Term Credit Agreement The Company has a five-year, $50.0 milion credit
agreement with a tank. The agreement. as amended effective October 1, 1986, containg vanous re-
strictions including lirmits on minimum nat worth, maximum total debt and debt o unconsoli-
dated subsidiaries and minimum censolidated cash flow from continuing operanons. Interest on U S,
dollar borrowings under the agreement is at the bank's prime interest rate or alternarive bank rares
while Eurocurrency [oans bear interest ar a rate over the London Interbank QOffered Rate ("LIBOR™).
Current retained earnings are sufficient ro pay dividends under the minimum net worth limitation at
December 31, 1986. The Company has not borrowed under this agreement.

Inthe gvent short-term borrowings cannot be made advantageously, the Company intends
to use this fadiiity to refinance a portion of its short-term borrowings on a long-term basis. Accord-
ingly. $9.9 rmilion and $34.4 million of short-term debt has been reclassified as long-term debt at
December 31, 1986 and 1985, respecively.

C. Term Bank Loan The Term Bank Loan is an unsecured obfigaton of RSC. This bor-
rowing s payable in Canadian dollars at varying interest rates which approximate the Canadian Bank
Prime rate (93/4% at December 31, 1986). and is due January, 1988.

D. Eurodollar Bonds The 9'/2% Eurodollar bonds were unsecured obligancns of Alex-
ander Howden issued prior to the acquisition. In 1985, the Company repurchased approximately
$7.0 militon principal amount of the Eurodollar bonds and in 1986 repurchased the remaining $6.8
million principal amount.

8. Common and Preferred Stock

In connection with the RSC merger in 1985, the Company issued two new casses of voting
equity securities, Class A and Class C shares, with voling rights equal tc the Company's Common
Stock. Associated with each such share is a dividend paying share issued by a Canadian (RSC Class |

26



ﬁ?xander

exander

Share) or a United Kingdom {AAE Dividend Share) subsidiary which pays dividends in Canadian dol-
lars or sterling, respectively. equivalent to the dividends paid on shares of common stock. Holders of
these securities, therefore, hold the economic equivalent of shares of common stock.

tach Class A Share (together with an RSC Class 1 Share) and Class C Share (fogether wath
an AAE Dividend Share) may be exchanged at any time for a share of common stock. From July 31.
o December 31, 1985, 4.1 million shares of comman stock were issued 1n exchange for the eco-
nomic equivalent shares. During 1986. 0.9 million shares of common stock were 1ssued in exchange
for the economic equivalent shares

MNo dividends may be declared and paid on the Company's common stock unless an eqguiv-
alent amount per share is declared and paid on the economic equivalent shares. Accordingly. the
Company’s ability to pay dividends is limited by the amounts available 1o the Canadian and UK. sub-
sidiaries for such purposes. These amounts approximate Canadian $32.0 milion or $23.1 milion. as-
suming certain solvency tests are met under Canadian law, and sterling 47.7 million or $70.0 million,
respectively. at December 31, 1986. In the event sufficient earnings are not available in Canada or the
United Kingdom to declare dividends, the Company's legal structure allows it to make earnings or
capital available in those countries to pay dividends.

In September 1985, 1,750.000 economic equivalent shares were issued in a private place-
ment in Canada to a group of Canadian institutions. The offering was made pursuant o certain pri-
vate placement exermpticns contained in Canadian provincial securities legislation.

The Company’s preferred stock can be issued in one or more series with fulf or limited
voting rights, with the rights of each series to be determined by the directors before each issuance.

At December 31, 1986 the Company has shares of common stock reserved for issuance of
approximarely 1.8 million for stock option plans, 1.9 million for conversion of debentures, 0.1 million
for contingent issuance under acquisition agreements and 6.5 million for conversion or redemption
of econornic equivalent shares.

9. Stock Option and Incentive Plans

Long-Term Compensation Program The Company’s long-term incentive cormpensation
program consists of a stock option plan, a performance bonus plan and a restricted stock award
plan.

Under the 1382 Key Employee Stock Option Pian, participants may be granted incentive
stock opticns or nongualified options to purchase not in excess of 1.175,000 shares of the Compa-
ny's common stock. Oplions may be granted at not less than fair market value of the common
stock on rhe dare granted and become exercisable at the rate of 50% a year cormmencing two years
from date of grant and expire ten years from date of grant.

Under the 1882 Executive Performance Bonus Plan. participants may be awarded per-
formance awards based upon certain performance criteria as determined by the Compensation
Committee of the Board at the tme of grant. Paymenis with respect (o these awards may be made
with the Company’s common stock (maximum 225,000 shares) or cash or a combination of both.

In 1986 and 1985. approximately $1.8 milion and $1.4 million, respedtively, was provided for awards
which will become payable in 1987. There were no awards granted in 1584,

Under the 1982 Key Employee Restricted Stock Award Plan, participants may be awarded
shares of the Company’s common stock subject to various restrictions which imit the sale or other
transfer of the shares until the expiration of a specified time pericd. In addition, the shares are subject
to forfeiture if the participant does not rernain in the employment of the Company throughout the
restricted time period. A maxirmum of 325,000 shares may be issued under the plan. There were
51.616, 60,195 and 53,735 shares awarded during 1986, 1985 and 1984, respectively.

The Company has submitted a proposal to its shareholders, for consideration at its May
1987 Annual Meeting, to amend the 1982 Key Employee Stock Option Plan to increase to 2.1 million
the number of shares authorized for issuance under the plan, and allow for the issuance of stock
appreciation rights.

Long-Term Capital Accumulation Program In 1982, this program was replaced by the
Long-Term Compensation Program with all options, totaling 733,932 shares. and awards outstand-
ing at that time remaining in effect. The oplions became exercisable at the rate of 25% per year and
expire ten years from grant date.
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Option transactions under bath programs were as follows:

Opncn Price
Number of Fer Share
- B Shares Range

Cutstanding, January 1, 1984 990.505 $17.06-532.88
Granted 160,087 17.75- 22.25
Cancelled _ (86.817) o

Curstanding, December 31, 1984 1,063,775 $17.06-532.88
Granted 205,270 24.50- 28.88
Exercised (48.926) 17.06- 23.19
Cancelled  (44.163)

QOurstanding, December 31, 1985 1,175,956 $17.06-532.88
Granred 553257 38.63
Exercised {134.779) 17.06- 31.13
Cancelled _ (47.848) -

Outstanding, December 31, 1986 _ 1,546,586 $17.75-53863

The number of options exercisable at Decermber 31, 1986, 1985 and 1984 were 759,811,
719.209 and 611.745. respectively.

10. Employees’ Retirement Plans and Benefts

The Company has contributery and non-contributory defined benefit pension plans cover-
ing substantially all domestic and foreign employees. The plans generally provide pension benefits
that are based on the employee’s years of service and compensaticn prior (o retirement. The Com-
pany’s policy is to fund penston costs accrued, An overfunding exists in the United States’ two
largest plans. As a result, the Company will not make any contributions to those plans until the over-
funding is substantially recuced.

Effective January 1. 1985, the Company adopted Staterent of Finandial Accounting Stan-
dards No. 87 {FAS No. 87) ror 1ts United States pension plans which reduced pension expense
by $4.2 million for 1985, For these plans, net pensicn provision (credit) is summarized as follows:

- - 1986 1985
Service cost $10.4 5 78
Interest cost 10.8 9.3
Actual return on plan assets {26.4) {38.1)
Net amortization and defercal | 5.6 205
Net periodic pension provision (credit) $ 0.4 S {05)

United States pension expense was $2.2 milion in 1984,

The following table sets forth the United States plans’ funded status and amounts recog-
nized in the Company’'s Consolidated Balance Sheer as of December 31, 1986 and 1985:

1986 198
Projected benefit obligation 5(167.1) 5(109.9)
Plan assets at fair market value 196.2 1729
£xcess of plan assets over projected benefit obligation 29.1 630
Unrecognized net loss (gain) 14.4 (15.2)
Unrecognized net assets being amorbized over 16 years (43.2) (475)
Prepaid pension cost $ 03 S 03
Assumed discount rate 8.00% 9.75%
Assumed rate of compensation increase 7.00% 7.00%
Expected rate of return on plan assers 10.75% 10.75%

At December 31, 1986 and 1985 approximately 52% of plan assers are invested in equity
securities and 48% in cash equivalents or debt securities.

International pension expense totaled $13.2 million in 1986, 55 5 million in 1985 and $8.0
million in 1984.
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m&gr As cf their latest actuarial valuaticn dates. the Company's foreign pension plans have ap-
proximately 5138.8 million of pension fund assets compared with $1189 milion of estimated vested
benefits payable.

The Company maintains thrft or deferred profit-shanng plans for most U.S. and Canadian
employees. Under the thrift plans, eligible employees may contribute amounts through payroll
deduction, supplemented by Company contributions, for investment in various funds established
by the plans. The cost of these plans was $7 3 million, including 0.2 milion shares of commaen
steck valued at $6.0 million in 1986, $5.8 million, including 0.2 millicn shares of commaon stock val-
ued at $4.9 milion in 1985, and $5 2 milifon, incluging 0.2 million shares of common stock valued
at $4.2 milion in 1984,

Substantially all of the Company’'s U.S. employees and employees in certain foreign coun-
tries. may become eligible for certain health care and life insurance benefits If they reach normal
retirement age while working for the Company. The cost of providing those benefits for 1,513 retirees
is NOt separable from the cost of providing benefits for the 13,625 active employees. The total cost
for these benefits for both active and retired employees was $23.0 milion in 1986, $19.8 million in
1985, and S18.4 million in 1984

11. Commitments
Minimurm annual rentals for office space under noncancellable operating leases expiring
more than cne year after 1986, the last of which expires in 2009 are:

Period Armount Period Amount
1987 L. S 660 19921996 .. .. .. .. o S1747
1988 . .. . . ... 62.5 1997-2001 .. .. 78.6
1989 ... 553 2002-2006 .. ... ... ... 368
1990 . . 491 2007-2009 .. ... 141
1991 ... . 447

Rental expense for office space, which includes property taxes and certain other costs,
amounted (¢ $61.7 milion in 1986, $54.4 milion in 1985 and $57 9 millicn in 1984,

In 1982, by resoluticn of the Board of Directors, the Company provided assurances with
respect to placing certain Alexander Howden subsidiaries in a position to meet caims validly covered
by policies issued by Alexander Howden insurance company subsidiaries and to meet specific finan-
clal commitments made by Alexander Howden broking subsidiaries in the ordinary course of their
authorized business.

The Company has entered into asset based interest rate swap agreements to hedge a por-
tion of its investment portfohic against short-term interest rate fluctuations. Any differences ininterest
income between the fixed and Aoating interest rates related (o these contracts are recerded monthiy,
As of December 31, 1986, the principal amounts of swap agreements outstanding approximated
$25.0 million.

The Company has guaranteed certain barrowings and letters of credit, issued comfort let-
ters in connection wilh keepwell agreements and has otherwise agreed to reimburse the payment of
certain other asserted or unasserted labilities of consolidaled and uncensolidated subsidiaries.

Certain unconsclidated foreign subsidiaries of the Company have entered into agreements
in connecticn with surplus relief reinsurance for an unrelated domestic life insurance company. In
connecticn with these arrangements, the Company's subsidianes have outstanding unsecured letters
of credit of approximately $159 0 milion at December 31. 1986, which are guaranteed by the parent
of the life insurance company. Neither the Company nor any of its other subsidiaries has guaranteed
the obligations of these unconsolidated fareign subsidiaries.

While these matters may expose the Company to inancial conseguences, it is manage-
ment's opinion that any adverse effects wall not be material to the Company's financial condition

12. Contingent Liabilities

Following the acquisition of Alexander Howden in January 1982, certain claims have been
or may be asserted by those who believe they have suffered losses as a result of the activities of
certain fermer Alexander Howden officials and others. These include primarily claims relating to the
placement of reinsurance by Alexander Howden subsidiaries with companies, some of which were
secretly owned by former Alexander Howden officials. and questionable broking and underwriting
practices of the former Alexander Howden officials and others.
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In particular, claims were brought against the Company on behalf of members of Lioyd's
syndicates managed by PCW Underwriting Agencies Ltd. and WMD Underwniing Agencies Ltd. ansing
from services performed through Alexander Howden subsidiaries, prior to the Company's acquisi-
tion of Alexander Howden, with respect to the placement of reinsurance on behalf of syndicates man-
aged by those underwriting agencies. The Company entered info a settlerment agreement with
the syndicates in 1984. In May 1985, it was announced that certain of the syndicates had suffered
severe additional losses, which {on an undiscounted basis) have recently been calculated ta total
approximately 2 38.0 million pounds sterling. Following the May 1985 announcement of these losses,
draft claims were prepared against the Company and others on behalf of the members of the af-
fected syndicates to set aside the 1984 settlement. The Company is @ party to discussions, initiated
by others, (o determine if an out of court settlement is feasitle. In any event, the Company believes
that it has full and valid defenses against these claims.

Claims have been or may be asserted against the Company and certain of its subsidiaries
alleging, among other things, that certain Alexander Howden subsidiaries accepted, on behalf of cer-
Lain iNsurance cornpanies, insurance or reinsurance at premium levels not commensurate with the
level of underwriting risks assumed and retroceded or reinsured those risks with financially unsound
reinsurance companies. In twe pending actions, plaintiffs allege compensatory and punitive dam-
ages based on claims arising from common law fraud. breach of contract and negligence, and treble
damages totaling $69 miltion based on claims under the Racketeer Influenced and Corrupt Organi-
zations Act. A third related action contains allegations of negligence, unfair and deceplive practices.
bad faith and fraud. Management of the Company and its counsel believe that there are full and valid
defenses to all claims that have been or may be asserted with respect to these activities. The Com-
pany is vigorously defending the pending actions.

The Company and its subsidiaries are also subject to varicus claims and lawsuits from
both private and governmental parties in the ordinary course of business, consisting principaily of al-
leged errors and omissions in connection with the placement of insurance and i rendering con-
sulting services. In some of these cases, the remedies that may be scught or damages claimed are
substantial. Additcnally, the Company and its subsidiaries are subject te the nsk of losses resulting
from the potendal uncollectibility of insurance and reinsurance balances and claims advances made
on behalf of clients.

The Company's insurance underwriting subsidiaries cede insurance to other insurance com-
panies on risks in excess of certain retention limits, These subsidianes remain contingently liable in the
event the reinsuring companies cannot meet their obligations under these reinsurance agresiments,

Shand and its subsidiaries have advanced claim payments and placed insurance and rein-
surance wirth and on behalf of The Mutual Fire. Marine and Inland Insurance Company (“Mutual
Fire”). ©On December 8, 1986, the Commonwealth Court of Pennsylvania entered an Order of Reha-
bilitation for Mutual Fire and continued the Pennsyivania Insurance Commissioner's Order of
Suspension issued in September 1986, A plan of rehabilitation designed to strengthen the financial
condition of Mutual Fire and satisfy its creditors is currently being negotiated, but no date has yet
been fixed for a court hearing on that plan. In the event of a liquidation of Mutual Fire, a liquidator may
challenge the Company's subsidiaries concerning the amount of reinsurance owed to or paid by
Murtual Fire and the reimbursement by Mutual Fire of claims payments advanced on its behalf. Other
claims have been or may be asserted by other affected parties, including insureds of Mutua! Fire. It
is not possible to predict with certainty whether Mutual Fire will be successfully rehabilitated or
whether it will eventually be placed in iguidation.

These contingent kabilines involve significant amounts, and while it is not possible to predict
with certainty the outcome of such contingent liabilities, their coverage under the Company's pro-
fessional liability insurance policies, or their financial impact on the Company. management presently
believes that such impact would not be material to the Company's finandial condigion.

13. Litigation Settlement

In November 1986, the Company settled its lawsuit, which commenced in 1983, against
certain former auditors of Alexander Howden. The terms of the settlerment included the payment of
approximately $24.0 million to the Company. Recognition of this recovery, in the Statement of Con-
sohdated Income, has been deferred pending final resolution of spedific 10ss contingencies arising out
of the Alexander Howden acquisition which were known at the date of the settlement and the
amount of the recovery is incduded in other long-term liagilities in the Company's Consclidated Bal-
ance Sheet. Any refated future recovenies will oe accounted for in the same manner,
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14, Cther Matters

In July, 1982, the Company brought to the attention of the Securities and Exchange Com-
mission {"the Commission™) the business and accounting irregularities discovered [o have taken place
at Alexander Howden which was acquired by the Company in January, 1982. The Commission. in
April. 1983, commenced an ingquiry into matters related to the acquisition of Alexander Howden and
developments occurrning subsequent thereto.

The Commission’s inquiry focuses principally on information made public by the Company.
after its discovery in 1982 of the Alexander Howden irregularities, regarding the nature, extent and
accounting treatrment of the losses attributable thereto. The Company has cooperated fully in the
Commussion’s investigation, which is substantially complete, The matter has not been presented o
the Commission, and the Company is currently engaged in discussions with the Commission’s staff
with respect Lo its recommendations to the Commission.

15. Business Segments

Segment information is provided for the Company’s bwo reportable segments, Insurance
Services and Employee Benefit and Management Consulting.

Insurance Services includes a broad range of insurance brokerage services such as negotiat-
ing and placing casualty, property and marine insurance, wholesale brokerage, reinsurance broker-
dge. risk analysis and management. and self-insurance services.

Employee Benefit and Management Consulting Services includes a vanety of hurnan re-
source management services such as actuarial and administrative services for pension, compensation
and benefit plans, employee communications consulting and management consulting.

In 1986. cash and investments are included with the respective reportable segments and
geographic areas. Such amounts were previously included in General Corporate and, accordingly. the
prior years' information has been adjusted to conform with this presentation. The following tables
present infermation about the Company’s operations by business segment and geographical areas
for each of the three years in the period ended December 31, 1986

Operating Operating Identifiable
e Revenue Income _ _ Assels
1986
Insurance services 5 9433 $1360 $2.169.4
Employee benefit and management
consulting 1053 56 1005
Cther business 196 21 224
Equity in unconsolidated operations — — 003
General corporate — (33.9) ng
Assets held for disposal = = 312
Consolidated totals 51,0682 51098 524286
1985
Insurance services S BOS8 51018 $1.9413
Employee benefit anc management
consulting 882 37 69.5
Other business 15.6 (0.1} 208
Equity in unconsolidated operations — — 8372
General corporate — {(25.1) 82
Assets held for disposal . — - 44
Consolidated totals S 9136 S 803 521274
1984
Insurance services 56863 S 600 51.616.2
Employee benefi and management
consulting 838 50 76.7
Other business 173 (0.7) 253
Equity in unconsolidated operations — — 68.6
General corporate — {22.0) 113
Assels held for disposal = = 316
__ Consolidated totals s 7880 5423 518327

31



&exander Operating Operating Identifiable

exander e _ Revenue ~ Income _ Assets
Geographical areas:

1986
United States S 7284 51197 51,3164
Unired Kingdom 1450 75 553.0
Canada, principally RSC 116.1 16.6 1941
Other countries 78.7 {0 2288
Equity in unconsolidated operations — — 1003
General corporate — (33.9) 48
Assels held for disposal == - 312
Consolidated totals $1.068.2 51098 $2.4286

1985
United States S 6286 S 873 $1.133.4
United Kingdom 1197 86 489.3
Canada, principally RSC 985 7.5 1866
Other countries 66.8 20 2223
Equity in unconsolidated operations — - 832
General corporate — (25.1) g2
Assels held for disposal = = S 44
Consolidated totals S 9126 $ 803 $2.127.4

1984
United States § 52206 S 419 5 9282
United Kingdom 1075 125 A409.4
Canada, principally RSC 88.6 6.3 1258
Other countries 693 36 2578
Equity 'n unconsolidated operaticns — — 68.6
General corporate — (22.0) 113
Assets held for disposal - = 3186
~ Consolidated totals -5 7880 S 423 $1,832.7

16. Quarterly Financial Data (Unaudited)
Quarterly operating results for 1986 and 1985 are summarized below (in millions, except
per share data).

Income from
Operating Operating Centinuing Net Income
Cuarters Revenue  Income Operanons {Loss)
1986
First S 2498 S 289 5221 $22.1
Second 2692 373 227 196 (a)
Third 267.4 311 157 (0.9)
Fourth 2818 125 6.1 - 2410a)
Year $1.068.2 51098 $566.6 5432
1985
First 5 2105 S5 221 5132 5132
Seceond 2271 231 1.2 8.3
Third 2363 2972 17.4 2.1
Fourth 2397 59 29 (30.9)b)
Year S5 9136 5 803 Sa4.7 S (7.3)
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ngder Per Share of Common Stock
exander

income from

Continumg Net Income
Quarters Operaticns o (Loss) Doadends Hightc)  Low(c)
1986
first S 54 S 54 S 2N 538 S313/,
Second 5h 48 {al 25 401/, 32V
Iturd =8 (02 25 N2y ELR
Fourtn ) ‘06 {a) ”?‘3 3 25 e
Year 5162 5105 (d) $1.00
1985
[irst S 35 S 3b S 25 532 S22 a
Second 30 27 25 314 261/,
Third 116 05 25 20 26
Fourth ~ ._Q'/' [ 78)(b) 25 23778 2
Year s id) S (19 $1.00 S
{a) Anextraordinary credit of $4 3 miflion was recorded in the second quarter of 1986 representing the utiliZgnon of

net operanng loss carryfonwadrds As a result of an additional tax deduction that will be clarmed for 1986 (see
Mote 5). only S 6 milion will to recognived n 1986, resulting ina $3 7 milhon extracrdinary charge in the fourth
quarter of 1986

B} Includes the additional provision of $33.8 million (S 8% per share) in the tourth: quarter for the increase in the osi
mated loss on dispesal of the discontinued underwnting companies resulting from the further strengthering ol
reserves for Clam liabilities and doubtful reinsurance recoverables

(€) Sales pnces on the New York Stock Exchange

() Notequal to the sum of the guarters
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If you would like to receive a ce-
scription of Alexander & Alexander’s
capabilities, please write for our
publication, Managing the Risk Factor.
Conract:

Corporate Communicaticns
Alexander & Alexander Services Inc.
1211 Avenue of the Americas

New York NY 10036
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