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Pension issues for transaction professionals

..advanced

Wednesday 19 September 2007, 8.45am ... 1pm
The City Club, 19 OIld Broad Street, London EC2N 1DS

A half-day seminar for those working in corporate ihance or M&A who
already have some experience of the impact of permis on their work
and wish to advance their knowledge and enhance thredeal outcomes.

Since the introduction of the UK Pensions Reguiladpril 2005 pension
issues have been looming large in transactionse hlage been a number
of high profile deals collapsing due to pensiditdifies (for example
WHSmith) and 69% of private equity firms have albaed a deal solely
due to pension issues. More recently Trusteesh®re pressing leveraged
buy-out companies hard in takeover situations wWithBoots/KKR
transaction setting a higher bar. In the past menlie Pensions Regulator
has issued its first Financial Support DirectiBB[¥/) on Sea Containers
demonstrating that he is not toothless as some leglin to feel.

This seminar will help those working in M&A, wheeledready had some
experience of pension matters, to achieve viahtesaction results for
themselves or their clients. The seminar is aimat@stment bankers,
corporate finance advisers and other professiartadshave a day-to-day
involvement in transactions.

Key speakers

David Willetts mpP

David is the MP for Havant and the Shadow Secreté@tate
for Education and Skills. David was for many yearShadow
Secretary for Work and Pensions and contributed nnaovative
ideas to the pension debate. David has continugehtarest in
pensions, acting as a special advisor to Punténabiou

Jonathan PunterriA

Jonathan founded the leading UK actuarial consultancy Punter
Southall in 1988 and has over twenty five yeargg&pce in the
actuarial profession. Jonathan has extensive erperin advising
trustees of pension schemes as well as advisipgrate entities
on their obligations and options.

David CuleriAa

David established the Punter Southall Guildfoideoiifi 1993 and
has worked with several of the firmes largesttslibalping to
develop new products and services in responsesitortbeds and
demands. He is also a recognised expert in FR81ftemational
accounting standards for pensions, having spokerasémes on
these issues.

Peter Ford

Peter is a partner and the head of Norton Rosessgepractice.
He has experience in all aspects of pensions anchésnber

of the Main Committee of the Association of Pensiawyers.
Peter was the lead legal adviser to the Governspmorsored
Pickering Review into the simplification of priyaasions and
is a member of a number of pensions organisations.




Recent guidance from the
Pensions Regulator —
a higher hurdle?

Jonathan Punter FIA

September 2007

Overview

* Recap on clearance

* Recent press comment

¢ The Pensions Regulator’s view
* Ourview

+ Case studies

» Looking to the future

Punter Southall

Recap on clea

ce

“Moral hazard” powers introduced by Pensions Act 2004

« Contribution Notice (“CN")

— served to the employer and parties connected (including
individuals) requiring payment up to section 75 debt

« Financial Support Direction (“FSD")

— served to employer and parties connected (only
companies) to support an employer’s pension liabilities

Punt

Recap on clearance

« The Pensions Regulator (“TPR”") process

« Guarantee of exercise of “moral hazard” powers as
result of particular action

« Consider for corporate events
* Voluntary application undertaken by company

« Compensation for weakening covenant provided to
scheme

« Negotiate with Trustees and approved by TPR —
“referee not player”

a
Punter Southall

Recap on Clea

ce

Clearance a consideration if:

» Events are financially detrimental to the scheme
— change in priority
— return of capital
— change in control structure

* Any action that reduces covenant

* Recent press releases include

— TPR strengthened stance on clearance, now requiring
more than FRS17

— Trustees should push for clearance even if fully funded on
FRS17

— “[Sainsbury’s] Trustees...could stop the bid by demanding
large up front cash payments...”

— we have heard of trustees asking for clearance

« All factually incorrect

Punter Southall




« 3 May announcement - Trustees have duty to demand
substantial assets up front to safeguard retirement benefits
in the event of a leveraged buy-out

« Clearance guidance from April 2005 states deficit
calculation should be on a relevant basis

¢ FRS 17/1AS 19 suggested unless
— the Trustees have fixed a higher funding level e.g. under
Statutory Funding Objective
— there is no relevant FRS 17/IAS 19 valuation

— there is a question over the continuation of the employer as a
going concern

* FRS 17 may not be appropriate in the case of a
leveraged buy-out

Compensation to reflect reduction in covenant
Compensation should take account of funding level

Scheme should be in the same financial position after
the compensation payment

Level of compensation agreed by Trustees and
Company

Compensation required is highly case specific

Our approach

— clearance always a consideration when covenant is
significantly weakened irrespective of funding level

— Trustees’ consent nearly always required for clearance

— Trustees have no power to block transactions (but can
make life difficult post completion)

— clearance is never mandatory

Can you solve the equation

£ym debt in business or other reduction in covenant due to
transaction

£xm in cash into the pension scheme or alternative security
What is x? Do you even know y?

Solving this equation is awkward and subjective

Large portion of business sold

Marconi applied for clearance to distribute sale
proceeds to shareholders

Equity value of sponsoring employer reduced by 80%
Scheme was fully funded on FRS 17 basis

Required to place extra £500m in escrow to provide
adequate compensation

Boots had little debt

Scheme had FRS 17 deficit of £26m at start of 2007
KKR financed £11.1bn purchase with £8bn of debt
Trustees asked for £1bn lump sum

Deal struck
— payments of £418m over 10 years
— security package of £600m




Cases where smaller changes in covenant

FRS 17 deficit paid

— in full at completion

— 50% up front, rest over 3 years

— spread over 5 years but front end loaded

Trustees accepted

Clearance given

* TPRjust published new draft guidance
e Currently under consultation

 Limited changes in practice
— wider definition of Type A events
— extended list of relevant funding measures

* No impact on the way we approach clearance

No change in TPR guidance
FRS 17 still important
Other measures can be important too

Always scheme and company specific

Punter Southall Transaction Services is a division of Punter Southall Limited

Registered office: 126 Jermyn Street, London SW1Y 4UJ. Registered in England and Wales No 3842603
A Punter Southall Group company




The Trust Deed and Rules
- a potential death trap

Peter Ford

Partner

Head of Pensions
Norton Rose LLP
19 September 2007

 Introduction

» Structure of the Transaction

« Structure of the Scheme

* The “balance of powers”

» Duties of the Trustees

» Key provisions in the Trust Deed

Structure of the Transaction

* Whole scheme transfer
« Acquisition of a “participating employer”
« Asset transfer

Structure of Scheme

» Defined Benefit/Final Salary

» Defined Contribution/Money Purchase

* Industry-wide scheme
 Single-employer scheme
* Multi-employer scheme

The “Balance of Powers”

Key to understand who controls the principal

discretions under the Scheme:
— Employer

— Trustee

— Actuary

— Combination

Duties of Trustees

« Act as fiduciary

« Actin the best interests of scheme “beneficiaries”
* Act equitably

« Consider the interests of the employer

* Regulator's guidance — act like bankers

» Security of past benefits/level of future benefits




Key provisions

Power of Amendment

— Specific restrictions

— Section 67 Pensions Act 1995

Power to determine employer contributions
— Pensions Act 2004: Scheme Funding
Power to wind-up }
Partial winding-up}
Power to augment benefits
Early retirement: Beckmann

section 75 Pensions Act 1995

Conclusions

Due diligence!
Due diligence!
Due diligence!

Ed

N
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“Moral hazard” following
Sea Containers Ltd

David Cule FIA

September 2007

Aims of the Pensions Regulator (“TPR”)
The “moral hazard” powers

Sea Containers Ltd company structure
Arguments against an FSD

Why the FSD was issued
Consequences of the FSD

Next steps

Why this case is of particular interest
Applicability to other situations

The PPF compensates members of eligible defined
benefit schemes if their employer becomes insolvent

Since introduction, the risk that unscrupulous
employers will deliberately shift deficits to the PPF
now exists

This would lead to increasing PPF levy costs

Reason for TPR’s draconian powers

* The primary aims of TPR are to:
— protect benefits of occupational pension scheme members
— reduce risk for the Pension Protection Fund (“PPF”)

» To fulfil objectives given “moral hazard” powers including
power to impose:
— a Contribution Notice (“CN")
— a Financial Support Direction (“FSD")

Issued to companies associated with a DB sponsor
But not to individuals

FSDs are issued if sponsor is either:
— aservice company; or
— “insufficiently resourced”

And if it is reasonable

FSD is not a demand for immediate money — just an
assurance

June 2007 - first FSD issued to Sea Containers Ltd

« Debts of £328m

SCL « Owes £195m to bondholders
(based in Bermuda)

« £34m “unrestricted” cash

« Applied for “Chapter 11" bankruptcy
protection in US

Other subsidiaries ) X
include: Sea Containers Services Ltd
“SCSL”
« SC Railway Services Ltd (UK subsidiary)
(owns GNER) « Combined Buyout
« SC Property Services Ltd deficit is £134m

DB Pension Scheme 1

* SC Ferries Ltd

: DB Pension Scheme 2
* SC Chartering Ltd (set up in 1990)




SCL say
* FSD is not reasonable
« FSD is not proportionate

— they intended any reorganisation would be subject
to TPR’s clearance

— their existing Services Agreement is adequate form
of financial support

— the US Bankruptcy Court may refuse to approve an
FSD

— FSDs should not be used in insolvency cases

Reasonable
— two schemes are in a “parlous state”

— SCL failed to propose a funding plan of its own for over a
year

— SCL received services from SCSL without charge

— SCL benefits from Bermuda tax advantages, although
headquarters in London

Proportionate

SCL “unique case” so TPR could act easily without
setting a significant precedent

* SCL have appealed the FSD
* Appeal made by “reference” to TPR tribunal

« |If SCL fail to put arrangements in place, TPR can issue
aCN

* CN could require a direct cash payment

SCL now required to put arrangements in place to
underwrite liabilities of SCSL under its two DB
schemes

Trustees have a direct claim against the group
company

Schemes now rank on equal basis with other
unsecured creditors of the group

Trustees potentially in a better bargaining position with
creditors

First FSD ever issued

No guarantee Trustees or members will be any better
off

Will US Bankruptcy Court approve FSD?

Lengthy appeal gives time for SCL to resolve financial
issues without TPR, or to disappear

Limited read across to other situations

— service company is Principal Employer (unusual)

— therefore no need to prove “insufficiently resourced”
— undertakings given by parent company

— overseas parent filing for bankruptcy (low risk)

However, good data on how TPR will test
“reasonableness” from judgement

— degree of involvement

— financial gains (implicit or explicit)




Punter Southall Transaction Services is a division of Punter Southall Limited
Registered office: 126 Jermyn Street, London SW1Y 4UJ. Registered in England and Wales No 3842603
A Punter Southall Group company




A pension deficit — cheap
finance?

Richard Jones FIA

September 2007

Pension scheme deficit
— traditional view

— alternative view
Example case study
Pension scheme debt
Conclusion

Consider the following company

Traditional view

« Fund purchase partially with debt from bank
« Weakens employer covenant

* Require Clearance from Pensions Regulator
« Pay off pension scheme deficit

Alternative view

* Pension scheme deficit is a form of debt

« Interest lower than market rate of borrowing
» Less restrictive lender than a bank

Impact on return on equity

Company position Pension scheme

EBITDA £1.5m Assets £20.0 m
Multiple 8 x Liabilities £30.0m
Business Value £12.0m Gross surp/(def) £(10.0) m
Pension £(7.2) m Deferred tax £2.8m
Equity £4.8m Net surp/(def) £(7.2) m

The traditional view is for debt to be financed by banks
Assume an interest rate of 7.5% (LIBOR plus)
Required funds of £14.8 million:

— £4.8 million to purchase equity

— £10.0 million to fund pension scheme deficit

Sources of funds:

At beginning of the period

Bank debt (70%) £10.4 m
Equity (30%) £44m
Cash £14.8 m

Year (all figs in £m) 1 2 3 4 5
EBITDA 15 16 1.7 17 1.8
Interest 0.8 0.7 0.7 0.6 0.5
Pre Tax Profit 0.7 0.9 1.0 11 13
Tax Paid* 0.0 0.0 0.0 0.0 0.4
Post Tax Profit 0.7 0.9 1.0 11 0.9
Debt Repayment 0.7 0.9 1.0 1.1 0.9
Year End Debt 9.7 8.8 7.8 6.7 5.8

*No tax paid for first four years do to spreading of tax relief on lump sum payment to scheme




« At the end of the 5-year period
— business value (8 x EBITDA) now £14.6m
— debt is reduced from £10.4m to £5.8m
— equity increase from £4.4m to £8.8m

« Use of sale proceeds

At end of the period

Bank debt £5.8m
Equity £8.8m
Cash £146 m

* Annual return on equity of 15%

* The alternative view is used

» Debt is financed through the pension scheme
— only cash required to fund is £4.8m purchase price
— all comes from equity funding

* Assume a discount rate of 6% per annum

* No immediate payments required to pension scheme
— use free cash flow to pay down deficit over time

Year (all figs in £m) 1 2 3 4 5

EBITDA 15 1.6 1.7 17 1.8
Contributions 15 1.6 17 1.7 18
Profits 0.0 0.0 0.0 0.0 0.0
Tax 0.0 0.0 0.0 0.0 0.0
Post Tax Profit 0.0 0.0 0.0 0.0 0.0
Pension Conts 15 16 1.7 1.7 1.8
Interest on Pension (0.6) | (0.6) | (0.5) | (0.4) | (0.3)
Year End Deficit 9.1) | (81) | (6.9 | (56) | (4.1)

« At the end of the 5-year period
— business value unchanged at £14.6 million
— pension scheme deficit of £10.0m is reduced to £4.1m
— price deduction of £3.0m (after deferred tax)
— equity value increases from £4.8m to £11.6m

« Annual return on equity of 19% per annum
— compared to 15% per annum under bank finance route

* Lower debt interest on pension scheme (AA bonds)
leads to higher return on equity

Pension scheme deficit easier to service than ‘bank’ debt

« Repayments can be spread over a longer term

« Trustees will only ask company to pay what is affordable

* Debt is unsecured

* Unlikely to involve potentially onerous covenants

» No debt for equity swap — payments rolled up and deferred

» For those with a higher risk appetite the deficit can be paid
off through “gambling” the scheme assets
— afurther layer of leverage introduced

Perils of paying off deficit on purchase:
« Trustees more likely to use stronger basis
— mortality
— gilts or buy-out type basis
» Change to investment strategy
 Continuing calls for funding
* Unable to access surplus funds

Maintaining a deficit makes Trustees more reliant on company




Traditional view

« Fund purchase with bank debt

« Weaken employer covenant

* Require Clearance from Pensions Regulator
« Pay off pension scheme deficit

Alternative view
« Pension scheme deficit as form of debt
< Interest lower than market rate of borrowing

Cheaper debt in pension scheme leads to higher
return on equity




A whistle-stop tour of
worldwide pension problems

Jacqui Woodward FIA

September 2007

* Key countries

* Due diligence aims
« Key risks

« Our approach

e Our coverage

e Case study

Netherlands

United States

* Qualified and non-qualified DB plans

« Governed extensively by ERISA

* Presence of PBGC

« Increasing importance of DC/401k arrangements

Canada

* Prevalence of DB plans

* Several restrictive court rulings
— distribution of surplus : Monsanto ruling
— asset transfers : Ontario employees

Germany

« Predominantly unfunded DB liabilities
* Tax deductible book reserves

< Restrictions on investments for funding
« Presence of PSV

« Importance of Unions

Netherlands

+ Generous single employer or industry wide schemes

« Significant changes in funding requirements from 1st January
2007

* Separate early retirement plans (VUT)

« Importance of Work Councils

UK / - Sweden
Canada l

LY

Germany
/ *—— Japan
Italy I
India
USA
I I
South Africa Australia
Australia

« Mandatory Superannuation Guarantee

— DB company plans or DC “accumulation” arrangements
* Move towards industry wide “Master Trusts”
« Presence of surpluses

South Africa

« Historic DB arrangements

+ No minimum benefit regime
« Build up of surplus

* 2001 legislation




Japan
* Highest life expectancy in the world
« Historically Tax Qualified Pension Plans
< Introduction of new DB plans
— stronger funding rules
— increase cash costs

Sweden
« Significant DB liabilities with DC top-up

« ITP pension provision for salaried employees with Collective
Agreement

< Current review of ITP

Italy
« Statutory gratuity
— Trattamento di Fine Rapporto
— defined benefit
— recorded on balance sheet
« gross liability on Italian GAAP
« discounted liability on IFRS

India
« Statutory gratuity

— defined benefit

— recorded on balance sheet
* Mandatory DC schemes

Two key aims
< Identify and quantify key financial risks
+ Avoid any (unpleasant) surprises

Identify and assess any allowances made in forecast and models
« Local GAAP vs International GAAP

* Underlying assumptions made

« Identify any significant omissions

« Identify any potential sources of risk

Consider post acquisition implementation
« Assistance from local advisers

Termination indemnities
« France and Mexico

Seniority premiums
* Mexico

Other

* Multinational arrangements
« Executive arrangements

¢ Individual arrangements

Availability of information

* Not always centrally collated

« Not always perceived as a priority
* Not always in English!

Differences in local reporting standards
« Liability recorded may not be a “true” estimate of the liabilities

Key Defined Benefit Risks

* Longevity

Other Risks

« Changing legislative environment

* Unions/Works councils

« Acceptance of local constraints/practices

¢ Transaction and corporate advice through PSTS London

— transaction experts
« ensure focus on “deal issues”
« provision of due diligence reports
« input into negotiation process
— accounting coordination specialism

« Close partner firms in Europe

* Global Benefit Associates

Use of other resources within the Group




* Our client
— US private equity group
— manages over $4 billion of private equity capital
— around 50 transactions in the last 20 years

* Purchase of UK company in early 2007
— competitive bid process
— transaction approximately £220 million

< Full global due diligence
— review of all pension arrangements
— identification of commercial solutions

— direct negotiations with the seller and the seller's UK
actuaries

 Significant pension issues
— 7 different pension arrangements
— material weaknesses in the seller's presentation of
pensions in their business model - pricing implications

— negotiated uplift on proposed past service transfer of UK
past service liabilities of approximately 15%

+ Other countries covered
— Canada
« historic DB transfer issues
— USA
« 401k plan
— India
« statutory gratuity payments

Punter Southall Transaction Services is a division of Punter Southall Limited

Registered office: 126 Jermyn Street, London SW1Y 4UJ. Registered in England and Wales No 3842603
A Punter Southall Group company
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