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SOLVENT WIND-UPS

This material is not an offer or solicitation for the purchase or sale of any financial instrument, nor is it a commitment by JPMorgan Chase & Co. or any of
its subsidiaries (collectively, "JPMorgan") to enter into any transaction referenced herein. Any commentary/trade idea included herein was prepared by
sales or trading personnel and does not represent the views of any JPMorgan research analyst. All information herein is indicative, is based on certain
assumptions and current market conditions and is subject to change without notice. Accordingly, no reliance should be placed on the information herein. In
deciding whether to enter into any transaction referenced herein, the recipient should rely solely on the final documentation relating to any referenced
transaction, which will contain the definitive terms and conditions of the transaction. JPMorgan makes no representation or warranty regarding the
accuracy or completeness of the information herein. JPMorgan is not an advisor to any person in respect of any referenced transaction. The recipient must
make an independent assessment of any legal, credit, tax, regulatory and accounting issues and determine with its own professional advisors any suitability
or appropriateness implications of any transaction referenced herein in the context of its particular circumstances. JPMorgan assumes no responsibility or
liability whatsoever to any person in respect of such matters. JPMorgan, or any connected or associated person, may hold a long or short position or a
derivative interest in, or act as a market maker in, the financial instruments of any issuer referred to herein or act as underwriter, distributor, advisor or
lender to any such issuer. JPMorgan may conduct trading activities, including hedging, in connection with any transaction referenced herein, which may
have an adverse impact on the recipient. This material is specific to the recipient and must not be distributed to any other person or replicated in any form
without the prior written consent JPMorgan. This material is not for distribution in any jurisdiction to private customers, as defined by the rules of the
Financial Services Authority. Moreover, any investment or services to which this material may relate will not be made available to private customers. The
recipient should execute any transaction through an authorised entity in their home jurisdiction unless governing law otherwise permits. J.P. Morgan
Securities Ltd., J.P. Morgan plc., J.P. Morgan Europe Limited and JPMorgan Chase Bank, N.A., London Branch are each authorised and regulated by the
Financial Services Authority.



SOLVENT WIND-UPS

Solvent wind-ups—will they increase?

Drivers for increased solvent wind-ups

Increased funding overtime closes the gap to buyout (eg effect of Pensions Act 2004)

Buyout ga
R Maturity of liabilities (deferreds becoming pensioners) further closes buyout gap

B Greater understanding of the real nature of pension liabilities and associated risks makes wind-
up more palatable

Economics/accounting/
June 11, 2003

Year after year of worsening funding positions
More activist trustees (e.g. clearance, “behave like banker”)
Employers have “had enough”

Fatigue

®  Plan closures mean many plans are now legacy - the MFR in 1997 was the start of the end
Surplus to requirements
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Still need convincing?

Detail
Wider issues

m 2006 will go down in pensions history as the year the death bell for many DB plans summary
started ringing
‘\ ESLEYAN

AIG Increased number of insurers:

[ Cheaper prices (sometimes)

‘EGON &) Canadalife

——

] More flexible payment methods eg:

PRLDENTIAL =
PRLDENTIAL Partial buyout
L Regular premium
Paternoster:
q ] Greater credibility of price, even if
.l not cheaper

AVIVA

Synesis Life

® The new entrants are there in anticipation of increased bulk annuity premium deal flow.
This means either:

An expectation of a massive collapse in the economy with lots of insolvent companies
with enforced plan wind-ups at above PPF funding level

An expectation of increased demand from pension plans for bulk annuities to de-risk
(but not wind-up) or to wind-up (on a solvent basis) v

B Time will tell!

® The phrase “bulk annuity” is intended in its widest sense - some of the products
available do not look like a traditional bulk annuity
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Wind-ups triggers Trends
| el |

®m Trustees have the power and decide to exercise it Wider issues
Plan well funded so trustees are locking that in Summary
To enforce buyout debt on employer

® Employer has the power and decides to exercise it
As a result of a derisking/exit strategy
As part of a corporate transaction

® Automatic

Company ceases to participate and partial wind-up triggered
® Timing

Wind-up may be planned and therefore expected

Often it occurs very quickly in response to events e.g. a company is wound up
(solvent basis) as part of corporate restructuring
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Solvent wind-ups vs insolvency cases

Detail
Wider issues

Summary
B Managing how the employer makes up the shortfall

Solvent wind m Conflicts for the trustees between excessive accuracy and additional cost of delays
ups can be
more complex ® May be combined with the roll out of a new pension arrangement

® Employer pressure to finish the job

m Co-ordinating the debt calculation with the actual shortfall

Actuarially ® Employers requiring an early debt certificate for a clean break

more testing ® Producing reliable estimates of the shortfall

m Unlike insolvent cases, not necessarily driven by price

m New flexible products—starting from a blank sheet

Bulk annuities
B Amounts involved can be much larger

® Pension Protection Fund assessment

Some aspects ®m Deemed buyback

are avoided m Difficult member communication regarding benefit cut backs

ACTUARIAL PROFESSION - PENSIONS BOARD CPD EVENT 4



SOLVENT WIND-UPS

Employer objectives- effect on process

Employer

Trustees

Timing

Certainty of shortfall

Amount of shortfall

Buyout

Trustee indemnity
insurance

Requires quick completion of winding
up eg to prepare a company for sale

Quick certification of debt so that
employer can get a clean break eg to
distribute monies to shareholders

Managing the liability down using
transfer values is attractive

Cheapest - forget benefit matching
etc

Unnecessary cost

Need to undertake a thorough
process

Some aspects outside of trustee
control

Need to ensure unknown and
uncertain liabilities are identified

May not be in member best interests

Have a whole range of selection
criteria

Necessary to ensure trustee and
member protection post wind up
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Dealing with shortfalls—debt Trends

m Statutory debt (Section 75) - relevant guidance note GN19 Wider issues
Buyout cost of benefits (actuary estimates) Summary
Estimate of wind-up expenses

m Estimating the buyout cost

Amount In theory trustees can choose
A any one of these or one in
between

What nhumber
does the
actuary use?

Wind-up triggered
®

Estimate at wind- Cheapest buyout ~ Most expensive

Time

up quote buyout quote

®m The trustees select the effective date of calculation—can be anytime from wind-up
starting until wind-up ends

m Expenses:

Estimated by the trustees, but the debt is “determined, calculated and verified by
the actuary”

What is the actuary’s role here?

ACTUARIAL PROFESSION - PENSIONS BOARD CPD EVENT 6
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The debt is a clumsy way of recovering the shortfall Trends

Wider issues

Debt struck here Actual shortfall may differ from Summary

the debt due to timing
i Shortfall

/\/\/\/\// If the debt is struck

early on in the wind-
up process, likely that

® ® ® ® » Time the actuary/trustees
Wind-up Applicable time Actuary Employer will be very cautious
starts chosen by the signs debt pays debt employer overpays
trustees certificate

\ J
Y

This period can be condensed by the trustees & actuary through advance planning

m Options

Employer makes up the shortfall on an adhoc basis outside of the debt rules—no debt struck
by the trustees (or struck at the end of wind-up when minimal/no debt)

Employer can use an escrow or other security to give comfort to the trustees so that they are
not in a rush to obtain the shortfall

Hedge out the timing risk
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Debt-some detail Trends
=

B As actuary do get legal advice if necessary Wider issues
Summary

Who ultimately sets the expense reserve - see previous slides
How is the debt apportioned in multi employer plans

®m Do you issue a report to accompany the certification?
®m Don’t forget that an audited asset statement is required

®m Ensure all relevant liabilities are included- eg
PPF levies
Investment costs
Insurer charges
VAT
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Don’t fall into the trap of thinking the debt is the total
liability

“Rule 3.2 The trustees on the advice of the actuary will determine the employer
contributions required to maintain the benefits of the members ....... ”

m Consider a pension plan
With a history of discretionary annual pensions increases

The trustees may be able to justify funding to buyout cost plus buyout cost of
discretionary increases

m Real example
Assets £47mm
Buyout cost contractual liabilities £38mm
Buyout cost indexation and early retirement _£12mm
Total £50mm

Do the trustees spend £50mm and recover £3mm from the employer, or £47mm
and only secure part of the discretionary benefits?

B Message
If advising an employer on triggering wind-up do your homework!

JPIV
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Trustees may take two looks at the employer’s wallet

® |In many circumstances trustees have the power to request payment of contributions
under the contribution rule during an employer’s notice period before wind-up is
triggered

m |t they have this power they will probably use it, leaving the Section 75 debt as the
back up

This may result (with hindsight) in excessive amounts being paid to the plan as
any preliminary estimate will be approximate

m Consider how to manage this
Agree an escrow agreement that the Trustees can draw against
Other “clever” solutions

JPIV
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Wider issues

Summary
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What benefits should be secured on wind-up? Trends
| el |

“Rule 17.3 The trustees will purchase annuities to secure as near as practicable  Widerissues
the benefit entitlements of...” Summary

®m Does “near as practicable” mean at any cost?

m Real example
Insurer A: Buyout cost £20mm
Insurer B: Buyout cost £26mm
Insurer B will cover unreduced ill health retirement (a plan provision)

Insurer B says it can exclude that if requested (which then mirrors Insurer A) in
which case buyout cost is £25.6mm

B Questions:
Which insurer did the trustees choose?
And did you base your debt estimate on a provisional quote from Insurer A?

JPIV

organ
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Actuarial factors

Insurer cost neutral

“Rule 5.3 A member retiring at NPA can exchange pension for lump sum at a rate determined
by the trustees having consulted the actuary”

What the trustees

B Consider how to manage the transition

B Consider what to buyout

Pre wind-up default secure
Commutation factor (per £1pa for pension) 12 17 ?
Transfer value factor (per £1pa per pension) 8 13 ?
Early retirement reduction 5 years early 20% 22% ?

Trends

Wider issues

Summary

12
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Pragmatism

Who holds the
risk?

Example: GMP
equalisation

Other
difficulties

Options

The buck stops with the trustees
Very difficult decisions for trustees

Do the trustees take a pragmatic approach to GMP equalisation?
Lower professional fees
But a risk some members get less than their true (unknown) entitlement

Do the trustees follow a “text book” approach?
Higher professional fees
Benefits probably levelled up
But employer picks up the cost (if no surplus), so why not!

Data inaccuracies

m Benefit uncertainties (eg booklet not aligned with the trust deed and rules)

Money purchase underpins

If there is a surplus- level up above the problem point
B Trustee indemnities (from insurance or the employer)

m Use a professional trustee

Trends

Wider issues

Summary

Actuarial advice may be required in quantifying many of these areas

ACTUARIAL PROFESSION -
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Buying out the benefits Trends
=

| T]m]ng Wider issues
End of winding up summary
As soon as possible after wind up starts

Before wind up starts
1 week
1 year
10 years

® Winding up is the period starting from the date of formal wind up trigger

In reality many plans are already in wind up mode in all but name, but the
Trustees do not realise it

®m Buying out early gives certainty of funding

m Insurer credit risk remains with the trustees and employer until bulk annuity
assigned to members

But employer gets a clean break if the debt is certified and paid before then

JPIV

organ
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Buyout process - more detail

Solvent wind up catalysts:

B M&A—buyout might be part of the deal or pre-sale

® ME&A/Corporate restructuring—buyout might be triggered automatically

B Funding/risk management—buyout might be part of the solution

Employer decides Initiate

Identify Obtain Obtain Discuss, whether to Trustee
Catalyst the need data quotations conclusions Refine proceed discussion
O O O O O O O O >
continued
S— e —
If employer is taking the initiative outside of the trustee forum these steps would take place
Risk
Formal transfer Member  Price and
Trustees  broking Insurer  (premium Data admin. policy terms Buyout
Refine agree process identified paid) transfer  transfer  finalised Complete
continued

H_J

This step may not apply
if the bulk annuity is
purchased for risk
management purposes
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Transfer values Trends

Transfer value exercises Wider issues
Summary

m |n effect offer members a transfer value that is lower than buyout cost - a “win win”
if the member finds the transfer value attractive

m Professional issues- “we believe there is a high risk of conflict for an actuary who
has to advise both trustees and the employer in such circumstances” Pensions Board

m Link in with what the eventual bulk annuity insurer will offer to avoid
misrepresentation

m |f exercise will be run after the bulk annuity is purchased agree with the insurer who
retains the actuarial release for transferees

m Similar issues for early retirement exercises

GN11 certificate

m Will transfer values be based on the insurer transfer value basis?

®m Pre wind up the trustees/actuary are responsible for the basis/calculation

B GN11 certificate needs alteration (and whilst on the subject don’t forget to alter the
Regulation 30 certificate once wind up starts)

16
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Accounting—IAS19/FRS17 Trends
| oetal |

®m Curtailment rules may apply (e.g. if wind-up releases active member salary increase  Wider issues
reserve)—affects P&L Summary

m Settlement rules may apply (e.g. to the extent that buyout cost exceeds accounting
reserve)—affects P&L

m Some of the cost may by-pass the P&L and go through the SORIE/STRGL as actuarial
gains and losses

®m Depends substantially on specifics of the case eg
Buyout policy purchased pre wind up
Buyout policy purchased post wind up
When the bulk annuity policies are assigned

® Check with the company auditor

JPIV

organ
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Dealing with surpluses Trends
| el |

® |n solvent wind-ups surplus will often occur, if only by “accident” Wider issues
m Consult plan rules - actuarial advice may be required -
®m Dealing with shortfalls is normally straightforward- just follow the priority rules

m However, most surplus rules are very wide and so give extensive discretion

m Refund to employer may be possible

® Small surpluses can be relatively time consuming to deal with
If possible time shortfall payments so that surplus does not arise

JPIV

organ
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Consulting process/business issues Trends

JPIV

organ

Detail

B Increased number of buyout insurers/more flexible bulk buyout designs Wider issues

How will you select insurers? summary
Approach them all, or
follow a shortlist approach
And what selection criteria will be used?
What type of process will be run - formal tender with rules, or informal?

Can you deal with questions about insurer security?
Risk of advice being challenged with hindsight
Identify partners competent in life company strength if trustees require more
than the standard risk comment

Are staff skilled sufficiently to (a) consult, and (b) select
Is there a full understanding of “what is out there”, and
in how the new bulk annuity options can be utilised.

®m Increased solvent wind-ups
How will you consult with clients about exit plans/wind-up?
Will wind-up work be centralised?
Will bulk annuity broking be centralised?
Does the investment practice include bulk annuities as an investment option?

19
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S u m m a ry Trends

Detail

Wider issues
Triggers Statutory debt
Future trends ‘.‘ontnbutwn power
Surpluses S.olvent What are the wind-up
wind-ups benefits?
Accountn"",agmatlsm
Transfer values Actuarial factors
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