












































Corporate Ratings Criteria—Postretirement Obligations

Cash-flow aspects.

The elements of accrual accounting that make the balance sheet and income statemnent aspects of SFAS
87 problematic do not have the same effect on the statement of cash flows, which reverses noncash
accruals and reflects only the cash flows related to the pension plan. There is no standardization
regarding where pension plan contributions should be presented on the staternent of cash flows,
however, nor any requirement that these be identified separately. As discussed in the related article
mentioned above, funding that significantly exceeds or falls short of the normal period pension cost
(net of financing costs} is most appropriately viewed from an analytical perspective as a financing itern,
but adjusting for the distortions that otherwise can result is greatly complicated by the lack of better
disclosure.

Ultimately, if a company has a significant unfunded pension liability and faces material required
pension fund contributions, its funding position as defined under ERISA—rather than SFAS 87—is the
most relevant analytical consideration. Yet, companies are not specifically required by the SEC to
disclose thelr ERISA funding positions or their expected future minimum contributions as determined
under ERISA. Likewise, the contributions necessary to avoid Pension Benefit Guaranty Corp. (PBGC})
variable-rate premiums, even though avoiding these can also be a powerful incentive for companies to

make plan contributions.

Adjusting financials for postretiremnent liabilities.

Standard 8 Poor's Ratings uses certain financial adjustments and ratio definitions to help ensure that

ratings on industrial companies fully reflect unfunded, defined benefit pension and other postretirement

obligations, including health care obligations, retiree lump-sum payment schemes, and other forms of
deferred compensation, whether partially funded or completely unfunded. If benefits-related matters
are material, Standard & Poor’s will calculate capitalization and cash flow protection measures that
fully reflect such unfunded benefits obligations. Also, in its analysis of profitability, Standard & Poor’s
will undo certain distortions that result from current accounting standards and their application.

Given the intricacies of benefits-related regulations and financial reporting, Standard & Poor’s must
strike a balance between what, on one hand, might seem like the most correct approach and, on the
other hand, what is feasible in light of the practical limitations of the analytic process.

In any event, if benefits obligations constitute a major rating consideration, ratio analysis will not
substitute for a close consideration of the issuer’s particular circumstances and its benefits plans. Note:
Funding and liquidity considerations may well be much more important than the financial-statement
analysis matters covered here.

In approaching benefits-related adjustments and ratio calculations, the following guiding
assumptions are made:
= Standard & Poor’s treats unfunded pension liabilities, health care obligations, and all other forms of

deferred compensation as debt-like;

» To simplify the analysis, Standard & Poor's combines all beneftts plan assets and liabilities, netting a
company's overfunded plans against its underfunded plans. In theory, companies with multiple plans
can curtail over the long term funding of overfunded plans and direct contributions to underfunded
plans. In actuality, there is often little tax incentive to fund certain plans. Also, companies have very
limited practical ability to tap funding surpluses; it is even possible for companies to face onerous

near-term cash contribution requirements related to certain plans while other plans are overfunded.
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Corporate Ratings Criteria-—Postretirement Obligations

When near-term cash requirements are the central focus, though, ratio analysis is likely to be of
secondary importance; and

s Standard & Poor's emphasizes the fullest measure of the unfunded liability available. Generally, for
pensions, this is the so-called projected benefit obligation (PBO) under U.S5. GAAFP. which takes
account of the value at which the liability ultimately will be settled {including the effect of expected
wage increases if the benefit is tied to employee compensation according to some formula) and views
the company as a going concern. It should be noted, however, that for collectively bargained labor
contracts, the PBO does not take account of expected wage increases beyond the term of the existing
contract. The PB(} is a broader measure than the accumulated benefit obligation (ABO) or vested
benefit obligation, which instead reflects a shutdown value perspective. For postretirement medical
liabilities, the measure equivatent to the pension PBO under U.S. GAAP is the accumulated
postretiremnent benefit obligation (APBO).

Capital structure analysis.

Standard & Poor’s emphasizes the following as arn important measure of capitalizatiorn:

® (total debt + unfunded benefits obligations} + (total debt + unfunded benefits obligations + adjusted
equity)

Unfunded benefits obligations are factored in as debt equivalents.

Given the point made above, our benefits-adjusted capitalization ratio is based on the unfunded PBO
rather than on the amount recognized on the balance sheet. There often is a substantial gap between
the two, given the accounting approach of amortizing the effects of variances in investment or actuarial
performance compared with assumptions, or of changes in plan benefits, over an extended period. For
companies with net underfunded plans, Standard & Poor’s increases or recuces the balance sheet
liability to equal the unfunded PBO, with the offsets to the incremental change in the liability being to
deferred tax assets (where applicable) and equity (see Table 2). Any transition assets. intangible assets
stemming from benefits enhancements, or prepaid asset amounts are deducted from equity because
Standard & Poor's believes such assets lack economic substance,

Table 2

Capitalization Adjustments

XYZ Co.*

Debt totals $1.0 billion and equity $600 million at Dec. 31, 200X, Tax rate: 33%- 1/3%. Projected benefits obligation (PBO)
exceeds fair valve of plan assets by $1.1 billion at year-end 200X, up from $700 million at the previeus year-end.

Change in benefits obligation (Mil. $)

PBO, beginning of year 2,000.0
Current service cast 60.0
Interest cost (7% x 2,000) 140.0
Actuanial adjustments 1000
Benefits paid {300.0}
PBO, end of year 2.000.0
Change in plan assels

Fair value of plan assets, beginning of 1,300.0
year
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Corporate Ratings Criteria—Postretirement Obligations

Table 2

Capitalization Adjustments (cont. ')

Actual return on plan assets . (120.0)
Benefits paid (300.0
Fair valug of plan assets, end of year 900.0
Unfunged PBO 1.100.0

Asswming only $800 miltion of the §1.1 billion unfunded accunilated benefits obligation was recognized o the balance
sheel at Dec. 31, 200X, adjusted debf leverage is compiited as follows:

Adjusted debt and debt-like liabilities = Total dett + {1 - tax rate} x fnfunded PBOY $1.06i + 66-2/3% x $1.1 bt} =
$1.733 bil.

Adiusted equity = Book equity - 1(0 - tax rate} x {unfunded PRO - liability 3600 mit. - [66-2/3% x {$1.7 bil. -
alreaty recognized on balance sheet)} $800 mil.J] = $400 mil.

Adjusted debt and debt-like 3RI33 Wil /151,733 i, + $400 mit) =

liabitities/total caphalization = 81.2%

Tnis compares with unadjusted total $1.0BiL/(31.0 Bl + 3600 mil} =

debt to capitalization of: 62.5%

*X¥Z Co. aperates in a cauntry where benefits plans are prefunded and plan contributions are tax-deductible. Any intangible pension asset account rekating to
previous service cost would be efiminated against equily. This would also be tax-effected.

We factor benefits liabilities in on an after-tax basis, using the marginal tax rate, in countries where
plan contributions—or direct payments to retirees or third-party insurers—are tax-deductible. This
distinguishes henefits liabilities from debt, repayment of which does not generate tax credits, Again, the
emphasis assumes the company is a going concern and can pay its taxes.

If a company is experiencing financial distress, the tax benefits related to required plan contributions
are unlikely to be realized, and the analyst may then choose to exclude a tax benefit from the
calculations. {(In such cases, liquidity—rather than capitalization—normally would be the main area of
emphasis in Standard & Poor’s analysis.)

Note: Given the latitude companies have under some accounting systems to choose the discount rate,
and the significant sensitivity of the lability measurement to the rate used, it would in theory be
desirable to normalize for different discount rate assumptions, putting all companies in the same
region, with the same workforce demographics, on the same basis. This is, however, as a practical
matter extremely difficult to do with any accuracy, without knowing the underlying cash flow
assumptions on which the company’s liability measurement are based. Standard & Poor's periodically
will survey companies’ disclosures to help ascertain which discount rate constitutes the norm. Where
companies vary materially from the norm, Standard & Poor’s will seek sensitivity information from

management to facilitate the analysis.

Cash-flow analysis.
Where benefits obligations are material, Standard & Poor’s calculates the following ratio:
= Funds from operations + (Total debt + unfunded benefits ohligations)
The denominator is adjusted as described above. Funds from operations (FFQ) is defined as net income
from continuing operations plus D& A, deferred income taxes, and other non-cash items.

Standard & Poor's makes an additional adjustment to FFO for companies with unfunded benefits
obligations that make “catch-up” contributions to reduce their unfunded liabilities. Otherwise, FFQO
would appear depressed as a result of a cash outflow that Standard & Poor’s would view as a finance

itern (akin to debt amortization) rather than a cash operating expense. Specifically. as shown below,
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plan contributions that are materially greater than benefits-related service and net interest cost accrued
during the period (that is, net of actual pension investment returns) are added back to FFO. (Note that
this adjustment is capped at zero, given what would otherwise be the distorting effect of net positive
cash inflows.)

Conversely, if the company is funding its postretirement obligations at a level substantially below its
accrued expense, this may be interpreted as a form of borrowing that artificially bolsters reported cash
flow from operations, Standard & Poor's also adjusts cash flow to normalize for investment return
performance viewed as nonrecurring in nature, whether abnormally high or low (see Table 3}.

Table 3

Cash Flow Adjustment

ABC Co.”

The company makes "calch-up” plan coniributions that significantly exceed period expense. Tax rate: 33-1/3%. The
company had a sizable unfunded PBO al the previous year-end and contributes $400 million to benefits plan during 200X. The
actual return on plan assets is $30 miilion.

Pension expense for 200X ML )
Service cost 50
Interest cost 150
Expected return on plan assets {140)
Amortization of previous service cost, other unrecognized gains or losses 40
Net periodic benefits cost 100

By contrituting more than the combined service cost and net interest cost ($50 million + $150 mitfiorn - $30 million), ABC Co.
is viewed as reliring a portion of its unfunded benefits obligation. The amount of cash needed to satisfy the combined
service and nel interest cost is treated as a normal cash operating expense. The balance of the cash Row effect of the 3400
mitlion contribution is reclassified as a financing item.

Reported 200X statement of cash flows

Net income 100

Adfustments for items nol affecting cash from operating activities

Depreciation 200
Deferred income 1axes 50
Other 160
Funds from operations§ 450

Adjustments: The $400 miltion contribution depressed reported FFQ by $266 miflion: $400 million - (33-1/3% x $400 million).
The tax-effected overage: [($400 million - ($50 million + $150 million - $30 million)] x (1 - 33-1/3%) = $153 miltion, is added
back to FFO and substracied from financing sources/uses:

Reported FFO 450
Adjustment 153
Adjusted FFO 603

*ABC Co. aperates in a country where benefits plans are prefunded and plan contributions are tax-deductible. Includes ($266 million} after-tax «ffect of $400
million comtribution. $Management input may be required te differentiate FFO effects of the contribution from the working capital effects.

Profitability analysis.
In analyzing profitability (including EBITDA), as illustrated below, it is appropriate to disaggregate the
benefits cost components that are combined in financial reporting and eliminate those with no

economic substance, in accordance with the approach of Standard & Poor’s Core Earnings framework.
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The so-called “service cost” —reflecting the present value of future benefits earned by employees for
services rendered during the period—is viewed as an operating expense, and treated as such.

The components that represent accounting artifacts and stem from the smoething approach of the
accounting rules—e.g., amortization of variations from previous expectations regarding plan benefits,
investment performance, and actuarial experience—are eliminated (consistent with the immediate
recognition of these unamortized amounts in the treatment of capitalization discussed above).

Any increase or decrease in the plan liability resulting from plan benefit changes is recognized
immediately as an operating expense/credit. Interest expense, which is the result of the application of
the discount rate to the PBO to “age” the liability with the passage of tirne, is essentially a finance
charge and is reclassified as such. (As discussed above, sensitivity analysis taking account of different
discount rates is appropriate.)

The expected return on plan assets also is eliminated and replaced by a much more meaningful
amount: the actual return on plan assets during the reporting period. The actual return on plan assets is
netted against interest expense up to the amount of the interest expense reported, but not beyond in the
case of fully funded plans, as the economic benefits to be derived from such overage are limited. If the
actual return is negative, though, the full amount in excess of interest expense is treated as an addition
to interest expense because, unfortunately, the resulting economic detriment to the company is quite
tangible {see Table 4).

Table 4

Application/Expansion of Core Farnings Framework

U co.

The company used 10% in 200X as its expected return on plan assets assumplion. Plan assets totaled $3.5 billion al the
beginning of the year. Actual return was 2%, {($70 million).

200X income statement Ml 3)
Net sales 2,000
Operating expenses —
Pension expense 200
DaA 1,000
All pther pperating expenses 600
Oper. income (after D&A) 200
Interest expense 120
Pretax income 80
Pension expense for 200X

Current service cost 50
interest cost 300
Expected return on plan assets (10% x $3.5 bil) {350)
Amertization of unrecognized gains or [osses 200
Net pension expense 200

The income statement would be adjusted as folfows:

As reported Adjustments Adjusted
Net sales 2,000 2,000
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Table 4

Corporate Ratings Criteria—Postretirement Obligations

Operating expenses
Pension expense™ 200 (150} 50
D&A 1,000 1,000
All other operating expenses 800 600
EBIT 200 350
Interest expense 120 230 350
Pretax income 80 0
EBIT fixed-charge interest coverage (x) 200120=1.7 350/350=10

* Al but the cusrent service cost {$50 million) are eliminated from benefits expense. Benefits-related interest cost, less the actuat return on plan assets ($300

miflion - $70 million) 15 combined with other interest expense.

In practice, however, the profitability measures that result from the use of this approach can be

extremely volatile, with benefits-related effects often obscuring operating results. For this reason, we

view such measures as supplementary. Just as in other aspects of its analysis, we look beyond changes

considered temporary in nature. In approaching its conventional profitability ratios, we adjust for the

effects of expected investment return assumptions that are significantly higher than the norm, where

this has a material effect on reported earnings (see Table 5).

Table 5

Profitability Adjustment for Overly Optimistic Expected Return on Plan Assets

U Co,

The company used 10% in 200X as its expected return on plan assets assumption. Standard & Poor's views 8% as a more
realistic long-range expected annual return. Plan assets lotaled $3.5 biltion at the previous year-end.

200X income statement Mil. 3}
Net sales 2,000
Operating expenses —
Pension expense 200
D&A 1,000
All other operating expenses 600
Oper. income (after D&A) 200
Intesest expense 120
Pretax income 80
Pension expense for 200X
Current service cost 50
interest cost 300
Expected retum on plan assels
{10% x $3.5 billion)* (350)
Amortization of unrecognized gains and losses 200
Net pension expense 200
The income statement would be adjusted as follows:
As reported Adjustments Adjusted
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Table

Prbﬁtai;imy Adjustment for 0verbr_0p!ifﬂi$ﬁc Expecled Relurn on Plan Assets {conl. 'd)

Corporate Ratings Criteria—FPostretirement Obligations

Net sales 2,000 2,000
Opesating expenses

Pension expense 200 10 210
D&A 1,000 1,000
All other operating expenses 600 600
EBIT 200 130
Interest expense 120 120
Pretax income 20 10
EBIT fixed-charge interest coverage (x} 2001120=1.7 130/120=1.1

“Under LS. GAAP, the expected retuin o plan assets may not be based on the fair value of plan assets at the previous year-end. but on a "market-based
value." i.e., a smaothed value averaging values of several previous years. The adjustraent should abways be based on the fair value of plan asseis at the
previous year-end. The expected retun on plan assets is reduced by {10% - 8%} x $3.5 billion = $70 mittion, therehy increasing pension expense by $7¢ million.

Moreover, we are alert to cases where companies have net pension credits that are a material source

of overall earnings. Net pension credits generally reflect a healthy benefits funding picture, but such

credits exaggerate the economic advantage to the company of this overfunding status and can distort

period-to-period and peer comparisons.

At this time, we do not intend to recalculate its published key industrial and utility financial ratios as

described here. Because most U.S. companies’ pension plans were fully funded through the latter half of

the 1990s, we believe such adjustments would not make a substantial difference to the published

medians. If, however, current, broadly depleted funding levels persist, we will reassess the basis for

statistical data.
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Standard & Poor’s Approach To
Analyzing Employers’ Participation In
Multi-Employer Pension Plans

Much of the recent attention on pension plan funding inadequacies as well as news of
corporate pension plan freezes, curtailments, and terminations focuses on plans sponsored by
single employers. Some issuers rated by Standard & Poor’s Rating Services, predominantly in
the transportation, building, construction, manufacturing, hospitality, and grocery sectors,
also participate in multi-employer, defined-benefit plans. These often are referved to as “Taft-
Hartley™ plans, because they are governed by the Taft-Hartley Labor Act, passed by the U.S.
Congress in 1947 {as amended, it officially is the “The Labor Management Relations Act of
19477). They are forged by collective bargaining agreements between a group of companies
generally operating in the same sector and the unions that represent the sector’s workers.
Multi-employer plans are intended to provide a mechanism that allows workers to switch jobs
while continuing to accumulate benefits and keep their past-earned benefits and vesting intact,
as long as their new employer belongs to the same plan.

According to the Pension Benefit Guarantee Corporation (PBGC) Performance And
Accountability for Fiscal Year 2005, there are approximately 1,600 multi-employer plans in
the U.S., covering about 10 million active and retired employees. The number of plans
gradually declined over the past two decades, from 2,244 {Government Accountability Office,
March 2004) in 1980, with few new plans formed since then. The percentage of private-sector
wage and salary workers participating in the plans also dropped in that period (as they did in
single-sponsor plans). Recent studies put the figure at about 4% of private-sector employees,
down from 8% in 1980 (PBGC Pension Insurance Data Book 2004, Spring 2005). The falling
levels partly are attributable to the waning influence of unions and to the switch of many

companies io other kinds of pension plans, predominantly defined-contribution ptans.




Standard & Poor’s Approach To Analyzing Employers’ Participation In Multi-Employer Pension
Plans

Like single-sponsor plans, U.S. multi-employer plans have in the past few years become largely
underfunded. We count over 150 public companies in our rated universe that are participants in raulti-
employer plans. According to its report, the PBGC estimates that multi-employer plans were
underfunded by an aggregate amount of $200 billion as of Sept. 30, 2005. Given the magnitude of the
deficits, companies that contribute to multi-employer plans may face significantly larger calls on future
cash flows as contribution levels—determined by collective bargaining agreermnents—are likely (o rise as
shortfalls increase. These underlying agreements between the companies and the unions do not provide
much flexibility to adjust contrtbutions levels in response to a company’s financial circumstances
(although the Employee Retirement Income Security Act—ERISA--also limits contribution flexibility
for single-employer plans}. For a multi-employer plan, the amount of contribution is fixed by the

collective-bargaining arrangement until the next renewal date (see table below).

Unique Characteristics Of Multi-Employer Plans

Beyond the traditional problems facing single-employer, defined-benefit plans, multi-employer plans
pose unique credit problems of their own: They are complex programs, and infoermation about them in
company financial statements is lacking. Unlike single-employer plans, generally no information is
provided for a company's potential share of the shortfall under a multi-employer plan, unless the
employer's withdrawal becomnes imminent. Further, because they are collective, sponsoring employers
may become liable beyond their otherwise pro rata share of the obligation, in the event another
participant becomes insolvent. This obscurity clouds predictions about how much each company might
be required to pay in order to meet current and future obligations. For Standard & Poor’s, engaging in
discussions with companies’ rmanagement to understand the specific dynamics of the plans and the
collective bargaining process—as well as to gather additional information that is timely and relevant--
becormes crucial.

Companies involved in multi-employer plans face specific problems not encountered by single-
sponsor pensions. Companies that withdraw from an underfunded multi-employer plan may owe a
withdrawal liability, representing their pro rata share of the total underfunded amount in the pension.
Determining the withdrawal liability may be difficult, as current statutes provide a number of different
ways to calculate it. Moreover, special rules in certain industries (e.g., construction, entertainment,
trucking) determine the withdrawal liability triggering points and obligation levels (e.g., the withdrawal
liability may be further limited in cases such as a bona fide sale of substantially all of the employer's
assets, liquidation, or dissolution). A solvent company that decides to exit an underfunded plan
generally continues to make payments for its share of the liabilities for many years, as ERISA specifies.
However, an insolvent company may leave other participating companies to shoulder the burden of its
obligations. For single-employer plans, the sponsoring employer is liable only for the underfunded
portion of its own plan.

Notwithstanding their unique aspects, these arrangements share many of the attribures of single-
employer plans. The related liability associated with the current deficits is considered debt-like, in
accordance with our criteria for evaluating defined-benefit, post-retirement obligations (please see
Standard & Poor’s Ratings Services” " Corporate Ratings Criteria: Postretrirement Obligations,”
published on Ratings Direct, Standard & Poor’'s Web-based publishing service).

The amount to be considered debt-like is determined based on our consideration of the specific facts

and circumstarnices associated with each plan. For example, a lesser amount than the otherwise pro rata
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Standard & Poor’s Approach To Analyzing Employers’ Participation In Multi-Employer Persion
Flans

share of the obligation may be used when we view it as plausible that the plan's trustees could alter the
value of the liability over time through a reduction in the level of future benefits. We primarily base this
determination on information gathered from discussions with the company’s management and publicly
available information. (For practical consideration, and because of a lack of pertinent data, unless
significant “catch-up” contributions are made, we will not adjust cash-flow measures in our analysis,
nor will we adjust our profitability measures for the same reason.) In this light, we will consider
nonpublic information, but it will not be disclosed.

The PBGC's role in a multi-employer plan is vastly different from the role it plays in a single-
employer plan. For multi-employer plans, the PBGC insures against plan insolvency by providing
financial assistance in the form of loans to an insolvent plan. The PBGC does not take over either the
administration of the plan or its assets and liabilities, the way it would for single-employer plan
terminations.

Another unigue multi-employer plan characteristic is that contributions cften are based ona
specified contribution formula, such as the hours worked by active employees. Given the declining
number of participants and the rising number of retirees, it is important to consider plan demographics,
coupled with industry (and company-specific) workforce trends. This provides an indication of the
extent to which current and future contribution levels will affect the unfunded status. In addition, there
is the potential for generational conflict between younger union members who may not want to
allocate part of their negotiated contributions to pay for older or retired members’ benefits.

Because of the inherent dynamics of these types of plans—such as lack of timely public information,
bargaining power in collective bargaining agreements, complexity of calculating a withdrawal liability,
and the potential for assuming obligations of other employers—our analysis, more fully described
below, does not enable a precise quantification of the amount to represent a debt-like obligation.
UOften, sensitivity analysis and evaluation of various plausible scenarios provide a better way to capture

a company's exposure than to focus on a single amount.

Accounting And Disclosure Limitations

Under U.S. GAAP, companies must report only how much they contribute annually to multi-employer
plans. However, the ameounts can become obscure when the contributions to other post-retirerent
benefit plans {e.g., defined-contribution plans) are aggregated {FASB is planning to consider the
accounting for multi-employer postretirement benefits in the second phase of its post-retirement benefit
obligations project}. Moreover, under the current rules, a company’s withdrawal liability is treated as a
contingent lability that must meet the stringent provisions of contingency accounting (under Staternent
of Financial Accounting Standards No. 5, Accounting For Contingencies, it must be both probable and
estimable in order to be recognized). Accordingly, this obligation is seldom accrued or disclosed.

Further, if withdrawal is not contemplated, there generally is no disclosure, which would
enable analysts to gauge the exposure. While SEC disclosure rules {particularly on matters that affect
liquidity and capital resources as well as off-balance-sheet exposures) have become more stringent, we
seldom see an issuer's multi-employer plans mentioned in these disclosures.

Using publicly avaitable tax and regulatory filings to approximate the funded status is also
problematic considering the significant timing delays. Plans must file Form 5500 (Annual
Return/Report of Employee Benefit Plan} with the U.S. Department of Labor. This form provides

usefut data about a plan’s overall financial health, its funding status, number of participants, and
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contribution levels; however, the form must be filed within 210 days after the end of the plan year
{filers can apply for an additional 75-day extension), and there is an additional time lag before this
information is processed and made public (as long as two or three years). This renders the information
inadequate to meaningfully analyze current trends and financial health. In particular, fluctuations in
discount rates, market returns, terms of coflective bargaining agreements, participation levels, and other
actuarial assumptions during the intervening period make this approach impractical.

Beginning in 2006, as a result of the provisions of Pension Funding Equity Act of 2004, the U.S.
Department of Labor will begin providing contributing employers, participants, beneficiaries, labor
organizations and the PBGC with a timelier update of each plan's funded status. This information will
be due within two months following the Form 5500 filing deadline, including extensions. However,
based on the proposed legislation's current state, no information will be available to determine a

contributing employers pro-rata share of the unfunded obligation.

Analytical Considerations

Where deemed significant, Standard & Poor’s engages in discussions with a company's management 1o

probe the following:

» We ask for a list of the plans to which the company contributes, as well as each plan’s funded status,
investment performance, and recent trends. For purposes of estimating funded status, we use the
Retirement Protection Act of 1994 (RPA '94) liability less the fair value of assets as of the same date.

= We ask if the company has an estimate of its current withdrawal liability, should it decide to leave a
plan.

» We consider the financial health of the other companies in the sarne plan to see if there is a risk that a
major contributing employer may become insolvent or that several companies could exit at once.

» We examine the current contribution rates negotiated for the contract period. The rate likely would
change when contracts are renegotiated, and we will try to determine the prospects for contribution
rates declines or increases in future contracts.

» We consider recent and future workforce levels and other trends that directly influence contribution
amounts. For example, we also examine the number of hours worked by worker participants, or any
other measure that affects the rate of contributions required of participant companies, including
recent trends.

® For significantly underfunded plans, we inquire about the strategy to manage the shortfall. This
might include reductions in future benefits, reductions in accrued benefits, accelerated amortization
of unfunded past service liabilities, and PBGC intervention. In addition, there is the risk of increased
contributions (for the same or lower benefits) at the next contract renewal.

» We evaluate the sometimes-conflicted relationship between current contribution levels and future
benefits. Although the contribution levels are determined during the collective-bargaining process,
the benefits are determined by the plan’s trustees (generally equal numbers of union and management
representatives). The trustees have a fiduciary responsibility not to the contributing companies, but
to the employees participating in the plans. Any widening gap between the contributions and the

benefits could increase the pressure on those companies paying in.
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Reform Legislation Is In Progress

Plans

In 2005, the U.S. Senate and House of Representatives passed their own versions of pension legislation

that included comprehensive funding reform for both single- and muiti-employer plans. The multi-

employer plan provisions in the bills are meant to make pension obligations more transparent, firm up

the processes for setting contribution rates and benefit levels, and provide the plan trustees with

significant flexibility to deal with several funding levels, including sharply curtailing benefit

improvements in certain situations. The bills entered a House-Senate Conference Cominittee in March
2006 in order to be reconciled. A final bill will be sent to the President shortly thereafter, and is

expected to be signed into law. We will continue to closely monitor the developments concerning the

planned legislation and any impact it might have on our analytical view and procedures.

Key Differerices Between S ingle-Employer And Multi-Employer Plans

Singte-Empioyer Plans Multi-Employer Plans
Mature Established and maintained by one employer.  Established and maintained by many employers and @ union.
Controt Plan sponsar by way of appointed trustee Trustees, consisting of an equal number of union and management

controls the administraticn of the plan.

representatives, control the plan’s administration.

Contributions

ERISA funding rules apply. However, there is
fimited flexibility to agjust contributions to
meet own needs within ERISA funding ules.

ERISA funding rules apply. Contributions are negotiated and fixed for the
term of the collective-bargaining agreement, typicalty two to three years,
but sometimes longer.

Benefits Benefit levels fixed by the company. Benefits  Benefit fevels fixed by the plan’s trustees, not generaily by the collective-
generally hased on years of service and hargaining agreement. The tiustees determine the benefit level based on
earnings. the amount the negotiated contributions wili support. Benefits usually are

based on flat dollar amourt for each year of service in employment covered
by the plan.

Poriability ~ None, before vesting period ends. Participants can continue to accrue credits toward their pension when they

change employers provided the new emgloyer is part of the plan.

PBGC PBGC instres against the termination of an PBGC insures against plan inselvency. A plan is insolvent if, in a given year,

Involvement  underfunded plan. PBGC may take over the it goes not have sufficient funds to pay promysed benefits in that year,
plan’s assets and liabilities, and attempt o PBGC provides loans o the plan on a quarterly basis 1o make up for any
recover agditional funds from the plan’s funding shortfall. PBGC does not take over the plan.

SPONSOr.
Risk Pooting ~ None. Participating employers are also jointiy liable for funding if other

participants are unable to meet their obligations. Contributions are less
immediately affected by the economic performance of individuat companies.
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IFRS Fosters Consistency In Assessing
Bank And Insurer Postretirement
Benefit Obligations

The adoption of International Financial Reporting Standards (IFRS) by many banks and
insurers in Europe and Australia in 2005 will improve the consistency of accounting and
disclosure regarding pension and other postretirement benefit (PRB) obligations and allow
Standard & Poor's Ratings Services to consider them more systernatically for all financial
institutions in our quantitative analytical approach. Standard & Poor’s frorm now on will
incorporate net PRB obligations in its capital calculations for banks and insurers. Standard &
Poor’s already factors into its analysis the potential impact of PRE deficits (See " Postretirement
Obligations Manageable for European Banks and Insurers,” published May 7, 2003, on
RatingsDirect, Standard & Poor's Web-based credit analysis system). As a consequence, we
currently do not expect the incorporation of these obligations into our ratios to trigger any

ratings action.

IAS 19 Will Enhance Comparability

There historically have been wide differences among the various national accounting
frameworks for the treatment of PRB obligations {which in addition to pension benefits, may
include retiree medical, end-of-service payments, and other postretirement liabilities). The
adoption of [FRS in 2005 in many jurisdictions, notably International Accounting Standard
(IAS} 19 regarding employee benefits, will greatly improve the consistency and transparency of
defined benefit (DB) plan accounting and disclosure. Furthermore, most first-time adopters of
IFRS are likely to opt for a "fresh start” approach, by charging any off-balance-sheet portion
of their net deficit directly against shareholder equity at the ransition date.

Standard & Poor’s views PRB obligations as debt-like. Therefore, our definitions of

capital--notably adjusted common equity (ACE) and adjusted total equity for banks and total
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adjusted capital {TAC) for insurers—will now reflect material after-tax PRB deficits. The enhanced
comparabtlity of reported numbers with the transition to [FRS will put most institutions on a more
level playing field. Regulators are likely to follow an approach similar to Standard & Poor's. Some of
them, notably the U.K. Financial Services Authority, however, are expected to introduce transitional
arrangements that will, at least temporarily, mitigate the negative impact of PRB deficits on regulatory
capital ratios. In such instances, our measures of core capitalization rnight be more conservative than

reported Tier 1 or solvency ratios.

Materiality Remains The Analytical Driver

Standard & Poor’s analysis will continue to focus upon the materiality of PRB deficits. For institutions
that do not account fully for their deficit as a liability in reported financial statements, for example,
those that apply the corridor method of accounting, actuarial gains and losses may be deferred off
balance sheet. In those cases, we will adjust standard capital measures for unrecognized off-balance-
sheet deficits when they are material, using 10% of ACE or TAC as an indication of materiality.

PRB deficits will likely have a negative impact on reported equity for a large number of financial
institutions moving to IFRS, either because higher pension liabilities will be reported under IAS 19 than
under local GAAP, and/or because banks and insurers will recognize their off-balance-sheet deficit as a
reduction to equity in their opening IFRS balance sheet. We will assess data revealed in the transition to
IFRS for PRB obligations not fully captured in our ratings analyses and for potential diminution in
regulatory capital levels. In most instances so far, the negative impact appears to be moderate. In the
U.K., where the pension deficits are often large, sufficient information was already disclosed under
Financial Reporting Standard 17 and factored into the ratings. Although the weight of a PRB deficit
can contribute to a negative assessment of capital and financial flexibility for some financial
institutions, Standard & Poor’s anticipates that increased PRB liabilities reported under IFRS will not
be, by thernselves, material enough to trigger rating changes.

Standard & Poor's also incorporates an evaluation of the impact of PRB costs on eamings. To date,
additional burdens disclosed under the revised accounting framework have not had a material impact
on our evaluations of cost base, As a result, we do not expect to adjust profit and loss statements for

PRBs in our calculations of key profitability ratios.

Increased Disclosure Allows Further Analysis

Despite the recovery of the equity markets in past few years, most DB pension plans at European banks
and insurers are showing the same or even larger deficits than at year-end 2002. This mainly reflects
the impact of lower interest rates on PRB obligations and more conservative actuarial assumptions.
PRB deficits at some financial institutions are expected to remain sizable for several years. In those
instances, Standard & Poor’s has seen management take concrete steps to contain their obligations,
such as: cash contributions to pension plans, amendments to employee benefits, and increased
employee contributions. Given the earnings capacity of the companies concerned, and the long-term
nature of PRB, the current size of the deficits does not call the ratings into question.

Where PRB deficits are material, Standard & Poor’s will continue to monitor unreasonable
assumptions behind the measurement of assets and liabilities, potentially biased membership profiles,

and abnormal investment mix. Sensitivity analyses, which are provided by companies, will allow
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Standard & Poor’s to make qualitative judgments, as adjustmenis for differences in assumptions are
rarely practical.

Standard & Poor's welcomes the improved disclosure and greater consistency afforded by IFKS. The
new accounting framework prompts institutions that adopt it to provide important information on key
components and assumptions of pension plan assets and labilities that were not previously available,
allowing the investment community to better monitor trends and exposures assaciated with these

obligations.
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