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g e CVA equity management and income
distribution in 2006

e CVA obijectives
e CVA decision process

e CVA solution or strategies
— for 2006 environment

— for 2008 environment
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CVA Equity Management Issues

g * Series of mergers: | | into |

e Many current equity classes each with a
unique redemption program

— needed to simplify and make transition to a
better program

— 29 old classes were already irouped into
| 4 agﬁr%gate classes and each aggregate
class had its own redemption program

e One or more equity classes were
created for each absorbed co-op which
led to the 29 separate classes over time

CVA Equity Management Issues
g e Each absorbed co-op had a unique

situation at pre-merger time with respect
to:

— Financial and equity structure
— Profitability history and potential
— Redemption programs

e Various pre-merger equity management
agreements were made with each
absorbed co-op requiring minimum fixed
obligations and implying additional
flexible redemption possibilities
depending on redemption program and

4 budget
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CVA Income Distribution Issues

many alternative income distribution

g e CVA and its predecessors had used
strategies

e CVA board priorities

— more cash to patrons
— less tax obligations by patrons
— quicker equity redemptions

— newer, larger facilities

CVA Income Distribution Issues

e CVA wanted the best choice going
g forward with respect to amount of
patronage income to distribute as:

— qualified patronage refund (dividend)
* cash percentage

* retained (deferred) amount that would have to be
redeemed later

— nonqualified patronage refund that CVA pays
income taxes on and redeems later

— unallocated retained earnings (savings)
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CVA Income Distribution Issues

e Should different sources of income

g such as local earnings and regional
patronage, be distributed differently?

e Equity redemption problems CVA was
currently experiencing may have been
due to poor income distribution
choices in the past

e Two big questions:
— What was sustainable and best for CVA?

7 — What was best for members?

CVA Objectives

In general, develop a comprehensive income
g distribution and equity management program
that is

I. Fair and equitable to members

2. Structured and disciplined so as to protect
the co-op by protecting the balance sheet
and providing flexibility each year based on
the likely variation in income and growth

3. Based on sound co-op financial principles
supported by our bankers and financial
advisors

4. Simple to understand and manage
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CVA Objectives

Specifically, achieve these goals:
I. Reduce and simplify equity classes

2. Move to preferred redemption method,
revolving fund, while reducing use of age of
patron, in equitable way

3. Implement a balance sheet management
philosophy

4. Determine a simple and fair way to divide
the total redemption budget between all
equity classes

5. Evaluate alternative income distribution
policies

10

CVA Decision Process

e Education on co-op finance for
management team and board with
participation and input from banker and
auditor

e Comprehensive evaluation of financial

alternatives presented
— First to special equity management
committee

— Second to board of directors

e Selection of an income distribution and
equity management program by board
that achieved our objectives
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CVA Income Distribution Policy:
Old and New

e Distribute 50% of total income to unallocated
retained earnings equity to build permanent

equity from current 45% to projected level of
50% by 2015 (10 years)

e Implement new nonqualified distribution by
dividing remaining patronage income between
qualified and nonqualified as follows:

— 25% to qualified, paid as 100% CPR

— 75% to nonqualified (taxable to CVA in year of
distribution)

— Justification: patrons only pay income taxes on
cash received

11 |* Seeslide 12 (old) and |3 (new) for examples

Barton Cooperative Income Distribution Model: CVA Old Policy

Source Allocation Tax Deductability Distribution as:

Qualified
100% _$500,001

Cash Patronage Refunds (P-Q)
50% $250,000

$200,000
$100,000
700,000

Retained Patronage Refunds (P-Q)
50% $250,000

Net Retained Patronage Refunds (P-NQ)

‘Allocated
71%  $500,001

60% $0
Income Taxes (P-NQ)
40% $0

Patronage
70% _$700,000

Dividends (P- NQ)
0%

Unallocated
29% $199,999

Net Retained Earnings (P-NQ)
60% $120,000

Not Qualified
$199,999

Income Taxes (P-NQ)
40% $80,000

Total Income

Cash Patronage Refu nas (NP-NQ)
100% 60%

$1,000,000

‘Allocated Not Qualified Retained Patronage Refu nds (NP-N
0% $0 $0 0%
Income Taxes (NP-NQ)

Nonpatronage
30% _$300,000 Dividends (NP-NQ)
0% 30

Unallocated
100% _$300,000

Net Retained Earnings (NP-NQ)
60% $1eo 000

Not Qualified
$300,000

Income Taxes (NP-NQ)
40% $120,000

Policy: (1) 50% of total income distributed as unallocated permanent equity
(2) 100% of remaining patronage income is qualified patronage refund
(3) 50% of patronage refund is cash patronage, 50% is retained

12 patronage

L1 -1 [T 1

Q) |
40% $0 I
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Barton Cooperative Income Distribution Model: CVA New Policy

14

Patron Birth Year

Source Allocation Tax Deductability Distribution as
Patronage Income Sources: Cash Patronage Refunds (P-Q)
[Operating $400,000 100% $125,000
Zf::"a‘ :ZZ::: Qualified Retained Patronage Refunds (P-Q)
[Total $700,000 25%  $125,000 0% $0
Allocated Patronage Net Retained Patronage Refunds (P-
Nonqualified
75%  $375,001 Income Taxes (P-NQ)
40% $150,000
Patronage
0% $0
Unallocated ot Qualified Net Retained Earnings (P-NQ)
29% $19‘9,999 NS‘IQQ‘BQQ |__| ' 5‘0% $1g2Q‘DDO |
Income Taxes (P-NQ)
40% $80,000
Total Income
| Cash Patronage Refunds (NP-NQ)
100% 60% $0
$1,000,000
A\I::led Pa(ronag;eo Not Q:Oahﬁed |__|Retamed Pg:/rnunage Relu:ods (NP—_NQ)|
Income Taxes (NP-NQ)
40% $0
30%  $300,000 Dividends (NP-NQ)
0% $0
llocated lified I NQ)
wcﬂ'juna (:]scaz‘ue.ouo N(:sggzo‘ue |__| - Re;‘;:“ = n\gf;{;gZDNO
Income Taxes (NP-NQ)
40% $110,000
Policy: (1) 50% of total income distributed as unallocated permanent equity
(2) 25% of remaining patronage income is qualified patronage refund
and 75% is nonqualified
I 3 (3) 100% of qualified patronage refund is cash patronage
Figure 1. After Tax Cash Flow to Patrons: Patronage
Refunds + Equity Redemptions
$7,000 - o o
Conclusion: nonqualified distribution of S4 exceeds
qualified distribution of S1 after transition period.
$6,000
. $5,000 A
0 \'§
o —-30
o
S
« $4,000
@ #5153
g
T $3,000
-8~ 5S4
c
(%]
3 _A——
O $2,000 —g—0~
$1,000
$0 ; . : : - . !
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
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CVA Equity Management Policy: New

e [mplemented balance sheet management to
achieve
— Liquidity or working capital target dollars

— Solvency or total equity to assets percentage
(or equivalent solvency measure)

e Determined total redemption budget
(residual use of available working capital or
excess equity)

e Determined redemption program for each
simplified equity class
— 15 classes including new non-qualified class
— See slide 18 (Table 1)

16

CVA Equity Management Policy: New

e Determined priority each equity class group (5
groups) had in using available redemption
budget (see slides 18 & 19/Tables | & 2
examples)

— Estate settlements (SP) had first priority regardless
of class or group

— Group 2 had second priority as fixed redemptions
based on fixed age of patron or percentage pool
rules

— Group 3 had third priority using a combination of an
existing fixed age of patron redemption and a new
flexible revolving fund redemption.The residual
flexible budget assigned to each class in Group 3
was based on its pro rata share of total equity
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CVA Equity Management Policy: New

Determined priority each equity class group (5

groups) had in using available redemption budget
(see slides 18 & 19)/Tables | & 2 examples)

— Group 4 had fourth priority. The “CVAQ” class 13

uses only a revolving fund, the preferred redemption
method, and has no redemption budget (except estate
settlements) until any Group 3 flexible class is
redeemed to zero balance. Flexible class “percentage
splits” are then assigned to “CVAQ.” “CVANQ class 14
gets no redemptions (except estate settlements) until
CVAQ class 13 is redeemed to zero.The baseline

projection said that would occur in the tenth year
(2015).

Group 5 had no priority since its equity is “frozen”
with no redemptions.

18

Table 1. CVA Mergers: Equity Class Structure and Redemption Program: 2007 Sample Solution

Equity Class Redemption Method Priorities
Qor P PP AP/O RF Beginning

Co-op | Group | Class Type | Non-Q - % age | length |2007Amount
Z/CVA 1 1  |Voting Q Y $72,370
ZJCVA 1 2 [Non-voting] Q Y $114,030
A/SCR 2 3 |Fixed Q Y 87 $171,328
B/HOO 2 4  |Fixed Q Y 87&71 $261,700
C/FRE 2 5  |Fixed Q Y /3 $217,720
D/NOR 2 6 |Fixed Q Y 2.5% ? $2,765,172
E/CVC 3 7  |Flexible Q Y 74 34 $8,166,503
F/CFC 3 8  |Flexible Q Y 65 13 $433,270
G/IIQ | 3 9 |Flexible Q Y 80 i) $5,398,005
H/TRNQ 3 10  |Flexible NQ Y 80 30 $180,391
I/AGL 3 11  |Flexible Q Y 7 28 $4,248,564
J/HUM 3 12 |Flexible Q Y 65 18 $2,264,423
Z/CVAQ 4 13  [Flex-Hold Q Y XX $2,882,238
Z/CVNQ 4 14 [Flex-Hold NQ Y Yy $7,851,546
Z/FRO 5 15  [Frozen Q N $161,494

TOTAL $35,188,753
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General Observations and
Recommendations

e Equity management strategies in mergers
should be based on sound cooperative
finance principles and strategies

* Income distribution as non-qualified retained
patronage refunds should be considered as a
new innovative policy

e Income distribution of patronage income to
unallocated retained earnings should be
used with caution (temptation to sell co-op;
cash flow reduction to patrons)
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General Observations and
Recommendations

e Redemption programs should give preference to:

— Balance sheet management to determine the total
redemption budget

— Proportionality of investment to determine the
preferred redemption methods: RF or BC

e Merger equity management should give
preference to:
— Being simple, but fair and equitable, if possible
— Pre-merger instead of post-merger agreements

— Transition to preferred programs using balance sheet
management, a total redemption budget and revolving
fund redemption method

— Using more complex multiple equity pools only if
necessary to achieve fairness (“win-win”)

22

Questions
and

Discussion
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