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OVERVIEW

This Alert summarizes recent rulings interpreting when private equity funds could have exposure for the
qualified pension liabilities of a portfolio company. A recent case in the U.S. District of Massachusetts
concluded that a private equity fund is not a “trade or business” for purposes of determining “controlled
group” joint and several liability under the Employee Retirement Income Security Act of 1974
("ERISA”) and, as a result, that the fund was not liable for the pension obligations of its portfolio
company.

BACKGROUND

Generally, all trades or businesses in the same “controlled group” with a company that
sponsors (or is liable for contributions to) a pension plan subject to Title IV of ERISA are jointly
and severally liable for that company’s required contributions to the pension plan, as well as for
any underfunding in the event of plan termination. Similar joint and several liability rules
apply to “withdrawal liability” for union-sponsored multiemployer pension plans. This joint
and several liability applies to broad-based, tax-qualified defined benefit pension plans, but not
to non-qualified pension plans (such as executive-only top hat supplemental executive
retirement plans) or to retiree medical plans. Joint and several liability generally is enforced by
the Pension Benefit Guaranty Corporation (“PBGC”), which can require any controlled group
member to make required contributions and, in the case of a plan termination, can assert a lien
against any member of the controlled group on up to 30% of the collective net worth of all
members of the controlled group.

A parent-subsidiary controlled group exists if there is a chain of entities conducting trades or
businesses that are connected through a “controlling interest” (generally 80% by vote or value
in the case of a corporation, and 80% by capital or profits in the case of an entity treated as a
partnership for tax purposes) with a common parent.! In addition, while less commonly an
issue in the private equity fund context, a “brother-sister” controlled group may be found to
exist where two or more entities are commonly owned in specified minimums by the same five
or fewer individuals, estates or trusts. Application of this rule could result in one portfolio

1 The determination of whether an entity meets the 80% controlling interest test can be complicated given
the applicability of complex exclusion and constructive ownership rules. For example, equity owned by
management is often excluded, so a 60%/40% joint venture with a management team could be deemed
“80%"” owned.
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company being liable for the pension underfunding of another portfolio company of the same
fund.

Most private equity funds holding 80% interests in multiple portfolio companies have
historically taken the position that their portfolio companies and the funds themselves are not
controlled group affiliates of one another on the basis that the funds (which are taxed as
partnerships) are not “trades” or “businesses” for tax purposes generally. However, there has
been lingering concern about the controlled group liability analysis for private equity funds
under ERISA as well as the Internal Revenue Code of 1986 (“Tax Code”), especially after the
PBGC took the position in a 2007 Appeals Board Letter that a private equity fund can be treated
as a “trade or business,” and therefore a member of a controlled group potentially subject to
liabilities under Title IV of ERISA.

RECENT DEVELOPMENTS
2007 PBGC Appeals Board Letter

In a 2007 administrative appeal, the PBGC Appeals Board ruled that a private equity fund
should be responsible for the unfunded pension liability of a bankrupt portfolio company. The
Appeals Board assessed pension liability on a private equity fund after concluding that the fund
was a member of an ERISA controlled group with the portfolio company. The fund owned
more than 80% of the stock of the company, and the PBGC concluded that the fund was a trade
or business.

Sheet Metal Workers National Pension Fund v. Palladium Equity Partners

In a 2010 case, a union-sponsored multiemployer plan sued a group of three private equity
funds that invested in parallel in a portfolio company which had incurred withdrawal liability
to the multiemployer plan. None of the individual funds held an 80% interest in the company,
although the funds shared a single general partner. The District Court for the Eastern District of
Michigan refused to grant summary judgment to either party, keeping alive the possibility that
a private equity fund could constitute a trade or business and, as a result, be linked by 80%
ownership with its portfolio companies. The court found evidence that permitted the
conclusions that the three funds constituted one partnership or joint venture and that the funds
constituted a trade or business.

Sun Capital Partners v. New England Teamsters and Trucking Industry Pension Fund

In October 2012, the District Court for the District of Massachusetts ruled contrary to the 2007
Appeals Board Letter and the Palladium Equity Partners case. The Sun Capital Partners court held
that a private equity fund was not a trade or business, and that two funds with different general
partners but the same investment adviser investing in parallel in a portfolio company did not
create a controlled group with the company, even if the total investment of the two funds
exceeded 80%. Under the Sun Capital analysis, closely affiliated funds investing pro rata in a
portfolio company where each fund owns less than 80% should not create a controlled group
with the portfolio company or with other portfolio companies owned by the same group of
funds.
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CONCLUSION

Although Sun Capital’s rejection of the PBGC’s view that a private equity fund can be a trade or
business is an encouraging development, private equity funds continue to face uncertainty as to
when a controlled group can exist. Sun Capital is a single district court case in Massachusetts,
and the PBGC may still pursue contributions from private equity funds with respect to a
portfolio company’s pension obligations. Sun Capital is under appeal, and there may be other
courts that come to a different conclusion.

Unless the U.S. Supreme Court decides the issue, or Congress clarifies the law, there are some
key controlled group questions that remain unanswered:

e When will a private equity fund that is taxed as a partnership be regarded as a trade or
business?? If the Sun Capital standard becomes the norm, funds should not be regarded
as trades or businesses if all management activity occurs through the management
companies of the general partners and not through employees of the funds themselves.

e  When will an individual private equity fund or a group of funds owning 80% or more of
a portfolio company be held to be the parent of controlled group that includes the
portfolio company? Assuming a group of funds are found to be a trade or business,
Palladium Equity Partners shows that there is some risk that a group of funds that
collectively own 80% or more of their portfolio companies could be found to create a
controlled group with their portfolio companies, even when each fund owns less than
80% by itself.

e When a private equity fund is found not to be a trade or business, could the fund’s 80%
ownership of its portfolio companies still unite the different portfolio companies into a
controlled group among themselves and thus make the various portfolio companies
jointly and severally liable for each other’s pension obligations?

The 2007 Appeals Board letter and the Palladium Equity Partners and Sun Capital cases all
demonstrate that the state of the law surrounding controlled group liability for pension plan
contributions, withdrawal liability and underfunding in a plan termination remains unsettled.
Thoughtful, advance planning should be undertaken before private equity funds (whether one
fund or various funds in parallel) invest in portfolio companies to make sure potential pension
plan liability is identified and properly addressed.

* * *

2 The trade or business question is not relevant to funds treated as corporations for tax purposes -
corporations always create a controlled group with entities in which they have an 80% interest.
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For more information about pension liability and ERISA controlled group rules, please contact a
member of the Firm’s Executive Compensation and Employee Benefits Practice Group.

Tristan Brown Alvin H. Brown
650-251-5140 212-455-3033
tbrown@stblaw.com abrown@stblaw.com
Gregory T. Grogan Jamin R. Koslowe
212-455-2477 212-455-3514
gorogan@stblaw.com ikoslowe@stblaw.com
Brian D. Robbins Aimee M. Adler
212-455-3090 212-455-7716
brobbins@stblaw.com aadler@stblaw.com
David E. Rubinsky Jeanne Annarumma
212-455-2493 212-455-7395
drubinsky@stblaw.com jannarumma@stblaw.com
Andrea K. Wahlquist Paul Koppel
212-455-2622 212-455-2341
awahlquist@stblaw.com pkoppel@stblaw.com

This memorandum is for general information purposes and should not be regarded as legal advice. Please
contact your relationship partner if we can be of assistance regarding these important developments. The
names and office locations of all of our partners, as well as our recent memoranda, can be obtained from
our website, www.simpsonthacher.com.

IRS Circular 230 disclosure: To ensure compliance with requirements imposed by the IRS, we inform you that any
tax advice contained in this communication (including any attachments) was not intended or written to be used,
and cannot be used, for the purpose of (i) avoiding tax-related penalties under federal, state or local tax law or (ii)
promoting, marketing or recommending to another party any transaction or matter addressed herein.

The contents of this publication are for informational purposes only. Neither this publication nor the lawyers who authored it are
rendering legal or other professional advice or opinions on specific facts or matters, nor does the distribution of this publication to
any person constitute the establishment of an attorney-client relationship. Simpson Thacher & Bartlett LLP assumes no liability in

connection with the use of this publication.
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