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General

Canadian ctrust and loan companies legislation may significantly restrict the
Group's ability to buy or sell Imasco shares. Assuming that the necessary
consents can be obtained the following possibilities have been examined.

Xf 1. The sale of the whole of the Group's Imasco holding would have a severe
effect on Group published profits and the resource generated would be
limited by the substantial tax burden on disposing of the Westanley
holding.

2. would not significantly reduce
Group profits and create resource in the US. (Tha tax problems on the
sale of the Westanley shares dose not arise and in fact a sale of the
BATUS shares would solve the problem of tax on the Imasco dividonds.)

3. i i o _jyst ove is affordable unf\nt
fecemi>  and would substantially increase pre and post tax profits. The
attributable profit effect is small.

4. Increasing the Group holding to 100% would only be affordable if the

Trustco divestment is accelerated and other disposals are carried out,
et dihuded

The discussions of thegSe options are in general terms. If it is decided to
develop them further¥work will be necessary. In particular the location of
a holding company to acquire further shares in Imasco deserves careful study
in the light of the adverse effect of US tax reform on dividend receipts
from Canada and the very low UK tax relief om acquisition interest. If as a
result of these preliminary findings it is decided to pursue the option to
acquire 100% of Imasco much more time will need to be devoted to quantifying

theeffect U $iTpeseisprouets b U ands ) ﬂ«V\h‘ﬂVL4ffL huriunmen,

Irust and Loan Companjes Legislation

Because of the Imasco ownership of Canada Trustco the Group dealings in
Imasco shares may be restricted. Mr Crawford believed that under the then
Loan Companies Act Imasco would have been unable to purchase Genstar if BAT
had owned more than 50% of Imasco.

I understand that under the existing legislation the position 1s obscure buc
has been clarified in the latest draft of the Trust and Loan Companies Act.

1. If BAT should decide to sell Imasco shares, ministerial approval will
j?’ be required to sall more than a 10% holding in Imasco to a s&-plm.sfnt4l
purchaser.

2. If BAT should decide to buy shares in Imasco, ministerial approval will
be required if the purchase increases the BAT holding in Imasco.
Participation in rights issues are thus presumably possible without
ministerial authority, but permission would be required were BAT to
seek an increase in holding over 40%.
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It is not possible to say what the ministerial attitude would be to any
proposal put Zorward by BAT. However it may be appropriate to note that the
ownership of trust and loan companies is currently a sensitive issue in
Canada. Both opposition parties and the influential finance committee of
the Canadian House of Commons favour a 10% limitation of ownership of these
companies and Imasco regards itself as fortunate in being able to keep a 65%
interest in Trustco. It may be that the only way an overseas company could
acquire a controlling interest in Imasco would be with the support of
Imasco. { Imasco's lobbying was successful in enabling Imasco to keep 65% of
Trustco.)

ail o

The current Izasco share price (4 February 1988) is €$25.125 so that BAT's
total holding would be valued at C$1211 million or £541 million at C$2.24 to
the £, However a substantial capital gains tax liability would arise in
Vestanley which at at 35% rate amounts to £115 million, leaving net proceeds
of £426 millica, (There may be a small tax loss on the sale of the BATUS
shares which could be used against capital profits elsewhere, but this has
bsen ignored in arriving at net proceeds.)

Because of the Censtar acquisition the Group share of the net tangible
equity of Imasco at 31.12.87 is only estimated at C$90 million or

£40 million so that a surplus on disposal of some £386 million will arise.
The effect on the Group debt/equity ratio would be as follows at 31.12.88:-

Sale of Imasco

——_Shares Adjusted
EmiMipn
Gross deb: 1427 7 =426
Shareholders funds 4943 - +386 5329
28-3%, _
Debt/equicy ratio 29r0% 18.8%

The total resource generated by the sale would be about £620 million
(£426 million cash and borrowing capacity of £200 million assuming a
debt/equity ratio of ‘%{’ of the incronsed'Group equicy.) .
Investment of the £426 million at - say - ten percent interest will produce
£43 million pre-tax. It {s df{fficult to say what the tax rate on this
income would be, but even assuming 7%, the Group's published profit would be
severely impacted. In the table below no account has been taken of the
withholding tax and US income tax on the Imasco dividends )..{ki\d.. M

A, t
2 YLJ[(Man.\ tans o q»o-u‘?, N
Imasco 1988 budget Income on disposal Shortfall

@ £=2.24 proceeds

£ millions f millions
Pre-tax profic 107 43 64
Taxation £36) Q) 21
After tax prefit 73 40 33
Minoricy interest al — 050
82 40 22
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From an annual cash flow perspective the Group share of the Imasco 1988
dividends forgone befoze vithholdmg tax is £22 million so the sale of /£he
Imasco shares would apou Group cash flow in the short term. The précise
amount of the improvement would depend on the actual tax paid-en-che income
earned on the disposal proceeds and to a lesser extent the UK and US tax on
the Imasco dividends that would no longer be pavabile jfiti~ald,

It may be that higher proceeds than market price could be obtained if all
the Imasco shares were sold to a single purchaser that would be in a

favourable position to gain control of Imasco.

The amount of any premium

may, however, be small because of the difficulties stemming from the

Canadian trust and loan companies legislation.

memmm‘f

BATUS has 12.26 million common shares in Imasco which would produce
C$308 million or £138 million at a price of €$25.125 each with a tax
— advantage rather than a tax liability. This would result in a surplus on

disposal of {128 million.

Assuming the proceeds can be offset against debt,

the Group debt/equity ratio compases as follows:-

Uik 5029 il NIEWAR

L mitho i
Gross debt 1427
Shareholders funds 4943
159
Debt/equity racio 2970%

Sale of Imasco

——Shazes Adjuysted
=138 1289
+128 5071
25.4%

The total resource generated by the sale would be about £200 million
(£138 million plus a borrowing capacity of £64 million assuming a
debt/equity ratio of 50% on the increase# Group equity.)

in

As a result of the US tax reform BATUS is likely to suffer a heavy US tax

burden on dividends received from Imasco.

This can be mitigated slightly by

reducing the BATUS holding in Imasco to under 10%, but US tax plus Canadian

withholding tax will still amount to about 50% of gross dividends.

Taking this factor into account the effect of the sale of the BATUS

investment in Imasco is as follows:-

1988 profits
arising from
BATUS holding

in Imasco

£ millions
Sheet O laagq'y Pre-tax profit 27.2
S bheuf) tnaags's Taxation (8.6)
Tax on dividend 2.8
After tax profit 15.8
Minority interest 2.8)
Attributable profit 13.0
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Income on
disposal
proceeds Shortfall
f millions
13.8 13.4
(4.7) (3.9)
_ \2¢)
9.1 6.7
_ 2.8
2.1 2.9
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The shortfall in profit at the attributable level is £3.9 million though
higher amounts are involved at the pre and post tax levels. These amounts
are on the assumption of a 10% pre-tax rsturn on the proceeds from disposal,
and at the after tax level shortfall increases by £1.8 million on the
assumpcion of 8% pre-tax income.

Group cash flow is positively affected in that the BATUS after tax dividend
receivable for 1988 from Imasco will only amount to £2.8 million.

Puzct ‘ sdicional 10% of Imasco $1% shareholding

The acquisition of an additional 10% of the Imasco common shares would give
BAT control and substantially improve Group profits at the pre and post tax
levels aad ncgligible at 'the attributable level.

x v
At C$30 a share the cost would be C$357 rillion or £160 million. The effect
of the purchase on the Group 1988 budget would be as follows:-

Imasco as a Imasco
50.4% owned Acquisition as a 40%
subsidiary Interest associate Net effect
£ million £ million £ million £ million
Pre-tax profit 264 (16) (107) 141
Taxation {84) -l 34 {49)
After tax profic 180 (15) {(73) 92
Minority
- direct 28
- 49.6% 16
£104) —_ 31 £93)
Attributable profic i a3) £62) NsS)

Note If a way could be found of getting acquisition interest
allowed at 35% for tax attributable profit would increase by
£5 million. /

The goodwill arising from the purchase would be about {150 million, however
— for debt/equty ratio purposes the Imasco and Trustco minority {nterest would
rank as shareholders funds. These are fairly substantial smourits that are
70 estianted below.

—

¢S millions
Imasco preference shares 206
544 /976 of Imasco shareholders equity 112
Inasco finance corporation (estimate) 510
828 N
£ million @ 2.24 2 o
~No
N
(e
(o)
e
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1f the Group should decide to acquire the who}é of the outstanding shares of
Inasco a premium of 20% or C$30 a share might be appropriate. On this basis
the total cost would be C$2146 million or £950 million and goodwill would be
£890 million excluding any possible gains on revaluations for fair value
purposes.

e O

The effect on the Group debt/equity ratio at 31.12.88 would be as follows:-

Purchase of
Plan 608 of Imasco Adjusted
f million £ million f million
1300 3633
Gross debt 1427 950 + 1350 3227
Shareholders funds 4943 -890 + 370 4423
RlaS € gty e 29% 8% B3

Rt wetd Akl & porbnet ofhaden Gung pilin Y 35% b el it b

Note The incr:use in attributable profit is entiraly due to
getting relief on acquisition interest.

However if Imasco were to be consolidated with B.A.T Industires it would be
necessary to include apptgg&?tely €$340 million Imasco Finance corporation
debt with the anticipated,balance sheet debt at 31.12.88 amounting to

cs%ge;vl; Together they amount to {1350-midlioca c{24% mllion o E 1653 millim

The effect on the Group debt/equity ratio is as follows at 31.12.88:-

Purchase of
Plan 108 of Imasco Adjusted
£ million f million £ million
1Yo
Gross debt 1427 160 + 350 29371834
Shareholders funds 4943 -150 + 370 5163
D"l”\/%wﬁq e 29% S S6T,

i

H

&
]
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Becaiise of—the higber purchase consideracion Te wowld probablybe a {hhusn<d
sf,g’nfg.céntly/adve fect_op-GToup—atrri] tab’.lz/p::fﬁs. ™ S v
i decid bl prigfl [V amantnns o (TES equinhen 1 o
Imasco as a Imasco
100s owned Acquisition as a 40% ponin et
subsidiary Interest associats Net effect
£ million f million £ million £ million
Pre-tax profit 264 (95) (107) 62
Taxation £84) 23 —36 an
After tax profit 180 (62) (73) 45
Minority £28) — —1i1 a7
Attributable profit 152 {62) ~(62) 28
15%
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5%
The 57% would seem to be a slight overstatement in that by 31.12.88 there
would be included as equity retentions of £40 million if 1988 profits are
achieved and plan dividends are paid. 'Also there would be some abatement of
the goodwill because of "fair maccounting'.

The incremental dividends that the Group would receive as a result ofthe
additional investment of £160 million to achieve control would be

£5.5 million gross: this is short of acquisition interest to finance the
additional investment in Imasco. There umay be some scope to incresase the
Imasco dividend after acquiring control. However any increase would have to
be at arms length because ofthe large 49.06% minority. A 10% increase on
the Imasco plan dividend would yield an extra £3 million gross 1{f BAT had a
holding of just over 50s.

A very large minority interest in Imasco would also presumably preclude the
Group from making major restructures and disposition of Imasco businesses.
However it does seem that the Group could afford to offer as much as C$30 a
share to achieve control of Imasco. The effect on Group pre and post tax
profits would be substantial and the effect on attributable profits Smuil

tgs It would however be some time before cash flow from Imasco
dividends coversd acquisition interest.
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P D Lovejoy

PDL/PAC/imasco-shares
9 February 1988
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