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Bosses try
unusual
remedies
to solve
pension ills

GEMERAL FINANCIAL
News analysis
Cash is not the only
way to plug holes

in employee benefit
schemes, writes

In what is surely one of the
more unusual approaches
1o a pensfons shortfall, Dia-
goo, the drinks group, has
offered up u veritable lake
of its whisky as collateral
for the growing shortfall in
its benefits scheme.

Under the deal's terms,
the scheme’s trustees will
form a parinership with
Diageo that will own up to
£430m of maturing whisky
that will be transferred in
by the company over time.
As the batches mature each
year, Diageo will have an
aption to buy £25m of the
whisky, with the trust
using proceeds to fund the
pension scheme. The com-
pany  said the deal was
cash-flow neutral.

Diageo sald it wos not
doing the deal because it
could not afford to pay. It
has an A credit rating and
EL2bn of free cash flow.
Instead, it wanted to do this
deal because “it allows us
to use free cash flow to
return cash to sharehold-
ers”,

The deal has not yet been
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unlikely, the whisky brands
wotild remain with the com-
pany and be sold for the
benefit of credit not the
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pension  scheme.  The
scheme would then be
left owning immature,
unbranded whisky.

It is not impessible to
establish a value for a com-
maodity that has been shom
of fts brand; indeed, such
valuations happen all the
time, 1t is just that, in these
cises, some objective mar-
kot value must be estab-
lished and, inevitably, this
is a lower value than that
which would attach to the
branded product. Sp

£1,300m
et prent e of st

£800m
123.000

Companies | UK

(g partrership
of trust)

-
i
1

This provides an

stream
such as rents.

Pension
scheme

=
s
-

SH AL
il
selfif iy

§
i
3

HEHE
i
Ak

§
z

know this as “managed dis-
tress value®™.

But ‘even if Diageo is
using goods with some
intangible value as collat-
eral, the broad outlines of
its deal are very familiar.
Pensions advisers said they
were increasingly attractive
to companies, particularly
those saddled with legacy
liabilities and which are
much smaller than they
once wer,

Earlier this year, GKN,
the engineer, created a sim-
ilar vehicle to hold a £331m
collateral pool for its pen-
sion scheme. The vehicle
receives rental income from
several properties owned by
the company, as well as
cash coming from company
trademarks,

The companv wants
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company to use operating
assets rather than cash to
try to plug the hole in its
pension scheme. A combi-
nation of the stock market
crash, low bond yields
(which increase liabilities)
and longer lives for retirees
has pushed a string of other
companies into  similar
schemes, which will allow
them to improve scheme
funding while saving cash.

J Sainsbury, Marks and
Spencer and Whitbread
have announced similar
schemes and pensions
advisers said several other
companies were working on
transactions that will be
unveiled over the next few
months.

But what makes the Dia-
geo deal different from
these others is the nature of
the collateral. In the other
cases, the collateral is cash-
generative property. If the
employer were to become
insolvent, the properties
revert to the pension
scheme and can be sold
vacant. Britain has an army
of professionals with exper-
tise in valuing these assets.

But the value of the
Diageo collateral depends,
in large part, on the brand
that attaches to each of the
whiskies in its pool, accord-
ing to Stuart Whitwell, joint
managing director of Intan-
gible Business, which spe-
cialises in valuing brands
and other obscure assets.

“Lots of products would
have no value without the
brand,” Mr Whitwell said.
He added that his firm was
in talks with several compa-
nies, including one in the
FTSE 100, which are look-
ing at using some of the
intangible wvalue of their
products to use as collat-
eral. “Take vodka. Without
the brand, it is just a com-
modity,” Mr Whitwell said.

Diageo said it was not
transferring ownership of
the brands to the trust. Mr
Whitwell said that it was
likely that if Diageo went
bankrupt, which is highly
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David Robbins, pensions
partner at Deloitte, noted
that ITV recently gave com-
fort to trustees of its
scheme by placing owner-
ship of a subsidiary, SDN,
into a structure similar to
that used by Sainsbury,
Diageo and the others.

Deloitte also recently
advised an employer on a
deal in which a similar
structure became entitled to
some of the cash flow from
the company's book of
receivables,

Mr Robbins said that
Deloitte is advising on sev-
eral deals that involve
assets that have intangible
value such as brands, pat-
ents and trade marks.
“These are very pervasive
deals,” Mr Robbins said,
noting that they were time
consuming to complete.
“They affect your relation-
ships with banks, your
accounting, everything.”

For banks, the creation of
these structures affects the
value that they could
extract from the company
in the event of bankruptcy.
The assets that are in the
new partnerships would be
claimed by the pension
schemes rather than the
creditors. Usually, pension
schemes are last in the
creditors’ queue when com-
panies go bust.

Marc Hommel, pensions
partner at PwC, said that
some companies were
attracted to the arrange-
ment because of tight credit
markets. “Cash is in short
supply,” Mr Hommel said.
“The company may decide
‘We need cash to pay our
dividends and invest in the
business’.”

It is not just cash-
strapped companies that
are looking to set cash-pro-
ducing collateral aside for
their pension schemes. “If
an employer wants a
scheme to follow an invest-
ment strategy with a high
concentration in risk assets,
then the trustee might seek
a charge on assets,” he said.

Also, Mr Hommel added,
employers may feel that
market values are unusu-
ally depressed at present.

As time passes, they
could find themselves with
schemes that are in surplus
and there is no legal mecha-
nism to extract surplus for
the benefit of shareholders.
Indeed, he said, that was
the reason that some
collateralised arrangements
had been set up in the first
place.



