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Introduction

PPF requirements for Contingent Assets

This briefing note reflects our experience of the contingent asset review
process, and has been produced in response to requests for information from
stakeholders. It highlights particular issues for trustees to be aware of, but
does not replace the PPF’s Levy Rules and Guidance for 2016/17, available
on-line at: wwww.pensionprotectionfund.org.uk/levy/Pages/1617_Levy_
Determination.aspx

We have introduced more stringent requirements to improve the quality of
contingent assets, to ensure the Guarantor is able to support the scheme if
called upon. Testing of guarantor strength shows that a high proportion of
type A contingent assets fall short of the necessary standards and have been
rejected. It is therefore vital for trustees to get the process right to ensure they
don’t see guarantees rejected, particularly where certifying for a different
amount or using a stronger guarantor could have seen the risk reduction
recognised. Trustees should be aware that, although the PPF does have the
power to grant partial recognition to an asset, that is only in exceptional
circumstances. In the great majority of cases, even where the guarantor is
considered to be good for a lower sum, the asset is disregarded entirely.

This briefing note is substantially unchanged from the January 2015 note,
except in relation to references relevant to the 2016/17 levy year.

Contingent Assets - Background
Contingent assets may be put in place to reduce the risk employer insolvency
poses to a pension scheme. The PPF has recognised group company
guarantees, including unsecured guarantees (referred to as “Type A Contingent
Assets”) since the first risk based levy.
In principle the PPF welcomes the establishment of contingent assets where
they either reduce the risk of schemes entering the PPF or serve to mitigate the
extent of a claim upon our resources. However our experience has been that
the recovery from a guarantor has typically proved negligible in relation to the
guaranteed sum because the guarantor is also insolvent or would be unable to
pay the full guaranteed sum if the guarantee were called.
Guarantees can provide a very significant reduction in levy (in some cases in
excess of 90 per cent) and so we need to know that the risk reduction offered
by the guarantee is commensurate with that levy reduction. Other things being
equal, giving too much credit for contingent assets could mean that other levy
payers end up paying more.
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How does the process work?
For contingent assets being certified in the period up to 31 March 2016 –
including for contingent assets recognised in a previous levy year – trustees
need to give the following certification:
“The trustees, having made reasonable enquiry into the financial position
of each certified Guarantor, are reasonably satisfied that each certified
guarantor, as at the date of the certificate, could meet in full the Realisable
Recovery certified, having taken account of the likely impact of the
immediate insolvency of all of the relevant employers.”
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It is important that trustees go further than just reviewing the covenant of the
Guarantor(s) in general terms. Points to take particular note of are:

as a checklist, in case the circumstances of the individual case are different, but
provides a guide to the thought process needed.

• T rustees must certify a figure (the “realisable recovery”) that each Guarantor is
good for in cash terms. If more than one guarantor is certified, each must be
independently able to meet the realisable recovery.

Where trustees are getting advice from an insolvency practitioner, Trustees
may wish to ask what the barriers to realising value may be, and what evidence
there is to conclude that the value can be obtained.

• T rustees must make enquiries into the financial position of the Guarantor – some
rejections have occurred where trustees appear to have simply concluded that
because the guarantor is large relative to the guarantee this suffices.

What does the PPF look at in testing guarantees?

• T rustees must consider the impact on the Guarantor’s position where the
employers have become insolvent. This may have profound impacts on the
Guarantor – causing it to cease trading or, at the least, to significantly affect
its ability to generate value or access funds. These effects may flow directly or
indirectly through impacts on other group companies.
• In considering the ability of the Guarantor to meet the certified sum trustees
should consider a range of factors – e.g. the recoverability of sums owed to
the Guarantor.
• T rustees should be able to demonstrate that they have challenged assertions
made by the Guarantor and where appropriate obtained third party
evidence to support their view. The extent to which this is necessary will
depend on the criticality of the assertion.
We strongly advise trustees to keep comprehensive records and evidence for
their certification assessment so that they can justify the certification. Much of
this is, in essence, what trustees complying with the spirit of our Guidance will
have been doing in the past.

What factors should be considered in assessing the
impact of employer insolvency on the Guarantor?
The factors that need to be considered will vary from case to case. Based on
our experience of reviewing guarantees in earlier years, we have set out at the
end of this document examples of factors that needed greater consideration
than the trustees could demonstrate had been given. This should not be used
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The PPF will test a substantial number of guarantees to assess whether the
reduction in levy resulting from recognition is consistent with the actual
reduction in risk. We will do so by asking the trustees to provide us with the
information and analysis they have obtained which they consider supports
the Guarantor’s ability to provide the realisable recovery. That information will
then generally be reviewed by an external financial advisor experienced in
insolvency and pensions before the PPF takes a decision. Only where we are
satisfied that the evidence supports the conclusion that the Guarantor would
be good for the realisable recovery will the Contingent Asset be accepted.

Get the right advice
Assessing the impact of employer failure on the guarantor’s ability to meet the
guarantee is potentially complex. Trustees should consider whether they have
sufficient expertise on their Trustee Board to know what information to gather,
including from the guarantor, and to assess the responses they receive. Where
they don’t, we recommend seeking professional advice - as we ourselves do in
our testing of guarantees. We also suggest it is appropriate to challenge the
adviser to ensure the advice given is fit for purpose, rather than assuming that
any professional advice will meet this specific situation.

Contact details
If you have any questions about this note please contact us at 		
information@ppf.gsi.gov.uk or on 0845 600 2541.
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Examples of issues arising in previous cases
The following are examples that have arisen, and should not be regarded as a
checklist.
 Is there evidence to demonstrate that the Guarantor has the ability to
continue as a going concern after the insolvency of the employer?
This is a critical step in deciding the route by which the guarantor is to
meet the realisable recovery – if it is concluded the Guarantor would cease
trading then Trustees need to assess whether it could pay the guarantee
as part of a wind-up, alongside other costs such as its own s75 debts.
Evidence might include understanding the group structure and analysing
the interdependency of trading within the group.
Can the Guarantor still trade after the disposal of assets required to
meet the guarantee?
Asset disposals may impact the ongoing business of both the Guarantor
and/or the wider group. One rejected case assumed core business assets
were sold, without then considering if this meant the guarantor would
cease trading, and if so, whether other creditors would exist.
Are there restrictions on the use of undrawn finance facilities and cash
balances post employer insolvency?
Where applicable, an understanding of group cash pooling arrangements,
and capacity to draw unused facilities on employer insolvency may be
needed. For example, a positive cash balance disclosed in guarantor
accounts might not be available to meet the guarantee if cash pooling
is in place under which a funder could set off the Guarantor’s cash on
insolvency of the employers. An extreme case we have seen involved the
employers already having negative balances that would eliminate the
Guarantor’s cash, even without an assumption the position would worsen
on insolvency.
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What is the impact of inter-company balances?
Trustees need to appreciate the often complex inter-action between
group companies and how funds flow around the group. Key to an
understanding of this is a reconciled inter-company balance matrix.
Intercompany debtors held by the Guarantor may become uncollectable
once insolvencies occur in a group – we have seen examples we thought
uncollectable and others we agreed would likely remain collectable.
Where EBITDA multiples or similar measures are used in company
valuation, how was the multiple chosen and is it reasonable?
This is likely to involve consideration of factors such as the effect of the
employer’s insolvency, the level of debt in the company being assessed,
the level of market activity and comparable deals – we have seen and
challenged multiples for subsidiary businesses that “could be disposed of
to meet the claim” that appeared to give little reflection of any change
in the market’s perception of the group following the insolvency of the
Employer, the speed with which a business might need to be sold or which
in other ways appeared unreasonable.
What are the Guarantor’s funding & borrowing sources, treasury
arrangements if used, security structure, cross guarantee obligations
and funding defaults?
Trustees should consider whether the employer’s insolvency would cause
any cross default across the group and how that could impact the ability to
move cash around to satisfy the guarantee claim. Such a default could also
impact whether undrawn facilities remain in place as mentioned above.
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Are asset valuations appraised on a basis appropriate for the
circumstances to support the amount attributed to specific assets?
Are there any restrictions on value to be taken account of, such as stock
retention of title. We have seen valuations that assume that highly
specialised assets could be sold without assessing whether a market would
exist or what impact the circumstances of the sale would have on price.
Where the Guarantor cannot trade without the employer, is an
estimated outcome statement needed?
This would consider realisable asset values on insolvency to assess the
value the guarantee claim will receive. Sensible assumptions should be
made about the asset realisation process including the time scales and
prices likely to be achieved, together with the level of applicable costs.
Whilst it is rare to conclude a guarantee would be met in full in the event
the Guarantor ceases trading, we have seen cases where that conclusion
was convincingly justified.
What value of investments in group subsidiaries and other group assets
can be relied on?
Due diligence will include a full break down and stress testing of the asset
on the sale basis required to discharge the guarantee. We have seen
examples of assessments simply based on carrying value in accounts or
taking little account of the need to sell on a restricted timescale.
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Can the Guarantor control income streams of connected parties
required to meet the guarantee obligations?
Understanding and due diligence on the ability to obtain value may be
needed where this flows from other group companies to the Guarantor.
We have seen situations where trustees appear to have relied upon
consolidated accounts for a group without evidence about where in the
group value lies – or broad assumptions have been made that the group
subsidiaries will automatically remit funds if told to do so. These have
not been tested to see if the subsidiaries have the legal ability or cash
liquidity to make the payments. We have also seen value attributed to
group companies that are subsidiaries of the employers assumed insolvent
- which if they did remain trading might be expected to be applied to the
benefit of the immediate creditors.
Is the view that the Guarantor could meet the guarantee dependent on
an assumption about a recovery from the insolvent employer?
The PPF recognises guarantees where the existence of the guarantee
reduces risk. A recovery from the employer, which would be available to
the pension scheme, is not additional value.
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