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What financial flexibility do Postcomm’s financial proposals provide Royal Mail?

Note prepared for Royal Mail
March 2nd 2006

1 Introduction

The fact that dividend payments are discretionary is generally recognised as one of the key ways in which regulated companies are able to respond to financial pressures that emerge during the course of the price control period. As a recent joint Ofwat and Ofgem paper discusses:

Equity funding is based on the present value of future dividends, but generally there is scope to adjust the profile of dividends over time and this can provide an important degree of flexibility for management.

Because of these risk-absorptive properties, the equity finance of a business is frequently referred to as an ‘equity buffer’.

In Postcomm’s final proposals, the financial modelling and analysis makes the ex ante assumption that no dividend will be paid to the shareholder, and that, instead, the entirety of the free cash flow generated by the business will be used to pay down the pension deficit. With this assumption, in addition to the pension deficit contributions included directly in prices, Postcomm forecasts that there is a 50% chance that Royal Mail’s pension deficit will be fully repaid within 8 years. 
 

The consequence of this assumption, were Royal Mail’s management to adopt this policy, is that should there be any further adverse shocks to the business, there will be no residual equity buffer available to manage these shocks. Alternatively, the equity buffer could be used to meet these adverse cost shocks but then the pension deficit would not be paid down in the time period assumed by Postcomm in its Final Proposals, and more significantly, potentially outside the time period required by the Pension Trustees. Either way, Royal Mail’s financial flexibility would be severely limited.

To address these issues in more detail, this note considers the size of equity buffers allowed by other regulators, where possible assessed in relation to the downside potential impacts of changes to pension deficit contributions that the company may have to make. 

2 Equity buffers and shocks to pension deficit contributions

The financial flexibility provided by the ex ante provision of an allowance for dividends within regulatory price setting, but which, ex post, can be used by management to maintain financial robustness in light of cost shocks is a practice that is universally accepted by other UK regulators. In this section, the size of this buffer is considered, expressed where possible in relation to potential shocks in pension deficit contribution costs.

2.1 Ofgem: DNOs

In the 2004 distribution price control review (DPCR4), Ofgem assumed that the appropriate post-tax cost of equity for DNOs was 7.5%, and that it was appropriate to assume that 57.5% of the RAB was financed through debt. These assumptions can be used to calculate the ‘equity buffer’ provided by Ofgem in the price control. Furthermore, Ofgem also provide information regarding the amount of funding that it is included in prices to make good pension deficits.
 With this information, it is possible to evaluate the size of the equity buffer of DNOs with the downside risks faced by these companies in relation to adverse changes in the pension deficit.

Royal Mail estimates that, under Postcomm’s current pension deficit funding proposals, there could be an adverse movement in the pension deficit, which leads to an increase of required funding contributions of the regulated business of approximately £160m, without the current pension pass-through mechanism being activated. This is equivalent to an increase in pension deficit contributions over that assumed by Postcomm of around 25%. Applying the same proportionate increase to Ofgem’s assumed pension deficit increase, it is possible to evaluate to what extent the equity buffer of the DNOs would be ‘used up’ by an increase in the pension costs of the magnitude to which Royal Mail is exposed. This is shown in Table 2.1.

Table 2.1
Ofgem’s equity buffer and pension risk exposure 

	DNO
	Equity buffer (= opening RAB * 57.5% * 7.5%) (£m)
	Cost increase from 25% increase in pension deficit contribution (£m)
	Proportion of buffer used (%)

	Total industry
	527.8
	30.7
	5.8

	Total industry excluding SP Distribution and SSE Hydro
	443.2
	30.7
	6.9


Note: Average without SP Distribution and SSE Hydro calculated as these companies are currently predicted to not have a pension deficit. 

Source: Ofgem (2004), ‘Electricity Distribution Price Control Review: Final Proposal’, December, and Oxera calculations.

In other words, in the DNO context, an increase in pension deficit contributions of the magnitude that Royal Mail predicts would not activate the pass-through mechanism, would ‘eat into’ only 5.8–6.9% of the equity buffer of these companies. By contrast, under Postcomm’s current proposals and assumptions, there is no remaining equity buffer to deal with any further unanticipated shocks, and so a 25% increase in pension deficit contributions could not be accommodated in this way.

2.2 ORR: Network Rail

A further interesting parallel can be seen in the case of Network Rail and the ORR. Although there is no available data to link the issue of the buffer explicitly with the issue of pension cost risk, it shows more generally the significance that other regulators have attached to the provision of some form of buffer to deal with cost shocks that are not predictable at the time of the review.

Network Rail is prevented under its constitution from distributing any dividend. Given this, it could be argued that an appropriate regulatory response would be to exclude from allowed profit an allowance for anything other than interest costs. Significantly, from the perspective of the risk that this would place on management, investors and customers of a regulated company to deal with unpredicted risks, this would be equivalent to assuming, ex ante, that the projected dividend of the company would be used to pay down the pension deficit.   
However, the ORR has not adopted this approach, stating that: 

The allowed return reflects the interest that Network Rail must pay to its lenders and any additional annual surplus that the Regulator allows the business to make. This additional surplus is intended to provide a reasonably efficient business with a buffer against future cost shocks, and serves to reduce the risk that investors bear. Thus, the higher this additional surplus, the more comfort investors can take that the business will be able to meet its obligations to them and to customers if there are unanticipated increases in expenditure.

The size of this buffer can be calculated as the sum of two components:

· the returns were set at between 6.5% and 7.0% pre-tax real (with tax shields meaning that the company was expected to pay little or no corporation tax), while real interest costs were assumed to be 3.25%;
· the allowed return was applied to the RAB of the business rather than just the debt.

The impact of these two effects is illustrated in Table 2.2.

Table 2.2
Buffer provided by the ORR to accommodate cost shocks

	Net revenue requirement in first year of control
	£4,433m

	RAB
	£17,696m

	Debt
	£13,700m

	Assumed interest cost
	3.25%

	Allowed return
	7.00%

	Total buffer
	£663.6m

	As % of RAB
	3.75%

	As % of allowed revenues
	15%


Source: ORR (2003), ‘Access Charges Review 2003: Final Conclusions’, December.
As can be seen, in the first year of the current price control, it can be calculated that the first of these effects amounted to £514m, the latter to £150m and hence the total buffer provided by these amounted to £664m. This was 3.75% of Network Rail’s opening RAB in that year, and 15% of its allowed revenues for that year. By contrast, the equivalent buffer as assumed/provided in Postcomm’s final proposals document is £0m. 

2.3 WICS: Scottish Water

A very similar case to that of Network Rail, is that of Scottish Water, as regulated by the Water Industry Commissioner for Scotland (WICS). Following a similar logic to that of the ORR, it has noted that: 

We suggested that the Scottish Executive could learn from the creation of the not-for-dividend companies Glas Cymru and Network Rail. Both companies are funded by a combination of debt and retained earnings. It is critical that they maintain a robust financial position as a weakening of their position is likely to lead to an increase in their funding costs and a reduction in their ability to withstand an operational shock.

The size of the buffer created in this instance was determined by the portion of Scottish Water’s RCV (RAB) that was assumed to be not equity-financed, and the return it allowed on this portion of the RCV, as shown in Table 2.3.

Table 2.3
Buffer provided by WICS to accommodate cost shocks
	Allowed revenues in first year of control
	£981.2m

	Opening RCV
	£3751.3m

	Portion of return not debt-financed
	35%

	Allowed return on this portion
	3.2%

	Total buffer
	£42m

	As a proportion of RCV
	1.12%

	As a proportion of allowed revenues in first year of price control
	4.28%


Source: Water Industry Commission for Scotland (2005) ‘The Strategic Review of Charges 2006-10’: The Final Determination

Although the buffer, as a proportion of both RCV and allowed revenues, is smaller than that allowed by the ORR, WICS nonetheless provided a buffer, the equivalent of which is missing from Postcomm’s final proposals.  

3 Conclusions

By assuming in its analysis that Royal Mail will use all of its free cash flow to pay down the pension deficit, Postcomm is assumes the removal of the equity buffer from Royal Mail before the price control even commences. This significantly reduces the financial flexibility of the company to respond to any cost or revenue shocks compared with the flexibility recognised by regulators as appropriate for other regulated companies. Even for companies that do not have conventional equity finance, the importance of an ‘equity-like’ cash buffer for financial robustness has been recognised as an important part of the financial package.

Alternatively, if a cost or revenue shock did arise, Royal Mail could decide to not use its free cash flow to pay down the pension deficit and instead deal with the ramifications of the shock. However, this would lead to the time taken to clear the pension deficit to increase, to a date potentially beyond that which will be required by the Pension Trustees, backed by the Pensions Regulator. 

In these circumstances, one potential way of addressing this lack of downside protection would be for Postcomm to consider the adoption of a clearer, more transparent interim determination mechanism. This could build on the precedent from the water industry in which there are explicit ‘notified items’ to deal with particular issues on which it is recognised there is a considerable degree of uncertainty including, for instance, taxation implications arising from changes in accounting for infrastructure renewals expenditure following the introduction of International Financial Reporting Standards. It would also be broadly consistent with the approach within Postcomm’s Final Proposals regarding the review of the two baskets and the discount in access. A clear candidate for such a notified item would be changes in the pension deficit contributions resulting from actions by the Pension Trustees (and potentially supported by the Pensions Regulator). In the water industry example, a notified item can be applied for at any time, and, as any decision results in a change to the licence, it can in principle be appealed at the Competition Commission. 

If such a mechanism were to be introduced for Royal Mail, it should be emphasised that it would be introduced in the context in which Postcomm is already assuming that the equity buffer is being used by the shareholder to address the pension deficit problem. As such, although such a mechanism would pass on a degree of extra risk to consumers, it is a mechanism that is used in other regulated sectors where management has considerably more financial flexibility than will be available to Royal Mail.
















� Ofwat and Ofgem (2006), ‘Financing Networks’, February.


� For instance, on page 138 of the Final Proposals Postcomm states ‘Postcomm believes that with its proposed contributions from customers – if combined with all Royal Mail’s surplus cash being directed towards paying down the deficit - … there is a 50% chance that the pension plan will be fully funded on an ongoing basis within around 8 years of the start of the next price control.”


� Notably, Ofgem generated these assumptions based on companies making good their pension deficit over the average remaining service life of employees of the DNOs, which for all companies but one was set at 13 years, with the remaining DNO given a ten-year allowance. Source: Ofgem (2004), ‘Electricity Distribution Price Control Review: Final Proposal’, December. 


� ORR (2003), ‘Access Charges Review 2003: Final Conclusions’, December.
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