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NAV CANADA

A BLUEPRINT FOR AIR TRAFFIC CONTROL COMMERCIALIZATION

On October 31, 1996, with a financial structure designed with assistance from RBC Dominion Securities and a C$3 billion syndicated bank credit facility arranged by the Royal Bank of Canada, NAV CANADA acquired the Canadian civil air navigation system (“ANS”) from the Government of Canada for a purchase price of C$1.5 billion.  On November 1, with the support of users, employees and government, NAV CANADA became the world’s first ANS provider without majority government ownership or control.

In this article, we discuss three aspects of the acquisition and financing that are particularly significant, not just for air navigation in Canada but for the commercialization of essential service monopolies throughout the world:

1. With absolutely no government credit support, NAV CANADA achieved four AA credit ratings.

2. The structure of NAV CANADA as a Non-Share Capital Corporation (“NSCC”) is a typically Canadian construction in that it offers a compromise between outright privatization and government ownership.  This compromise provides a powerful solution to the dilemna of regulating a monopoly, while avoiding the inefficiencies that are so often created in a cost-plus regulated environment.

3. With the absence of equity capital, NAV CANADA has an overall cost of funds dramatically lower than any share-based private sector utility.

NAV CANADA as a AA Credit
With no government credit support or ownership, NAV CANADA obtained credit ratings in the AA category from each of Moody’s, Standard & Poor’s, Dominion Bond Rating Service and Canadian Bond Rating Service.  Even before any financial structuring, its credit strength is derived from four fundamental credit factors:

1. It offers an essential service.  Without air navigation and air traffic control services, air traffic would be substantially unable to fly in or through Canada.

2. It has a legislated monopoly to provide the core services involved in civil air navigation in Canada.

3. Subject to certain broad charging principles, it has the legislated right to set user charge rates without regulatory approval, and to levy these charges against all civil aircraft for the availability or provision of services.

4. It has the legislated right to apply ex parte to seize aircraft in order to collect delinquent user charges.  In addition, owners and operators of aircraft are jointly and severally liable for any user charges incurred.

The first factor is just a given, equally applicable to the services previously offered by Transport Canada and those now offered by NAV CANADA.  From a financing perspective, the critical element of an essential service is inelasticity of demand with respect to rate changes.  If NAV CANADA were to increase user charges by 10%, there would be almost no reduction in air traffic.

The second, third and fourth factors are a result of the enabling legislation, the ANS Commercialization Act.  The second factor, the legislated monopoly, might be viewed as a necessary condition for any ANS.  While the precise scope of the monopoly might be debated, it is hard to imagine the provision of ANS except through a  monopoly, and indeed the services are provided by monopolies throughout the world.

The third and fourth factors are perhaps the most surprising elements of the legislation.  While their contribution to a strong credit rating is clear, one might initially wonder (as have certain otherwise acute members of the press) whether Canada has lost its senses and left its citizens without protection.  On closer examination, Canada has done nothing of the sort.  The “financing-friendly” legislation actually benefits the travelling public by reducing NAV CANADA’s cost of funds and therefore the cost of air navigation services.  The public is protected from any abuse of monopoly by the structure and governance of NAV CANADA as discussed later in this article.

Overall, the first three factors ensure that NAV CANADA can set its rates to achieve just about any reasonable level of billings.  The fourth factor ensures that those billings will be collected.

On the basis of these fundamentals, financial structuring becomes relatively straightforward, even with absolutely no equity capital.  The structure selected drew a number of its elements from the US Revenue Bond market, with adjustments for the Canadian legal environment.

Essentially, there are three primary covenants.  First, a rate covenant establishes that NAV CANADA must charge sufficient rates to generate enough revenue to pay all costs, including debt service costs, with a coverage ratio of 1.25x.  As discussed above, appropriate rates can be determined to satisfy almost any revenue requirement.

However, circumstances may arise at some time that cause revenues to fall below expectation.  In order to ensure that operations continue smoothly and debt service payments are made on time, reserve covenants establish that NAV CANADA must maintain both a debt service reserve (one year’s debt service costs) and an operating and maintenance reserve (three months operating and maintenance costs).  These reserve covenants ensure that NAV CANADA will have sufficient funds available to bridge any short term crisis, leaving ample time for future rate adjustments as required by the rate covenant.

Finally, an additional indebtedness covenant provides that NAV CANADA cannot increase its borrowings without following a process to ensure that it will be able to service the increased debt burden through rates.

The four credit fundamentals and the three primary covenants, together with a thousand smaller details, were sufficient to earn AA ratings from every credit rating agency involved.

NAV CANADA as a Non-Share Capital Corporation

A review of regulated share-based corporations will often unearth substantial non-productive resources consumed by the regulatory process itself.  Additionally, many regulatory regimes instill a cost-plus environment, offering the regulated corporation little incentive to seek efficiencies, and more downside than upside in innovation.  While the world is discovering more efficient ways to regulate (many would cite the BAA operation of airports), NSCCs should be reviewed as offering a highly constructive self-regulatory alternative.  NAV CANADA is a case in point.

In Canada, an NSCC is created under a relatively old act called the Canada Corporations Act or various provincial equivalents.  In the establishment of an NSCC, the constating documents (e.g. Letters Patent and Bylaw No. 1 in the case of NAV Canada) will define a number of key items that we refer to as the Fundamental Characteristics.  These include:

· the method of determining who will be Members;

· the method of determining who will be Directors; and

· specification of the Objects of the Company.

Members essentially fulfill the role of shareholders, except that they will never receive dividends or any other distributions from the corporation.  In addition to such tasks as approving the appointment of auditors, the key role of Members is to appoint Directors to the Corporation’s Board.

The Board of Directors will typically be composed of Directors appointed by Members and, optionally, independent Directors.  For example, in the case of NAV CANADA, the four Members will appoint 10 Directors (5 from Users, 3 from Government, 2 from Unions) who will in turn select four independent Directors, and these 14 Directors will select a CEO who will be the final Director.  In other instances, Members might themselves fulfill the additional role of acting as Directors.  Ideally, an NSCC will not be controlled by any one constituency.

The Objects of the corporation will essentially set out its reason for existence and define the activities that it can undertake.  In the absence of the typical goal of maximizing shareholder value, these are particularly important.  The Canada Corporations Act requires that the activities of the corporation correspond (with some leeway) to its Objects.  Furthermore, regardless of the interests of the appointing Member, every Director has a fiduciary duty to further the Objects.

Typically, the originating government will play a major role in defining the Fundamental Characteristics of an NSCC.  These decisions will determine the ongoing character of the corporation.  Once created, the corporation will be independent of the government and (except perhaps for minor technical differences between Corporations Acts) able to act like any other corporation.

Significantly, the government can gain some permanent protection of its interests, even following incorporation, in a number of ways.  These include:

· requiring government approval for amendments of specified provision of the Letters Patent and specified by-laws (including the Fundamental Characteristics); and

· retaining the right to any remaining assets after provision for all liabilities if the corporation is ever wound up.

Overall, the government is able to determine the fundamental nature of an NSCC when it is established and ensure that this nature will be maintained.   Within these constraints, the corporation will thereafter be entirely independent.  Due to the nature of its activities, it may well be subject to such restrictions as licensing requirements and safety regulation, as would any other corporation engaging in similar activities.

Because an NSCC has no shareholders and pays no dividends, its Members and Directors have no financial incentive to charge fees beyond those needed for its operation.  Indeed, with no dividend payments to shareholders or government, revenues cannot be diverted from the Corporation.  Thus, at least with respect to the aggregate level of charges, an NSCC does not need to be regulated for the protection of its users or the general public.  In certain instances, even when the aggregate revenue target is not in question, its allocation among users may still be contentious.  In the case of NAV CANADA, the legislation sets specific pricing principles to address this issue.  In other instances, it might be possible to consider a degree of regulation that could adjust the allocation of charges among classes of users, as long as aggregate expected revenue was left unchanged.  In the absence of equity holders whose returns act as buffers in a typical regulated utility, it is important that an NSCC not be subject to rate regulation that can reduce total revenues, because such regulation would pose a threat to lenders that could materially damage the credit rating.

In the case of NAV CANADA, the governance structure gives users substantial (but not majority) control.  This further enhances its self-regulating capability, because the users’ own profit motivation will cause them to ensure that its operations are as effective and efficient as possible.  Alternatively, and very differently, Members of the NSCCs that operate Canadian Airports are drawn from or appointed by various levels of government and users are not directly included.  (Perhaps it should come as no surprise that airport user charges are generally rising while NAV Canada costs are falling.)

In any event, the governance structure established in an NSCC’s constating documents will determine for the long term the Corporation’s motivation to fulfill its mandate effectively and efficiently.  In the absence of any profit distributions, this will translate directly into a low cost and high quality service to the consuming public.

Thus, an NSCC with an appropriate governance structure can leave the public as well or better protected than a regulated share-based monopoly.  With public protection built in by the structure, rate regulation becomes unnecessary and superior credit ratings can be obtained with no equity capital.  In those instances that permit user representation in the governance structure, the users’ profit motives will likely instill a greater efficiency motivation (and less motivation for unnecessary growth) than would typically be found in a regulated share-based corporation.

NAV CANADA is one such NSCC.  Its credit strength is largely derived from legislation that could never have been passed for a share-based corporation; its ratings and access to capital already attest to the superior 

financeability of an NSCC; and, with strong user representation, it has already demonstrated a strong commitment to effectiveness and efficiency.

NAV CANADA’s Cost of Capital
In a typical share-based regulated corporation, the financial structure will include approximately 40% equity and 60% debt.  Based on today’s Canadian markets and reasonably long term issuance across the maturity spectrum, debt costs for an A rated utility might average about 6% (versus an assumed average Canada yield of about 5.60% for the same blend of maturities).  The pretax cost of equity would be at least 16% and likely quite a bit more.  Thus, the weighted average cost of capital would exceed 10%.

NAV CANADA gains a few basis points on its debt costs through its AA ratings, as well as substantially greater access to long term debt.  However, by far the greatest reduction in its cost of capital is derived through the absence of expensive equity capital.  While this is partially offset by the cost of carrying reserve funds, the resulting weighted average cost of employed capital is very much reduced.

Let us assume that NAV CANADA will gain savings of 0.10% in its debt costs due to the AA ratings, and that total debt is C$2 billion of which C$400 million is held in reserves.  Further assuming that interest earnings on reserves will be 0.25% less than the cost of related (short term) debt, we can calculate an average cost for the C$1.6 billion of employed funds as follows (in C$ millions):

Cost of employed debt
5.90% x $1,600
$94.4

Net cost of reserves
0.25% x $400
     1.0
Total cost of debt


$95.4
Weighted average cost

of employed capital
$95.4/$1,600

5.96%

Even after allowing for the cost of carrying reserve funds, NAV CANADA’s weighted average cost of employed capital would therefore be at least 4% less than the cost for a similar share-based corporation and less than 0.40% above Canada’s borrowing costs.  This represents a further saving to users of $60 million per year and a vastly smaller increment to government financing costs than would be incurred through a share-based privatization.

 Conclusion
While NAV CANADA may be the first widely viewed commercialization to use a Non-Share Capital Corporation, we do not expect it to be the last.  The rating and financeability of such a structure has been demonstrated.  The effectiveness and efficiency will follow.  On these measures, the general consuming public will benefit.

In addition, politicians and bureaucrats may find the structure more palatable than outright privatizations.  First, the stakeholder representation may be politically appealing.  Second, the potential for political embarrassment due to share price fluctuations or highly publicized stock option gains will be removed.

The challenge that lies ahead is to tailor the appropriate governance structure for each essential service monopoly under consideration.
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