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Declining inflation in the UK, if sustained, could lead to a fall in National 
Grid’s earnings, dividend and RAV growth. However, we believe such a 
scenario could also to be detrimental to the wider UK equity market and 
could, in fact, highlight National Grid’s relatively more stable earnings and 
dividend. As a ‘safe haven’ we believe National Grid shares could 
outperform relative to the market under such a scenario. 

Year end Revenue 
(US$m) 

Operating 
profit (US$m) 

EPADR 
($) 

DPADR 
($) 

P/E 
(x) 

Gross yield  
(%) 

03/13 22,825 5,713 4.0 3.1 17.0 4.6 
03/14 24,303 5,936 4.2 3.3 16.2 4.9 
03/15e 24,841 6,002 4.2 3.4 16.2 5.0 
03/16e 25,454 6,107 4.2 3.5 16.2 5.1 

Note: Converted at US$1.6/£. Dividend yield excludes withholding tax. Investors should 
consult their tax advisor regarding the application of any domestic and foreign tax laws. 

Falling rate of inflation… 
The UK’s Office for National Statistics (ONS) has released official inflation data for 
January 2015, showing that the rate of Retail Price Index (RPI) inflation in the UK 
has declined to 1.1% for the 12 months to January 2015. A significant part of this 
decline is attributable to the fall in oil and food prices and the Governor of the Bank 
of England has warned that UK inflation “will likely fall further, potentially turn 
negative in the spring, and be close to zero for the remainder of the year”. 

…negative for EPS, DPS and RAV if sustained 
Revenues (c. £4bn) at National Grid’s UK regulated businesses are linked to RPI. A 
sustained period of low inflation or deflation would negatively affect National Grid’s 
earnings, although its impact would be partially offset by £6.6bn ($10.6bn, 31% of 
group net debt) of inflation-linked bonds. Every 1% fall in our 2.5% pa inflation 
assumption would reduce our FY16 EPS (assuming no impact to its US division) by 
0.4% and 3.3% by FY18. In addition, dividend and RAVs are linked to RPI and 
could also be negatively affected under such a scenario. We calculate every 1% 
reduction in our 2.5% inflation assumption would result in a -1.6% fall to FY16 DPS 
and -3.8% for FY18. National Grid’s current 5-6% annual nominal RAV growth 
(based on an inflation assumption of 3% pa) would also be lower. Every 1% 
permanent fall in our RPI assumption would reduce our RAV growth by 0.6% pa.  

Valuation: A silver lining  
Despite the adverse impact on National Grid under a sustained period of low 
inflation, we believe such a scenario would have wider implications for the UK 
equity market as a whole. Given the relatively more stable nature of National Grid’s 
earnings, its shares are more likely to outperform relative to the market. In the three 
months post the collapse of the credit market in 2008, when RPI fell from 5.0% to 
0.9%, National Grid shares outperformed the FTSE 100 by 13%. It is also worth 
highlighting that a temporary fall in inflation could actually benefit short term 
earnings, as lower interest costs more than offset any revenue impact. Our 
valuation range of 769-1,020p/share or $62-82/ADR remains unchanged. 
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Falling inflation 
The ONS recently released the UK’s official inflation data for January 2015, showing the rate of 
inflation in the UK continuing to fall. The 12-month Consumer Price Index (CPI) for January 2015 
stood at 0.3%, the lowest rate of annual increase since records began. The RPI for the 12 months 
to January 2015 stood at 1.1%, down from 1.6% for 12 months to December 2014.  

Exhibit 1: Year-on-year UK RPI (%) 

 
Source: ONS, Edison Investment Research 

A significant part of the decline in inflation can be attributed to the fall in oil prices and the Governor 
of the Bank of England has warned that UK inflation “will likely fall further, potentially turn negative 
in the spring, and be close to zero for the remainder of the year” (Bank of England Inflation Report, 
12 February 2015). 

Implications for National Grid 
The rate of inflation, specifically the rate of RPI inflation, is important for National Grid in the 
following respects: 

 Revenues: National Grid’s UK regulated revenues (around £4bn net, 46% of group) are 
adjusted in accordance with RPI on 1 April every year. A fall in the rate of RPI in a particular 
year would result in a corresponding fall in National Grid’s revenues and a sustained low rate of 
RPI would mean a cumulative impact on subsequent years' revenues. Differences between 
forecast and outturn inflation used to calculate the revenues (eg the cost of debt financing) are 
factored into subsequent years of revenues (with a two-year lag) through the annual iteration 
process carried out by Ofgem.  

 Controllable costs: there is no explicit formula allowed by Ofgem that links controllable cost to 
inflation. However, as inflation falls, costs should also fall. With clear performance targets set 
by Ofgem and taking into account lead time for delivery of these targets, it is unrealistic to 
expect National Grid to be able to reduce costs in line with any revenue reductions as a result 
of lower inflation in the short term. However, in the long term, it is fair to say that any efficient 
company would look to bring costs at least in line with inflation.  

 Interest costs: as at the end of September 2014, National Grid had around 31% of its net debt 
linked to inflation (to RPI). The use of inflation-linked debt forms a natural earnings hedge 
against any movement in inflation. A fall in the rate of RPI would result in a reduction in the P&L 
interest charge related to inflation-linked bonds. Cash interest paid remains unchanged. 

 Dividend: National Grid’s current policy is to increase the dividend by at least the rate of RPI 
inflation for the foreseeable future. A permanent reduction in the rate of RPI could lead to a fall 
in National Grid’s rate of dividend growth. It is also worth highlighting that if we were to enter 
into a prolonged period of low inflation, National Grid could look to adjust the payout ratio to 
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reflect company performance. Assuming key metrics are met both operationally and financially, 
in theory, National Grid could look to grow its dividend at a rate above inflation. 

 RAV (regulatory asset value) growth: as with revenues, Ofgem allows RAVs to be adjusted 
for RPI inflation. Both of National Grid’s growth scenarios are based on 3% pa assumed 
inflation. Firstly, 'slow progression' – capex of £16bn (2013-21, nominal) leading to average 
annual RAV growth of 5% (nominal). Secondly, 'gone green' – capex of £20bn leading to 
average annual RAV growth of 6% (nominal). Our forecast assumes £18bn of capex, 2.5% pa 
RPI inflation and average annual nominal RAV growth of 5.1%. We calculate that for every 1% 
permanent reduction in our RPI assumption, our average annual RAV growth reduces by 0.6%.  

 RAV-based valuation: our RAV-based SOTP of 769p/share ($61.5/ADR) is based on 2.5% 
inflationary assumption included in the estimated RAV as at 31 March 2015. For every 1% 
reduction in RPI inflation, our RAV-based SOTP would fall by 2%. 

Combining all of the above, we calculate the following earnings and dividend impact from a 1% 
permanent reduction in our RPI assumption. In the short term, we actually expect to see a marginal 
benefit to earnings, as lower interest cost from inflation-linked debt fully offset any revenue 
declines. Assuming a prolonged low inflationary environment, we expect to see the negative 
revenue impact on earnings to flow through to EPS, and this will impact the RAV growth also. We 
have assumed in our analysis an immediate pass-through of lower inflation to National Grid’s 
revenues. In reality, Ofgem only adjust for such changes with a two year lag, thus making the 
earnings impact at National Grid more gradual than what we highlight below. 

Exhibit 2: Sensitivity to inflation assumption 
 Edison forecast (at 2.5% annual RPI)  Every 1% reduction in RPI assumption 
£m 2015e 2016e 2017e 2018e  2015e 2016e 2017e 2018e 
Revenue 15,526 15,908 16,533 17,030  -0.5% -1.0% -1.4% -1.9% 
Operating profit (clean) 3,751 3,817 4,086 4,226  -1.0% -2.0% -3.0% -4.0% 
Net interest -1,060 -1,091 -1,147 -1,206  6.3% 6.3% 6.1% 5.8% 
PBT (clean) 2,733 2,769 2,984 3,065  1.0% -0.4% -1.9% -3.3% 
EPS (clean) 53.0 53.1 56.6 57.6  1.0% -0.4% -1.9% -3.3% 
DPS 42.9 44.0 45.1 46.2  -0.6% -1.6% -2.6% -3.5% 
Source: Edison Investment Research, at constant currency. 

It is important to note that the inflation sensitivity analysis has been applied exclusively to the UK 
assets, where the regulator allows for inflation protection. In the US, there are no inflationary 
adjustments to revenues, so if there was also a reduction in the rate of inflation (0.8% at December 
2014, having fallen from 1.3% in the previous month), we would expect to see a corresponding fall 
in costs, which would benefit bottom-line earnings.  

We also assume a static view of the company and the financial markets in our calculations. In 
reality, if inflation rates were to remain low or fall further on a sustained basis, interest rates would 
be unlikely to remain flat. The Bank of England has already signalled that one option to limit the 
impact of low inflation or deflation is to cut interest rates further, taking them closer to zero. If 
interest rates were to fall further, this would actually make National Grid’s dividend yield look more 
attractive on a relative basis, and thus support the shares. In addition, National Grid’s treasury team 
would respond to any rate changes with the aim of mitigating any impact on the group. 

In the worst case scenario, if we were to enter into a prolonged period of deflation, this would be 
negative for the equities market and UK corporates as a whole. Given the relative stability of 
National Grid’s UK regulation (current regulatory period ends in 2021) and earnings, National Grid 
shares should still outperform on a relative basis. This was demonstrated after the collapse of the 
credit market in 2008, where we saw a slowdown in the rate of inflation from 5.0% to -1.6% at its 
lows in June 2009. While macroeconomic policies influenced the equities market performance once 
inflation growth started to slow, we highlight that during the first three months of this slowdown 
(September to December, when RPI fell from 5.0% to 0.9%), National Grid shares outperformed the 
FTSE 100 by 13%. 
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Exhibit 3: Financial summary 
  $m 2014 2015e 2016e 2017e 2018e 2019e 2020e 2021e 
Year end 31 March   IFRS IFRS IFRS IFRS IFRS IFRS IFRS IFRS 
PROFIT & LOSS            
Revenue     24,303 24,841 25,454 26,453 27,248 28,013 28,777 29,547 
Cost of Sales   (16,074) (16,489) (16,878) (17,316) (17,754) (18,185) (18,642) (19,081) 
Gross Profit   8,230 8,352 8,576 9,137 9,494 9,828 10,136 10,466 
EBITDA     8,230 8,352 8,576 9,137 9,494 9,828 10,136 10,466 
Operating Profit (before amort. and except.) 5,936 6,002 6,107 6,538 6,761 6,955 7,123 7,316 
Intangible Amortization   0 0 0 0 0 0 0 0 
Exceptionals   115 120 0 0 0 0 0 0 
Operating Profit   6,051 6,122 6,107 6,538 6,761 6,955 7,123 7,316 
Associated company    45 67 69 71 72 74 76 78 
Exceptionals   151 21 0 0 0 0 0 0 
Net Interest   (1,795) (1,696) (1,745) (1,835) (1,929) (2,028) (2,128) (2,221) 
Pre-Tax Profit (norm)     4,186 4,373 4,431 4,774 4,904 5,000 5,071 5,173 
Pre-Tax Profit (IFRS)     4,452 4,514 4,431 4,774 4,904 5,000 5,071 5,173 
Tax   (941) (1,093) (1,108) (1,194) (1,226) (1,250) (1,268) (1,293) 
Profit After Tax (norm)   3,245 3,280 3,323 3,581 3,678 3,750 3,803 3,880 
Profit After Tax (IFRS)   3,511 3,421 3,323 3,581 3,678 3,750 3,803 3,880 
           Average Number of ADR Outstanding (m)  770.8 780.7 789.2 796.9 804.9 813.1 821.7 830.6 
EPADR – normalized ($)     4.23 4.22 4.23 4.51 4.58 4.63 4.64 4.69 
EPADR – normalized and fully diluted ($)   4.23 4.22 4.23 4.51 4.58 4.63 4.64 4.69 
EPADR – (IFRS) ($)     5.20 4.45 4.23 4.51 4.58 4.63 4.64 4.69 
DPADR ($)   3.29 3.41 3.50 3.59 3.68 3.77 3.87 3.96 
           Gross Margin (%)   33.9 33.6 33.7 34.5 34.8 35.1 35.2 35.4 
EBITDA Margin (%)   33.9 33.6 33.7 34.5 34.8 35.1 35.2 35.4 
Operating Margin (before GW and except.) (%)  24.4 24.2 24.0 24.7 24.8 24.8 24.8 24.8 
           BALANCE SHEET           
Fixed Assets     69,926 72,002 75,184 78,615 82,133 85,813 89,337 92,630 
Intangible Assets   8,526 8,421 8,421 8,421 8,421 8,421 8,421 8,421 
Tangible Assets   60,371 62,560 65,737 69,163 72,676 76,351 79,869 83,157 
Investments   1,029 1,021 1,026 1,031 1,036 1,042 1,047 1,053 
Current Assets     16,244 15,046 15,261 15,612 15,891 16,160 16,428 16,698 
Stocks   434 444 455 473 487 500 514 528 
Debtors   4,625 4,727 4,844 5,034 5,186 5,331 5,477 5,623 
Cash   7,711 6,325 6,325 6,325 6,325 6,325 6,325 6,325 
Other   3,473 3,550 3,638 3,781 3,894 4,003 4,113 4,223 
Current Liabilities     (17,483) (17,717) (19,890) (22,339) (24,784) (27,390) (29,873) (32,139) 
Creditors   (11,795) (11,819) (11,943) (12,145) (12,305) (12,460) (12,614) (12,770) 
Short term borrowings   (5,688) (5,898) (7,947) (10,194) (12,478) (14,930) (17,259) (19,369) 
Long Term Liabilities     (49,378) (48,278) (48,954) (49,580) (50,228) (50,899) (51,595) (52,317) 
Long term borrowings   (36,351) (35,902) (35,902) (35,902) (35,902) (35,902) (35,902) (35,902) 
Other long term liabilities   (13,026) (12,375) (13,052) (13,677) (14,326) (14,997) (15,693) (16,415) 
Net Assets     19,309 21,053 21,601 22,309 23,013 23,684 24,297 24,873 
           CASH FLOW           
Operating Cash Flow     7,159 8,408 8,485 8,988 9,375 9,714 10,022 10,351 
Net Interest    (1,403) (1,696) (1,745) (1,835) (1,929) (2,028) (2,128) (2,221) 
Tax   (648) (1,093) (1,108) (1,194) (1,226) (1,250) (1,268) (1,293) 
Capex   (5,574) (5,284) (5,646) (6,025) (6,246) (6,548) (6,531) (6,437) 
Acquisitions/disposals   (5,059) 0 0 0 0 0 0 0 
Financing   7,629 (29) 64 65 67 69 71 72 
Dividends   (1,716) (1,878) (2,099) (2,247) (2,326) (2,408) (2,494) (2,583) 
Net Cash Flow   387 (1,572) (2,049) (2,247) (2,284) (2,452) (2,329) (2,111) 
Opening net debt/(cash)     34,715 33,904 35,476 37,525 39,772 42,056 44,508 46,836 
HP finance leases initiated   0 0 0 0 0 0 0 0 
Other   0 (0) (0) (0) 0 (0) (0) (0) 
Closing net debt/(cash)     34,328 35,476 37,525 39,772 42,056 44,508 46,836 48,947 
Source: National Grid accounts, Edison Investment Research 

  



 

 

 

National Grid | 3 March 2015 5 

Edison, the investment intelligence firm, is the future of investor interaction with corporates. Our team of over 100 analysts and investment professionals work with leading companies, fund managers and investment banks 
worldwide to support their capital markets activity. We provide services to more than 400 retained corporate and investor clients from our offices in London, New York, Frankfurt, Sydney and Wellington. Edison is 
authorized and regulated by the Financial Conduct Authority (www.fsa.gov.uk/register/firmBasicDetails.do?sid=181584). Edison Investment Research (NZ) Limited (Edison NZ) is the New Zealand subsidiary of Edison. 
Edison NZ is registered on the New Zealand Financial Service Providers Register (FSP number 247505) and is registered to provide wholesale and/or generic financial adviser services only. Edison Investment Research 
Inc (Edison US) is the US subsidiary of Edison and is regulated by the Securities and Exchange Commission. Edison Investment Research Limited (Edison Aus) [46085869] is the Australian subsidiary of Edison and is not 
regulated by the Australian Securities and Investment Commission. Edison Germany is a branch entity of Edison Investment Research Limited [4794244]. www.edisongroup.com 
DISCLAIMER 
Copyright 2015 Edison Investment Research Limited. All rights reserved. This report has been commissioned by National Grid and prepared and issued by Edison for publication globally. All information used in the 
publication of this report has been compiled from publicly available sources that are believed to be reliable, however we do not guarantee the accuracy or completeness of this report. Opinions contained in this report 
represent those of the research department of Edison at the time of publication. The securities described in the Investment Research may not be eligible for sale in all jurisdictions or to certain categories of investors. This 
research is issued in Australia by Edison Aus and any access to it, is intended only for "wholesale clients" within the meaning of the Australian Corporations Act. The Investment Research is distributed in the United States 
by Edison US to major US institutional investors only. Edison US is registered as an investment adviser with the Securities and Exchange Commission. Edison US relies upon the "publishers’ exclusion" from the definition 
of investment adviser under Section 202(a)(11) of the Investment Advisers Act of 1940 and corresponding state securities laws. As such, Edison does not offer or provide personalized advice. We publish information about 
companies in which we believe our readers may be interested and this information reflects our sincere opinions. The information that we provide or that is derived from our website is not intended to be, and should not be 
construed in any manner whatsoever as, personalized advice. Also, our website and the information provided by us should not be construed by any subscriber or prospective subscriber as Edison’s solicitation to effect, or 
attempt to effect, any transaction in a security. The research in this document is intended for New Zealand resident professional financial advisers or brokers (for use in their roles as financial advisers or brokers) and 
habitual investors who are “wholesale clients” for the purpose of the Financial Advisers Act 2008 (FAA) (as described in sections 5(c) (1)(a), (b) and (c) of the FAA). This is not a solicitation or inducement to buy, sell, 
subscribe, or underwrite any securities mentioned or in the topic of this document. This document is provided for information purposes only and should not be construed as an offer or solicitation for investment in any 
securities mentioned or in the topic of this document. A marketing communication under FCA rules, this document has not been prepared in accordance with the legal requirements designed to promote the independence 
of investment research and is not subject to any prohibition on dealing ahead of the dissemination of investment research. Edison has a restrictive policy relating to personal dealing. Edison Group does not conduct any 
investment business and, accordingly, does not itself hold any positions in the securities mentioned in this report. However, the respective directors, officers, employees and contractors of Edison may have a position in any 
or related securities mentioned in this report. Edison or its affiliates may perform services or solicit business from any of the companies mentioned in this report. The value of securities mentioned in this report can fall as 
well as rise and are subject to large and sudden swings. In addition it may be difficult or not possible to buy, sell or obtain accurate information about the value of securities mentioned in this report. Past performance is not 
necessarily a guide to future performance. Forward-looking information or statements in this report contain information that is based on assumptions, forecasts of future results, estimates of amounts not yet determinable, 
and therefore involve known and unknown risks, uncertainties and other factors which may cause the actual results, performance or achievements of their subject matter to be materially different from current expectations. 
For the purpose of the FAA, the content of this report is of a general nature, is intended as a source of general information only and is not intended to constitute a recommendation or opinion in relation to acquiring or 
disposing (including refraining from acquiring or disposing) of securities. The distribution of this document is not a “personalized service” and, to the extent that it contains any financial advice, is intended only as a “class 
service” provided by Edison within the meaning of the FAA (ie without taking into account the particular financial situation or goals of any person). As such, it should not be relied upon in making an investment decision. To 
the maximum extent permitted by law, Edison, its affiliates and contractors, and their respective directors, officers and employees will not be liable for any loss or damage arising as a result of reliance being placed on any 
of the information contained in this report and do not guarantee the returns on investments in the products discussed in this publication. FTSE International Limited (“FTSE”) © FTSE 2015. “FTSE®” is a trade mark of the 
London Stock Exchange Group companies and is used by FTSE International Limited under license. All rights in the FTSE indices and/or FTSE ratings vest in FTSE and/or its licensors. Neither FTSE nor its licensors 
accept any liability for any errors or omissions in the FTSE indices and/or FTSE ratings or underlying data. No further distribution of FTSE Data is permitted without FTSE’s express written consent. 

Frankfurt +49 (0)69 78 8076 960 
Schumannstrasse 34b 
60325 Frankfurt 
Germany 

London +44 (0)20 3077 5700 
280 High Holborn 
London, WC1V 7EE 
United Kingdom 

New York +1 646 653 7026 
245 Park Avenue, 39th Floor 
10167, New York 
US 

Sydney +61 (0)2 9258 1161 
Level 25, Aurora Place 
88 Phillip St, Sydney 
NSW 2000, Australia 

Wellington +64 (0)48 948 555 
Level 15, 171 Featherston St 
Wellington 6011 
New Zealand 

 
 

 

http://www.fsa.gov.uk/register/firmBasicDetails.do?sid=181584
http://www.edisongroup.com/

	Falling rate of inflation…
	…negative for EPS, DPS and RAV if sustained
	Valuation: A silver lining
	Falling inflation
	Implications for National Grid

