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Summary 

1. The CAA’s purpose in its economic regulation of price-controlled airports is to 
further the reasonable interests of airport users, to promote the development of 
efficient and profitable airports in the UK, and to encourage timely investment in 
capacity to meet demand. It does this through setting price controls and other 
conditions every five years on the operation of airports designated by the 
Government for such economic regulation, according to the statutory functions and 
duties set out in Part IV of the Airports Act 1986. These conditions limit the amount 
of revenue which each airport can raise from airport charges and create incentives 
on the airport operator to operate efficiently, to invest in response to users’ needs, 
and to deliver a high standard of service to passengers and airlines. 

2. This document sets out the CAA’s price control decisions in respect of Heathrow 
and Gatwick Airports for the five-year period commencing 1 April 2008 (the fifth 
quinquennium, or Q5). It represents the culmination of over two and half years’ 
work by the CAA, by the airports’ operator BAA and by airlines themselves, 
including through the process of constructive engagement which the CAA 
established in 2005. The CAA considers that, as a result of such engagement, its 
price control decisions are significantly better informed by a broader and deeper 
understanding of airlines’ views, along with BAA’s own responses to its users’ 
requirements. The CAA is grateful for the valuable inputs which airlines, passenger 
groups, and BAA have provided during the price control review, which together 
have enabled the CAA to reach its decisions on airport regulation. 

3. Building on the evidence from constructive engagement and other consultations, 
the CAA has conducted its own analysis of the regulatory framework appropriate to 
each airport; the projections of airport traffic, service standards, costs and 
offsetting commercial revenues which together produce a projection of maximum 
allowed airport charge revenues; and the financial incentives to encourage 
investment and service performance to meet users’ needs. In doing so, the CAA 
has had regard to the recommendations set out in the report of the Competition 
Commission1 in respect of the price control reference which the CAA made to the 
Commission in March 2007. The CAA has also given careful attention to the 
evidence advanced by all interested parties in consultation at all stages in the price 
control review.  

4. The CAA considers that the price control decisions which it is setting out in this 
document are best calculated to meet its statutory duties. Airport users’ reasonable 
interests are furthered by setting charges based on the CAA’s assessment of an 
efficient level of costs, while strengthening the array of financial incentives on each 
airport to improve further its service performance across a broader suite of 
activities, and to invest in a timely fashion. Each airport is separately regulated, 
with price controls closely linked to the specific circumstances of the airport and 

                                                 
1 BAA Ltd - A report on the economic regulation of the London airports companies (Heathrow Airport Ltd and 
Gatwick Airport Ltd), presented to the CAA 28 September 2007 
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the needs of the airlines and passengers at that airport. Through maintaining the 
‘single till’ approach to regulation, users benefit from the co-funding of the airport’s 
costs from (unregulated) commercial income generated at each airport, which 
reduces the level of the regulated airport charge. The CAA considers that the 
allowed revenues at each airport would promote the efficient, economic and 
profitable operation of the airport. They would also provide adequate revenues, 
given the risks entailed in operating and developing Heathrow and Gatwick 
Airports respectively, to enable each airport operator to invest in airport 
infrastructure and service quality. The CAA judges that the specific risks affecting 
each component of each airport’s costs and revenues has been adequately 
allowed for in setting the allowance for each of these regulatory ‘building blocks’, 
and that non-diversifiable risk is adequately funded through the cost of capital 
allowance in the price caps.  As such, and combined with other financial 
incentives, the CAA considers that the price controls will encourage investment in 
time to meet users’ demands. Finally, the CAA has set only those conditions which 
it considers necessary to meet its statutory functions. 

5. In November 2007, the CAA put forward proposals for price caps to rise to £11.97 
per passenger in 2008/09 at Heathrow and £6.07 at Gatwick (2007/08 prices), and 
to increase thereafter in real terms at 7.5 per cent and 2 per cent per annum 
respectively to reach £15.90 and £6.57 respectively by 2012/13. In light of its 
assessment of new information since November, including responses to its 
consultation, the CAA has decided that the maximum allowed airport charge 
revenues per passenger at each airport for Q5 shall be as summarised in Table 1 
below. 

Table 1  Maximum levels of airport charges per passenger  

£, 2007/08 prices        

2007/08 price 
cap 

Reclassification 
of costs into 

airport charges* 

Adjusted 
2007/08 
price cap 

 

2008/09 
price cap 

 
 

Price cap 
increase 
2007/08 

to 
2008/09 

 

2012/13 
price 
cap 

 

   

% real increase 
in airport charge 
price cap from 
adj. 2007/08 to 
2008/09 price 

cap 
  

% real annual 
increase in 

airport charge 
price cap from 

2008/09 to 
2012/13 

 

Heathrow        
9.28 1.08 10.36 23.5% 12.80 2.44 7.5% 16.99 

Gatwick        
4.91 0.70 5.61 21.0% 6.79 1.18 2% 7.34 

* offset by reductions in air navigation service direct charges and in other BAA service charges  

6. These maximum airport charge levels are somewhat above those for Heathrow 
which the CAA proposed in its November 2007 final consultation document, and 
significantly so for Gatwick, equivalent to £0.83 per passenger more at Heathrow 
and £0.72 per passenger more at Gatwick in 2008/09. This implies maximum 
airport charges revenues at Heathrow of £5.5 billion over the whole of the Q5 
period, some 7 per cent higher than the £5.2 billion proposed in November 2007, 
and for Gatwick maximum revenues over the five year period of £1.3 billion, some 
11 per cent higher than the £1.2 billion previously proposed. The main reasons for 
these differences are additional investment, primarily at Heathrow, which has 
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largely been endorsed by the airlines operating at each airport; and additional 
security costs at both airports, but with greater impact at Gatwick, which (in the 
CAA’s view) are required to meet Department for Transport security requirements 
and its drive to restore more normal arrangements across the UK for passengers’ 
hand baggage.  

7. Continuing investment is vital at both airports to meet the legitimate expectations 
and anticipated demands of passengers and airlines for safe, well-functioning 
terminals and efficient airfield infrastructure, which should provide the platform for 
better service delivery in the coming years. 

8. Prior to T5, Heathrow has not had a new terminal building for some 22 years2 and 
Gatwick has not had one for 20 years3. At both airports, terminal buildings have 
become tired, over-crowded and out-of-date. With T5 and the new Heathrow East 
Terminal, by the start of the next quinquennium in 2013, nearly two thirds of all 
passengers travelling through Heathrow should pass through new terminals built to 
the best international standards. The other terminals will also benefit from reduced 
passenger numbers and substantial expenditure to bring them also up to 
standards comparable with other major hub airports. As a result it is inevitable that 
the relatively low charges enjoyed for many years by airlines using Heathrow will 
rise to levels more comparable with those at many other major airports. 

9. Gatwick has also seen relatively low investment, accompanied by low charges to 
airlines using it. Substantial expenditure is now needed to improve conditions for 
passengers, notably in security processing and through the expansion or 
refurbishment of terminals and piers. In doing so, Gatwick’s leading performance 
as the world’s busiest single-runway airports can be better matched with the 
service offered to passengers. Making these improvements also puts upward 
pressure on charges. 

10. Building on the consensus emerging from constructive engagement at each 
airport, the CAA has incorporated BAA’s latest capital investment plans for each 
airport into its price cap calculation. The broader scope of these plans, notably at 
Heathrow where projected investment in the coming five years has risen 9 per cent 
to £3.9 billion since November 2007, has contributed to the increase in maximum 
airport charges since then. In addition at Heathrow, the CAA has built into the price 
caps contingent funding for the costs of developing further during Q5 the option to 
expand the capacity of the airport, which is currently subject to a Government 
policy decision expected later in 2008. The CAA has also broadened the financial 
incentives at both airports, most notably Gatwick, for the timely delivery by BAA of 
those investment projects which are of particularly high priority to airline users. 

11. Much airline and CAA attention has focused since November 2007 on the issue of 
security costs, which have been subject to upward pressures through the price 

                                                 
2 Terminal 4 opened in 1986 
3 North Terminal opened in 1988 
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control review from two sources: changing Government security directions, and the 
desire of all parties (passengers, airlines, BAA, and the CAA) to achieve a 
significantly better passenger experience through smoother and more reliable 
passenger security search. The CAA has had careful regard to all the evidence 
presented, and to the inevitable uncertainties in modelling future costs in a rapidly 
changing operational environment. It has decided to include a material increase in 
security costs at Heathrow and (more significantly) at Gatwick (though both lower 
than requested by BAA), up 12 per cent (£67 million) and 51 per cent (£111 
million) respectively over Q5 on the CAA’s November proposals. The CAA 
considers that this should provide adequate funding for higher service standards, 
provided throughout the day, meeting more stringent Government-imposed 
security requirements, and delivered by an increasingly efficient security function 
at each airport over Q5. Combined with other less significant adjustments, notably 
at Heathrow, this has led the CAA to increase the operating costs on which the 
price caps are based by 3 per cent to £4.2 billion over Q5 at Heathrow, and by 8 
per cent to £1.4 billion over Q5 at Gatwick. 

12. The CAA has reassessed its own previous estimate of the costs of capital for each 
airport which underpinned its price control proposals in November 2007, and the 
prior recommendations and analysis of the Competition Commission in this area. It 
has also, as previously indicated, reviewed the emerging evidence from the 
financial markets to update its judgement on the cost of capital which should be 
allowed within each airport’s price cap for the coming five-year period. Finally, it 
has reassessed the likely access to debt and equity capital markets in the coming 
five years for an efficiently operated and financed airport, given the proposed 
maximum allowed revenues and investment plans for each airport. 

13. The CAA concludes that the maximum allowed airport charge revenue should be 
calculated using a pre-tax real weighted average cost of capital of 6.2 per cent for 
Heathrow and 6.5 per cent at Gatwick. The CAA’s view of the cost of debt remains 
unchanged at 3.55 per cent real (6.45 per cent nominal), which includes allowance 
for the (currently higher) costs of new issuance required to finance growing asset 
bases over Q5 and, beyond that, some headroom above current market rates. The 
CAA, having had close regard to the latest evidence presented in its final 
consultation period and to its own analysis of financial market turbulence on the 
cost of equity over the medium term, has also retained its previous estimates of 
the real pre-tax cost of equity for Heathrow at 10.2 per cent and for Gatwick at 10.9 
per cent. The CAA has also maintained its assumption of a notional gearing level 
of 60 per cent, which it considers represents a reasonable balance for users 
between the lower costs of debt financing, on the one hand, and the risks to 
investment and service from more highly geared structures, on the other. 

14. In terms of financing, the CAA has assessed, on the basis of prudent assumptions 
about future debt market conditions and over a range of scenarios for airport 
financial performance, the likelihood of each airport being able to access sufficient 
debt finance on reasonable terms through Q5. In doing so, the CAA has continued 
to adopt its own notional financial structure, with 60 per cent gearing assumed, 
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rather than the current or prospective actual financial structure which BAA may put 
in place. Having undertaken this assessment, the CAA concludes that there is no 
basis on which to adjust the proposed price controls at either Heathrow or Gatwick 
airports in Q5 for reasons of financeability. The CAA is clear that the risks and 
rewards of the specific financing which the airports put in place lie with the airports’ 
owners and investors, and will not be underwritten by users. 

15. This price control decision embeds and extends further the current framework of 
financial incentives on each airport to deliver good standards of service to 
passengers and airlines. Building on the most recent evidence from constructive 
engagement, the CAA has broadened the suite of service measures against which 
BAA’s performance will be measured and subject to financial penalties if not up to 
standard, with all such measures to be introduced from April 2008 or, by exception, 
no more than one year later. It has also increased the performance standards 
(below which rebates are paid to airlines) for existing measures, notably passenger 
security processing, and it confirms its previous proposal to raise the total amount 
of potential rebates to 7 per cent of each airport’s annual airport charge revenue. 
Finally, the CAA has decided to implement positive financial incentives for 
improving service to passengers (throughout the airport) above the performance 
thresholds, in the form of the ability to increase maximum airport charges by a 
defined amount. The scope of this ‘bonus’ scheme has been narrowed to exclude 
passenger security processing, for which the CAA considers each airport has been 
adequately funded to meet passengers’ and airlines’ service requirements. The 
maximum amount of bonus revenue achievable over Q5 has thereby been 
reduced to 2¼ per cent of total airport charge revenue from 3 per cent proposed in 
November 2007.  

16. Finally, the CAA’s price control decision envisages a continuing and strengthened 
role for airline users in influencing the evolution of each airport’s capital investment 
programme and its service performance metrics over the coming five years. This 
will be complemented by mid-term reviews by CAA of capital investment efficiency 
and service quality measurement. To complete the oversight, the CAA is also 
mandating much greater transparency by BAA to passengers and the public at 
large of its service performance. It remains the CAA’s goal to improve the 
passengers’ overall appreciation of services directly relevant to them provided at 
Heathrow and Gatwick, through publication in time of complementary measures of 
airline and other agencies’ service performance. 
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1. Introduction 

Purpose of this document 

1.1 This document sets out the CAA’s final decisions on the conditions it considers 
appropriate for regulating the maximum amounts that may be levied by the airport 
operator by way of airport charges (‘price control conditions’) at each of Heathrow 
and Gatwick airports during the five years from 1 April 2008 to 31 March 2013 (the 
fifth quinquennium of price controls, known as Q5) and conditions appropriate for 
the purpose of remedying or preventing the effects adverse to the public interest 
specified in the Competition Commission report4 in relation to security queuing and 
queue times at the two airports.  The CAA is also modifying the scheme of 
standards and rebates at Heathrow and Gatwick established under the conditions 
on service quality that were imposed on the airports in 2003.  Finally, the CAA is 
extending and modifying conditions previously imposed to remedy previous public 
interest findings by the Commission, again for the purposes of remedying or 
preventing the effects adverse to the public interest which the Competition 
Commission specified in its reports.   

Background 

1.2 The Airports Act 1986 requires the CAA to impose in relation to airports designated 
by the Secretary of State for this purpose: 

‘conditions as to airport charges…as the CAA considers appropriate for regulating 
the maximum amounts that may be levied by the airport operator by way of airport 
charges at the airport during the [next] period of five years’. 

1.3 At the end of each five-year period, the CAA must make such modifications to the 
conditions imposed as it considers appropriate for regulating the maximum 
amounts that may be levied by the airport operator by way of airport charges at the 
airport over the next five years. Before imposing price control conditions, or making 
modifications to such conditions, the CAA must make a reference to the 
Competition Commission. The Commission makes recommendations to the CAA 
as to what the maximum amounts capable of being levied by way of airport charges 
should be during the next period of five years. The Commission also determines 
whether an airport has, since the previous reference, pursued a course of conduct 
in its airport related activities that has operated, or might be expected to operate, 
against the public interest and specifies the conditions that should be imposed or 
modified in relation to the relevant airport to remedy or prevent the effects adverse 
to the public interest that arise, or might be expected to arise, out of this course of 
conduct. 

                                                 
4 BAA Ltd – A report on the economic regulation of the London airports companies (Heathrow Airport Ltd and 
Gatwick Airport Ltd) presented to the CAA 28 September 2007. 
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1.4 The CAA duly referred Heathrow and Gatwick Airports to the Competition 
Commission on 30 March 2007 in relation to the setting of price control conditions 
for the five year period from 1 April 2008 to 31 March 2013.  The CAA’s reference 
asked the Commission to investigate and report on:  

a. what are the maximum amounts that should be capable of being levied 
by each airport by way of airport charges during the period of five years 
beginning on 1 April 2008;  

b. whether either of the airport operators had at any time during the period 
between 28 February 2002 (the date of the previous reference) and 30 
March 2007 pursued:  

− in relation to any airport charges levied by it at the airport , or  

− in relation to any operational activities carried on by it in respect of the 
airport, or  

− in relation to the granting of a right by virtue of which any operational 
activities relating to the airport may be carried on by any other person or 
persons, a course of conduct which has operated or might be expected to 
operate against the public interest;  

c. whether any associated company of Heathrow Airport Ltd or Gatwick 
Airport Ltd  had at any time between 28 February 2002 and 30 March 
2007 pursued: 

− in relation to any operational activities carried on by it and relating to the 
airport, or  

− in relation to the granting of a right by virtue of which any operational 
activities relating to the airport may be carried on by any other person or 
persons, a course of conduct which has operated or might be expected to 
operate against the public interest; and  

d. if so, whether the effects adverse to the public interest which the course 
of conduct that falls within (b) or (c) above has had, or might be expected 
to have, could be remedied or prevented by the imposition of any 
conditions in relation to the airport or by the modification of any 
conditions already in force in relation to the airport. 

1.5 The CAA published the reference on its website5 on 30 March 2007. The CAA also 
provided to the Commission, with the reference, a paper setting out its own 
recommendations including, following extensive analysis and consultation, 
indicative ranges for the maximum rate of increase in airport charges at Heathrow 

                                                 
5 www.caa.co.uk  
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and Gatwick.6  This built on the CAA’s initial price control proposals published in 
December 2006.  The CAA provided its recommendations to the Commission in 
accordance with section 44 of the Airports Act 1986.     

1.6 The CAA’s reference asked the Competition Commission to report within six 
months. The Commission reported to the CAA on 28 September 2007. The CAA 
published the report on its website on 3 October 2007 after making the excisions 
directed by the Secretary of State under section 45(7) of the Act.  The 
Commission’s report has also been published by TSO and is available on the 
Commission's website (www.competition-commission.org.uk)7.  For ease of 
reference a summary of the Commission’s main recommendations is at Annex A, 
but these should be read in the context of the Commission’s report as a whole.  

1.7 Under section 46(1) of the Act the CAA must impose price control conditions upon, 
or modify such conditions already in force in relation to designated airports.  It must 
also, under section 46(2), impose or modify conditions to remedy or prevent the 
adverse effects specified in the Competition Commission report where the 
Commission makes a public interest finding. In imposing price control conditions, 
the CAA must have regard to the recommendations in the Commission’s report.  
Further, in imposing or modifying conditions relating to public interest findings, the 
CAA must have regard to the conditions or modifications that the Commission has 
suggested in its report in formulating conditions the CAA considers appropriate for 
the purpose of remedying or preventing the adverse effects specified in that report. 
The CAA has to publish notice of the conditions or modifications to existing 
conditions it intends to impose or make and, where these differ from the 
Commission’s recommendations, give the reasons for such differences.  

1.8 On 20 November 2007 the CAA published a document setting out and explaining 
its proposals for conditions in respect of airport charges at Heathrow and Gatwick 
airports for the period of five years from 1 April 2008 to 31 March 2013 and in 
respect of the public interest finding made by the Competition Commission in 
relation to security queuing and queue times at the two airports. The CAA also 
addressed in the document a number of other issues raised by the Commission in 
its report.  This document discussed the CAA’s proposals in the context of the 
Commission’s recommendations and, where appropriate, by reference to the 
recommendations the CAA put to the Commission in March 2007 and made clear 
that in its final decision on the conditions, the CAA would take into account the 
representations made in response to its proposals as well as any new or updated 
information that emerged during the period of consultation up to the end of January 
20088.   

                                                 
6 Price control review – CAA recommendations to the Competition Commission for Heathrow and Gatwick 
Airports, CAA, March 2007 
7 BAA Ltd: A report on the economic regulation of the London airport companies (Heathrow Airport Ltd and 
Gatwick Airport Ltd), presented to the Civil Aviation Authority 28 September 2007 (referred to hereafter as the 
Competition Commission report) 
8 On 18 January 2008 the CAA published a notice clarifying its processes for the remainder of the review. 
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1.9 The CAA’s document recognised that in some respects the CAA’s proposals were 
necessarily provisional in nature mainly because the CAA had not had time to 
consider further submissions made by BAA shortly before the CAA published its 
proposals.  Those submissions described additional items of cost, the scale of 
which the CAA identified in its proposals document. (The CAA also quantified the 
potential sums involved at an industry seminar held on 3 December 2007.) 
Subsequently, the CAA attended meetings with BAA and joint meetings with BAA 
and airlines to discuss security costs which accounted for a significant proportion of 
the additional costs sought by BAA in particular at Gatwick.  

1.10 The CAA invited written representations on its proposals by 21 January 2008.  In 
addition, the CAA described and explained its proposals at the industry seminar on 
3 December 2007. It also held oral hearings on 28 and 29 January 2008. The CAA 
received written responses from those named in Annex B and these were published 
on the CAA’s website, subject to certain exceptions and deletions on grounds of 
commercial confidentiality. Those who gave evidence at the oral hearings are 
marked with an asterisk.  Transcripts of those hearings have been published on the 
CAA’s website, again subject to confidentiality constraints.  The CAA has carefully 
considered all the representations that were made to it.    

1.11 This document represents the culmination of over two and a half years’ work by the 
CAA, BAA and by airlines, including through the process of constructive 
engagement which the CAA established in 2005.  During this period the CAA has 
conducted four rounds of extensive written consultation – on its processes for the 
review, on its policies for the review, on its initial proposals for the Competition 
Commission and on its proposals following receipt of the report from the 
Commission – supplemented by two days of oral hearings on the last of these.  In 
addition, the CAA has attended numerous meetings with interested parties.  There 
has also been a separate review by the Commission which lasted six months. 

1.12 The CAA is required by section 39 of the Act to perform its functions under Part IV 
of the Airports Act in the manner which it considers is best calculated: 

• to further the reasonable interest of users of airports within the UK (with 
users defined to encompass both airlines and passengers);  

• to promote the efficient, economic and profitable operation of such airports;  

• to encourage investment in new facilities at airports in time to satisfy 
anticipated demands by the users of such airports; and  

• to impose the minimum restrictions that are consistent with the performance 
by the CAA of those functions. 

1.13 In performing those functions the CAA must take into account such of the UK’s 
international obligations as have been notified to it by the Secretary of State.  
These obligations are found in: 
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• Article 15 of the Convention on Civil Aviation (Chicago Convention) 1944; 

• provisions relevant to the imposition of charges in the 2007 Agreement on Air 
Transport with the United States of America between the European Union 
and the US Government (which takes effect on 30 March 2008); and  

• provisions relevant to the imposition of charges in any other of the UK’s 
Bilateral Air Service Agreements.   

1.14 The CAA has taken the decisions in this document in accordance with its statutory 
duties described above, taking account of the international obligations that have 
been notified to it by the Secretary of State.  In terms of the application of its 
statutory duties the CAA wishes to re-emphasise that: 

• it has borne in mind the impact of its decisions on the full range of users 
including airlines, passengers, cargo shippers, users in Q5 and in future 
periods and users of both designated and non-designated airports;   

• ensuring efficient and economic investment is secured by developing a 
framework of regulatory policies that create the appropriate incentives on the 
regulated airport operator, and other operators, to make investment 
decisions that match users’ requirements, subject to the constraints and 
opportunities within which they operate.  While there is the potential for some 
tension between the promotion of efficient, economic and profitable 
operation on the one hand and furthering users’ reasonable interests on the 
other, the CAA considers that encouraging airports to provide investment in 
time to satisfy users’ anticipated demands effectively requires allowing for 
reasonable returns in setting maximum limits on airport charges; 

• it has a responsibility to develop regulatory policies that create the 
appropriate incentives on airport operators to bring forward investments as 
far as possible in time to meet anticipated demand; and  

• its decisions are based on an overall assessment of how the combination of 
its regulatory policies discussed in this document are together best 
calculated to meet all its statutory duties, taking into account the UK’s 
international obligations.   

1.15 The CAA has also had regard to the principles of better regulation now enshrined in 
the Legislative and Regulatory Reform Act 2006.       

1.16 In its proposals document, the CAA considered the Competition Commission’s 
recommendations set out in its report against the CAA’s statutory duties set out 
above.  Noting the Commission’s statement that it had had regard to the CAA’s 
duty to act in a manner which it considers best calculated to achieve its statutory 
duties9, the CAA indicated that it had been prepared to depart from the 

                                                 
9 Competition Commission report, paragraph 2.9 
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Commission’s recommendations in some respects where it considered that its own 
proposals were likely better to meet its statutory duties.  Some of the CAA’s 
proposals also differed from the recommendations of the Commission where new 
and material information had emerged that was not available at the time the 
Commission produced its own report.  Furthermore, the Commission had identified 
a number of issues in its report on which it had reached no firm conclusions and 
which it invited the CAA to take forward.  The CAA did so, where appropriate, in its 
proposals document of November 2007.    It follows that, in the decisions set out in 
this document, the CAA has also departed in a number of identified instances from 
the recommendations of the Competition Commission, for the reasons discussed.                 

1.17 The CAA also wishes to make it clear that in setting price control conditions and 
remedying any adverse public interest findings made by the Competition 
Commission, it is exercising two separate statutory functions. There is no direct link 
between these two functions.  The CAA has addressed the public interest finding 
made by the Commission in the relevant conditions imposed through this decision 
under section 46(2) of the Act and the associated statement of standards and 
rebates.  This does not preclude the CAA from making the maximum amounts of 
airport charges subject to adjustment for aspects of service quality, despite any 
specific public interest finding made by the Commission. 
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2. Regulatory approach for Q5 and beyond 

Introduction 

2.1 This chapter sets out the CAA’s conclusions on the regulatory approach it intends 
to adopt for Q5, and its current position on the regulatory policies it will adopt in 
future, including at any Q6 price control review at Heathrow and Gatwick airports. 
This chapter should be read in conjunction with Annex E to this document which 
sets out the CAA’s Regulatory Policy Statement. 

2.2 Many of the issues of regulatory policy – such as single till and stand-alone 
regulation – have already been debated at length between the parties, and are no 
longer contentious.  These issues therefore warrant only the briefest consideration 
in this document.  These are covered in the first part of the chapter. 

2.3 The remainder of the chapter is concerned with the regulatory implications of the 
potential expansion of Heathrow via mixed mode and a third runway (referred to 
collectively as ‘Heathrow expansion’), following the Government’s November 2007 
consultation on this issue, and – in particular – how the CAA should treat the costs 
associated with Heathrow expansion that fall in Q5. 

2.4 It should be noted that the issues considered by the CAA are quite distinct from 
those that now fall to be considered by the UK Government.  The UK Government 
decision will consider all relevant issues associated with expansion, including the 
substantial political and environmental issues.  The CAA’s consideration is confined 
to the treatment of the costs of Heathrow expansion that fall within Q5, and how 
these should be taken into account in setting a price control on Heathrow airport 
charges, acting in accordance with the CAA’s statutory duties under Part IV of the 
Airports Act 1986. 

General regulatory approach 

CAA’s November 2007 proposal 

2.5 Having regard to the advice of the Competition Commission, the CAA proposed to 
base its final price cap decision for Heathrow and Gatwick airports on the following 
regulatory policies: 

• separate regulation of Heathrow and Gatwick, i.e. setting price controls by 
reference to the costs, assets and market circumstances of each airport 
individually; 

• single till, on current definitions of costs, revenues, assets and activities 
covered by the till definition; 

• maintaining the current interpretation of the definition of airport charges; 
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• broadening the scope of costs remunerated through airport charges, to 
encompass baggage infrastructure, fuel storage infrastructure and airport air 
navigation services; and 

• the position  that the CAA will not, as a matter of course, step into the 
regulation of the structure of airport charges. 

2.6 With regard to Part I of the CAA’s draft regulatory policy statement (RPS) – which 
discusses how the CAA has discharged the policies it set out in its Q4 decision – 
the CAA considered that only minimal updating was required, and proposed to 
update Part I of the draft RPS to reflect: 

• the advice of the Competition Commission on key aspects of the regulatory 
framework; 

• the fact that the RPS would ultimately be published as part of a decision 
rather than a commentary on where issues stood at a particular point in time 
during the Q5 review; 

• other regulatory developments such as the OFT’s reference to the 
Competition Commission and in respect of the then possible de-designation 
of Stansted airport; and 

• general tidying up, e.g. to remove references to future regulatory policy 
during Q5 and beyond, which should properly fall in Part II of the RPS. 

2.7 In relation to Part II of the RPS – which sets out how the CAA would expect to 
approach regulation in future – the CAA made minor clarifications to its policies on 
the allocation of risk and how the RAB might be adjusted for proceeds of asset 
disposals.  More substantively, the CAA proposed adding and/or modifying its 
future regulatory policies in a number of areas: 

• the treatment of capital expenditure on a third runway (with or without mixed 
mode) at Heathrow; 

• increasing emphasis on the consistent quality and resilience of service 
provided to passengers; 

• the potential risks associated with the highly leveraged financial 
arrangements that have been (and will be) entered into by BAA and/or ADI; 

• uncertainty associated with cost changes, including any consequences for 
costs flowing out of the conclusions of the Competition Commission’s current 
market investigation into BAA; 

• changing market circumstances, including the potential impact on Heathrow 
and Gatwick airports of the Commission’s market investigation; and 

• potential changes in the UK and European airport regulatory frameworks. 
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Summary of consultation responses 

2.8 On separate regulation, BAA had no objection to the CAA's proposals, but its view 
remained that capacity at Stansted was to the benefit of all passengers in the 
London system.  BAA had no objections to the CAA's proposals on the single till.  
However, its view remained that the dual till, or some variant of it, would provide 
enhanced signals for capacity at both airports.  BAA agreed with the CAA on the 
scope and interpretation of airport charges. 

2.9 British Airways, easyJet, Virgin Atlantic and IATA welcomed the retention of 
separate regulation and the single till.  British Airways welcomed the retention of 
the current interpretation of airport charges.   

2.10 Virgin welcomed the broadening of the scope of costs remunerated through airport 
charges to include baggage and fuel storage infrastructure and air navigation 
services.  IATA generally welcomed the broadening of the scope of costs, but had 
concerns about the transparency of air navigation costs.  bmi, however, disagreed 
with the broadening, which it said would disadvantage itself and other short-haul 
airlines because of BAA's particular charging structure.  easyJet also disagreed 
with remunerating baggage infrastructure costs through airport charges which, as 
airlines had different requirements, would lead to all passengers being forced to 
underwrite the cost of meeting the most demanding few.  easyJet was concerned 
that including air navigation services in airport charges would lead to a loss of 
transparency and transfer of risk to passengers. 

2.11 With regard to the Regulatory Policy Statement, while there was relatively little 
comment on the specific text contained in the draft RPS, there was a good deal of 
comment from airlines (in particular Virgin and BA) as to how the CAA should 
change its approach to regulation in future. The following paragraphs summarise 
the key points made by respondents. 

2.12 BAA said that it placed little weight on the regulatory policy statement, but that such 
a statement probably did little harm.  It focused its comments on the treatment of 
the costs of Heathrow expansion.  These are considered later in this chapter. 

2.13 IATA made only broad comments on the economic regulatory regime, advocating 
the hiving off of one or more of BAA’s South East airports, and reform of the 
economic regulatory regime which it considered should be simplified, less costly 
and less resource-intensive. 

2.14 BA said that it appreciated the provision of the draft Regulatory Policy Statement as 
a statement of regulatory intent, and commented that as well as minimising 
uncertainty, it provided a useful benchmark against which to measure the 
performance of both the CAA and BAA.  However, it identified the need for a root 
and branch review of the existing regulatory regime, which it expected either the 
Competition Commission’s market inquiry or the DfT’s review to pursue.  It also 
commented that the draft RPS would not achieve the desired aim of creating 
greater regulatory certainty without significant further work, commenting that: 
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• it should be possible to outline clearer rules setting out how capex overspend 
would be dealt with including through a combination of user scrutiny and 
independent ex post efficiency assessment; 

• if the process of constructive engagement were to remain an important part 
of the regulatory process, both BAA and the CAA needed to demonstrate 
that they would abide by the outcomes, or the CAA should ensure that the 
process was amended so as to avoid a repeat of the latter stages of the Q5 
process; 

• the credibility of any decision to choose a value towards the top end of the 
range for the allowed return needed to be supported by a clear statement of 
the risks that were being reflected in so doing; and 

• it was difficult to marry the statements about the use of ex ante incentives for 
investment with the actual proposals for Q5, including the lack of triggers 
around expenditure on a third runway. 

2.15 Virgin Atlantic said it was crucial to re-evaluate comprehensively the structure of 
economic regulation, and for the CAA to reconsider its application and 
interpretation of the regulatory framework to ensure it delivered its statutory 
regulatory duties.  In its opening statement at the oral hearings, Virgin expressed 
concern about: 

• what it saw as the CAA’s failure to intervene adequately to address poor 
service quality performance at Heathrow and Gatwick; 

• the CAA’s apparent ‘ideological commitment to deregulation, no matter how 
strong the evidence of monopoly power’, quoting criticisms from Stansted 
airlines relating to the CAA’s recommendation to de-designate Stansted 
airport; 

• the lack of symmetry between the conditions facing Heathrow and Gatwick 
airports (substantial real term price rises allowed for by the CAA’s price cap 
proposals) and the experience of airlines, whose own prices are under 
constant pressure from the competitive conditions in which they operate, and 
the CAA’s failure to appreciate the commercial implications for airlines of 
what Virgin describes as ‘BAA’s abusive behaviour’; 

• constructive engagement, which Virgin considered in the Q5 review had 
‘largely failed’ as a result of the manipulation of the process by BAA, and the 
lack of intervention by the CAA, including the CAA’s failure to challenge 
sufficiently the timeliness and quality of the data and information supplied by 
BAA; 

•  the reliability and validity of statistics produced via BAA’s Quality of Service 
Monitor, and what it sees as the CAA’s reluctance to scrutinise this more 
fully; and 
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• that the pro-active stance of the CAA in airline regulation is in marked 
contrast to the CAA’s approach to airport regulation where it appears not to 
want to regulate.  It cited as evidence the fact that it was left to the OFT to 
refer the joint ownership of BAA’s South East and Scottish airports to the 
Competition Commission; 

2.16 easyJet stated that: by carrying out a financeability test, the CAA was effectively 
reversing its policy that BAA should bear the risks of its financing arrangements, 
with adverse consequences for users; that the ownership structure of BAA’s South 
East airports was irrelevant as far as users were concerned; and that it supported 
stand-alone and single till approaches to regulation. 

2.17 London First commented that there was a need for a fundamental review of 
economic regulation, and would welcome any review that resulted in far greater 
weight being given to passengers needs. 

2.18 The AUC welcomed the statement in the CAA’s price control proposals document 
that it would expect the emphasis that it places on passenger service quality to 
increase over the course of Q5. 

CAA assessment  

2.19 The responses to the November 2007 proposals contain some ‘in principle’ support 
for the aims of the draft RPS, but either: 

• question how useful the RPS will be in conditioning future regulatory policy 
(BAA and BA); 

• argue that the RPS is insufficiently prescriptive, such as in relation to ex post 
reviews of capital expenditure (BA); or 

• argue for change in the regulatory framework, with little commentary on the 
way the CAA has applied the current framework (IATA, Virgin, BA and 
London First). 

2.20 While questioning the benefit in terms of regulatory certainty that the RPS could be 
expected to bring, BAA did not offer concrete suggestions as to how further 
certainty could be brought to bear through the RPS or indeed whether such 
additional certainty was desirable (bearing in mind that the RPS is being written for 
a five year period in which there may well be significant change to the overarching 
statutory framework, let alone the regulatory policies adopted by the CAA within 
that framework). 

2.21 In terms of BA’s specific suggestions: 

• it seems reasonable that the forward-looking tests in relation to capital 
expenditure efficiency and consultation audit should be made more explicit.  
The CAA has accordingly added a new section to the RPS to set this out; 
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• it would appear to be inappropriate to set out how the process of constructive 
engagement can be expected to be modified in future before the CAA has 
carried out a review of the process following in the Q5 airports review, and 
identified the lessons that can be learned; 

• it would appear unnecessary to set out explicitly the risks that choosing a 
cost of capital in the upper end of the range is designed to cover.  
Furthermore, to do so requires a defined range for the cost of capital to be 
derived, with an associated degree of confidence that the cost of capital falls 
into that range.  However, data limitations mean that in practice much more 
judgement is used to derive the cost of capital.  The CAA does not therefore 
intend to modify the RPS as BA suggested. The CAA’s assessment of the 
cost of capital itself is set out in chapter 10; and 

• the CAA has verified that its statements about the use of ex ante incentives 
for investment, which BA found difficult to marry with the proposals, are 
accurate.  The CAA concludes that it is not necessary to revise the RPS to 
take account of BA’s concerns here. 

2.22 With the exception of the concerns about constructive engagement (which the CAA 
intends to review as part of a lessons learned exercise) and concerns about the 
reliability/validity of service quality performance data (which is being addressed in a 
separate paper, the outcome of which will get reflected in the RPS), Virgin’s 
concerns about the CAA’s approach to the economic regulation of Heathrow and 
Gatwick was rooted in a disappointment that the CAA did not seek greater powers 
or – where those that it has are lacking – use the power of publicity to shame BAA 
into action. 

2.23 The CAA has assessed these criticisms, as follows: 

• criticising the CAA for failing to intervene adequately to address poor service 
quality performance at Heathrow and Gatwick does not acknowledge that the 
Airports Act 1986 does not give the CAA a power to intervene between five 
yearly reviews.  In response to questioning at the oral hearings, Virgin 
accepted this point, but argued that the CAA should have been more active 
in lobbying for changes to its powers (which the CAA is doing in connection 
with the Competition Commission market inquiry) and that the CAA should 
have used the power of publicity to shame better performance out of BAA. It 
is unclear how much difference additional negative publicity engendered by 
the CAA would have had compared to the negative publicity that BAA was 
already subjected to; 

• the criticism of Stansted airlines which was cited related to the CAA’s 
recommendation to de-designate Stansted airport, which is not directly 
relevant to the Heathrow and Gatwick price control review; 

• the statutory duties in the Airports Act 1986 do not require the CAA to 
promote a symmetry of experience between airports and airlines, and do 
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require inter alia the CAA to have regard to the reasonable interests of 
passengers, and to encourage investment in time to satisfy anticipated 
demand; 

• Virgin referred to ‘BAA’s abusive behaviour’, which might be read as implying 
that Virgin believed BAA has abused a dominant position in a market.  
However, Virgin has not provided supporting evidence on this matter, nor 
has it submitted a complaint to the OFT or European Commission as far as 
the CAA is aware; and 

• finally, the CAA does not have the power to carry out market investigations of 
airports and/or make references of airports to the Competition Commission 
under the Enterprise Act.  That power rests with the OFT. 

2.24 With regard to easyJet’s concerns regarding the CAA’s policy towards financing, on 
closer examination, it appeared that easyJet had misunderstood the CAA’s 
proposals in relation to financing. easyJet also accepted (in giving oral evidence) 
the potential relevance of the ownership structure of BAA’s South East airports to 
their regulation.  London First’s and IATA’s concerns both related to the statutory 
framework of regulation rather than the regulatory policies within that framework.  
The AUC’s support for more passenger-focused policies in future is already 
contained in the wording of the RPS. 

Conclusions 

2.25 The CAA concludes, in light of the very limited responses in the final round of 
consultation and the extensive debate on several of these policy issues earlier in 
the price control review, to base its final price cap decision for Heathrow and 
Gatwick airports on the following regulatory policies: 

• separate regulation of Heathrow and Gatwick, i.e. setting price controls by 
reference to the costs, assets and market circumstances of each airport 
individually; 

• single till, on current definitions of costs, revenues, assets and activities 
covered by the till definition; 

• maintaining the current interpretation of the definition of airport charges; 

• broadening the scope of costs remunerated through airport charges, to 
encompass baggage infrastructure, fuel storage infrastructure and airport air 
navigation services; and 

• the position that the CAA will not, as a matter of course, step into the 
regulation of the structure of airport charges 

2.26 With regard to the RPS, there is, as discussed above, little in the responses to 
justify significant change to it.  As a result, the CAA has concluded that the RPS 
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should remain largely unaltered from the version which was published in draft form 
alongside the CAA’s November 2007 proposals. 

2.27 The CAA has made a number of modifications to bring the statement up to date, to 
ensure consistency with final decisions, and to improve clarity. These policy 
modifications10 are: 

• the insertion of a caveat to make clear that Q4 capital expenditure added to 
the opening Q5 RAB late in the Q5 review process has not been reviewed, 
and that the CAA would expect that it would be subject to review at the Q6 
review (see paragraph E.9); 

• updating a description of the steps the CAA has taken in the Q5 review to tie 
a greater proportion of revenues to the investment programme and service 
quality performance (see paragraph E.26); 

• updating a description of developments relating to Stansted airport (see 
paragraph E.27 and E.47, 3rd bullet); 

• a modification to make clear that the whole of Part 2 of the RPS is subject to 
the qualification that were the ownership structure or the overarching 
regulatory framework to change during the course of the Q5, most obviously 
as a consequence of the current Competition Commission market 
investigation or any subsequent Government review of legislation, it is likely 
that regulatory policies pursued by the CAA would need to be reassessed 
(see paragraph E.41); 

• modifications to ensure that the policy in relation to any third runway at 
Heathrow reflects the CAA’s price control decisions, as discussed later in this 
chapter (see paragraph E.48); 

• modifications to ensure that the policy on service quality (including wording 
on the service quality audit and proposed scope and timing of the audit of 
SQ measurement) reflects the CAA’s decisions, as discussed in chapter 12 
(see paragraphs E.50 to E.54); 

• updating a description of the steps the CAA will have taken to prevent 
inappropriate financial risks being transmitted to users (see paragraph E.61); 
and  

• including a new section dealing with capital expenditure efficiency and 
consultation audit, including the proposed scope and timing of such an audit 
(see paragraph E.55).   

                                                 
10 There also two factual modifications: deleting ‘recently’ in connection with the publication of master plans (see 
paragraph E.68); and inserting a reference to the Government’s response to the House of Lords Select 
Committee report on economic regulation (see new paragraph E.72). 
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Treatment of Heathrow expansion 

CAA’s November 2007 proposal 

2.28 In its November proposals, the CAA noted that on BAA’s current estimates, the 
prospective costs of expanding Heathrow capacity in Q5 could amount to some 
£0.65 billion, of which £300 million related to land acquisition and blight costs, and 
the remaining £350 million related to precursor construction projects and the 
planning, legal and management costs associated with developing a proposal and 
then taking it through a planning inquiry.  Were the project subsequently not to 
proceed, then a significant proportion of the land acquisition and blight costs could 
potentially be recouped in Q6 through subsequent property disposals.11 

2.29 In considering the case for allowing costs of Heathrow expansion to be factored into 
airport charges (either in Q5 or beyond), the CAA set out its provisional 
interpretation of its statutory duties, namely, that: 

• the incremental benefits of expansion of Heathrow to its users should exceed 
the incremental costs borne by users; 

• the costs of the proposed development should be efficiently incurred, i.e. no 
greater than necessary to deliver the infrastructure which would support the 
proposed expansion; and  

• the impact of investment at a designated airport should not unreasonably 
prejudice feasible investments by rival UK airports, and the development of 
competition within the South East of England airport market.  (The CAA 
added that this consideration was greater the stronger the competitive 
interaction between airports, and therefore probably had more relevance to 
the development of Stansted airport than Heathrow). 

2.30 The CAA then identified three approaches to the treatment of Q5 expenditure 
associated with Heathrow expansion: 

a. treat the expenditure in the same way as other unanticipated capital 
expenditure; 

b. treat the expenditure broadly in line with anticipated capital expenditure, 
providing the expenditure has secured advance regulatory approval; or 

c. incorporate an additional cash allowance in the Heathrow Q5 price 
control that reflects a proportion of the Q5 costs of development, but to 
stop short of granting ‘regulatory approval’ at this stage, leaving full 
regulatory consideration until the Q6 review. 

                                                 
11 Of the £300 million associated with land acquisition and blight, around £170 million is related to the residential 
blight scheme associated with the R3/T6 site and is therefore potentially recoverable if the development did not 
proceed further. 
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2.31 The CAA also specified several options for implementing the second approach.  
These were: 

2(a)  assuming the CAA grants advance approval in 2008/09, capitalised initial 
costs (including the return on the assets in the course of construction and on 
other development expenditure) may be added into RAB at start of Q6 if the 
airport operator’s business case then passes the CAA tests (as set out in 
paragraph 8 above); 

2(b) assuming the CAA grants advance approval in 2008/09, capitalised initial 
costs (including the return on the assets in the course of construction and on 
other development expenditure) would be added into RAB at start of Q6, 
subject to effective consultation with users and CAA ex post review of 
efficiency of project management; 

2(c) assuming the CAA grants advance approval in 2008/09, Heathrow airport 
charges for years 2-5 in Q5 increased by an ‘R’ factor, a pre-determined 
amount, set in February 2008 based on allowing a return on initial costs (not 
necessarily restricted to a return on the capitalised initial costs), with the 
potential for capitalised differences between allowed costs and out-turn 
spend to be rolled into Q6 RAB; 

2(d) as 2(c) except the ‘R’ factor uplift would be set in 2008/09 in light of the then 
best estimate of costs; and 

2(e) as 2(c), except the ‘R’ factor for each year in Q5 would be set on a yearly 
basis following consultation between BAA and airlines, based on rolling 
estimates of initial costs. 

The CAA added that for all options if the project were cancelled at any time in 
future, then the RAB would be adjusted downwards by net benefits to BAA from 
unwinding the blight and land acquisition costs through asset disposals. 

2.32 The CAA indicated that it was minded to support either the second or third 
approaches (and within the second approach options 2(c) or 2(d)) as most likely to 
enable it best to meet its statutory duties.  It went on to invite views on: 

• its interpretation of its statutory duties in relation to Heathrow expansion; and 

• the respective merits of the three approaches which might be adopted to 
secure the outcomes envisaged in the CAA’s statutory duties. 

Government’s  consultation on Adding Capacity at Heathrow 

2.33 Shortly after the CAA published its November 2007 proposals, the Government 
issued its consultation paper on the options for the expansion of Heathrow capacity 
(mixed mode and third runway), which the Government now considers are 
compatible with the environmental constraints identified in the 2003 White Paper. 
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BAA/airline discussions 

2.34 Over recent months, a number of discussions took place between BAA Heathrow 
and an airline working group represented by each home-based carrier, IATA and 
the AOC, with a representative of the Star Alliance at one of the discussions.  
Presentations were made to the Heathrow Joint Steering Team (JST) on 5 
November and 21 December 2007. 

2.35 These discussions were drawn together into a single document submitted by BAA12 
on 24 January 2008. 

2.36 This document sets out BAA’s current forecasts of Q5 expenditure on Heathrow 
expansion: 

• £152 million on planning; 

• £170 million on site acquisition; 

• £90 million on project design; and 

• £227 million on ‘early mixed mode’, 

totalling some £639 million.  

2.37 It also describes a ‘mechanism’ for recovery of investment through the regulatory 
framework, which would entail an initial ‘endorsement of high level macro business 
case, sufficient to support Q5 expenditure, by the CAA’.  Thereafter, four events are 
identified and defined (at a high level).  Each of these events would trigger a pre-
defined increase in Heathrow’s airport charges in order to recover an amount of 
capital expenditure.  The events (and associated capital expenditure) are: 

• Government policy statement triggers planning process spend and initial 
planning, airspace, design and land acquisition to facilitate mixed mode 
within existing limits and to safeguard overall mixed mode and third runway 
programme.  This would trigger an increase in airport charges designed to 
allow capital expenditure of  £299 million; 

• BAA declaration of intent to apply for R3 planning permission – triggers 
residential Property Market Support Bond (PMSB) costs.  This would trigger 
an increase in airport charges designed to allow capital expenditure of £170 
million; 

• CAA airspace change approval for mixed mode within cap – triggers 
infrastructure construction costs required initially for mixed mode within the 
cap.  This would trigger an increase in airport charges designed to allow 
capital expenditure of £97 million; and 

                                                 
12 PSDH Q5 & beyond: A joint proposal from BAA and the airline community – work in progress 
(BAA/CC2007/619), BAA, 24 January 2008 
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• planning application goes to public enquiry – triggers further design costs for 
full mixed mode and R3.  This would trigger an increase in airport charges 
designed to allow capital expenditure of £73 million. 

2.38 The paper estimated that these triggers would imply successive, cumulative 
increases in Heathrow airport charges of up to 47 pence per passenger (based on 
BAA’s assumed dates on which the trigger events would occur, an allowed return 
on capital, in turn based on the CAA’s decision for the overall Heathrow price 
control, and BAA’s own amortisation assumptions). 

2.39 The mechanism also included a process of annual consultation between BAA and 
airlines with the objective of reaching agreement on: 

• costs; 

• activities to progress Heathrow expansion (referred to as the Project for the 
Sustainable Development of Heathrow or PSDH); and 

• adjustments to airport charges (including adjustments to prior year where 
spend varies from plan13), 

with any disagreements escalated to the CAA for decision on ‘airport charge 
adjustments’, and a requirement on BAA to account separately for Q5 PSDH 
including consideration of how the reporting of the level of contribution by each 
airline should be undertaken. 

2.40 Through discussion, the paper reports that three issues were raised by airlines: 

• the need for there to be a mechanism in place now, with CAA endorsement, 
for airlines to recoup the development costs they have paid for should the 
allocation of new capacity not match the share of funding they are being or 
have been charged.  BAA has recognised this issue and is in agreement with 
what it refers to as ‘the airline community’ that such a mechanism needs to 
be developed and put in place; 

• a proposal for the risk surrounding the planning costs (forecast to be £152 
million) for PSDH to be shared between airlines and BAA.  However, BAA 
believes that these costs would be non-recoverable, and therefore should go 
into the airport’s regulated asset base; and 

• the point that a significant amount of the £170 million forecast blight and 
compensation costs for the R3/T6 site would be potentially recoverable in the 
event that the development did not proceed beyond Q5, and the community 
would expect to recover their costs in this area.  BAA recognises this is 

                                                 
13 Though it should be noted that the document envisaged that only under-spending against the budget should 
lead to adjustments to Q5 airport charges.  Any over-spending against budget would be ‘appropriately 
considered for inclusion in an adjustment for Q6’. 
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reasonable, and would seek to agree an appropriate mechanism with the 
‘community’. 

Summary of consultation responses 

2.41 Five written responses to the November 2007 proposals addressed the treatment of 
Q5 costs associated with Heathrow expansion.  These were the responses from 
BAA, IATA, bmi, Virgin Atlantic (Virgin) and British Airways (BA).  These written 
submissions were supplemented by oral evidence (from the same five 
organisations) given at the hearings held on 28 and 29 January 2008. 

2.42 All of those submitting written responses indicated their general support for 
Heathrow expansion: 

• BAA confirmed its commitment to the development of a third runway; 

• IATA stated that it supported the need for significant and timely investment in 
Heathrow expansion; 

• bmi stated that it was supportive in principle of the need for expansion of 
capacity at Heathrow; 

• Virgin stated it was supportive of capacity development at Heathrow and 
recognised that it was vital to ensure that there was no regulatory 
disincentive to undertake initial expenditure on these projects in Q5; and 

• BA stated that it was a long term and strong supporter of Government’s 
policy to expand runway capacity of Heathrow.  

2.43 None of the written responses commented on the CAA’s interpretation of its 
statutory duties.  At the hearings, however, there was broad support for the CAA’s 
proposed interpretation of its statutory duties, including that a reasonable 
interpretation of economic operation was that incremental benefits of investment 
should exceed incremental costs. 

2.44 In terms of the respective merits of the three approaches (and within the second 
approach the various options) which might be adopted to secure the outcomes 
envisaged in the CAA’s statutory duties, the written responses were mixed: 

• BAA stated that it did not believe that approaches 1 or 3 were viable, i.e. 
BAA was not confident that it could commit to expenditure of the order of 
£650 million during Q5, without some level of regulatory support, and stated 
that a variant of approach 2 was being developed by BAA and certain 
airlines; 

• IATA expressed a preference for approach 1, but also indicated that – were 
approach 2 to be adopted – it would prefer option 2(a); 
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• bmi said that, given that the project was still highly speculative and no 
justification for pre-spend had been made, the right decision would be for the 
CAA to make clear to BAA that if the project was clearly viable at the time of 
the next regulatory review, that reasonable expenditure incurred during Q5 
would in principle be taken into account in assessing the Q6 pricing14;  

• Virgin supported the approach developed by BAA and some airlines, as 
described above, emphasising the importance of airlines paying according to 
the slots to which they gained access; the role of annual reviews (overseen 
by the CAA) to facilitate adjustments to investment plans and charges; and 
the need for a review at the end of Q5 in the event that the project did not 
proceed to determine the suitability of the inclusion of Q5 expenditure in the 
Q6 RAB;  

• BA also supported the approach developed by BAA and some airlines, as 
described above.  BA stated that a fundamental principle was that airlines 
should pay according to the share of capacity to which they gain access; that 
the regulatory structure should require separate accounting for Heathrow 
expansion costs and associated charges; and that the CAA should ensure 
effective disclosure and engagement by BAA during the course of the 
project.  

2.45 At the oral hearings, there was some discussion about the ease with which BAA 
could reasonably be expected to demonstrate that the incremental benefits of 
Heathrow expansion (in whatever form it took) would exceed incremental costs.  In 
particular, BA commented that it would be unreasonable to expect a fully developed 
business plan at this stage in the process. 

CAA assessment 

2.46 The challenge for the CAA is to devise an approach which encourages investment 
at Heathrow that is both economic and efficient, and which does not unduly 
prejudice feasible developments at rival airports. 

2.47 The principles set out in paragraph 2.29 above enjoy broad support from airports 
and airlines, and represent an objective and reasonable interpretation of the CAA’s 
statutory duties.  It would therefore seem reasonable for the CAA to use these 
principles as a basis for its judgement on how Q5 costs of Heathrow expansion 
should be treated. 

2.48 Consensus around the principles, however, has not led to consensus on the 
regulatory approach.  Rather, the consultation process has clarified that there are 
significant drawbacks with each of the approaches identified by the CAA in its 
November 2007 proposals: 

                                                 
14 At its oral hearing, bmi further clarified that Q5 preliminary expenditure – if reasonably incurred – should be 
recovered from Q6 with interest added from the date in Q5 on which it was incurred.  
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• Approach 1 – Assuming that other Heathrow capital expenditure takes place 
in accordance with its capital expenditure plan, under this approach BAA 
would be effectively prevented from recovering a return on Q5 PSDH 
expenditure during Q5.  Such an approach may be appropriate in relation to 
wholly unanticipated capital expenditure.  But where there is some 
expectation that expenditure will be incurred – as there is in the case of Q5 
PSDH expenditure – it seems unlikely that preventing the recovery of a 
return15 would be reasonable against the background of the CAA’s statutory 
duties. 

• Approach 2 – As noted above, the key drawback associated with Approach 2 
is that it appears that there will be very limited information available (even 
later in 2008) to provide a reliable basis on which to apply the principles set 
out in paragraph 2.29 above.  It is possible that BAA could act on this 
feedback in the coming months to produce a more robust case, but is by no 
means clear that it would be able to do so. 

• Approach 3 – While this approach would permit BAA to recover the cash to 
finance the Q5 PSDH costs, it would leave the airport operator open to a 
potentially significant degree of uncertainty as to how the principles would be 
applied by the CAA at the next review.  In such circumstances, there is a risk 
that applying this option would disincentivise economic and efficient 
investment (contrary to the principles set out in paragraph 2.29 above). 

2.49 The CAA has studied the proposals put forward by BAA (with broad support from 
BA and Virgin) very carefully.  However, while it recognises that this approach 
might carry less risk of disincentivising economic and efficient investment than 
some of the CAA’s proposed approaches, this proposal also appears to have a 
number of disadvantages: 

• it involves a process of annual adjustments to airport charges themselves 
whereas the CAA’s powers relate to maximum limits on airport charges, 
rather than airport charges; 

• a number of the proposed ‘triggers’ leave significant room for ambiguity.  For 
example, the first trigger is defined as a ‘Government policy statement’ 
without specifying the form or content of the statement.  Whilst clear 
Government support for one – or lack of support for any – of the options 
contained in its November consultation would be straightforward to interpret, 
it is quite conceivable that the Government could reach a less clear cut 
position, involving perhaps changes to the timing or nature of the expansion 

                                                 
15 In giving oral evidence to the CAA, bmi – the main advocate of Approach 1- acknowledged that this 
shortcoming in Approach 1 could be addressed by allowing BAA to recover the interest of Q5 PSDH 
expenditure from Q6.  However, according to BAA, this would still leave the airport operator open to significant 
degree of uncertainty as to how the principles would be applied by the CAA at the next review.  In such 
circumstances, there is a risk that applying this option would disincentivise economic and efficient investment 
(contrary to the principles set out above). 
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options proposed.  In such circumstances, it is not clear whether the trigger 
would be met or not; 

• insofar as the annual consultation process envisaged between the airport 
operator and the airlines deals with the issue of efficiency, it is zero-sum, and 
therefore the prospects for agreement are likely to be low.  In practice, 
therefore, it seems likely that the dispute resolution process would be 
triggered, leading to significant and detailed regulatory involvement in Q5 
PSDH budgeting/planning decisions.  Such ongoing regulatory involvement 
would not appear to deliver any clear advantages (compared to CAA 
involvement through a mid-quinquennial review) and would involve some 
risk, cost and/or delay; 

• the proposed changes in airport charges would be calculated by reference to 
the achievement of the trigger events on estimated dates.  If, however, the 
trigger events occurred significantly later (or earlier) than envisaged, it is not 
clear whether (or how) adjustments would be made to the proposed changes 
in airport charges (though in principle such variations could be left for 
consideration at the Q6 review); 

• in their written submissions, BA and Virgin support for this proposal is 
conditional on airlines paying according to the slots to which they ultimately 
gain access.  Specifically, BA proposes that the recovery of a return on land 
and blight costs outside the airport boundary be subject to: 

‘Agreement with the airline community of the long term arrangements for 
ensuring that its payments to BAA are in due course converted into an 
equivalent share of capacity or, if not, are returned with interest to the 
airline(s) concerned.’ 

However, the proposal does not describe how this could be achieved.  
Moreover, it is generally the case that matters of charging structure are 
matter for the airport operator (working within the relevant legal constraints), 
and therefore not something that the CAA would usually expect to influence 
through the setting of incentive mechanisms (such as proposed by BA and 
Virgin).  

2.50 Given the significant difficulties associated with each of the approaches set out 
above, the CAA has re-considered carefully how it should treat the Q5 costs 
associated with Heathrow expansion.  In doing so, a key consideration has been 
the availability of information.  The consultation process has highlighted that there 
is currently limited information with which to assess Heathrow expansion (or indeed 
the more limited investment planned for Q5) for regulatory purposes.  Furthermore, 
it is highly unlikely that significant information will become available over the coming 
12 to 18 months to assist in such an assessment. 

2.51 At one level, this is not particularly surprising: part of the purpose of any Q5 
investment will be to develop, refine and analyse the options for development, 
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which will itself serve to inform such an assessment.  But it does have important 
implications for the treatment of Q5 Heathrow expansion costs.  It means that the 
CAA must determine regulatory policies in an uncertain environment, including 
without an analysis (for regulatory purposes) of the Heathrow expansion project 
(either now or in the coming months) against the principles set out in paragraph 
2.29 above.  As such uncertainty cannot be avoided, the CAA’s role is to manage it 
– as best it can – under the terms of the Airports Act 1986. 

2.52 There are two direct consequences of the limited availability of information on the 
case for Heathrow expansion.  First, it would seem unreasonable to require that no 
provision is made for expenditure on Heathrow expansion unless and until it has 
been demonstrated that the principles set out in paragraph 2.29 above have been 
met.  To do so would not take into account the inevitable limitations on the 
availability of information, and – given those limitations – would effectively 
undermine what could turn out to be desirable investment in new capacity. 

2.53 Second, it would seem sensible to limit the decisions taken as part of the Q5 review 
to those decisions which it is essential to take now, deferring more substantive 
decisions until more information on the desirability – or otherwise – of Heathrow 
expansion becomes available.  This, in turn, suggests limiting the scope of this 
decision to expenditure on Heathrow expansion that falls in Q5.  For the avoidance 
of doubt, this means that the approach taken now cannot be taken as an indication 
as to whether or not the CAA endorses investment in Heathrow expansion as a 
whole.  Instead, decisions on how the price control should – or should not – be 
modified for Heathrow expansion as a whole would fall to be taken at the Q6 
review. 

2.54 Against this background, the CAA has considered the quantitative and qualitative 
factors relevant to the narrow issue at hand.  In terms of the scale of the issue, BAA 
currently forecasts capital expenditure on Heathrow expansion of £639 million over 
Q5.  Adding interest on this expenditure to allowed airport charge revenues (at 6.2 
per cent pre-tax real) would have the effect of increasing the annual real rate of 
growth of maximum airport charges at Heathrow by 0.9 per cent in Q5.  

2.55 The CAA also recognises that there are a number of relevant qualitative 
considerations, including: 

• the degree of airline support for the development of Heathrow; 

• the importance of capacity on the service quality experienced by passengers 
and other end-users of Heathrow airport; 

• the continuing strength of demand at Heathrow airport; and 

• the explicit reference in the CAA’s statutory duties to encouraging investment 
in time to satisfy anticipated demand and the associated risk that regulatory 
policies could prevent investment that might be wholly consistent with the 
CAA’s statutory duties. 
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2.56 In view of the size of the impact on airport charges in Q5 – and the qualitative 
factors set out in the preceding paragraph – the CAA is inclined to allow a return on 
forecast Q5 PSDH expenditure of £639 million and to provide some degree of 
certainty to BAA that necessary expenditure would ultimately be included in the 
Heathrow RAB, i.e. once the asset comes into operation, subject to BAA following 
best practice management and adopting effective consultation arrangements. 

2.57 The CAA is not inclined to apply the ‘triggers’ proposed by BAA, BA and Virgin, on 
the grounds that they are inconsistent with the criteria that the CAA has previously 
consulted on, and which are set out in paragraph 2.29 above.  In particular, it is not 
clear that the triggers could be objectively measured with an unequivocal test of 
success, or indeed that the optimum capital programme (in terms of content, order 
and phasing) will be sufficiently predictable.  In such circumstances, the application 
of capital expenditure triggers might confuse, rather than clarify, matters. 

2.58 The CAA has, however, considered carefully how best to take into account the 
concern that Heathrow’s airport charges should reflect the reasonable costs 
incurred.  Airlines, for example, will wish to ensure that prices (or price caps) should 
not rise in the event that the Government decides not to lend its support to one (or 
more) of the options Government presented in its November 2007 consultation.16 

2.59 In the CAA’s view, in these circumstances, the most appropriate action would be to 
add text to the published Regulatory Policy Statement making clear that the CAA 
reserves the right to claw back allowed returns at the end of Q5 (and not provide for 
such capital expenditure or interest in Q6 or beyond) if BAA was to incur 
expenditure that was unnecessary at the time it was incurred, including in the event 
that BAA continued to incur Q5 PSDH expenditure after a Government statement to 
the effect that the Government would not support Heathrow expansion.  This would 
mean that airlines would ultimately be recompensed for a decision not to proceed, 
but that adjustment would not take place until Q6. 

2.60 BAA might, in any case, wish to enter into other specific charging arrangements 
with airlines that deal with the possibility that Heathrow expansion takes place in a 
different way, or to a different timetable, from that envisaged, or does not take place 
at all.  It would, for example, be open to BAA to charge beneath the cap to reflect 
savings arising from the absence of Government support for Heathrow expansion. 
In this respect, BAA has recently indicated that it would not price to the cap to the 
extent that it did not incur expenditure, as planned, on Heathrow expansion in Q5.  

Conclusions 

2.61 Taking account of the above analysis, the CAA has decided to allow a return17 on 
forecast Q5 PSDH expenditure of £639 million and to provide some degree of 
certainty to BAA that the expenditure would ultimately be included in the RAB, 

                                                 
16 However, it is not clear how airlines (individually or collectively) believe charges should be adjusted in the 
wide range of circumstances that could arise. 
17 Calculated by reference to the weighted average cost of capital of 6.2 per cent (pre-tax, real). 
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subject to appropriate protection for users.  Such protection would take the form of 
ex post tests applied to the Q5 PSDH expenditure (both at the mid-quinquennial 
review and as part of the Q6 review) covering (i) best practice management and (ii) 
effective consultation in line with the processes for enhanced information disclosure 
and consultation (set out in Annex G to this decision document).  The CAA would 
also expect to apply a further ex post test, namely, to review whether the 
expenditure was necessary at the time it was incurred.  The CAA would currently 
expect decisions about whether expenditure was necessary (or not) to be taken by 
reference to the CAA’s statutory duties under the Airports Act. 

2.62 To facilitate the application of these tests, the CAA would expect BAA to maintain 
adequate accounting records, regularly updated and disclosed to users, setting out 
the outturn expenditure on Heathrow expansion incurred in Q5 against the budget. 
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3. Approach to setting price caps 

Introduction 

3.1 This chapter summarises the approach which the CAA has adopted in deriving 
projections of the maximum levels of airport charges at each airport for the Q5 
period. It provides an overview for the subsequent chapters which deal in turn with 
each of the regulatory ‘building blocks’ which the CAA uses to derive price cap 
projections. It considers consultation responses which are directed to the CAA’s 
general approach, notably those which focus on the degree of challenge which the 
CAA sets each airport through price caps, the overall level of airport charges 
resulting, and the impact of increases in such charges on the financial viability of 
certain airline services. It concludes with the CAA’s assessment of these 
responses. The substantive issues regarding each of the individual ‘building blocks’ 
are then addressed in each of the subsequent chapters. 

CAA’s November 2007 proposals 

3.2 Consistent with the CAA’s approach throughout the price control review as 
endorsed by the Competition Commission in its report and recommendations, the 
CAA’s November 2007 proposals were based on a standard application of the so 
called regulatory ‘building block’ approach to deriving projections for maximum 
airport charge price caps consistent with the CAA’s statutory duties. This approach 
entails reaching an assessment of the maximum level of airport charges which an 
efficiently operated and financed airport might be expected to need to recover from 
users over the five year period, consistent with both the projected outputs from the 
airport (in terms of passenger traffic handled and the service levels delivered to 
passengers and airlines), and with projected investment in the airport’s asset base. 
The approach is illustrated diagrammatically in Figure 3-1 below. 

Figure 3-1 The standard regulatory building block approach 

3.3 Under this approach, a regulated asset base (RAB) is defined and valued. As time 
progresses, capital expenditure is added to the RAB. The RAB drives two of the 
fundamental building blocks that make up the company’s revenue requirement: the 
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cost of capital18 (the return on the RAB) and the depreciation allowance19 (return of 
the RAB). These two building blocks are then added to the projected level of 
operating expenditure to calculate the total revenue requirement for the business. 

3.4 Under the single till approach, the projected revenues from commercial activities 
and non-regulated charges are then deducted from the total revenue requirement. 
The remainder represents the revenue to be recovered through regulated airport 
charges. As the CAA sets price controls in the form of a revenue yield per 
passenger, the required regulated revenues are then divided by projected 
passenger numbers.  

3.5 The key factors driving the regulated revenue requirement are therefore the 
prevailing value of the RAB and the projected increases to the RAB from net capital 
expenditure, the cost of capital set by the regulator for each company, the scale of 
operating expenditure, and the projected levels of other revenues. 

3.6 There are a number of facets to this approach which distinguish its application to 
airports from its application to other regulated utilities in the UK. 

3.7 First, airport charges revenues can be considered a residual, the level of revenues 
required to cover operating and investment expenditure which has not been 
otherwise remunerated through the airport’s commercial activities and its 
unregulated charges (on airlines and other service suppliers at the airport). This 
means that airport charges revenues are significantly less than the total of the 
operating and investment cost base of the airport, and that consequently there is a 
stronger ‘gearing’ effect between changes in costs and changes in required 
revenues than is typically found in other regulated sectors, where there are no 
offsetting unregulated revenues to factor into price cap modelling. 

3.8 Second, the level of passenger traffic demand facing each airport is more variable 
than is typically the case for the demand of other price-regulated network 
monopolies. The drivers of traffic variability include macroeconomic factors 
affecting consumer demand and international trade, aviation trends and, at the 
margin, competition between airports and airlines for traffic otherwise served by 
Heathrow and Gatwick. This volume risk needs to be assessed when setting traffic 
forecasts and the balance of risk borne by airport and airlines considered when 
deciding on a specific traffic projection within the inevitable range of uncertainty 
associated with any medium term forecasting exercise. 

3.9 Third, the single till mechanism introduces commercial revenue projections into the 
price cap modelling. Airport commercial revenues combine variability in both traffic 
forecasts and in the projections of retail spend per passenger. The latter factor is 

                                                 
18 The cost of capital allowance is calculated by multiplying the regulator’s assumed cost of capital by the 
average value of the RAB for each year. No adjustment is made to the RAB as a result. 
19 The depreciation allowance is determined by the overall value of the RAB, and the asset lives and age of the 
existing assets contained within it. The RAB is reduced annually by an amount equal to the projected annual 
depreciation allowance. 
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affected by a range of macroeconomic factors, retail spending trends, and 
competition between different retail outlets. This introduces a further element of 
specific risk in setting price caps, which needs to be considered when deciding on 
projections of commercial revenues within a forecast range. 

3.10 Fourth, enhancements to airport capacity and service at Heathrow and Gatwick 
airports have typically followed a path of incremental investment up to the point at 
which it is no longer economic to invest incrementally. At that point, a major ‘lumpy’ 
investment may become the more efficient means of delivering the next (major) 
increment in capacity and / or service. Heathrow evidently reached such a 
threshold some years ago, which led to the development of T5, and similar 
considerations have led to the proposed development of the Heathrow East 
Terminal. Albeit on a smaller scale, it is apparent that Gatwick is also reaching the 
point where the efficient increment of investment required steps up in size (for 
example, Pier 6 and, prospectively, Pier 7). These larger investments have a 
material impact on the airport’s asset base and thence on airport charges over 
several quinquennia. Passengers and airlines are likely to benefit for decades from 
such major strategic investments, although current generations of users need to 
pay sufficient airport charge revenues now to make the investment viable for the 
airport operator, given the market costs of efficient and prudent financing facing 
such companies. 

3.11 In summary, therefore, the CAA has borne in mind throughout the price control 
review, and in reaching its decisions for the Q5 period, the particular context for and 
circumstances facing each airport. It has recognised and accounted appropriately 
for specific risks, where relevant, in each of the regulatory ‘building blocks’. This 
means that, in practice, were the airport operator to excel during Q5 against the 
projections on which the price cap were based, then its financial returns would 
exceed those allowed; conversely, pedestrian performance which fell short of the 
benchmarked efficient levels would generate returns below those allowed (and 
indeed expected by external investors). Finally, in addition to assessing each 
regulatory ‘building block’ individually, the CAA has considered, as a whole,  the 
level of airport charge revenues allowed over Q5 by its price cap decisions, in light 
of its statutory duties towards users’ interests, efficient and profitable airport 
operation, and timely investment to meet user demands. 

Summary of consultation responses 

3.12 In this section, the CAA summarises those responses which were directed 
particularly to the overall level of proposed airport charges, and to the impact of 
such charges on airlines’ and passengers’ interests (including a number of 
responses regarding the impact on regional air services). Responses on the 
specific components of the price control proposals are addressed later in this 
document in the relevant chapters.  
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3.13 The Air Transport Users Council (AUC) said that the proposed price control at 
Heathrow would be a relatively small price to pay for the improvements in service 
quality that the CAA was seeking to achieve. 

3.14 Gatwick Airport Consultative Committee said that, overall, the CAA's proposals 
focussed on the best incentives for achieving the investment and service quality 
valued by users and passengers and will help to achieve the best utilisation of 
existing capacity. 

3.15 London First said that price control regulation must incentivise the long-term 
investment and service levels required to re-establish Heathrow as a world-class 
airport. 

3.16 Air Canada expressed its disappointment with ever increasing charges at 
Heathrow, with little improvement expected for itself and other members of the Star 
Alliance who would be unable to achieve collocation, intra-terminal connectivity and 
many of the other advantages enjoyed by competing airlines during Q5. 

3.17 Lufthansa and Swiss International Airlines (Swiss) said that the level of the 
proposed increases at Heathrow were unjustified and unacceptable. Air New 
Zealand, SAS and Swiss criticised the level of the CAA's proposed price cap. While 
understanding the desire for the 'transformation' of Heathrow, the financial burden 
of doing so should not be wholly borne by airlines and their passengers.  Air 
Canada, Lufthansa and Swiss said that the proposals were based on pre-financing 
which to the extent proposed was out of line with ICAO regulations and IATA 
recommendations. 

3.18 Lufthansa, SAS and Swiss thought the CAA should be involved with the structure of 
charges to ensure a level playing field for all airlines. They considered that short 
haul airlines faced an unacceptably higher burden than long haul airlines.  
Lufthansa and SAS said that any unavoidable structural changes had to be applied 
gradually.  Lufthansa also argued that ANS and runway charges should be weight 
related.  The inclusion of terminal navigation charges in landing charges not only 
reduced transparency but also contradicted the spirit of the European Regulation 
on charges. 

3.19 United Airlines (United) said the proposed increases at Heathrow were 
unreasonable and excessive.  Airlines would not receive any value in return for the 
higher charges.  To the extent that airlines were able to recoup the charges through 
higher fares it would lead to making Heathrow uncompetitive with other European 
hubs.   

3.20 United thought that BAA should spend money in a way that targeted increased 
efficiency of airline operations and customer experience at Heathrow.  However, 
United objected to forward financing capital projects, and believed that BAA should 
bear an equal amount, if not more, of the financial risk.  This was particularly true 
as BAA had access to capital markets on excellent credit terms.   
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3.21 The British Air Transport Association (BATA) was concerned about the significant 
increases proposed for the price caps at both Heathrow and Gatwick. 

Regional air services 

3.22 A number of respondents to the CAA’s November 2007 proposals commented on 
the potential impact of the CAA’s proposals on the operation of air services to 
Heathrow and Gatwick from regional airports. 

3.23 The Association of North East Councils pointed to the importance of improving 
transport and connectivity and in turn the strategic importance of the region’s 
airports, in particular Newcastle International and Durham Tees Valley, which 
provide vital connectivity between the region and the rest of the UK, and 
internationally.  The CAA’s proposals would, in its view, have a detrimental impact 
on domestic air service connections. Give the scale of the proposed increase in 
charges airlines would be placed under pressure to serve more profitable markets 
at the expense of regional routes.  It urged the CAA to identify options which would 
provide protection for regions such as the North East which rely on access to 
Heathrow and Gatwick as an integral part of the region’s economic development 
and future prosperity. 

3.24 One NorthEast explained that it was the Regional Development Agency for the 
North East, comprising Northumberland, Tyne & Wear, Durham and Tees Valley.  It 
pointed out that Heathrow was already one of the more expensive airports in 
Europe for domestic air services compounded by the considerable Government 
departure taxes levied in the UK.  Any further increase in airline operating costs 
would create a very real danger of airlines switching capacity to serve more 
profitable markets at the expense of UK domestic services. Air services provided 
vital access to London and the comprehensive networks available from Heathrow 
and Gatwick which brought significant economic benefit to the North East.  At the 
same time, access to London by rail was more time consuming than flying and rail 
travel was as expensive as air at peak times.  The proposed price increases would 
also be likely to have a significant impact on air fares.  It was unclear whether the 
airports would continue to differentiate the charges paid by domestic and 
international services.  

3.25 bmi, in oral evidence, said that the scale of increase in charges proposed by the 
CAA, if they went ahead, would accelerate the departure of further domestic routes 
from Heathrow where these did not feed an airline’s international network. 

3.26 Newcastle Airport explained that its connections to Heathrow and Gatwick were 
important components of its throughput both numerically and in terms of affording 
interlining opportunities to passengers. The CAA’s proposals would have a 
disproportionately negative impact on domestic flights.  The airport was especially 
concerned at apparent moves by BAA to impose a flat landing charge irrespective 
of aircraft size. Loss of the air service to Heathrow would put 1,000 British Airways 
jobs in the North East at risk.  Regional air services played a crucial role in the 
North East’s regional economic strategy, by providing links to global markets and in 
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supporting the competitiveness of the region and existing businesses.  They also 
provided easy access to key visitor attractions. 

CAA assessment 

3.27 The rest of this document provides the evidence, analysis and argumentation 
which, in the CAA’s view, support the maximum level of airport charges which are 
embodied in its Q5 price control decisions. The CAA does not at this point, 
therefore, address directly the responses from airlines which had argued that the 
overall level of charges proposed was too high. 

3.28 With regard to the structure of airport charges which, in future, will now incorporate 
a cost allowance for airport air traffic control costs, the CAA continues to consider 
that, as with all other aspects of the structure of charges, this is first and foremost 
the responsibility of each airport operator, following consultation with its airline 
users. The CAA considers that each airport operator is best placed to consider how 
best to recover the costs of airport air traffic control costs, along with all other 
airport costs, through airport charges, taking into account the current charging 
arrangements, the potential to incentivise economic use of scarce airport capacity, 
and users’ general preference for changes in the structure of airport charges to be 
introduced gradually. Ever since price controls were first introduced at Heathrow 
and Gatwick in the late 1980s, the structure of charges has been determined by the 
airports, within the overall limits set by the CAA, after consultation with airlines and, 
other than in certain limited respects, has not been the subject of direct external 
regulation over this period20. 

3.29 The CAA does not therefore propose to involve itself in the determination of the 
structure of airport charges within the conditions set out by the CAA relating to the 
maximum allowed revenue yield per passenger. It would, of course, consider under 
its section 41 powers21, and in line with its own guidelines on the operation of these 
powers, any case brought by an airline which alleged undue discrimination which 
might have been effected through changes to the structure of airport charges. The 
conduct of airport operators is also subject to general competition law. 

3.30 With regard to responses regarding regional services, the CAA notes that the 
Competition Commission addressed the question of domestic services at the 
London airports in its report to the CAA.  It noted the evidence from both the CAA 
and BAA that any withdrawal of regional services was more likely to reflect the 
current excess demand for Heathrow, further exacerbated by Open Skies, and the 
resulting value of slots at Heathrow that can clearly be most profitably used by 
longer-haul flights and/or larger aircraft.  It also referred to evidence of the growing 
number of direct international services from regional airports and the connections 
available via European hubs served from regional airports.  Finally, the Commission 

                                                 
20 The structure of charges at Heathrow was the subject first of the UK/US arbitration which was concluded in 
1994 and second of a complaint brought under section 41 of the Airports Act by airlines operating domestic 
routes.   
21 Airports Act 1986, section 41 
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described the circumstances under which the Secretary of State would consider 
imposing Public Service Obligations on routes serving London airports, based on 
relevant EU legislation. 

3.31 The CAA’s role in this review is to set price caps that regulate the maximum 
amounts that may be levied by the operators of Heathrow and Gatwick airports by 
way of airport charges over the following period of five years. It does so against its 
statutory duties, one of which is to further the reasonable interests of users of 
airports in the UK.  Since users include all airlines and all passengers at the 
relevant airports, the CAA has identified no grounds to give priority in this review to 
the interests of one set of airlines or passengers over another.  The CAA has been 
given no specific duty to consider regional interests when setting price caps. 
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4. Traffic forecasts 

Introduction 

4.1 This chapter summarises the CAA’s recommendations in its November 2007 price 
control proposals with respect to passenger traffic forecasts at Heathrow and 
Gatwick. It records the responses to these proposals, and then sets out the CAA’s 
assessment of the issues raised. The chapter concludes with the CAA’s traffic 
forecasts at each airport, which form part of its price control proposals. 

CAA’s November 2007 proposal 

4.2 Throughout the Q5 price control review, as part of its broader strategy of 
encouraging airport-airline consultations to inform economic regulation, the CAA 
has indicated that it intends, so far as possible, to place reliance on the process of 
constructive engagement to deliver appropriate passenger forecasts for Heathrow 
and Gatwick. The CAA also noted that in the event that the airports and airlines 
could not agree on a single projection for passenger traffic, the CAA would need to 
consider what level of traffic projections to incorporate into its price control 
assessment.  Subsequent to the Competition Commission’s recommendations, but 
prior to the CAA’s November proposals, BAA produced revised traffic forecasts for 
both Heathrow and Gatwick.  The CAA did not take a view on these new forecasts 
in its November proposals, but encouraged both sides to review them under 
constructive engagement.  Table 4-1 shows the forecasts of the airlines, BAA and 
the Competition Commission as at November 2007. 

Table 4-1 Q5 traffic forecasts at Heathrow and Gatwick, November 2007 

Millions of passengers per 
annum  

2008/09 2009/10 2010/11 2011/12 2012/13 Total 

Heathrow  BAA forecasts  70.4 72.3 74.2 75.3 77.2 369.6 
 airlines’ forecasts 72.6 74.5 75.9 77.3 78.8 379.1 
 CC forecasts  70.6 73.6 75.1 76.4 78.3 374.0 
Gatwick BAA forecasts  35.1 35.7 36.0 37.1 37.4 181.3 
 airlines’ forecasts 36.2 36.6 37.0 37.5 38.2 185.5 
 CC forecasts  36.2 36.6 36.8 37.3 37.7 184.6 

Source: Competition Commission report, BAA-Q5-539 

4.3 In November 2007, the CAA’s view was that passenger numbers at Heathrow 
should be a little lower than the revised BAA forecast in the early years of Q5, with 
stronger traffic growth than BAA forecast in the later years of Q5, although not 
sufficiently strong to equal the airlines’ forecast.  For Gatwick, the CAA invited the 
parties to undertake further discussion in the light of BAA’s November 2007 
forecasts, and, pending the outcome of this, did not set its own forecast, but used 
the lower of the two constructive engagement forecasts (BAA’s).  The traffic 
forecasts from the CAA’s November 2007 price control proposals are shown in 
Table 4-2. 
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Table 4-2 Initial price cap proposals: forecast passenger numbers22 

Millions of passengers per annum  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

Heathrow 70.0 72.0 74.5 76.0 78.0 370.5 
Gatwick 36.2 36.6 36.8 37.3 37.7 184.6 

Source: CAA November 2007, Table 4-6  

Summary of consultation responses 

Heathrow 

4.4 In its written response to the CAA’s final proposals, BAA noted that the CAA had 
adopted a slightly different forecast profile for Heathrow than BAA.  However, BAA 
had not changed its traffic forecasts from November 2007.  In its oral evidence, 
BAA accepted that Heathrow would see a shift to long haul movements and larger 
aircraft sizes, but claimed that the difference between its and the airlines’ forecasts 
was due to estimates of the degree of change.  BAA also contended that there was 
a natural limit to the percentage of long haul services a major hub airport could 
support whilst still providing sufficient feed traffic.  It did not consider that its 
forecasts needed to be amended to reflect the latest information on the state of the 
global economy, but suggested that this would exert a downward pressure on load 
factors and utilisation. 

4.5 The airlines stood by their July 2007 forecasts for Heathrow traffic.  Many of the 
airlines made the point that it was difficult for them to prepare alternative airport 
level forecasts to BAA’s as competition law prevents them from sharing their future 
plans and schedules with each other. 

4.6 BA claimed that the main area of contention was the level of traffic in 2008/09, and 
that there was broad agreement on the absolute growth in passengers for the years 
beyond that.  It did not consider that the increase required to meet the airlines’ 
forecast of 72.6 million passengers in 2008/09 was ‘unprecedented’ and gave 
historic examples of similar absolute and percentage increases at Heathrow in 
2004 and 1992. 

4.7 BA commented that Open Skies, Terminal 5 opening and recovery from recent 
shocks would increase both seats offered in 2008/09 and load factors.  It quoted 
ACL’s recent report23 that there would be a 3.1 per cent increase in seats at 
Heathrow for Summer 2008 and expected a similar increase in Winter 2008/09.  It 
also expected load factors to increase due to the changing mix of long and short 
haul services, the attraction of extra terminal capacity and the positive effect on 
business and transfer passengers of the easing of security measures (in particular 
the 1-bag rule).  It suggested that the Competition Commission did not sufficiently 
take into account the likelihood of a shift from short to long haul operations at the 
airport over and above the effect of Open Skies. 

                                                 
22 Heathrow traffic projections were given to the nearest 0.5 million passengers to indicate the inherent 
uncertainty in all such forecasts.  Gatwick forecasts were not treated in this way due to the level of agreement 
reached in the constructive engagement forecast of July 2007. 
23 Heathrow Summer 2008 Initial Coordination Report, ACL, October 2007  
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4.8 At the oral hearings, BA also commented that Heathrow could see a bounce-back 
after three or four years of constrained growth (due to capacity and security 
restrictions), that growth in long haul services in general was faster than expected 
and that BAA in previous CIPs had always forecast much greater uplift in the 
opening year of Terminal 5 than currently. 

4.9 IATA made similar points in their submission and at the oral hearings.  In response 
to questions on the downside risk of problems with Terminal 5 opening, IATA 
pointed to the six month trial period for the terminal and that the other terminal 
moves were being undertaken with an ongoing commitment to maintain operations.  
Although IATA accepted that economic forecasts had changed since the airlines’ 
July forecast, it suggested that this cycle was different from those in the 1980s and 
1990s: not all the world is affected, with Asian and Middle Eastern economies likely 
to remain strong; the duration of any downturn could be shorter due to the action of 
central banks; and the effect of the weak dollar was to stimulate transatlantic traffic 
from the UK side.  IATA also pointed out that Heathrow’s high level of business 
traffic protected it somewhat from economic downturns. 

4.10 Heathrow ACC commented that airlines often responded to economic downturns 
which reduce point-to-point demand by boosting the amount of connecting traffic 
(through reduced yields).  This had the effect of reducing airline revenues but 
actually increasing passenger numbers. 

4.11 BATA believed that BAA's traffic forecasts were too pessimistic. 

Gatwick 

4.12 In its written response to the CAA’s final proposals, BAA noted that it had been 
working with the Gatwick airlines, but agreement had not been reached, and it had 
not changed its traffic forecasts since November 2007.  In its oral evidence, BAA 
justified its reduction in Gatwick forecasts between July 2007 and November 2007 
by the availability of more up to date information on Gatwick’s performance, airline 
schedules for 2008 and the impact of the weakened economy.  It provided 
confidential details of its discussions with the larger Gatwick airlines highlighting 
their future capacity plans.  BAA stated that the forecast variance for Gatwick 
between its July 2007 and November 2007 forecasts was largely due to the 
variance in 2008/09. 

4.13 All the parties representing airlines at Gatwick rejected any reduction in their July 
2007 forecasts, and noted that BAA had not presented its November 2007 
forecasts through the constructive engagement process, but rather directly to the 
CAA. 

4.14 Gatwick ACC and Virgin Atlantic offered similar arguments, putting forward 
evidence that BAA’s estimates of the average passengers per movement for long 
haul services was overestimated (causing too many passengers to be ‘lost’ due to 
the transfer of US services), whilst its assumptions for the passengers per 
movement of short haul backfill services were underestimated (causing too few 
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passengers to be ‘added back’ from new services).  They both stated that the 
majority of capacity reduction as a result of charter consolidation had taken place at 
regional airports rather than Gatwick. 

4.15 easyJet suggested that any short haul service using an aircraft based at Gatwick 
which replaces a long haul service would have to operate two, three or more 
rotations per day to be economic.  Overall, such a service would therefore 
contribute more annual passengers to Gatwick’s total than the long haul service it 
displaced, despite operating with smaller sized aircraft. 

4.16 BATA believed that BAA's traffic forecasts were too pessimistic. 

CAA assessment 

4.17 The following section sets out the CAA’s assessment of traffic forecasts for 
Heathrow and Gatwick for the coming five years. The CAA’s projections for future 
traffic are made specifically in the context of setting price caps, within the proposed 
structure of the price control mechanism (discussed in chapter 11), under which the 
risks of traffic varying from the projections used for price cap modelling rest (on the 
upside and downside) with the airport operator. The CAA has considered these 
risks in setting its projections for each airport. 

4.18 For both airports, evidence that has become available since the CAA’s November 
2007 proposals is considered to establish whether it gives sufficient grounds for 
amending the CAA’s proposed traffic forecasts.  In the case of both airports the key 
issue is the starting position in the early years of the quinquennium.  For both 
airports, therefore, the latest economic forecasts are reviewed for evidence of a 
material softening of demand.  In the case of Heathrow, the latest traffic data and 
airline schedules are examined to establish whether the traffic in 2008/09 is likely to 
be nearer to CAA’s November forecast of 70 million passengers or the airlines’ 
forecast of 72.6 million passengers.  For Gatwick the arguments of BAA in support 
of their November 2007 forecasts are assessed, particularly in respect of the likely 
traffic in 2008/09. 

Economic factors 

4.19 The CAA’s November 2007 forecasts reflected the economic outlook at the time.  
So any amendment in respect of general economic factors should only be based on 
evidence that has become available since.  Consensus forecasts for UK GDP, 
published in January 2008, show a 0.2 percentage point decrease in the forecast 
growth rate for 2008 and 0.3 percentage point decrease for 2009 compared to 
forecasts published in October 2007.  Similarly, the IMF world GDP forecasts for 
2008 (also published in January 2008) show a decrease of 0.4 percentage points in 
growth for the US and 0.5 percentage points for the Euro area compared to its 
previous forecasts published in October 2007. 

4.20 This clearly indicates some additional downside risk to passenger demand in the 
early years of Q5 at both airports.  However, neither BAA nor the airlines have 
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indicated that any increased downside risk since November 2007 should give rise 
to a further reduction in the traffic forecasts at either Heathrow or Gatwick, although 
BAA have identified this as an extra downward pressure on load factors and 
utilisation.   

Heathrow - current trends in passenger numbers 

4.21 Since mid-2005, there has been little or no growth in the number of terminal 
passengers at Heathrow airport.  However, the last couple of years have seen 
increases in security restrictions, as well as disruption from threatened industrial 
action and heavy fog on a number of days.  Figure 4-1 and Figure 4-2, respectively, 
show the twelve-month rolling average for terminal passengers at Heathrow and 
the year-on-year growth rates that they represent.  The figures also show the BAA, 
airline and CAA forecasts from Table 4-1 and the growth rates required to achieve 
them. 

Figure 4-1 Heathrow passenger traffic, 12 month rolling average 
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Figure 4-2 Year-on-year growth for 12 month rolling traffic at Heathrow and implied growth to 
meet BAA and airline forecasts  
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4.22 The increase of 6.5 per cent in August 2007 and 2.1 per cent in September 2007 
compared to the same months in 2006 were expected, as August 2006 saw foiled 
terrorist attacks and consequent changes to security measures relating to liquids 
and the number of carry-on bags.  Traffic data published since November 2007 
have also shown increases compared with 2006: October +3.8 per cent, November 
+2.4 per cent, and December +3.3 per cent.  BAA’s latest statistics show that 
January 2008 traffic is down 1.1 per cent on January 2007, although this must be 
viewed in the light of threatened industrial action early in the month by BAA and 
Virgin staff and the disruption caused by the crash landing of the BA 777 on 17 
January 2008.  CAA estimates for the annual growth represented by the parties’ 
November24 2007 forecasts for 2008/09 are 2.9 per cent for the CAA’s 70.0m, 3.6 
per cent for BAA’s 70.4 million and 6.8 per cent for the airlines’ 72.6 million. 

4.23 As shown in BA’s evidence25, Heathrow has seen annual growth in excess of 6 per 
cent three times in the previous 15 years: by 6.2 per cent in 2004, by 8.0 per cent in 
1994 and by 12.5 per cent in 1992.  However, growth in each of these years has 
been achieved through growth of total numbers of movements, as well as growth in 
passengers per movement, and all of these occasions have followed years when 
traffic has fallen significantly, by 6 per cent in both 2001 and 1991.  By contrast, 
Heathrow’s runway capacity will not allow further growth of movements26, and 

                                                 
24 This is the forecast position of the parties at November 2007, although the forecasts themselves may have 
been finalised before this date.  For instance, in the case of the airlines, their view in November 2007 was the 
same as in July 2007. 
25 BA response to CAA November 2007 proposals, Table 3.1 
26 As BA acknowledge in paragraph 3.24 of their response to CAA November 2007 proposals  
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passenger numbers have not fallen significantly in recent years27.  A growth rate of 
over 6 per cent in 2008 would therefore take place against a very different 
background from that in earlier years.   

Effect of EU-US Open Skies - Heathrow 

4.24 In January 2008, ACL published its Heathrow Initial Coordination Report for 
Summer 2008.  This showed that Summer 2008 would see an increase in planned 
seat capacity at Heathrow of 3.1 per cent over Summer 2007 mainly on North 
American routes, due to the increase in services brought about by the EU-US Open 
Skies agreement.  As the transatlantic services that represent this growth tend to 
be operated year-round, it can be reasonably assumed that Winter 2008/09 will see 
a similar increase in capacity over Winter 2007/08. 

4.25 Using country level data from the ACL report and the load factors above, the switch 
from short haul to long haul services in 2008/09 can be estimated to increase the 
overall load factor by around 0.2 per cent.  However, since many of the new long 
haul services will be on only a few US routes, the load factors on these routes may 
initially suffer as a result of the large increase in capacity28.  It therefore seems 
unlikely that Heathrow will see an increase in traffic for 2008/09 due to EU-US 
Open Skies much above the increase in seat capacity. 

Opening of Heathrow Terminal 5    

4.26 Any traffic growth above the 3.1 per cent capacity increase for 2008/09 would have 
to arise from increased load factors.  CAA estimates suggest that the load factor for 
long haul at Heathrow is currently around 77 per cent, whereas short haul and 
domestic load factors are around 70 per cent.  These figures do not seem to have 
fallen in recent years, so increases to load factors in 2008/09 cannot be assumed to 
arise simply from a return to historic levels because, say, security restrictions have 
been eased. 

4.27 The opening of Terminal 5 and the subsequent relocation of carriers around the 
other terminals should in turn make flight connections easier and improve 
passenger experience, each of which might be expected to raise average load 
factors, other things being equal.  However, there are also downside risks to load 
factors, such as Terminal 5 not achieving its expected operational efficiencies in its 
first year of operation.  Also the relocation of airlines amongst the airport’s 
terminals, which is scheduled to take until October 2008 and so might be expected 
to have more positive impact on load factors in the later years of Q5, may have an 
initial negative effect on passenger perception.   

                                                 
27 They grew by 0.5 per cent in 2005, fell by 0.3 per cent in 2006, and grew by 0.8 per cent in 2007 
28 For example, Table 3.4 of BA’s response to CAA November 2007 proposals, estimates that of the 22 new 
daily services between Heathrow and the US in Summer 2008, five will serve New York, four will serve Houston 
and three Dallas. 
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4.28 Such factors and risks are difficult to quantify in terms of their effect on load factors.  
However, the CAA believes that, for 2008/09, the potential for increases in load 
factor due to Terminal 5 only just outweighs the potential for decreases.    

4.29 Therefore, taking into account the latest passenger traffic at Heathrow, which 
suggests a slightly higher outturn for 2007/08 than the CAA expected in its 
November 2007 proposals, and the increase in planned seat capacity for Summer 
2008 of 3.1 per cent over Summer 2007, as recently reported by ACL, the CAA 
considers that BAA’s forecast for 2008/09 of 70.4 million passengers, a 3.6 per cent 
increase on 2007/08, now represents a more likely outcome than either its own 
November 2007 forecast or the airlines’ proposed forecast.  As a consequence of 
the increased traffic in 2008/09, the CAA also considers that its forecast for 2009/10 
should be increased to 72.5 million passengers29. 

Longer term outlook - Heathrow 

4.30 The effect of the Open Skies agreement is unlikely to be restricted solely to 
2008/09.  bmi has previously stated its intention to begin transatlantic operations 
from Heathrow after Summer 2009, and it is likely that there will be further 
increases in frequency from the other network carriers throughout Q5.   

4.31 It is also reasonable to assume that the average aircraft size and mix of long haul 
and short haul services will change, and the longer term effects of the opening of 
Terminal 5 and the subsequent re-location of carriers should increase average load 
factors at Heathrow.  However, no new evidence on the magnitude of these effects 
has arisen to justify moving away from the CAA’s November 2007 forecasts in the 
later years of Q5. 

4.32 However, as noted in footnote 22, the CAA’s November forecasts for Heathrow 
were expressed to the nearest 0.5 million passengers.  Since the effect of this 
rounding was to reduce the traffic forecast in the latter two years of Q5, the CAA 
does not consider such rounding accurately reflects the likely annual growth rates 
between 2010/11 and 2012/13.  Consequently, the forecasts for 2011/12 and 
2012/13 have been increased slightly.  

Gatwick - current trends in passenger numbers 

4.33 In contrast to Heathrow, passenger numbers at Gatwick have been growing 
steadily since the middle of 2004, although the airport is becoming increasingly slot 
constrained.  Figure 4-3 and Figure 4-4, respectively, show the twelve-month rolling 
average for terminal passengers at Gatwick and the year-on-year growth rates that 
they represent.  The figures also show the BAA and airline forecasts and the growth 
rates required to achieve them. 

                                                 
29 If the 2009/10 forecast remained as 72.0 million passengers, this would imply a growth rate of only 2.3 per 
cent compared to 3.6 per cent in 2008/09 and 3.5 per cent in 2010/11. 
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Figure 4-3 Gatwick passenger traffic, 12 month rolling average  
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Figure 4-4 Year-on-year growth for 12 month rolling traffic at Gatwick and implied growth to 
meet BAA and airline forecasts  
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4.34 Latest data continue to show healthy growth at Gatwick, although January 2008, 
possibly affected by threatened industrial action at BAA and Virgin, showed growth 
of only 1.0 per cent compared to January 2007.  This is in comparison to growth of 
between 2.7 per cent and 6.3 per cent for each of the months from August to 
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December 2007 compared to the same month in 2006.  Consequently, the airport 
seems likely to see growth of over 2.5 per cent for the year 2007/08.  

4.35 There is no published ACL report for Gatwick showing the effect on capacity of 
airlines handing back, selling or leasing slots.  However, the airlines and BAA were 
near to agreement30 on their traffic forecasts in July 2007, which included the then 
assumed effects of both Open Skies and charter consolidation.  BAA’s published 
2007 CIP forecasts, identical to its July 2007 Constructive Engagement forecasts, 
included an estimate of the effect of Open Skies and charter consolidation on 
Gatwick traffic: a reduction of between 0.5 million and 1.0 million passengers for 
each of the years of Q5.  For 2008/09, the reduction due to Open Skies and charter 
consolidation is 0.5 million passengers. 

4.36 BAA states31 that the amendments to their forecasts made in November 2007 were 
mainly due to changed assumptions over the likely passenger figures for 2008/09, 
which were reduced by 1.1 million, with the growth rates for the other years of Q5 
being roughly in line with their July 2007 forecasts.  Therefore the following sections 
investigate whether the latest information on the effects of Open Skies and charter 
consolidation support BAA’s revision of their July 2007 forecasts for 2008/09.  An 
effect of the order of 1.6 million passengers32 would support the current BAA 
position, whereas a figure nearer the original 0.5 million would indicate that the 
original constructive engagement forecasts are still suitable. 

Effect of EU-US Open Skies - Gatwick 

4.37 Many of the Gatwick airlines have already announced changes to their US 
schedules for Summer 2008 indicating where services have switched to Heathrow 
and where remaining services have reduced frequencies or changed aircraft size.  
There have also been announcements of new transatlantic services at Gatwick, 
with BA adding three services per week to Orlando and Zoom UK adding two per 
week each to San Diego and Fort Lauderdale. 

4.38 On the assumption that charter services and services to leisure destinations 
(Orlando, Tampa, Las Vegas, Miami) will remain at Gatwick, it is possible to 
formulate a high and low case for the net effect of Open Skies in terms of 
transatlantic capacity lost.  Table 4-3 summarises these effects. 

                                                 
30 They agreed on forecasts for the first two years of Q5 and the difference between their forecasts over the 
whole Q5 period was only 0.5 per cent. 
31 BAA/Q5/600 page 74 
32 Calculated by combining the 0.5 million reduction from the 2007 CIP and the further 1.1 million reduction from 
the November 2007 amended forecasts. 
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Table 4-3 Open skies effect on Gatwick 

  High case (000) Low case (000) 

  Movements  Passengers  Movements  Passengers  

Services already announced and leisure services    

  -3.7 -563 -3.7 -563 

Other services      

Carrier Route     

Delta JFK -1.0 -156 0 0 

Delta Others 0 0 0 0 

Northwest Minneapolis  -0.7 -176 0 0 

US All 0 -75 0 0 

BA Atlanta 0 0 0 0 

Total Effect -5.5 -970 -3.7 -563 
Source: CAA 
Lost passengers are calculated on the assumption that current load factors for the routes are maintained 
High case assumptions:  

• Delta moves JFK service to Heathrow, but maintains others at Gatwick 
• Northwest cancels Minneapolis service 
• US retains all services but reduced aircraft size 
• BA retains Atlanta service 

4.39 The high case demonstrates a reduction in passengers on transatlantic services 
less than 10 per cent greater than the 0.9 million that BAA has proposed33.  
However the reduction in movements is around 30 per cent greater than BAA’s 
assumption, supporting the airlines view that the implied average passengers per 
movement for displaced transatlantic services has been overestimated by BAA. 

Gatwick charter consolidation 

4.40 BAA has assumed that charter consolidation will result in a reduction of 1 million 
passengers and 3,800 movements in 2008/09 over and above that assumed in July 
200734.  BAA also assumes that some of the charter services that remain at 
Gatwick will operate with smaller aircraft in 2008/09, which explains why it assumes 
over 260 passengers lost for every movement lost. 

4.41 Recent public statements from TUI and Thomas Cook35 show reductions in 
capacity, although they are mainly in short haul services and the companies do not 
specify the extent to which Gatwick services are affected.  Gatwick airlines in their 
response to the CAA’s proposals (cf Gatwick LACC and AOC) have suggested that 
there is no evidence of charter carriers cutting their Gatwick services, but rather 
cuts are concentrated in the regions.   

4.42 However, in confidential evidence detailing its conversations with airlines, BAA 
claims that the bulk of reductions in charter capacity at Gatwick will be by the 
independent operators.  CAA estimates based on this evidence suggest that these 

                                                 
33 BAA/Q5/600, Annex B2. 
34 BAA/Q5/600, Annex B2.  
35 Investor day & interim management statement, TUI travel plc, 29 January 2008 and Annual results 
presentation, Thomas Cook group plc, 30 January 2008. 
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changes could lead to a total fall of 0.75 million passengers and 4,180 movements 
in 2008/09 compared to 2007/08.   

Gatwick backfill  

4.43 Gatwick currently operates at close to its runway capacity through much of the day, 
so it is reasonable to assume that many slots vacated by transatlantic or charter 
flights will be used by other services.  Although there have been new long haul and 
short haul services operated from Gatwick in recent years, there was agreement 
between the parties that the majority of backfilled slots will be used by short haul 
scheduled international services.  However, there was some disagreement between 
BAA and the airlines on the average number of passengers per movement for 
backfill services at Gatwick.  BAA’s analysis36 assumes 115 passengers per ATM, 
whereas the airlines (Gatwick LACC and AOC) suggested a figure of 126 
passengers per ATM was more likely. 

4.44 In addition, a number of the airlines (easyJet, Gatwick LACC and AOC) claimed 
that the slots freed up by transatlantic and charter services at Gatwick will mainly 
be used by short haul aircraft based at the airport, which will fly two or more 
rotations a day.  The implication is that there will be a net increase in passengers 
as the single daily rotation of a larger aircraft is replaced by multiple daily rotations 
of a smaller one.  However, ACL scheduling reports for previous years indicate that 
it would be difficult to find free slots at other parts of the day to provide for these 
extra rotations, suggesting that the extra slots required would probably displace an 
existing service.  Therefore, it seems unlikely that many extra flights would be 
operated at Gatwick simply due to long haul services being replaced by short haul 
services. 

4.45 Also, it is not necessary for aircraft using slots vacated by charter or transatlantic 
services to fly multiple rotations at Gatwick.  A Gatwick-based aircraft could operate 
a single rotation to a short haul point and, between the outbound and return flight, 
operate one or more rotations to a third airport.  Alternatively, an aircraft based at 
another airport could operate a single rotation into Gatwick and still be fully utilised 
on other routes for the remainder of the day.  The particular slots vacated by a 
transatlantic service would not be suitable for these operations, but any airline 
wishing to use such slots for a short haul service would probably need to exchange 
them in order to obtain suitable take-off and landing times.   

4.46 Given the relatively constrained nature of the Gatwick runway in peak weeks, 
CAA’s forecasts assume that every slot vacated by a transatlantic service is used 
for a replacement service, but no previously unused slots are utilised (i.e. the 
number of annual air transport movements lost is exactly matched by the number of 
backfill movements).  For charter services there is the possibility that some slots 
may be unused, since they fall outside the main operating day.  Analysis of the 
historic slot times used by those independent charter airlines BAA expects to 

                                                 
36 BAA/Q5/600, page 76 
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reduce their presence at Gatwick suggests that the unused slots could be between 
0 per cent and 25 per cent of the total37. 

Net effect on Gatwick forecast 

4.47 To determine the likely effect on the Gatwick forecast of Open Skies and charter 
consolidation, high and low scenarios have been created from the analyses above.  
In the high scenario, more US services are assumed to be moved from Gatwick, 
only 75 per cent of the charter services lost are assumed to be backfilled and the 
backfill services have 115 passengers per ATM, as suggested by BAA.  In the low 
scenario, no further US services are assumed to move than have already been 
announced, all of the charter slots are assumed to be backfilled and the backfill 
services have 126 passengers per ATM, as suggested by the airlines.  The results 
are shown in Table 4-4. 

Table 4-4 High and low scenarios for Open Skies and charter consolidation 

 Passengers (million) Movements (thousands) 

High case   

  Open Skies (high case) -0.97 -5.5 

  Charter consolidation (75% backfill) -0.76 -4.2 

  Backfill (115 p/ATM) +0.99 +8.6 

High case net effect -0.74 -1.0 

Low case   

  Open Skies (low case) -0.56 -3.7 

  Charter consolidation (100% backfill) -0.76 -4.2 

  Backfill (126 p/ATM) +1.00 +7.9 

Low case net effect -0.33 0.0 
Source: CAA 

4.48 These cases should be taken as the minimum and maximum effects that can be 
expected on Gatwick’s forecast.  The 0.5 million effect for 2008/09 assumed by 
BAA in its April 2007 CIP falls between these high and low cases, whereas the 1.6 
million passenger decrease implied by BAA’s latest forecasts falls outside the high 
case.  Therefore, the CAA’s analysis does not justify BAA’s November 2007 
reduction in its passenger forecasts. 

4.49 However, BAA’s 2007 CIP forecast also assumed 2007/08 traffic figures of 35.6 
million passengers, whereas the year to January 2008 saw only 35.2 million.  CAA 
estimates for the remainder of 2007/08 suggest a total of 35.3 million passengers, 
which would suggest that the BAA CIP (and therefore constructive engagement) 
forecast needs to be reduced by around 0.3 million passengers per year in the early 
years. 

                                                 
37 In a sample month, roughly 12 per cent of these services took off or landed between midnight and 5am. 
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Conclusions 

4.50 On the basis of the discussion above, the CAA concludes that, for the purposes of 
this price control, the projections for Heathrow’s passenger numbers in 2008/09 
should reflect the latest traffic levels, the likely growth in seat capacity offered at the 
airport, and a small increase in load factors, leading the CAA to increase its 
forecast of November 2007 for 2008/09 and 2009/10.  For the later years of Q5, the 
CAA concludes that its November 2007 forecasts are still appropriate, but no longer 
rounding them to the nearest 0.5 million passengers results in small increases for 
2011/12 and 2012/13.  

4.51 At Gatwick, the CAA concludes that there is insufficient evidence to accept BAA’s 
revised forecasts, and merely amends its November 2007 forecasts downward 
slightly to reflect the likely traffic volume in the base year 2007/08.  Table 4-5, 
Figure 4-5 and Figure 4-Figure 4-6 below, therefore, contain the forecasts that CAA 
will use in setting the Heathrow and Gatwick price controls for Q5. 

Table 4-5 CAA forecast passenger numbers 

Millions of passengers per annum  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 

Heathrow 70.4 72.5 74.5 76.2 78.2 371.8 
Gatwick 35.9 36.4 36.8 37.2 37.7 184.0 

Source: CAA 

 

Figure 4-5 Heathrow passenger traffic and CAA forecast, 12 month rolling average  

Source: CAA airport statistics 
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Figure 4-6 Gatwick passenger traffic and CAA forecast, 12 month rolling average 

Source: CAA airport statistics 
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5. Operating expenditure 

Introduction 

5.1 This chapter summarises the CAA’s November 2007 proposals with respect to 
operating expenditure at Heathrow and Gatwick. It records the consultation 
responses on this topic, and then sets out the CAA’s assessment in light of these 
responses. The chapter concludes with the CAA’s proposals for operating 
expenditure at each airport which are incorporated in the CAA’s financial modelling 
on which its price control decisions are based.  

CAA’s November 2007 proposals 

5.2 In general terms, the CAA supported the operating cost projections made by the 
Commission but proposed moderating the Commission’s projections in the 
following areas: 

• passenger growth – the CAA based its projections of operating costs at 
Heathrow on the CAA’s updated traffic forecasts; 

• pensions – the CAA based its allowance for pensions at both airports on a 
25 per cent contribution rate, to reflect the airports’ actual cash contributions, 
rather than 20 per cent as proposed by the Commission; 

• T5 costs – the CAA made a downward adjustment at Heathrow to reflect 
lower T5 costs; and 

• the CAA also included an estimate of the costs of aerodrome navigation 
services at both airports.  

5.3 The CAA’s November 2007 operating cost projections for Heathrow and Gatwick 
are set out in Table 5-1 below. 

Table 5-1 CAA November 2007 projections of operating expenditure at Heathrow and Gatwick 

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

Heathrow 817 817 821 826 833 4,115 
Gatwick 256 255 256 258 258 1,282 

Source: CAA calculations  
Note: subject to rounding differences 
 

5.4 The CAA’s November 2007 proposals also noted that BAA had made a number of 
late submissions to the CAA identifying additional operating costs that it expected 
to incur during Q5 and that it considered should be included in calculating price 
caps. These additional costs mainly comprised incremental security costs but also 
included a number of other operating cost items. As BAA’s submissions were 
received shortly before the CAA published its November proposals, they were not 
included in the modelling of price caps at that time. However, the CAA set out the 
costs involved and confirmed that it would consider these issues further before 
setting the final level of operating costs to be included in price caps. 
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Summary of consultation responses 

5.5 The majority of the responses focussed on BAA’s late opex submissions. Airlines 
were particularly concerned with the scale of BAA’s proposed increases at such a 
late stage in the process. Airlines were also critical of the process that BAA had 
followed and of the lack of discussion through constructive engagement. Airlines 
also argued that the efficiency factor should be increased from 1.5 per cent per 
annum and expressed concern that the CAA had departed from the Commission’s 
recommendations on the treatment of pensions. In relation to security costs, BAA 
and a number of airlines made detailed submissions setting out their views on how 
the new security requirements should be reflected in operating costs. These 
responses are considered in the assessment of security costs set out below. 

BAA 

5.6 BAA welcomed the CAA’s policy on Q5 pension contributions but noted that it 
continued to disagree with the CAA’s proposals over the Q3 pensions holiday. BAA 
also noted that there had been significant increases in its projections of energy 
costs, and its projections for noise compensation at Heathrow, but that it had not 
included these higher projections in its latest forecast of operating costs. 

British Airways 

5.7 BA stated that it was very concerned about the lack of transparency to airlines of 
BAA’s operating costs as they were not considered as part of constructive 
engagement; and the repeated late submissions by BAA made effective scrutiny 
extremely difficult. BA also considered that it was not credible for such large 
increases in operating costs to emerge so late in the process (just prior to 
publication of the CC report in September 2007 and subsequently just prior to 
publication of the CAA’s proposals in November 2007). BA made a number of 
detailed comments on individual operating cost items and set out its views on the 
scope for additional opex savings.  

bmi 

5.8 bmi noted that it was targeting operating cost per passenger reductions of ten per 
cent in the current year and considered that the CAA should apply similar 
challenges to BAA. bmi argued that the CAA’s approach to pensions would not 
incentivise BAA to manage its scheme more cost effectively and would result in 
users paying for a pension scheme which bmi described as overly generous. 

easyJet 

5.9 easyJet considered that the CAA should take a more aggressive approach to 
operating cost efficiency than it did in November 2007. easyJet also argued that 
BAA’s late submissions on operating costs were unjustified and should be 
disallowed. easyJet expressed disappointment with the CAA’s approach to 
pensions. 
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Virgin Atlantic 

5.10 Virgin Atlantic criticised the CAA’s approach to establishing operating cost 
projections and considered that the approach failed to reach an objective view of 
the expenditure that a competent and well managed company would need during 
Q5. Virgin reiterated its concerns with the CAA’s 1.5 per cent per annum efficiency 
factor and argued that the evidence available indicated that there was significant 
scope for greater cost efficiency than that assumed by the CAA.  Virgin expressed 
concern with the CAA’s approach to pensions, which it felt would lead to airport 
users underwriting a more generous BAA pension programme than they could 
afford for their own staff. 

Heathrow AOC 

5.11 Heathrow AOC commented that BAA had potential for significant cost reductions, 
particularly when compared with the efficiencies that airlines had implemented. 
Heathrow AOC argued that the CAA should establish an operating cost efficiency 
target that would take account of the savings opportunities already highlighted by 
the AOC and cited outsourcing of security as an example. 

Gatwick AOC 

5.12 Gatwick AOC expressed concern that following two years of constructive 
engagement the CAA would be considering last minute BAA proposals significantly 
to increase operating cost allowances. 

IATA  

5.13 IATA welcomed the CAA’s proposal to increase the cost efficiency target for 
operating expenditure to 1.5 per cent per annum, but commented that this support 
was against the background of BAA’s operating costs having significantly increased 
since the CAA’s initial proposals of March 2007.  IATA expressed concern that the 
CAA’s November 2007 operating expenditure projections had increased since the 
March 2007 proposals and that these could be subject to further increases.  IATA 
said that it was disappointed that the CAA did not intend to apply the Competition 
Commission’s recommendation to cap the pension costs allowed in price caps at a 
contribution rate of 20 per cent. 

BATA 

5.14 BATA was disappointed that the opex efficiency improvements in the proposals 
were unchallenging. 

CAA assessment 

5.15 The CAA has not seen any new evidence or argument for changing the overall 1.5 
per cent efficiency factor proposed by the Commission and adopted by the CAA in 
its November 2007 proposals. Likewise, a number of airlines and their 
representatives expressed disappointment with the CAA’s treatment of pension 
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costs. However, the responses to the consultation did not set out any additional 
evidence that would lead the CAA to arrive at a different conclusion. The following 
assessment, therefore, focuses on the treatment of security costs and the other 
elements of the operating cost base that the CAA committed to considering further 
before setting the final level of the price caps.  

Security costs 

5.16 The CAA’s November 2007 proposals confirmed that BAA and airlines had agreed 
to extend the scope of the service quality regime (SQR) to include measures for 
transfer security queuing, staff queuing and control post queuing. It was also 
agreed that the SQR should apply to queue lengths for the whole of the operational 
day at each airport rather than only at peak periods as under the current 
arrangements.  

5.17 In light of these proposed changes, BAA made a number of submissions to the 
CAA setting out its estimates of the additional costs associated with extending the 
scope of the SQR and some additional costs associated with new security 
requirements that had been introduced by the Government. As BAA’s submissions 
were received shortly before the CAA published its November proposals, it did not 
have time to consider them in detail nor to discuss them with airlines. For that 
reason, the CAA adopted the Commission’s projections of security costs in the 
modelling for the November document and confirmed that it would carry out a 
detailed assessment of BAA’s latest projections before setting the final level of price 
caps. The security cost projections assumed by the CAA in the November 2007 
proposals are set out in Table 5-2 below.  

Table 5-2 CAA’s November 2007 projections of security costs (including pension costs) 

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

Heathrow security costs 111 110 108 107 106 542 
Gatwick security costs 45 44 43 43 42 217 

Source: CAA calculations  

5.18 BAA’s July 2007 projections of security costs (upon which the CAA’s November 
2007 projections were based) and the increases that it proposed in November 2007 
for each airport are set out in Table 5-3 and Table 5-4 below.  

Table 5-3 BAA’s projections of additional security costs at Heathrow 38  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

BAA July 2007 projection  118 118 119 121 123 600 
Central search & transfer costs 22 22 22 22 23 111 
Airline relocations  6 - - - - 6 
T2 4 - - - - 4 

BAA November 2007 opex total 150 140 141 143 145 720 
Lost retail income 4 4 4 4 4 21 

BAA November 2007 net total 154 144 145 147 149 740 

                                                 
38 In the CAA’s November 2007 document, BAA’s projections of one-off security costs in 2008/09 in relation to 
airline relocations and T2 were included within the total amounts in Table 6-11. 
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Source: BAA 
Note: subject to rounding differences 

5.19 At Heathrow, the majority of BAA’s proposed increases related to additional 
security staff for central search and transfer search to meet the new SQR 
requirements, as well as some lost retail revenue. In addition, BAA stated that it 
expected to incur some one-off security costs in 2008/09 as a result of airline 
relocations and the decision to keep T2 open until March 2009 (rather than October 
2008 as previously assumed). In a further submission to the CAA in December 
2007, BAA subsequently reduced its forecasts of security costs at Heathrow by 
£3.3 million per annum to reflect additional productivity savings that it had built into 
its projections.  

Table 5-4 BAA’s projections of additional security costs at Gatwick 

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 
BAA July 2007 projection  47.3 47.7 47.8 47.7 47.6 238 

New standard for central search  3.5 3.0 3.0 3.0 3.0 15.5 
Transfer and staff search 3.8 3.9 3.8 3.8 3.8 19.1 
Goods screening 2.8 2.8 2.8 2.8 2.8 14.0 
Increased compliance  8.3 10.0 9.3 8.7 8.2 44.5 
Costs of more than one bag:       
    Staff and other costs  19.7 18.4 18.2 18.1 17.9 92 
    Retail – one off costs  5.3 - - - - 5 
    Passenger communications  0.4 0.3 0.3 0.3 0.3 2 

BAA Nov 2007 security opex  91.1 86.1 85.2 84.4 83.6 430.4 
Retail impact – new standards  1.4 0.9 0.9 0.9 0.9 5 
Retail impact – more than one bag 6.4 5.5 5.5 5.5 5.5 28 
BAA Nov 2007 net security impact 98.9 92.5 91.6 90.8 90.0 463.8 

Source: BAA 
Note: subject to rounding differences 

5.20 At Gatwick, BAA’s projected increases arose from a combination of additional staff 
costs required to meet the new queuing standards for central search, transfer and 
staff search, additional costs of compliance with DfT and EU requirements, and 
some lost retail revenue. However, the most significant driver of the projected 
increase was BAA’s estimate of the costs associated with the DfT’s decision to lift 
the one-bag restriction on security from January 2008.  

5.21 Following its submission to the CAA in November 2007, BAA subsequently 
reassessed these costs in light of further analysis that it had undertaken on the 
impact of lifting the one bag restriction. The outcome of this analysis was that BAA 
reduced its projections of the aggregate increase in security costs by £9 million in 
2008/09 and between £6-7 million in the remaining years of Q5. BAA also reduced 
its projected impact on retail revenue by £3 million per annum. BAA’s revised 
projections are set out in Table 5-5 below.  
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Table 5-5 BAA’s revised projections of additional security costs at Gatwick 

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

BAA Nov 2007 opex projection  91.1 86.1 85.2 84.4 83.6 430.4 
BAA opex reduction (8.7) (6.7) (6.6) (6.3) (6.2) (34.5) 

BAA Jan 2008 opex total 82.4 79.4 78.6 78.1 77.4 395.9 
BAA revised retail impact 5.1 3.4 3.4 3.4 3.4 18.7 

BAA Jan 2008 net impact 87.5 82.8 82.0 81.5 80.8 414.6 
Source: BAA 
Note: subject to rounding differences 

5.22 In light of BAA’s proposals, the CAA initiated a joint work programme with BAA and 
airlines to undertake a detailed scrutiny of BAA’s projections through constructive 
engagement. This involved BAA and airlines working closely together to understand 
the nature of the increases being proposed and the modelling assumptions made 
by BAA. As part of this assessment, British Airways, on behalf of the airline 
community, carried out its own modelling of security costs based on operational 
research simulation tools that it used to plan its own business requirements. 
However, no consensus view was reached, and both sides provided their own 
detailed submissions to the CAA setting out how the new security requirements 
should be reflected in operating costs. A summary of these submissions and the 
CAA’s assessment is set out below.  

Airlines’ views 

5.23 Heathrow airlines focussed their analysis on BAA’s proposed increases in 
November 2007 but also provided some comments on BAA’s July 2007 security 
cost projections. In particular, airlines noted that: 

• BAA’s July 2007 projections included costs associated with EU audits.  
Airlines considered these audits were carried out against European baseline 
standards rather than UK heightened standards and were, therefore, not 
strictly relevant; 

• there did not appear to have been a reduction in operational expenditure 
following the segregation of Pier 3 in Terminal 1; 

• changes to DfT security directions happened in many stages with varying 
ways of complying with the regulations; as a result airlines considered that it 
was difficult to reconcile BAA’s security cost projections against the changing 
standards.   

5.24 In relation to BAA’s modelling of the additional costs at Heathrow, airlines 
commented that a significant portion of the additional costs proposed by BAA were 
derived from what they considered to be excessive resilience, i.e. BAA's additional 
infrastructure / manpower requirements above the base requirement in order to 
cope with the day to day fluctuations in peak demand caused by the variation in 
when passengers report to security.  Heathrow airlines considered that their 
modelling demonstrated that BAA’s proposed level of resilience was over-specified. 
Other concerns raised by Heathrow airlines were that: 
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• the spreadsheet method used by BAA restricted the sophistication of the 
modelling and that their own analysis, based on simulation techniques, would 
allow a greater level of detail and include the capacity to assess the effect of 
variation in demand within the modelling; 

• BAA used only two different demand profiles, one each for transfer 
passengers and direct passengers. However, these were likely to vary 
significantly depending on the mix of long and short haul passengers which 
also vary by terminal; 

• the modelling had been conducted in order to meet the performance targets 
over a peak day. However, the measurement period proposed in the SQR 
regime was a month. As a number of days in a month would be significantly 
less busy than the peak day the modelling was likely to generate a higher 
resource requirement than actually required to meet the SQR target; 

• the ability to flex manpower using over-time, leave, training, etc, would 
enable manpower levels to be below peak; and 

• BAA had used high base assumptions in its modelling (100 per cent load 
factor and 80 per cent direct passenger split, 40 per cent transfer passenger 
split). This combined with BAA’s resilience methodology led to a significant 
over estimate of demand. 

5.25 Taking these concerns together airlines applied their own simulation modelling 
approach, using the same base assumptions as BAA, to determine what they 
considered to be an appropriate level of operating costs to meet the new security 
requirement. As a result, airlines considered that the removal of excessive 
modelling resilience would reduce costs by around £22 million per annum at 
Heathrow compared to BAA’s forecasts. 

5.26 At Gatwick, the airlines also focussed their analysis on the additional costs 
associated with central search. Gatwick airlines raised similar concerns with BAA’s 
approach to modelling as did Heathrow airlines, notably: that the spreadsheet 
approach restricted iterative modelling of scenarios; that BAA had overstated the 
impact of the variance between the profile of when it forecast passengers to 
present at search areas and the profile of passengers actually presenting; and that 
the level of resourcing was based on a peak day, whereas the measurement period 
proposed in the SQR regime was a month. In addition, Gatwick airlines also 
commented that: 

• Variances were not measured in the North Terminal but had been derived 
pro-rata from the South Terminal; 

• BAA had overstated the resourcing requirement of lifting the one bag 
restriction as a result of its high assumption on the number of bags that 
passengers would, on average, take through security; 
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• BAA had overstated passenger forecasts leading to a higher staffing 
requirement than would otherwise be necessary; and 

• BAA’s assumptions on other elements of security costs such as productive 
staff time, cost of contractors to manage the process landside, ongoing 
communication costs and training costs were unduly conservative. 

5.27 Taking these points together, Gatwick airlines considered that fewer additional 
search lanes would be required for central search than BAA had proposed and that, 
with other savings, this would lead to an annual operating cost reduction of at least 
£16 million compared to BAA’s proposal. Gatwick airlines also disputed BAA’s 
proposed impact on retail revenue and noted that they had not been able to 
examine in detail the other areas of security costs - transfers, staff search and 
control posts - but that they considered the limited analysis that they had seen 
suggested that BAA’s projections of these costs might also be overstated. 

BAA position 

5.28 In relation to Heathrow, BAA maintained that its approach to modelling was robust 
and made the following observations on the airlines’ modelling: 

• BAA was concerned that the output from the airlines’ modelling suggested 
that the new queuing standards could be achieved with fewer staff than 
currently man the operation to deliver the Q4 standard; 

• the airlines’ model had not included the full move sequence at Heathrow, to 
account for the relocation of airlines between terminals following the opening 
of T5; 

• the airlines’ results suggested a substantially lower peak demand than BAA 
modelling predicted, although BAA believed its result to be consistent with, 
and had been checked against, the operational constraints currently 
experienced at the airport; 

• BAA was concerned that the airlines’ modelling did not properly take account 
of ‘outliers’ - those occasions where the actual passenger presentation 
profile differed from that assumed;  

• BAA argued that the simulation approach adopted by airlines did not seem to 
take into account the fact that changes in passenger presentation tended to 
be clumped rather than individual (e.g. a road delay caused a wave effect, 
rather than just changing one passenger’s arrival time); 

• BAA suggested that the airlines’ argument that overtime and other flexibilities 
would allow savings to be made on staff costs was misleading, as the 
analysis was conducted in terms of full time equivalent staff. 

5.29 In relation to Gatwick, BAA argued that because the airlines’ model applied only 95 
per cent of the total variance and then sought to meet the 5 minute standard on 95 
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per cent of occasions this produced a 90 per cent / 5 minute service standard rather 
than the required 95 per cent / 5 minute standard.   

5.30 BAA also commented that the airlines’ model looked at each month, and the 
number of occasions that the service level was not met across the total month. BAA 
considered that this would lead to variable service levels, as there would be days 
when the agreed service level was not met and passengers would experience long 
queues. BAA concluded that the airlines’ model failed properly to model true peak 
demand in each terminal, which drove the infrastructure need and therefore 
manning levels. 

CAA assessment 

5.31 The CAA has listened carefully to the arguments advanced by both sides in bi-
lateral and tri-lateral meetings to discuss these complex issues in some detail. In 
parallel, the CAA has undertaken its own detailed review of BAA’s analysis and 
modelling assumptions. Having weighed up the evidence available, the CAA 
considers that the extended scope of the SQR is likely to lead to BAA incurring 
additional costs as it introduces new processes for measuring and maintaining a 
queue standard for staff search and transfer search and applies queuing standards 
across the whole day rather than part of the day. Further resources would also be 
needed to maintain the new higher service standards with the restoration of the 
‘more than one hand baggage’ allowance39 at each airport. (This is a particular 
issue at Gatwick.) However, the CAA considers that in a number of areas BAA has 
been too cautious in its modelling assumptions.  

Heathrow 

5.32 In relation to the modelling of costs at Heathrow, the CAA is concerned that BAA’s 
methodology for calculating resilience may over-estimate the level of variance for a 
peak day. This is compounded by BAA’s use of high base assumptions in its 
demand profiling i.e. it has used a conservative assumption of a 100 per cent load 
factor and a split of 80 per cent and 40 per cent between direct and transferring 
passengers respectively40. Furthermore, the CAA notes that BAA’s projections of 
additional security staff costs include an allowance for pension ‘service costs’ in line 
with IAS accounting standards. However, for the reasons set out in its March 2007 
document41, the CAA considers that price caps should be set on the basis of cash 
rather than accounting costs. Taking these factors together, the CAA considers 
there are grounds for concluding that BAA has overstated the likely impact of the 
new queuing standards. 

                                                 
39 Subject to individual airlines’ own policies and practice towards their own passengers. 
40 The rationale for this is that the airport needs to roster all its security channels some days in advance and will 
not actually know until very much nearer the actual day what would be the likely proportion of passengers which 
are travelling direct or transferring. 80 per cent and 40 per cent were selected as reasonable upper bounds for 
the proportions of direct and transferring passengers respectively, based on observed passenger variability 
between these two categories. 
41 Price control review – CAA recommendations to the Competition Commission for Heathrow and Gatwick 
Airports, March 2007 
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5.33 With regard to the impact of the DfT’s approval, from early January 2008, for the 
return to more than one item of hand baggage, subject to individual airlines’ own 
policies, the CAA understands that there were a number of other changes 
introduced at the same time, notably allowing passengers to keep laptop computers 
within hand baggage at the X-ray screening. The net effect of these modifications to 
the application of DfT directions was that there was no material change to the 
number of images per passenger processed by the security X-ray machines, and 
hence no material impact on security costs. 

5.34 The CAA considers, therefore, that it would be appropriate to assume a smaller 
increase in the base level of costs than that proposed by BAA. In considering the 
scale of the reduction, it has been necessary for the CAA to apply a considerable 
degree of regulatory judgement as the evidence provided through the detailed 
analysis undertaken by BAA, airlines and the CAA does not point towards a single 
definitive adjustment. In applying judgement, the CAA has taken into account BAA’s 
conservative approach to modelling, which is likely to overstate the resourcing 
requirement. However, the CAA also considers that the airlines’ proposals may be 
considered aggressive, noting in particular that the output from the airlines’ 
modelling suggests that the new queuing standards could be achieved with fewer 
staff than currently man the operation to deliver the Q4 standard. In addition, the 
CAA notes that airlines have applied a one-off efficiency assumption of five per cent 
to the base level of costs but have not adequately substantiated the basis for this 
adjustment. The CAA also notes that this magnitude of reduction would not be 
borne out by the analysis provided to the CAA by its consultants Booz Allen 
Hamilton42. 

5.35 Having weighed up all of the evidence and the competing views put forward by both 
sides, the CAA considers that it would be appropriate to increase the 2008/09 base 
level of costs by £12 million, rather than £22 million as proposed by BAA. However, 
the CAA has made allowance for the one-off costs in the first year of Q5 to deal 
with the latest estimates of the costs incurred as a result of revised airline relocation 
plans and extended operation of T2 (through to March 2009). In order to maintain 
consistency with the approach adopted by the Commission and endorsed by the 
CAA in November 2007, the CAA has applied a 1.5 per cent annual efficiency 
factor to these costs.  

5.36 For the reasons set out in chapter 7 on commercial revenues, the CAA considers 
that no change should be made to its November 2007 projections of retail revenue 
per passenger and to the total of other commercial revenues. Therefore, the CAA 
has not included an allowance for BAA’s projections of lost retail revenue. The 
CAA’s revised security cost projections for Heathrow are set out in Table 5-6 below. 

                                                 
42 Supporting Paper III – Airport efficiency assessment – summary and overview, Booz Allen Hamilton, 
December 2006  
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Table 5-6 CAA projection of security costs at Heathrow  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

CAA increase to base costs  12 - - - -  
Revised base less efficiency (1.5%) 12 12 11 11 11 57 
Plus one off costs       
        Airline relocations  6 - - - - 6 
        T2 4 - - - - 4 
CAA net increase to security costs 22 12 11 11 11 67 
CAA November 2007 projections  111 110 108 107 106 542 
CAA revised projections 133 121 120 118 117 609 

Source: CAA calculations  
Note: subject to rounding differences 

Gatwick 

5.37 At Gatwick, the CAA is concerned that a combination of conservative assumptions 
in BAA’s modelling of central search costs may have the cumulative impact of 
overstating the level of resourcing required to meet the new SQR standards. In 
particular, the CAA notes that: 

• BAA’s projections of the additional security staff costs include an allowance 
for pension ‘service costs’ in line with IAS accounting standards; 

• BAA’s modelling approach is based on rounding up the number of security 
lanes it requires at any given time to achieve a positive integer e.g. if the 
model suggests that 4.5 lanes are required, BAA rounds this up to 5 lanes. 
The CAA considers that, while in modelling terms this assumption may be 
valid, in practical terms this approach is likely, over time, to lead to an 
overstatement of the level of resources required; and 

• BAA’s approach to calculating the level of variance is conservative since it is 
based on actual data for all hours over a four-month period. BAA’s sample 
includes periods at the beginning and end of the day when there tend to be 
few passengers presenting at security, and this can lead to a particularly high 
forecast error as the absolute numbers are small.  

5.38 In addition, the CAA notes that Gatwick has a varied mix of passengers and that 
the airlines at Gatwick operate a variety of different business models which lead 
some to favour a regime which permits more than one piece of hand baggage per 
passenger while others wish to restrict hand luggage to one item per passenger 
and levy a charge for items of hold luggage. The CAA considers that despite these 
variations there should be, in line with DfT policy, one standard which applies at 
Gatwick. The CAA has, therefore, based its analysis of security costs on the 
assumption that the one bag restriction will be lifted at Gatwick from the start of Q5. 

5.39 In light of the above considerations, the CAA considers that there are grounds to 
reduce BAA’s projection of the incremental base level of security costs in 2008/09. 
In applying judgement in this area, the CAA has been mindful that BAA must be 
adequately remunerated for providing the security requirements mandated by the 
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Government and to achieve the new queuing standards agreed through 
constructive engagement. However, the CAA considers that the projections that 
BAA has put forward are based on conservative modelling assumptions and in 
some areas (e.g. increased costs of control posts and patrolling) BAA has not 
provided compelling evidence to support its projections.  

5.40 However, the CAA also notes some potential shortcomings in the assumptions that 
airlines have made in their projections. For example, airlines have proposed lower 
wage costs but have not provided substantive evidence to support these 
reductions. In addition, airlines have assumed that BAA will not incur any additional 
costs associated with vehicle searching. However, the CAA notes that this 
requirement has been introduced by Government and that BAA has already put in 
place contracts to discharge this requirement. 

5.41 Having weighed up all of the evidence put forward by airlines and BAA and taking 
account of its own detailed analysis of these issues, the CAA considers that it 
would be appropriate to increase the 2008/09 base level of costs at Gatwick by £24 
million, rather than £32 million proposed by BAA.  

5.42 In addition to reducing the costs sought by BAA, the CAA considers that there are 
grounds for subjecting the remaining increases in costs at Gatwick to a higher 
efficiency factor over Q5 than the 1.5 per cent per annum applied to the base level 
of costs in November 2007, to reflect the potential for efficiencies (for example, in 
rostering) once the larger labour force has bedded in. The CAA therefore considers 
that it would be appropriate to apply an efficiency factor of 3 per cent per annum to 
the incremental costs over and above those allowed in its November 2007 
proposals.   

5.43 As explained above and discussed further in chapter 7, the CAA has not included 
an allowance for BAA’s projections of lost retail revenue. Details of the CAA’s 
revised projections of security costs at Gatwick are set out in Table 5-7 below. 

Table 5-7 CAA revised projection of security costs at Gatwick  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

CAA increase to base costs  24 - - - - - 
Revised base less efficiency (3%) 24 23 22 22 21 111 

CAA November 2007 projections 45 44 43 43 42 217 
CAA revised projections 68 67 66 64 63 328 

Source: CAA calculations  
Note: subject to rounding differences 

Additional security costs for Q4 

5.44 The November 2007 proposals included an allowance of £13.6 million at Heathrow 
and £15.6 million at Gatwick for additional security costs incurred by BAA in the 
final two years of Q4. The CAA noted, however, that it would continue to scrutinise 
these costs, consulting the Department for Transport (DfT) in order to be satisfied 
that the costs were reasonably incurred in complying with new Government security 
requirements. Following further discussions with DfT and with BAA, the CAA is 
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satisfied that the costs were reasonably incurred and has, therefore, made no 
change to the Q4 security allowance that was included in the November proposals. 

Security costs - conclusions 

5.45 The significant changes that have been introduced to security measures at 
Heathrow and Gatwick through the agreement to extend the queuing measures in 
the service quality regime and from changing requirements set by Government 
created a considerable level of uncertainty around the appropriate level of cost that 
should be included in price caps. The CAA considers that it is unfortunate that BAA 
was not able to identify more of its proposed security cost increases for Gatwick 
earlier in the process, as it had done at Heathrow, although the CAA does 
acknowledge that some of the factors driving the cost increases were not entirely 
within BAA’s control.  

5.46 The CAA considers that the detailed programme of work that was established 
following publication of the November 2007 document provided ample opportunity 
for interested parties to raise concerns with the CAA and for airlines to understand 
better BAA’s assumptions on modelling and vice versa. In establishing the 
projections set out above, the CAA considers that it has taken into account all of the 
evidence and views put forward by airlines and by BAA and has undertaken 
considerable analysis of its own to inform its assessment. Looking forward to the 
Q6 price control review, given the increased salience of security costs in overall 
airport operating expenditure, the CAA would seek to understand BAA’s actual 
performance on security costs during Q5 compared to the assumptions made at the 
time of setting price caps, in order to inform the analysis and consultation leading to 
the Q6 price caps. The CAA will scrutinise carefully any claim within Q5 for 
additional security costs, arising from changes in DfT security directions, to be 
reflected in an upward adjustment to airport charge caps. 

Other operating cost items 

BAA’s submission on other operating costs  

5.47 In addition to its submissions on security costs, BAA also identified a number of 
other operating costs that it expected to incur during Q5 and that it considered 
should be included in price caps. Details of BAA’s projections over Q5 were set out 
in the CAA’s November 2007 document and are reproduced in Table 5-8 and Table 
5-9 below.  
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Table 5-8 BAA’s projections of additional opex at Heathrow43  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

Additional Fix the Basics costs  3 3 3 3 3 15 
VIP suites no longer funded by FCO44 3 3 3 3 4 16 
Remote goods screening 6 8 8 7 7 36 
Police costs  4 4 4 5 5 22 
Airline relocations (excluding security) 26 - - - - 26 
Severance and relocation 39 6 - - - 45 
Additional T2 costs (excluding security) 5 - - - - 5 
Total 86 24 18 18 19 165 

Source: BAA 
Note: subject to rounding differences 

Table 5-9 BAA’s projections of additional opex at Gatwick  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 
Additional Fix the Basics costs  5 3 3 4 3 18 
Airline relocation costs  2 - - 3 - 5 
Severance and relocation costs  17 1 - - - 18 

Total 24 4 3 7 3 41 
Source: BAA 
Note: subject to rounding differences 

5.48 In considering whether it would be appropriate to include these costs in price caps, 
the CAA has reviewed BAA’s submission in detail with a view to determining 
whether: 

• allowance has already been made in the CAA’s opex baseline (to avoid 
double counting); 

• the expenditure arises as a result of exogenous factors that may not be 
wholly within BAA’s control; and 

• BAA has provided sufficient evidence that it has sought to incur these costs 
in an efficient manner. 

5.49 Against that background, the CAA considers that in relation to remote goods 
screening, VIP suites, and police costs, it is clear that these costs have arisen as a 
result of changes introduced by the DfT, the Foreign & Commonwealth Office and 
the Metropolitan Police Service respectively, and that the CAA has not previously 
made allowance for these costs in its baseline. In addition, BAA has provided 
evidence that it has taken steps to ensure that it incurs the associated expenditure 
in an efficient manner. Likewise, the decision to keep T2 open has been driven by 
the revised sequence of airline moves, which has been agreed jointly with 
Heathrow airlines. On that basis, the CAA has made provision for each of these 
costs in the price caps.  

                                                 
43 As discussed in footnote 38 above, the projections of airline relocation and T2 costs in Table 6-11 of the 
CAA’s November 2007 document included an element of security costs. As security costs have been dealt with 
separately in this document, 
Table 5-8 above shows BAA’s projection of these costs net of security. 
44 The figures in the table for VIP suites are a combination of BAA’s projections of additional operating costs and 
lost retail revenue as a result of the FCO’s decision to stop funding VIP suites.  
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5.50 However, in relation to additional ‘fix the basics’, airline relocations and severance 
and relocation costs, the CAA considers that the case for including these in price 
caps is less compelling. In particular, the CAA notes that it has already made a 
significant allowance at Heathrow and Gatwick for costs associated with ‘fix the 
basics’ and that BAA has not provided persuasive evidence that this allowance 
should be increased further. In relation to the airline relocation costs, as discussed 
above, the CAA has made allowance for the security element of these costs. 
However, following further review of the other components of this item, the CAA 
notes that £12 million relates to lost retail revenue, which the CAA considers should 
not be included in price caps. The majority of the other costs relate to a 
combination of additional staff costs, maintenance costs, general expenses and a 
degree of contingency. The CAA considers that it is not clear whether these costs 
are incremental to the opex baseline nor whether BAA’s projections are based on 
an efficient level of costs. On those grounds, the CAA concludes that it would not 
be appropriate to include these costs in price caps. 

5.51 In relation to severance and relocation costs, the CAA considers that the 1.5 per 
cent efficiency factor that it has applied to operating costs already acknowledges 
that certain of the measures identified to improve long-term efficiency are likely to 
entail one-off costs. On that basis, the CAA considers that it would not be 
appropriate to make a further allowance for these costs.  

ANS costs  

5.52 The November 2007 proposals document noted that, in light of the Government’s 
decision to end direct charging at Heathrow and Gatwick from 1 April 2008, BAA 
will in future pay for aerodrome navigation services (ANS) through airport charges 
rather than airlines paying NATS directly. At the time of the November document, 
commercial negotiations between BAA and NATS were ongoing. For that reason, 
the CAA adopted forecasts of £50 million per annum at Heathrow and £16 million 
per annum at Gatwick and confirmed that it would consider this issue further before 
reaching final conclusions on price caps. 

5.53 The CAA has subsequently met BAA to consider in detail its approach to 
negotiating ANS costs with NATS. Through that process, BAA has provided more 
transparency to the CAA on its approach to achieving value for money and 
providing appropriate service incentives in the contract with NATS. On that basis, 
the CAA proposes to make no further adjustment to the allowance for ANS services 
and the price caps will, therefore, be based on the forecasts of ANS costs used in 
the November 2007 proposals.  

Central costs 

5.54 In its July 2007 submission to the Commission, BAA included increased inter-
company charges at Heathrow and Gatwick to reflect its change in accounting 
policy through which the corporate office costs would, in future, be allocated to 
business units. Under BAA’s previous policy, certain costs (e.g. the Board, 
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Company Secretary etc) were retained in corporate office and, since unallocated, 
were financed by BAA plc and not the airports.  

5.55 In its report to the CAA, the Commission included an allowance for BAA’s 
projections of these costs but noted that it had not undertaken any independent 
verification and considered that the CAA should carry out a detailed scrutiny of 
these costs before they were allowed in the price determination. At the time of the 
November document BAA had not provided a sufficient breakdown of these costs 
for the CAA to validate BAA’s projections. However, the CAA noted that it would 
consider this issue further prior to making its final decision on price caps 

5.56 BAA has subsequently provided a breakdown of these costs, which the CAA has 
scrutinised. The CAA concludes that it would be appropriate to include the majority 
of these costs in price caps. However, the CAA noted that a portion of these costs 
relate to staff incentive schemes which are designed to align managers’ financial 
interests more closely with those of shareholders. The CAA considers that the cost 
of management incentive schemes should be borne by shareholders rather than 
airport users. On that basis, the CAA has disallowed these costs from the price 
caps by reducing the opex allowance by £5 million per annum at Heathrow and by 
£2.3 million per annum at Gatwick. 

Summary of conclusions 

5.57 Since publishing its November 2007 proposals, the CAA has undertaken a 
significant amount of analysis of BAA’s late submissions on security and other 
operating costs, utilising where possible the views and analysis provided by 
airlines, in addition to significant further detailed information provided by BAA in 
response to CAA challenge of its cost projections. The assessment set out in this 
chapter has led the CAA to revise its projections of operating costs in a number of 
areas. Details of the CAA’s revised projections for Heathrow and Gatwick are set 
out in 

5.58 Table 5-10 and Table 5-11 below. 

Table 5-10 Updated CAA operating expenditure projections for Heathrow 

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

CAA November 2007  817 817 821 827 834 4,115 
Central costs  (5) (5) (5) (5) (5) (25) 
VIP suites  0.8 0.8 0.8 0.8 0.8 4 
Remote goods screening 6 8 8 8 8 36 
Police costs  4 4 4 5 5 22 
T2 5  - - - - 5 
Volume adjustment 0.6 0.8 - 0.3 0.3 2 
Additional security 22 12 11 11 11 67 

CAA opex projection 851 837 841 846 853 4,226 
Source: CAA calculations  
Note: subject to rounding differences 
Note: In relation to VIP suites, in addition to the opex allowance set out in this table, the CAA has also reduced its 
projection of other revenues by £2.5 million per annum to ensure that BAA is held neutral following the FCO’s 
decision to stop funding VIP suites. 
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5.59 The CAA’s revised operating cost projections for Heathrow are £112 million (3 per 
cent) higher over Q5 than the proposals set out in November 2007. 

Table 5-11 Updated CAA operating expenditure projections for Gatwick 

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 

CAA November 2007 256 255 256 258 258 1,282 
Central costs  (2.3) (2.3) (2.3) (2.3) (2.3) (12) 
Volume adjustment (0.4) (0.2) - (0.1) - (0.7) 
Additional security 24 23 22 22 21 111 

CAA opex projection 277 275 276 277 276 1,381 
Source: CAA calculations  
Note: subject to rounding differences 

5.60 The CAA’s revised operating cost projections for Gatwick are £99 million (8 per 
cent) higher over Q5 than the proposals set out in November 2007. 
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6. Non-regulated aeronautical revenues 

Introduction 

6.1 This chapter summarises the CAA’s November 2007 proposals with respect to non-
regulated aeronautical revenues at Heathrow and Gatwick. It records the 
consultation responses on this topic, and then sets out the CAA’s assessment in 
light of these responses. The chapter concludes with the CAA’s proposals for non-
regulated aeronautical revenues at each airport which are incorporated in its 
financial modelling on which its price control decisions are based. 

CAA’s November 2007 proposals 

6.2 The CAA welcomed the Commission’s endorsement of the principles which BAA 
had agreed with its airline users for setting non-regulated charges and consulting 
on changes to them during Q5. These were that charges and forecasts of such 
charges should be based on recovery of costs on a transparent basis, agreed with 
the airlines, and with annual consultation on changes in charges and explanation 
for any increases in them. The CAA considered that this has been a useful practical 
output from constructive engagement which should further embed airport-airline 
consultation during Q5, and which thus obviated the need for potentially less 
effective and more costly regulatory intervention. 

6.3 In light of this, the CAA proposed to adopt for its price control proposals the 
projections for non-regulated charges at each airport which were proposed by BAA 
and endorsed by the Competition Commission in its report. These are set out in 
Table 6-1 below. These projections are consistent with the principles of cost 
recovery for each of the non-regulated charges, as agreed with users during 
constructive engagement, and the CAA would thus not expect to see any material 
upward shift in these charges during Q5 resulting from any change by BAA in 
accounting or cost-recovery policy. 

Table 6-1 CAA projections of non-regulated charges at Heathrow and Gatwick 

£ million 2007/08 prices 2008/09 2009/10 2010/11 2011/12 2012/13 Total 
Heathrow  171 168 170 170 173 852 
Gatwick  35 35 35 36 36 178 

Source: CAA November 2007 proposals, Table 7-4 

6.4 The CAA did not support the Commission’s recommendation for the CAA to 
commission, jointly with BAA and the airlines, accountants assessment of BAA’s 
cost allocation policies and an annual audit of the application of these policies. The 
CAA did, though, encourage BAA to be pro-active during Q5 in securing the 
confidence of its airline users that BAA’s projections for non-regulated charges are 
soundly based on reasonable cost estimates and reasonable cost allocation 
policies. 
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Summary of consultation responses 

6.5 The main theme emerging from consultation was frustration expressed by a 
number of airlines and airline representatives at both airports about the relative lack 
of engagement from BAA in this area. Airlines cited outstanding information 
requests and questions unanswered, and noted that they had not agreed the 
forecasts of non-regulated charges, as had been the original objective of 
constructive engagement in this area. 

BAA 

6.6 BAA offered very little comment, aside from confirming that discussions on non-
regulated charges continue on a regular basis with airlines and other users, and 
that any increase in utility costs beyond that forecast would lead directly into an 
increase in the relevant specified charges. When pressed at the oral hearings, BAA 
was adamant that airlines had been provided with all necessary forecast 
information for Q5, and that the Q5 projections had been prepared on the basis of 
full cost recovery for each of the separate charges. On 31 January 2008, BAA 
provided CAA with further documentary evidence of material presented to airlines in 
the period 2006 to January 2008, and also represented the detailed forecasts for 
each of the specified and non-specified non-regulated charges. 

British Airways 

6.7 BA expressed disappointment that it had not been possible through constructive 
engagement for the airlines to agree BAA’s forecasts, which it attributed to a lack of 
transparency by BAA on the details of various costs projections. BA was also 
disappointed that the CAA proposed not to implement the Commission’s 
recommendation of an independent audit of BAA’s cost allocation, which underpins 
setting of these charges. Instead, BA urged the CAA to place a more onerous 
obligation on BAA to share information and costing assumptions. 

6.8 In particular, BA suggested that: 

• the CAA should build on BAA’s commitment to the CAA ‘to be pro-active 
during Q5 in securing the confidence of airline users that BAA’s projections 
are soundly based on reasonable cost estimates and reasonable cost 
allocation policies’, through establishing a six-monthly check of the level of 
confidence of airlines regarding BAA’s costs and allocation policies for non-
regulated charges; 

• the CAA should set up the independent cost allocation audit recommended 
by the CC to be established between the CAA, BAA and the Airline 
Operators Committee; 

• the CAA should reinforce its policy statement that, given agreement on cost-
based pricing, the CAA would thus not expect to see any material upward 
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shift in these charges during Q5 resulting from any change by BAA in 
accounting or cost-recovery policy; and 

• as recommended by the Commission, the CAA should also not preclude any 
adjustments of airport charges in the next review for any increase in non-
regulated charges in Q5 that has not been adequately justified. 

bmi 

6.9 bmi questioned whether CAA had adopted the level of non-regulated charges 
proposed by BAA for 2008/09, which in bmi’s assessment were 15 per cent above 
previous levels. It suggested that the non-regulated charges revenue should be 
updated for the latest structural changes in airport charges before finalisation of the 
price cap. 

easyJet 

6.10 easyJet identified the process through which BAA might in principle seek to exploit 
airlines within Q5 through raising non-regulated charges above those forecast when 
setting price caps. It was silent, though, on the proposed checks against such 
behaviour of greater transparency in charge forecasts and agreement to the 
principle of cost-related charging. 

Heathrow Airline Operators Committee (AOC) 

6.11 The AOC’s submission expressed the same disappointment as BA that lack of 
engagement by BAA had left the airlines with no agreement on non-regulated 
charges and no additional protection from abuse within Q5 by BAA in shifting costs 
and charges. The AOC supported an audit of cost allocation. 

Gatwick AOC 

6.12 The AOC remained concerned about the level of increases in two of the charges: 
staff car parking and staff identification cards (the former being the key example of 
a charge not directly related to costs, but rather driven by BAA Gatwick’s plan to 
incentivise efficient use of scarce car parking capacity). The AOC also supported 
an audit of cost allocation. 

IATA 

6.13 IATA said that BAA had not provided information reasonably requested to enable 
airlines to understand the demand and cost drivers of non-regulated charges.  IATA 
also supported an audit of cost allocation, and thought that BAA should provide the 
information and assumptions to enable airlines to engage effectively on this issue. 

CAA assessment 

6.14 The CAA has not seen any evidence or argument for changing substantially the 
overall projections for non-regulated charges in Q5 beyond those set out in the 
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November proposals and Table 6-1 above. The CAA has, however, revisited the 
detailed projections provided by BAA for each of the non-regulated charges, which 
sum to slightly different amounts than had previously been projected by the 
Competition Commission in its report to the CAA, and which the CAA adopted in its 
November proposals. These differences are illustrated in Table 6-2 below: at 
Heathrow, BAA’s projections are £21 million / 2.4 per cent lower than those of the 
Commission, and at Gatwick they are £6.5 million / 3.7 per cent higher. 

Table 6-2 Competition Commission and BAA projections of non-regulated charges  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Total 
Heathrow  CC projection 171 168 170 170 173 852 
 BAA projection 168.5 165.1 165.4 164.6 167.7 831.3 

Gatwick  CC projection 35 35 35 36 36 178 
 BAA projection 36.7 36.7 36.7 37.1 37.3 184.5 

Source: Competition Commission report, Appendix K Table 7, updated for 2007/08 prices, and BAA 

6.15 The Commission’s projections had adjusted BAA’s own forecasts to recalculate 
them for revisions to passenger numbers, but had not produced a reconciliation of 
its annual and Q5 total projections with projections of the individual charges. BAA 
has since argued against the Commission’s adjustment, on the grounds that its own 
analysis does not support any such responsiveness of non-regulated charges to 
changes, at the margin, in passenger numbers. BAA has therefore reiterated its 
support for its summer 2007 projections of non-regulated charges, which were the 
basis of its most recent consultations with airline users at each airport. 

6.16 The CAA concludes that, while airlines have not agreed the non-regulated charge 
forecasts at either airport, there is sufficient evidence to demonstrate that BAA has 
consulted its airline users on both the charging principles which will apply in Q5 and 
on the projections for individual charges and the basis on which they are and will be 
calculated.  

6.17 The CAA concludes that the projections of non-regulated charges have been 
generated by the application of the following principles, essentially of transparent 
cost-based recovery of costs through non-regulated charges with regular 
consultation between each airport and its airlines: 

• full cost recovery for each of the non-regulated charges to airlines during 
Q545; 

• no offsetting or subsidising of such charges from one source with income 
from non-regulated charges from another source; 

• under-recovery of non-regulated charge revenue against prior projections 
limited to recovery during the respective year or first subsequent year; 

                                                 
45 With the exception of staff car parking at Gatwick, where charges have been by reference to external market 
comparators and in order to incentivise efficient use of scarce car park capacity. Other principles of consultation 
and no cross-subsidy continue to apply for this as for other charges. 
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• in recognition of the fact that a number of the services provided, being based 
upon costs of services provided by outside suppliers to BAA, may inevitably 
change during the course of Q5, BAA would reflect such changes in its 
charges to airlines; and 

• BAA to provide an annual update of estimates for the costs associated with 
non-regulated charges to the airlines for the Q5 period, at least three months 
prior to the commencement of any revised charges. 

6.18 On the basis that BAA’s projections were produced on the basis of these principles, 
and for the sake of consistency and transparency, the CAA is adopting BAA’s 
projections of non-regulated charges at each airport, as these will provide a clear 
benchmark for users during Q5, and for the CAA and the Commission at the next 
price control review, against which to track any changes in individual charges 
during Q5. The non-regulated charges projections which the CAA has adopted for 
the purposes of setting price caps at Heathrow and Gatwick are set out in Table 6-3 
and Table 6-4 below. 

6.19 The CAA has concluded, though, that there are a number of existing and new 
measures to be introduced now which together should strengthen the protections 
available to users within the single till from any exploitative increases in such 
charges during the course of Q5. 

6.20 First, the CAA is setting out in Table 6-3 and Table 6-4 below the Q5 forecasts, on 
which the price control modelling has been based, for each of the main categories 
of specified activities and other services which are remunerated through non-
regulated charges. These data, along with the supporting material on underlying 
costs and volumes provided by BAA to airlines during recent consultations on these 
charges, should provide a transparent benchmark against which airlines would be 
able to measure any subsequent changes in actual charges during Q5, and against 
which BAA would need to explain any such variances arising from changes in input 
costs and/or assumed volumes. 

6.21 Second, airline users will continue to benefit from the transparency conditions 
imposed following the 1990 public interest finding by the then Monopolies and 
Mergers Commission, under which each airport is required to: 

• inform the CAA each year of the system used by it to allocate costs to non-
airport charges activities; 

• provide to the CAA each year statements of actual costs and revenues in 
respect of each of the specified facilities; 

• provide to the CAA and to users each year prior to implementing any price 
changes a statement of the pricing principles for each item charged; 
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• provide the CAA and users each year the assumptions and relevant cost 
information adequate to verify that the charges derive from the application of 
the pricing principles; 

• where the costs stated by the airport operator to be in connection with a 
particular charge vary from those provided in the Profit Centre Reports 
supplied to the CAA, the airport operator shall provide to the CAA and to 
users a reconciliation with detailed reasons for such differences; and 

• where charges for the spec ified facilities are not established in relation to 
cost, the airport operator shall provide to the CAA and to users a statement 
of the principles on the basis of which the charges have been set with full 
background information as to the calculation of such charges including 
statements of any comparables used. 

• The specified facilities are defined as:  check-in desks, baggage systems, 
other desk licences, staff car parking, staff ID cards, fixed electrical ground 
power, hydrant refuelling, airside parking, airside licences, cable routing, 
maintenance, heating and utility services, and facilities for bus and coach 
operators. 

6.22 With regard to regulatory oversight, the CAA considers that there are no compelling 
arguments to increase substantially the level of regulatory intervention in this area 
during Q5. In particular, for reasons set out in its November 2007 proposals46, the 
CAA does not intend to conduct the audit of cost allocation across non-regulated 
charges which the Commission had proposed and which several airlines had 
supported. 

6.23 However, the CAA agrees with a number of BA’s suggestions for strengthening the 
regulatory expectations of BAA in this area. The CAA is therefore introducing two 
measures via its regulatory policy statement47: 

• given that cost-recovery had been agreed as the basis for pricing the vast 
majority of non-regulated charges in Q548, the CAA would not expect to see 
any material upward shift in these charges during Q5 resulting from any 
change by BAA in accounting or cost-recovery policy, beyond those already 
embedded in the revenue forecasts for Q5. Any such charge increase would 
be carefully scrutinised by the CAA and could be considered by the CAA in 
setting price caps for the relevant airport for the next price control period; and  

• the CAA does not preclude any adjustments of airport charges in the next 
review for any increase in non-regulated charges in Q5 that has not been 
adequately justified with reference to stated principles of cost recovery and 

                                                 
46 CAA November 2007 proposals, paragraphs 7.10-7.14 
47 Annex E to this price control decision document 
48 All charges apart from Gatwick staff car parking, which BAA proposed to move towards differential / market 
pricing in order to incentivise efficient use of assets, to provide more choice, and to reflect the value of car 
parks. 
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the published forecasts of charges over Q5. Any new charges, which had not 
been foreseen in the setting of Q5 forecasts, should be subject to 
consultation with airline users in advance of their introduction, and should 
demonstrate compliance with the principle of cost recovery and a robust and 
consistent approach to cost allocation across services and facilities. 

6.24 In this context, the CAA would look to BAA to demonstrate over Q5 that it had 
worked pro-actively towards securing the confidence of airline users that BAA’s 
projections are soundly based on reasonable cost estimates and reasonable cost 
allocation policies. 
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Table 6-3 CAA projections of non-regulated charges at Heathrow 

£ millions 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 
Specified activities       
Check-in desks  89.08 86.72 87.72 87.37 89.48 440.36 
Other desk licences  0.00 0.00 0.00 0.00 0.00 0.00 
Staff car parking 19.51 19.57 19.55 19.53 19.50 97.66 
Airside licences  0.78 0.78 0.78 0.78 0.78 3.91 
Gas 0.10 0.10 0.10 0.10 0.10 0.50 
Water & sewerage 0.95 0.93 0.93 0.93 0.93 4.66 
Electricity 29.49 28.75 28.42 27.92 28.97 143.56 
Security ID passes  2.73 2.75 2.78 2.80 2.73 13.79 
Fixed electrical ground power 7.18 7.16 7.12 7.09 7.06 35.61 
Bus and coach services 1.39 1.39 1.39 1.39 1.39 6.94 
Heating and ventilation 0.88 0.85 0.83 0.81 0.79 4.17 

Specified activities total 152.09 149.01 149.62 148.72 151.72 751.16 
Other non specified activities       
Taxi feeder 2.92 2.94 2.96 2.99 3.01 14.83 
Hydrant refuelling 6.11 6.08 6.08 6.08 6.08 30.43 
Pre conditioned air, VIP, Apron services  0.55 0.49 0.49 0.49 0.49 2.52 

Airside Operations off-pier coaching, cargo 
pressurisation unit (CPU) 1.73 1.64 1.63 1.62 1.62 8.24 

CTA petrol Licences  1.45 1.45 1.46 1.46 1.47 7.29 
Fast Track 1.64 1.65 1.64 1.64 1.64 8.22 
Connections  0.58 0.52 0.52 0.52 0.52 2.66 
Engineering - apprentice scheme 0.76 0.74 0.41 0.40 0.39 2.71 
Property - insurance recharge to tenants  0.29 0.28 0.33 0.32 0.31 1.54 
Other 0.42 0.41 0.41 0.41 0.41 2.04 

Other non specified activities total 16.45 16.20 15.94 15.94 15.95 80.48 
       

Total non-regulated charges 168.54 165.21 165.56 164.66 167.67 831.64 
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Table 6-4 CAA projections of non-regulated charges at Gatwick 

£ millions 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 

Specified activities       

Check-in desks  13.73 13.78 13.83 14.22 14.33 69.89 

Other desk licences  1.40 1.40 1.40 1.40 1.40 6.99 

Staff car parking 7.31 7.31 7.31 7.31 7.31 36.54 

Airside licences  0.02 0.02 0.02 0.02 0.02 0.10 

Gas 0.19 0.18 0.18 0.18 0.18 0.91 

Water & sewerage 0.37 0.39 0.43 0.44 0.45 2.08 

Electricity 7.44 7.28 7.23 7.20 7.16 36.31 

Security ID passes  0.73 0.74 0.75 0.76 0.76 3.74 

Fixed electrical ground power 2.32 2.34 2.35 2.37 2.38 11.76 

Bus and coach services 0.45 0.46 0.46 0.47 0.47 2.31 

Heating and ventilation 0.36 0.35 0.35 0.34 0.34 1.74 

Specified activities total 34.31 34.24 34.32 34.70 34.81 172.38 

Other non specified activities       

Telecoms and waste and recycling 0.31 0.32 0.33 0.34 0.35 1.65 

Sale of vehicle fuel 1.41 1.41 1.41 1.41 1.42 7.06 

Transfer baggage facility 0.50 0.50 0.50 0.50 0.50 2.50 

CCTV  0.20 0.20 0.20 0.20 0.20 1.00 

Other non specified activities total 2.42 2.43 2.44 2.45 2.46 12.21 

       

Total non-regulated charges 36.73 36.67 36.76 37.15 37.27 184.59 
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7. Commercial revenues 

Introduction 

7.1 This chapter summarises the CAA’s November 2007 proposals with respect to 
commercial revenues at Heathrow and Gatwick. It records the consultation 
responses on this topic, and then sets out the CAA’s assessment in light of these 
responses. The chapter concludes with the CAA’s proposals for commercial 
revenues at each airport which are incorporated in its financial modelling on which 
its price control decisions are based. 

CAA’s proposals, November 2007 

7.2 The CAA proposed moderating the Commission’s own projections for commercial 
revenues at Heathrow and Gatwick, for the reasons set out in its November 
proposals49, which would (in the CAA’s view) nevertheless entail a material 
challenge to BAA to out-perform its own projections for Q5. The CAA considered 
that its own revenue projections, which are set out in Table 7-1 below, struck the 
right balance between delivering benefits to users in Q5 versus encouraging 
profitable and efficient airport operation and making appropriate allowance for 
specific commercial risks that each airport faces. 

Table 7-1 CAA projections (November 2007) of commercial revenues  

2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 

Heathrow       

Passengers (millions) 70.0 72.0 745 76.0 78.0 370.5 

Retail (inc car park) total £m  301.7 318.6 338.2 353.7 371.9 1684.1 

Property total £m  83.3 86.5 91.8 90.8 90.9 443.4 

Commercial revenue total £m  385.0 405.1 430.0 444.5 463 2127.5 

Retail (inc car parking) £/pax 4.31 4.42 4.54 4.65 4.77  

Property £/pax  1.19 1.20 1.23 1.19 1.17  

Commercial revenue £/pax 5.50 5.63 5.77 5.85 5.93  

Gatwick       

Passengers (millions) 36.2 36.6 36.8 37.3 37.7 184.6 

Retail (inc car park) total £m 151.9 153.7 154.6 156.7 158.4 775.4 

Property total £m  24.2 23.9 23.6 24.2 24.8 120.7 

Commercial revenue total £m  176.1 177.6 178.3 180.9 183.2 896.0 

Retail (inc car parking) £/pax 4.20 4.20 4.20 4.20 4.20  

Property £/pax  0.67 0.65 0.64 0.65 0.65  

Commercial revenue £/pax 4.87 4.85 4.84 4.85 4.85  
Source: CAA estimates (CAA November 2007 proposals, Table 8-5) 

7.3 By way of comparison, the CAA summarised the various projections of commercial 
revenues at Heathrow and Gatwick which had been made to date during the price 

                                                 
49 CAA November 2007 proposals, paragraphs 8.19-8.34 
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control review. These are set out Table 7-2 below. The CAA’s November 2007 
projections for total Q5 commercial revenue were some 4.5 per cent and 2.7 per 
cent above BAA’s own projections for Heathrow and Gatwick respectively 
(compared with the Commission’s projections which were 8.6 per cent and 5.2 per 
cent higher). In terms of revenues per passenger, the CAA’s projections were 4.3 
per cent and 2.2 per cent higher than BAA’s for Heathrow and Gatwick respectively 
(compared with the Commission’s projections which were 7.2 per cent and 5.2 per 
cent higher). 

Table 7-2 Comparisons of Q5 projections for commercial revenues  

2007/08 prices  Heathrow Gatwick 

Q5 total (£m)   

CAA March 2007 2,166.9 866.6 

BAA July 2007 2,040.3 876.4 

CC September 2007 2,214.9 922.2 

CAA November 2007 2,127.5 896.0 

Q5 £/pax    

CAA March 2007 5.78 4.88 

BAA July 2007 5.52 4.75 

CC September 2007 5.91 5.00 

CAA November 2007 5.75 4.85 
Source: CAA calculations  

7.4 With regard to World Duty Free (WDF), BAA’s retail subsidiary, the possible sale of 
which had been floated by BAA during the course of the Commission’s inquiry, the 
CAA proposed that:  

• WDF, as a business entity, should remain outside the single till at each 
airport; 

• the Q5 projections of retail revenues payable by WDF to each of Heathrow 
and Gatwick, which form part of the CAA’s overall commercial revenue 
projections for each airport within the single till, were at a reasonable level, 
given the CAA’s statutory duties to further the reasonable interests of users 
and promote the efficient, economic and profitable operation of the airports, 
and did not, in the CAA’s view, represent any undue transfer of value from 
the regulated single tills; 

• the regulated asset bases at each airport should not be adjusted for any 
future sale of WDF; and 

• to further the reasonable interests of airport users in relation to any future 
sale of WDF, the CAA proposed that BAA incorporate a number of terms in 
the concession agreement, prior to the sale of WDF, as follows: 

• concession term no longer than 12 years, in line with trends for other major 
commercial concessions between BAA and other commercial partners and 
more broadly across other European airports; 
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• the central concession fee rate to be no lower than 31 per cent of gross 
sales, broadly in line with recent performance of WDF; 

• any incentive mechanisms under which reduced concession fees are paid on 
sales above a given threshold, higher than projected sales, should be 
structured such that the incentive mechanism would only operate if WDF 
outperformed current forecasts, the reduced fee would only apply to these 
incremental sales, and the incentive mechanism would only be linked to 
improved sales per passenger (and therefore not triggered by passenger 
growth), thereby protecting the currently forecast WDF revenue contributions 
to the single till at each airport. 

Summary of consultation responses 

7.5 In general, there were few responses on this topic and little substantive new 
information from the two main submissions in this area, from BAA and British 
Airways. 

BAA 

7.6 BAA did not repeat the extensive previous debate over retail revenue forecasts. It 
welcomed the CAA’s lowering of commercial revenue projections from those 
forecast by the Commission, and noted that CAA had described the November 
2007 projections as a challenge. 

7.7 With respect to WDF, BAA indicated that it was proceeding with the planned sale, 
which it could close in March 2008. BAA confirmed that the three conditions 
proposed by the CAA were included in the sale documentation, albeit that the 12-
year concession term could be extended by BAA by a further 3 years if 
performance were acceptable (to BAA).  

7.8 Elsewhere in its submissions, BAA identified an additional estimated loss of net 
retail revenue, over and above that identified earlier in the price control review in its 
submissions to the Competition Commission, arising from two sources:  

• Airline relocations: BAA argued that the new airline relocation plan entailed 
longer opening of T2 to March 2009 with passenger footfall decreasing to low 
levels, which would necessitate BAA renegotiating downwards the minimum 
payments from affected retailers. BAA estimated that these changes in 
passenger flows at Heathrow arising from revised airline relocation plans 
would lead to a £12 million retail revenue reduction in total over Q5, arising 
entirely in 2008/09. 

• Security impact: BAA’s estimated that additional lanes would result in some 
loss of retail space, which it converted into a projected loss of retail revenue 
of £21 million in total over Q5, spread evenly across the period. 
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• BAA’s estimates of the retail revenue losses from these sources amounted to 
£33 million in total, some 2 per cent of total projected retail revenues over Q5 
as a whole. 

7.9 At Gatwick, BAA had earlier (November 2007) projected an additional retail 
revenue loss of £33.4 million across Q5 from the impact of additional security lanes 
displacing shops. By January 2008, BAA had reduced this estimate to a net 
additional retail revenue loss in Q5 of £18.7 million, some 2.4 per cent of total 
projected retail revenues over Q5 as a whole. 

British Airways 

7.10 BA had earlier in the price control review commissioned its own retail research from 
its consultants Pragma and presented this to the Commission. The Commission 
adopted much of BA’s analysis in its own recommendations to the CAA. In its 
November proposals, the CAA discussed each of the factors adduced by the 
Commission, accepting several but not to the extent that they would have raised 
the retail revenue projections to the levels advocated by BA. As such, BA 
expressed disappointment with the CAA’s proposals and argued that they were 
inconsistent with the evidence. In particular, BA argued with respect to Heathrow 
that: 

• the CAA had taken no account of the increasing share of passenger traffic to 
non-EU destinations, with a higher propensity to retail spending; 

• no reason had been advanced by CAA for taking only half the increase in 
retail revenues projected by BA due to faster security processing; and 

• only half the improvement projected by BA in retail revenue arising from the 
opening T5 had been factored in. 

• BA was also concerned that the CAA has not adopted the Commission’s 
recommendation of a full and open review of commercial revenues should 
the CAA depart from the CC’s projections in this area. 

7.11 BA did not comment on WDF. 

easyJet 

7.12 easyJet argued that BAA’s ownership of WDF provided a prima facie route for 
extraction of value from the single till, and advocated that WDF should be brought 
within the single till, added to the RAB, and any disposal reflected in a RAB 
reduction. easyJet considered that WDF profits and/or proceeds of its sale should 
benefit the single till, although it did not specify the mechanisms for doing so. 

Heathrow and Gatwick LACCs and AOCs 

7.13 Airline representative bodies at each airport said that they had expressed concern 
during constructive engagement discussions, from November 2007 to January 
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2008, about BAA’s projections of the impact on retail revenue of extra security 
infrastructure. 

BATA 

7.14 BATA believed that the commercial revenue forecasts assumed by the CAA were 
too low. 

CAA assessment 

Commercial revenue projections 

7.15 The CAA’s approach in the price control review to projecting commercial revenues 
has been based on ‘top down’ analysis, assessing overall trends in airport retail and 
property markets and testing BAA’s growth projections against this analysis. Within 
this approach, judgement has been applied to adjust the projections for various 
airport-specific factors, such as the T5 retail offering and airline relocations at 
Heathrow, and the impact of security processing on retail space, passenger flows 
and passenger experience at both airports. As part of this, the CAA has also 
considered the specific risks attaching to commercial revenue forecasts in setting 
projections within the range of scenarios presented by its consultants and in 
assessing the evidence put forward by the Commission. 

7.16 Nothing in the submissions suggests that the CAA should alter this approach, and 
there is little new evidence which had not already been considered and on which 
the CAA reached a position in its November 2007 proposals. There are two 
conflicting new pieces of evidence at Heathrow: 

• BAA argues that retail revenues would be adversely affected by additional 
security lanes and extended airline relocation plans, which the CAA 
calculates amounts to some 2 and 2½ per cent of total retail revenue over 
Q5 at Heathrow and Gatwick respectively; 

• BA argues that the switch towards non-EU, particularly US traffic, which is 
now apparent in the seat numbers for summer 2008, will have a positive 
retail impact. 

BA’s other points had been assessed in reaching the November 2007 proposals. 

7.17 On BA’s traffic point, the CAA’s traffic forecasts and by implication its commercial 
revenue projections factor in the switch towards long-haul traffic at Heathrow from 
Open Skies and the longer term trends in this direction. The CAA’s passenger 
forecasts at Heathrow are lower than those proposed by BA, in part through more 
moderate assumptions about the impact of Open Skies on long-haul growth. 
Nevertheless, BA’s argument points to some upside retail revenue opportunity for 
BAA at Heathrow during Q5. 

7.18 On BAA’s security impact point, the CAA took this into account in its November 
2007 proposals, noting that the negative retail impact (from closing shops to make 
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space for security lanes) would be partially offset by likely improvements in retail 
revenues from faster passenger security processing.  

7.19 Taken together, the CAA has therefore concluded that there is no clear-cut 
argument to shift, and thus no change is warranted to its November 2007 
projections of retail revenue per passenger, or to its projections of total property 
revenues. Having incorporated the CAA’s traffic forecasts (as set out in chapter 4), 
and a minor adjustment related to the loss of income from VIP suites (as set out in 
chapter 5), the CAA has decided on the projections of commercial revenues for Q5 
at each airport set out in Table 7-3: 

Table 7-3 CAA projections of commercial revenues at Heathrow and Gatwick for Q5 

2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 
Heathrow       
Pax millions  70.4 72.5 74.5 76.2 78.2 371.8 
Retail inc car parking £/pax 4.3 4.4 4.5 4.7 4.8  
Retail total £m  303.4 320.8 338.2 354.6 372.9 1,689.9 
Property £/pax (derived) 1.2 1.2 1.2 1.2 1.2  
Property total £m (as per CC) 84.0 88.5 92.6 91.3 91.3 447.6 
Commercial revenue total £m  384.9 406.8 428.3 443.4 461.7 2125.0 
Commercial revenue £/pax 5.5 5.6 5.7 5.8 5.9  

Gatwick       
Pax millions  35.9 36.4 36.8 37.2 37.7 184.0 
Retail inc car parking £/pax 4.2 4.2 4.2 4.2 4.2  
Retail total £m  150.8 152.9 154.6 156.3 158.4 773.1 
Property £/pax (derived) 0.7 0.7 0.6 0.7 0.7  
Property total £m (as per CC) 24.2 23.9 23.6 24.2 24.8 120.7 
Commercial revenue total £m  175.0 176.8 178.3 180.5 183.2 893.8 
Commercial revenue £/pax 4.9 4.9 4.8 4.8 4.9  

Source: CAA estimates  

World Duty Free 

7.20 With regard to WDF, easyJet’s concerns echo those of the Commission but do not 
add to them. The CAA’s response to these concerns, and its own assessment of 
the pros and cons of regulatory intervention, was set out in its November 2007 
proposals. This included the CAA’s proposed three conditions (designed to protect 
users’ reasonable interests via maintaining projected single till revenue), which BAA 
should satisfy in the terms of any proposed sale of WDF. BAA has since confirmed 
that these conditions are in the terms and conditions for sale of WDF (evidenced by 
the documentation sent to bidders, which CAA has reviewed). 

7.21 As any sale is unlikely now to conclude until after the CAA has issued its Q5 price 
cap decision, there remains the possibility that these conditions (and/or other 
aspects of the sale process) could change before the sale is concluded. The CAA 
has therefore concluded that it would be prudent for the CAA to review the outcome 
of the sale against its three conditions. In doing so, the CAA holds open the 
prospect of adjusting the RAB of each airport downwards at Q6 if the sale of WDF 
were judged in practice to have breached the three conditions, or if any other terms, 
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or changes to terms, of the sale of WDF could be clearly demonstrated to have led 
to material loss of value to the single till during Q5. The regulatory policy statement 
at Annex E includes such a statement. 
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8. Capital expenditure 

Introduction 

8.1 This chapter summarises the CAA’s November 2007 proposals with respect to 
capital expenditure at Heathrow and Gatwick. It records the consultation responses 
on this topic, and then sets out the CAA’s assessment in light of these responses. 
The chapter concludes with the CAA’s proposals for capital expenditure at each 
airport which are incorporated in its financial modelling on which its price control 
decisions are based. The CAA’s assessment of and proposals for financial 
incentives attached to the timely delivery of specific investment projects (so called 
capital expenditure triggers) are discussed separately in chapter 13. 

CAA’s November 2007 proposals 

Heathrow 

8.2 In light of the general consensus among airlines that the programme as a whole is 
necessary to improve the service offering, capacity and resilience of the airport, and 
the extensive improvements to terminals across the campus which should benefit 
all passengers, and the overall endorsement from Currie & Brown, the CAA was 
minded to support the overall capital investment plan as proposed by BAA. This 
support was subject to consultation on these proposals, and to BAA’s final risk 
reassessment of the programme, in consultation with its airline users. 

Gatwick 

8.3 In light of Currie & Brown’s assessment, the CAA considered that there would be 
merit in BAA and its airline users focusing their joint attention in the final 
consultation period on resolving the outstanding issue of the options for delivering 
adequate and reliable pier service in a cost efficient way through Q5 and beyond 
into Q6. This further work should be linked to further and final consultation by BAA 
with the airlines on the latest (downward) revision to BAA’s own traffic forecasts. It 
should also address the opportunities and risks associated with scaling down the 
capital expenditure budget for Q5 in recognition of the scope for anticipated capital 
efficiency savings. 

8.4 For the purposes of its price control proposals, the CAA included the full capital 
investment plan as then proposed by BAA, including the delivery in Q5 of the full 
Pier 7 functionality, and excluding any potential opportunities for scaling back the 
total budget for potential capital efficiencies. The CAA’s price cap proposals thus 
exhibited the maximum impact of the largest then-envisaged capital investment 
plan for Gatwick for Q5. The CAA indicated that it might, in its final price cap 
decision, in light of consultation responses and further final assessment of the 
evidence on pier service options, scale back the projected Gatwick capital 
expenditure on which the price cap is based. 
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Construction price inflation 

8.5 The CAA proposed to adopt RPI+2 per cent as the construction price inflation 
allowance for both Heathrow and Gatwick for Q5, as part of a policy of reviewing 
the evidence on prospective construction price inflation relevant to each airport for 
each price control period. 

Risk allowance on capital expenditure projects 

8.6 The November proposals were silent on the CAA’s position on this point, although 
the CAA did note the Commission’s view that one justification for a lower 
construction price inflation factor could be that some allowance for inflation was 
built into each project’s risk allowance. The CAA had, at earlier stages in the price 
control review, placed some reliance on the independent study conducted for 
Heathrow airlines on BAA’s capital investment efficiency50, which had concluded 
that BAA’s project risk allowances were in line with norms used elsewhere in the 
construction industry. This was further supported by the CAA’s own studies on the 
Heathrow and Gatwick capital investment plans51. 

Consultation with users on investment plans and projects 

8.7 The CAA welcomed the fact that BAA had broadly accepted the findings of both the 
Cotterill Review 52 and the Competition Commission, which were also consistent 
with messages from the CAA during the price control review, on the need for further 
improvements to the effectiveness of consultation with airline users on airport 
development. The CAA noted that, to that end, BAA had been consulting with 
airlines at each airport on enhancing the current Annex 4 agreement on information 
disclosure and consultation. 

8.8 The CAA’s initial assessment was that the revised Annex 4 went a long way to 
meet concerns expressed about consultation, with the following improvements:  

• broader information base subject to consultation, including incremental 
commercial revenues, and asset disposals;  

• greater definition of outputs and benefits of projects, to enable more informed 
dialogue on the specific capacity and/or service quality enhancements which 
a particular project would bring; 

• clearer expectation that BAA must demonstrate cost-benefit analysis for 
each project; 

                                                 
50 Heathrow Airport Capital Investment Programme Capex Efficiency Workstream – Facility Benchmarking, 
Currie & Brown, February 2006 
51 Supporting papers I  / II, Review of Heathrow / Gatwick Airport capital investment plans for Q5, Currie & 
Brown, November 2007  
52 Supporting paper IX, Review of BAA’s Compliance With Annex 4 of CAA’s Decision of February 2003, 
December 2006 
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• clearer terms of engagement for consultation, including annual recording of 
discussions and agreement/disagreement with airlines;  

• better account of changes in investment plans from one year to the next; and 

• more transparency on the out-turn performance of completed projects 
against the outputs anticipated in previous plans, with project evaluation to 
highlight performance in terms of cost, infrastructure delivered and benefits 
realised. 

8.9 As such, the CAA broadly welcomed the revised Annex 4. Subject to further views 
from airlines and BAA, expressed through consultation on these regulatory 
proposals and/or constructive engagement, the CAA was minded to incorporate this 
revised agreement into the Q5 price control condition, as one of the tests for 
assessing at the next price control review whether Q5 capital expenditure should be 
remunerated through adding it to the RAB. (The CAA would propose to retain the 
other test as now, that BAA had demonstrated best practice project management in 
its delivery of the Q5 capital investment programme.) 

CAA scrutiny of capital investment during Q5 

8.10 During the Competition Commission’s inquiry, the CAA had advocated continuing 
constructive engagement as the primary means for ensuring effective scrutiny of 
capital investment at each airport by the airlines, which collectively should have the 
incentives and the expertise to hold BAA to account. The CAA also acknowledged 
that there could also be a role for a complementary mid-Q5 review of capital 
expenditure efficiency, which would provide the basis for consultations on the Q6 
price control review. This concept was adopted and recommended by the 
Commission. 

8.11 As such, the CAA agreed with the Commission’s recommendation for one mid-Q5 
review to assess BAA’s progress in delivering capital expenditure efficiency. It was 
less clear to the CAA that there would be merit in broadening the scope of such a 
review to examine the progress in delivery of particular major / significant projects 
at each airport, which would be more directly incentivised and measured through 
the capital investment triggers programme, including any change control 
mechanism within Q5.  

Summary of consultation responses 

Heathrow 

8.12 The following section summarises the CAA’s understanding of the public positions 
of BAA, airlines, airline alliances and representative organisations at Heathrow, 
following a period of intensive consultation and negotiation on the final proposal (for 
the purposes of setting the price control) of the overall size and shape of the Q5 
capital investment programme. 
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8.13 BAA undertook a fundamental review of the Q5 capital investment programme 
(CIP) during autumn 2007, testing projects for robustness in terms of design, 
functionality, construction, sequencing and impact on airport operations. The results 
of this work, communicated first to airlines just before Christmas 2007, were as 
follows: 

• BAA’s latest planned sequence of airline moves in the first half of Q5 was 
validated - this resulted in T2 closing in February 2009, rather than summer 
2008 as previously planned; 

• BAA identified additional scope on a range of projects to meet emerging 
requirements, most notably advancing investment into Q5 for T3 
refurbishment and baggage system, and in a multi-storey car park for 
Heathrow East Terminal (HET) phase 1 opening; 

• BAA proposed that some projects be pushed back in time, most notably HET 
phase 1 construction to be completed, sufficient to allow operational trials to 
begin, by August 2012, resulting in a planned operational opening date of 
December 2012; and 

• BAA also identified extra cost pressures of ~£285 million over Q5, and 
additional scope of projects with an associated total cost of ~£350 million. 

8.14 There have been intensive consultation discussions in the period November 2007 
to end January 2008, resulting in the following final positions of the parties: 

• BAA: maintains its January 2008 plan, which includes the full scope of its 
July 2007 CIP plus additional scope on some projects, resulting in additional 
proposed expenditure of £350 million in Q5. BAA proposed to absorb cost 
pressures of ~£285m within its previous CIP budget. BAA was adamant that 
its new proposed schedule for HET phase 1 by December 2012 would 
deliver functionality for the first phase of the terminal as agreed with Star 
Alliance, and represented the best available balance between timing, cost, 
construction constraints and operational impact. BAA did not consider that 
protracting construction to September 2013 would either be necessary (in its 
view, HET phase 1 would deliver the required outputs and was correctly 
scaled for projected traffic and integrated with HET phase 2 plans) or 
desirable (BAA considered there would be cost and operational implications 
from protracting the construction phase longer than necessary). 

• Heathrow AOC: supported the latest CIP as proposed by BAA, but ‘has 
some circumspection about the non-delivery of aspects of the Star MoU in 
regard to HET, in that competitive equivalence will not be delivered by 
summer 2012’. The AOC supported BAA’s proposed inter-terminal 
automated baggage connectivity project as a necessary communally-funded 
piece of infrastructure to support quicker connection times and to improve 
Heathrow’s transfer service. 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 8 – Capital expenditure 91

• British Airways: supported the Q5 CIP provided that (i) an additional £30 
million was provided in the Q5 budget to provide for two extra pier-served 
stands at T5C to open in 2010, and (ii) the inter-terminal baggage system 
(T5-T3-T1) was treated (as currently proposed) as common infrastructure, 
funded through airport charges (rather than through direct licence charge per 
use, as with the existing T1-T4 baggage system). 

• Star Alliance: expressed serious disappointment with the delay to HET, with 
various changes to the earlier plans, with the risk to the functionality for HET 
phase 1 being sacrificed to time and cost budgets, and with BAA’s approach 
to its autumn 2007 review of capital investment plans which, in Star’s view, 
failed to involve airline representatives adequately. Star was also pressing 
for the intra-terminal baggage and passenger connectivity systems at HET to 
take precedence over intra-terminal connectivity, and did not support BAA’s 
proposed inter-terminal baggage system. 

• bmi: expressed similar concerns to Star Alliance, with an emphasis on the 
competitive disadvantage that bmi would face through further delay to HET. 
bmi considered that this lack of ‘competitive equivalence’ should be 
compensated through differential airport charges. bmi reiterated its long-
standing opposition to BAA’s proposed inter-terminal baggage system, and 
argued that its concerns about the unfavourable economics of the proposed 
investment (particularly to existing T1 airlines) had not been adequately 
addressed by BAA in consultation to date. bmi also reiterated previously 
articulated concerns about BAA’s capital investment  inefficiency (in its view), 
and argued again for a RAB write-down to reflect Currie & Brown’s finding 
that BAA’s capex efficiency could improve by around 5 per cent. 

• Air Canada: was deeply concerned at the lack of certainty around the 
delivery, functionality, and cost of HET.  Significant changes to HET, 
delivered late in the process, were typical of BAA's approach, which reflected 
its failure to fully engage with the airline community and construction teams 
in the initial stages of the process.  It added that the majority of Star Alliance 
airlines appeared to be excluded from automated connectivity which was not 
expected to be delivered to the Eastern Apron and HET until Q6. 

• Virgin Atlantic: was strongly critical of BAA’s approach to consulting airlines 
on revisions to the capital investment plan and of the resulting lack of clarity 
about the functional performance of the proposed projects and the impacts 
on airline operations (e.g. pier and stand service). Virgin, as a future 
occupant of HET, shared Star’s concerns about lack of certainty around cost, 
delivery, programme and functionality. As a current occupant of T3, it 
strongly supports the advancement of the T3 baggage system and other 
projects, and it supported inter-terminal connectivity. 

• Oneworld supported the refurbishment of all T3 customer-facing areas as 
included in the Q5 plan.  It also supported the plan to upgrade and refurbish 
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the T3 baggage system.  Oneworld supported BAA's phased approach to 
automated baggage connectivity, viewing the T3-T5 component as crucial for 
competitive equivalency and a quality customer product at Heathrow. 

8.15 BAA’s proposed overall capital investment programme for each airport, following its 
own review and subsequent consultation with airline users, is illustrated in Table 
8-1 below: 

Table 8-1 BAA projections (January 2008) of capital investment at Heathrow and Gatwick 

£m 2007/08 prices  2007/08 2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total  

Heathrow         

Jul-07 786.4 839.7 932.8 884.1 591.3 311.6 3,559.5  

Jan-08 913.6 874.5 1,056.2 899.6 697.5 349.6 3,877.4  

Variance 127.2 34.8 123.4 15.5 106.2 38.0 317.9 8.9% 

Gatwick         

Jul-07 91.2 137.1 216.8 238.3 147.8 104.8 844.8  

Jan-08 111.2 191.1 239.7 225.7 136.2 81.3 874.0  

Variance 20.0 54.0 22.9 -12.6 -11.6 -23.5 29.2 3.5% 
Source: BAA regulatory submission, January 2008. Figures in 2007/08 prices, excluding allowance for construction 
price inflation differential with respect to RPI inflation 

Gatwick 

8.16 At Gatwick, the CAA reported in November 2007 that a broad measure of 
agreement had been reached between BAA and its airline users with regard to the 
majority of the proposed scope and timing of the Q5 capital investment programme. 
There have been intensive consultation discussions in the period November 2007 
to end January 2008, resulting in the following final positions of the parties: 

• BAA: has proposed a Q5 CIP totalling £874 million, which has increased by 
some £29 million since BAA’s previous forecast as the result of the addition 
of two projects (agreed with airlines) for further improving South Terminal 
forecourt circulation, and improving South Terminal Pier 1. BAA reports 
agreement with airlines on including the full £97 million estimate for the 
South Terminal baggage project and the full £22.4 million for Pier 3 
segregation and Pier 2 gate lounges. On the remaining areas of 
disagreement, first, BAA has reiterated its view that Pier 7 should be 
delivered within Q5, at a cost of £187 million, in order to deliver an 
acceptable level of pier service. In BAA’s view, this timing is validated by the 
latest information on the drivers for this investment (passenger air transport 
movements, aircraft types and wingspans, and aircraft turnaround 
requirements). Second, BAA continues to support some £19 million (within 
allocated funds) for operational efficiency projects, which it considers 
essential to enable the airport to respond to a changing environment and to 
continue to deliver robust levels of service. 

• Several airlines and airline groups (BA, Virgin, Gatwick LACC and AOC) 
have made support for Pier 7 in Q5 conditional on adoption of the airlines’ 
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July 2007 traffic forecasts, higher than BAA’s latest forecasts. By implication, 
if lower traffic forecasts were to be adopted, these airlines would support 
delivery of Pier 7 later, in Q6. 

• easyJet supports the delivery of Pier 7 as early as possible, which it 
understands to be 2011. It also argues that its own assessment of growth, on 
which its support for Pier 7 is predicated, would also support the higher 
airlines’ traffic forecast of July 2007. easyJet also notes that its support for 
the timing and scope of Pier 7 does not extend to support for the costs 
proposed by BAA. easyJet considers these to be generally overstated, and 
draws comparisons with pier development at Manchester Airport which, in 
easyJet’s view, is a like-for-like development at around 20 per cent of the 
cost proposed by BAA for Pier 7. 

• Although the South Terminal baggage system has not yet been fully scoped, 
airlines appear to be willing to include BAA’s estimate of £97 million in the 
Q5 CIP and await the findings of an independent consultant to advise on 
whether this budget is appropriate or whether the required functionality could 
be delivered for up to £37 million less. 

• Airlines (Gatwick LACC and AOC) have also pressed BAA to economise on 
the £31 million allocated for operational efficiency projects – the airlines 
considered these to be minor works projects that should properly be funded 
through routine maintenance budgets in operational expenditure. 

• Several airlines and airline groups (Gatwick LACC and AOC, BA, Virgin, 
easyJet) have all repeated previous concerns around BAA’s capital 
expenditure efficiency, in particular that BAA has not clearly identified that it 
has implemented the efficiency targets agreed following the Currie & Brown 
report53 for airlines earlier in the constructive engagement process. Airlines 
also repeated concerns around the high level of risk allowance in each 
project’s budget. 

• The Gatwick Airport Consultative Committee very much supported taking into 
account Gatwick's full investment programme. 

Construction price inflation and risk allowance 

8.17 A number of airlines and airline groups (BA, Virgin, easyJet, bmi, IATA) expressed 
disappointment that the CAA had adopted a construction price allowance of RPI+2 
per cent rather than the lower RPI+0.75 per cent, as advocated by the Commission. 
No new evidence, however, was presented on this issue. 

8.18 Similarly, a number of airlines repeated earlier criticisms of BAA’s approach to 
building up project costs with the inclusion of risk allowances in the order 20-25 per 

                                                 
53 Heathrow Airport Capital Investment Programme Capex Efficiency Workstream – Facility Benchmarking, 
Currie & Brown, February 2006 
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cent of total project cost. Again, there was no new evidence or argument that had 
not already been reviewed and broadly endorsed by Currie & Brown in its 2005/06 
study on capital expenditure efficiency for the airlines54, and again in Currie & 
Brown’s November 2007 report for the CAA on the airports’ capital plans 55. 

Rail projects 

8.19 There are a number of strategic rail projects in prospect at Heathrow and Gatwick 
Airports over Q5 and beyond. These are: 

• Crossrail: the DfT has agreed with BAA the principle that BAA should pay 
towards the costs of Crossrail56, which will run services into the airport and 
will replace and enhance existing Heathrow Connect services. Negotiations 
are ongoing as to the timing and level of BAA contribution. The CAA 
understands that both parties wish to conclude negotiations on BAA’s future 
contribution to Crossrail during 2008, although such a financial contribution 
would be unlikely to be made until around 2013, broadly in line with the 
timing of the proposed rail works to increase the capacity of the junction 
between the mainline and the airport. 

• Airtrack: this project would connect Heathrow to the south west of London, 
Surrey and Waterloo via a spur to the relevant mainline and on-airport 
stations. BAA has advised the CAA that this project could proceed to 
completion in Q5, subject to satisfactory agreements on co-funding from 
public and private sources, and planning approval for the necessary works. 

• Gatwick rail inter-change: BAA and Network Rail have been discussing the 
concept of joint development of the terminal-rail inter-change at Gatwick. 
BAA has advised the CAA that this project is in the early stages of concept 
development, but could proceed to completion during Q5, subject to 
satisfactory agreement on co-funding with Network Rail, and planning 
approval for the necessary works. 

Revised BAA agreement on information disclosure and consultation 

8.20 BAA submitted a proposal for further revision and extension to this agreement, 
which represented the output from joint working by BAA and airline representatives 
from Heathrow and Gatwick. BAA noted that the document represented a broad 

                                                 
54 Heathrow Airport Capital Investment Programme Capex Efficiency Workstream – Facility Benchmarking, 
Currie & Brown, February 2006 
55 Supporting Paper I / II – Review of Heathrow / Gatwick Capital Investment Plans for Q5 and Q6, Currie & 
Brown, November 2007  
56 2007 Comprehensive Spending Review, Department for Transport press notice, HM Treasury, 9 October 
2007: ‘direct contributions have been agreed with some of the project’s key beneficiaries along the route. 
Canary Wharf Group has agreed to make a significant contribution to the Project, and will in addition be 
responsible for delivering the Isle of Dogs  station on advantageous terms. The City of London Corporation will 
make a significant contribution from their own funds, and will assist in delivering additional voluntary 
contributions from the largest London businesses. The Government will offer the Corporation its support, where 
necessary, to deliver these additional contributions. BAA have also agreed in principle to make a financial 
contribution.’ 
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consensus with airlines on most issues, albeit there remained a number of 
outstanding points of difference. BAA had moved in the direction of agreeing to 
disclosure of more relevant information and more clearly defined consultation 
processes. The airlines continued to argue for further specific changes, notably to 
ensure that sufficient information is provided on which to judge the business case 
for projects, and to define airlines’ involvement in project ‘gateway’ decision-making 
processes. 

8.21 Several airlines commented on BAA’s approach to consultation on capital 
investment: 

• Virgin Atlantic considered that BAA’s approach to consultation with users on 
the Q5 capital investment plan had engendered little confidence that the 
plans produced, particularly at Heathrow, would deliver timely investment in 
users’ interests. It considered that the CAA should play a more pro-active 
role in this regard through the mid-Q5 capital investment review and through 
strengthening the remit and requirements of consultation via Annex 4 and its 
interpretation. 

• bmi (which had not participated in constructive engagement at Heathrow) 
expressed frustration at the lack of effective consultation on the inter-terminal 
baggage connectivity project. 

• Star Alliance, in light of its experience with the changing plans for HET, 
expressed severe frustration at the lack of effective structures through which 
major projects could be governed, involving the relevant users closely in the 
evolution of options and signing off stages of development. 

• easyJet also expressed concern at the lack of adequate information from 
BAA to justify the capital investment programme at Gatwick, and notably the 
material changes to the plan in the past 12 months. It looked for the Annex 4 
agreement to be tightened to ensure that BAA properly consulted with 
airlines around its ‘business plans’. 

• BARUK was concerned with late changes to the capital investment 
programme, with increases in forecast expenditure and delays to the 
demolitions of the Queen's Building and Terminal 2, the construction of HET, 
and the terminal relocation programme. 

CAA scrutiny of capital investment during Q5 

8.22 Several airlines (notably Virgin Atlantic, bmi, easyJet, Gatwick LACC/AOC) 
highlighted their ongoing concerns about the cost efficiency with which BAA 
delivers its capital projects. They also criticised the (in their view) relatively 
generous risk allowances which BAA had applied to each of the projects within the 
Q5 capital investment plan, and the lack of visibility around how these risk 
allowances are managed and deployed over the life of each project. By implication, 
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these airlines were pressing for greater regulatory scrutiny of capex efficiency by 
the CAA during Q5. 

CAA assessment 

8.23 Despite tensions in recent months and criticisms about BAA’s consultation 
approach, the CAA considers that the final round of constructive engagement at 
both airports has made considerable progress. At Heathrow, the programme retains 
its overall shape but has been modified on timing and scope to meet previous 
concerns expressed by the CAA57 and its consultants58 on programme risk, and to 
meet concerns of a number of airlines regarding scope of the Q5 programme – Star 
Alliance remains, however, a major dissenting voice. At Gatwick, it appears to the 
CAA that the airlines have broadly endorsed the enlarged Q5 programme, albeit 
with conditions on the timing of Pier 7 in relation to traffic forecasts. 

8.24 The following assessment focuses on the scale and scope of the proposed Q5 
capital investment programmes at each airport. The processes of consultation and 
constructive engagement by which these plans have been developed at each 
airport in recent years and months will be subject to review by the CAA in its 
‘lessons learned’ exercise for the Q5 price control review as a whole and the role of 
constructive engagement in particular within that. The CAA anticipates conducting 
this post project review later in 2008. (N.B. This will be a distinct exercise from the 
proposed review in mid-Q5 of BAA’s then performance in capital expenditure 
efficiency and consultation with users.) 

Heathrow - HET 

8.25 On the basis of the evidence presented by BAA in writing and orally, and Star 
Alliance’s own submissions, the CAA concludes that there is no reasonable basis 
on which the CAA could or should over-ride BAA’s revised HET programme in 
order to push for either an earlier delivery (as per the original memorandum of 
understanding between BAA and the Star Alliance), or later 2013 completion to 
allow more time for more functionality to be built. 

8.26 BAA has clearly articulated the rationale for the delay in the target date for HET 
phase 1 building completion, from March 2012 to August 2012: 

• delay in starting demolition of T2 and thence HET construction due to 
protracted airline relocations in 2008 and 2009, which in turn stems from 
airline requests for operational robustness during relocation. This added five 
months to the start of HET construction; 

• introduction of tunnels and vertical circulation cores to accommodate 
passenger and baggage connectivity to HET mid-field and outer piers (a 
requirement of Star Alliance). The CAA understands that this aspect of HET 

                                                 
57 CAA price control proposals for Heathrow and Gatwick Airports, CAA, November 2007, paragraph 9.37 
58 Supporting Paper I – Review of Heathrow Capital Investment Plan for Q5, Currie & Brown, November 2007  
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needs to be built before the main terminal works start, and so added a further 
5 months to construction; 

• environmental constraints arising from planning permission for the terminal 
(e.g. standards for natural light, minimising artificial heating/cooling) 
increased the original estimate for construction time by five months; and 

• the CAA understands that BAA’s initial re-estimate in December 2007 of an 
additional 15 months for HET phase 1 (which would have delivered a 
completed building September 2013) were then reworked by BAA in 
December and January. Through repositioning the vertical cores and 
simplifying construction of the roof (comparable to the process of refining the 
design of T5 as it progressed towards construction), the CAA understands 
that BAA has brought the delay back down to 9 months for December 2012 
completion, within the original budget. 

8.27 Star Alliance remains understandably frustrated at the delay to its new terminal 
facilities, and at the changes to the plan which it considers could jeopardise HET 
functionality. BAA is clear though that functionality will be maintained (albeit that 
some aspects of the design have yet to be worked up in detail sufficient to prove 
this categorically). BAA is also clear that the new timetable is the optimum trade-off 
between cost, efficiently early delivery, and functionality. 

8.28 On the basis of the evidence presented since November 2007, the CAA therefore 
endorses the inclusion of BAA’s latest plans for HET within the Q5 capital 
investment programme. The CAA will also incorporate relevant capital investment 
triggers associated with this project, as discussed further in chapter 13.  

Heathrow - Inter-terminal baggage system 

8.29 This project has strong support from airline representative bodies (both in terms of 
scope and timing and in terms of funding through the RAB), which reflect the 
balance of (conflicting) individual airline views. In terms of Star Alliance’s 
preference for intra-HET connectivity in advance of inter-terminal connectivity, the 
CAA’s consultants Currie & Brown concluded in November 200759 that the Star 
Alliance’s preferred option was not physically possible in terms of construction 
sequencing, and was not being held back by an artificial budget constraint or bias 
towards other projects.  

8.30 On the basis of the evidence presented since November 2007, the CAA therefore 
endorses the inclusion of BAA’s latest plans for the inter-terminal baggage system 
within the Q5 capital investment programme. The CAA also agrees with BAA and 
the Heathrow AOC that this remains (as proposed) a communal project, the capital 
investment for which is funded through airport charges. 

                                                 
59 Supporting Paper I – Review of Heathrow Capital Investment Plan for Q5 and Q6, Currie & Brown, November 
2007  
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Heathrow - T5C additional pier-served stands 

8.31 The CAA has considered carefully the arguments for and against the additional 
scope of investment which BA had proposed. BAA has noted that the arguments on 
this score are more finely balanced than for other projects which have been the 
subject of contention between BAA and some airlines. BAA has argued in favour of 
its current proposal (and against the additional stands proposed by BA) that: 

• with the 2010 opening of T5C with ten pier-served stands, BAA forecasts that 
pier service for BA will rise to 95 per cent, the top of the aspirational target 
range of 90-95 per cent, and above that experienced on the eastern apron; 
and 

• the priority for investment should be on the eastern apron to enable carriers 
there to catch up over Q5 with service and facilities available to BA on the 
western apron. 

8.32 The CAA has identified the following factors60 which would tend to support BA’s 
position: 

• the project is relatively self-contained and not a major burden on the CIP, at 
£30 million in total; 

• its construction would not interfere with or detract from eastern apron works 
– it is entirely separable physically and operationally; 

• completing 12 stands in one go, rather than ten in Q5 and then two in Q6, 
would be a more efficient construction plan, and would be likely reduce the 
overall cost of the end solution by up to £10 million to; and 

• it would not be possible to spend effectively an additional £30 million on 
eastern apron works in Q5 if that were to be diverted from T5C – the eastern 
apron projects are already at the limit of what is logistically feasible in the 
constrained airfield space. 

8.33 The CAA understands that BAA considered that the judgement on whether to 
include the additional stands lay mainly with airline priorities and ‘competitive 
equivalence’, and that BAA would be content to receive CAA guidance to include 
this project (provided this came with appropriate Q5 CIP funding). In the CAA’s 
view, there are construction efficiency arguments for including this project in Q5. In 
addition, it could, at the margin, improve overall airport operational resilience by 
providing additional stands which could release others for use by Heathrow airlines 
in general. The CAA does not consider that considerations of ‘competitive 
equivalence’ (or the temporary lack of it) between different airlines operating from 
different parts of the airport campus would be sufficient offsetting reason not to 

                                                 
60 source: based on discussion with BAA Strategy Director, 1 February 2008, in light of written and oral 
submissions to the CAA’s November 2007 proposals  
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proceed with this project. On that basis, the CAA recommends that BAA include the 
T5C additional two pier-served stands, and increase the Q5 CIP by an additional 
£25 million, with the following profile: 2008/09 +£12 million, 2009/10 +£10 million, 
2010/11 +£3 million. In chapter 13, the CAA sets out the revised capital investment 
trigger for T5C for completion of 12 stands. The CAA understands that the 
additional scope will necessitate moving the delivery date for the 12-stand satellite 
to February 2011 (from August 2010), with a consequential adjustment to the 
relevant capital investment trigger (as discussed in chapter 13). 

Heathrow Q5 CIP 

8.34 Beyond the three projects discussed above, the CAA considers that the Q5 CIP is 
now broadly agreed with the airline community through constructive engagement. 
As such, the CAA has therefore decided to include BAA’s latest projections of Q5 
capital expenditure for Heathrow into the price cap modelling (with the addition of 
£25 million for T5C stands, as discussed above). 

Gatwick – Pier 7 

8.35 The CAA considers that the airlines’ argument for linking timing of Pier 7 (not due to 
come into service until October 2011) with differences between their traffic 
forecasts and those of BAA, which are greatest in the early years of Q5, is not 
compelling. The CAA understands that the metrics which determine the optimum 
timing of additional pier-served stands are not tightly linked to the annual passenger 
forecasts (which depend at the margin crucially on load factor forecasts). By 
contrast, BAA’s modelling appears to define the timing by more relevant metrics 
associated with the physical characteristics of the peak aircraft movements. 
Furthermore, the CAA’s passenger traffic forecasts are now closer to the airlines’ 
July 2007 forecast than are BAA’s latest Q5 forecasts, and in particular are closer 
in the relevant years (for the timing of Pier 7) of 2011/12 and 2012/13 (CAA 
forecast on average 0.4 mppa lower than the airlines’ forecasts in these years, 
compared to BAA forecast on average 0.6 mppa lower). 

8.36 On the basis of the evidence presented since November 2007, the CAA therefore 
endorses the inclusion of BAA’s latest plans for Pier 7 spend and timing within the 
Q5 capital investment programme. 

Gatwick Q5 CIP 

8.37 With regard to other areas of difference between BAA and the airlines on the rest of 
the proposed Q5 CIP: 

• the airlines have proposed the removal from the CIP of BAA’s proposed 
operational efficiency projects, estimated to be some £19 million. Excluding 
such projects could reduce the budgetary flexibility of the airport to respond 
in a timely fashion to airlines’ and passengers’ needs during Q5. The CAA 
considers that the airlines have not made a clear case for excluding ex ante 
this element of capital expenditure. In the CAA’s view, airline concerns about 
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the output and effectiveness of these projects could better be addressed 
within Q5 through continuing constructive engagement and other forms of 
consultation; 

• the CAA understands that airlines have now agreed to a ‘full scope’ budget 
for the South Terminal baggage system, with a joint review to determine in 
more detail the specification of the system and hence its actual cost within 
the budget provided. 

8.38 Beyond the projects discussed above, the CAA considers that the Q5 CIP is now 
broadly agreed with the airline community through constructive engagement. As 
such, the CAA has therefore decided to include BAA’s latest projections of Q5 
capital expenditure for Gatwick into the price cap modelling. 

Construction price inflation 

8.39 The CAA considers that no new evidence has been presented on this topic as part 
of the consultation on its November proposals, so the CAA proposes to maintain its 
RPI+2 per cent allowance for construction price inflation at each airport in Q5. As 
discussed in the regulatory policy statement, the CAA would expect to re-estimate, 
at the next price control review, the construction price inflation allowance(s) which 
might be appropriate for each airport during Q6. 

Risk allowance on project costs 

8.40 The CAA considers that no new compelling evidence or argument has been 
presented in favour of any downward adjustment, for lower risk allowances, to 
BAA’s proposed Q5 CIP budgets at each airport. Some airlines at Heathrow (e.g. 
bmi) have argued that evidence now available on cost efficiency benchmarks and 
BAA’s agreement to apply such benchmarks to its capital planning provides 
sufficient justification for a retrospective downward adjustment to Q4 capital 
expenditure allowed into the RAB. The CAA concluded against such retrospection 
in its earlier reference to the Competition Commission61. Several airlines at both 
airports have argued that BAA’s risk allowances on projects are excessive and 
warrant a forward-looking reduction to Q5 capital expenditure projections. The 
CAA’s consultants Currie & Brown concluded62, with regard to the potential future 
opportunities for capital expenditure efficiency, that BAA’s inclusion of a 25 per cent 
project contingency allowance was reasonable at this stage, but would expect a 
more considered analysis of contingencies and project specific costs at the 
completion of the options development stage. 

8.41 The CAA does, however, consider that BAA should enhance the level of 
transparency and consultation during Q5 on the evolution of project costings and 
the deployment of risk allowances over time. This should be part of the broader 

                                                 
61 CAA recommendations to the Competition Commission for Heathrow and Gatwick Airports, CAA, March 
2007, paragraph 9.55 
62 CAA price control proposals for Heathrow and Gatwick Airports, CAA, November 2007, paragraph 9.30 
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drive to improve users’ experience of consultation around the airports’ capital 
investment programmes, as defined by the revised BAA agreement on 
transparency and consultation, which is discussed further below and set out in 
Annex G. 

Rail projects 

8.42 Earlier in the price control review, the CAA developed and consulted on a series of 
criteria against which to judge the extent to which the costs of off-airport surface 
access projects should be borne by airport users through the RAB and 
subsequently airport charges. It was anticipated that these principles might need to 
be applied to developed propositions for particular projects. In practice, none of the 
three strategic projects of which the CAA is aware has progressed to the point 
where the CAA would need to make a ruling on any proposed addition to the RAB. 

8.43 The CAA anticipates that at the Q6 price control review it would assess any capital 
expenditure by BAA at Heathrow or Gatwick which had been proposed for inclusion 
in the airports’ RABs in line with its general approach to assessing capital 
expenditure efficiency and consultation, and with reference to the CAA’s regulatory 
policy statement (Annex G) as it relates to the CAA’s criteria for assessing the costs 
of surface access projects which should be borne by airport users through airport 
charges. 

8.44 With regard to Crossrail, the CAA anticipates that BAA would not make any 
financial contribution to this project during Q5. On the basis of the information 
available to date, the CAA considers that there could, in principle, be a case for 
including BAA’s financial contribution to the Crossrail project as a RAB investment, 
to be remunerated through future airport charges in Q6 and beyond. The CAA 
would consider any such case from BAA on its merits at the Q6 price control 
review. 

Capital expenditure projections for Q5 

8.45 In light of the CAA’s conclusions discussed above, the CAA has concluded that its 
price cap modelling for each airport for Q5 be based on the following projections in 
Table 8-2 of annual capital expenditure at each airport. 

Table 8-2 CAA projections of capital investment at Heathrow and Gatwick 

£ millions 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 

Heathrow       

CIP figures  886 1,066 903 697 350 3,902 

CIP figures including construction 
price inflation factor (2% above RPI) 902 1,110 956 753 385 4,107 

Gatwick       

CIP figures  191 240 226 136 81 874 

CIP figures including construction 
price inflation factor (2% above RPI) 

195 249 239 147 90 920 

Source: CAA 
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8.46 For the sake of clarity during Q5 and at the next price control review, the CAA sets 
out in Table 8-3 and Table 8-4 below the major investment projects and suites of 
projects on which each airport’s capital investment programme is based. It should 
be recognised that while these are the programmes on which the CAA’s price 
control decisions have been based, including the application of capital investment 
triggers on certain projects (as set out in chapter 13), the precise timing, scope and 
cost of individual projects may vary within Q5, in light of market and airport 
developments and following consultation with users. 

Table 8-3 Capital investment at Heathrow underpinning CAA Q5 projections  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 
HEATHROW TOTAL 886 1066 903 697 350 3902 
BAA IT 24 23 23 21 20 112 
BAA RAIL 28 35 33 29 26 151 
HAL 834 1008 846 647 304 3639 
of which       
AIRLINE MOVES  92 12 6   111 
EASTERN CAMPUS  321 423 527 521 182 1974 

of which       
Interim T1 51 1    52 

Eastern Piers and Aprons 164 172 210 123 23 692 
HET Programmes 106 250 317 398 159 1231 

TERMINAL 3  39 41 31 1 4 117 
of which       

T3 Refurbishment 29 31 16   76 
T3 Piers and Aprons 10 10 15 1 4 40 

TERMINAL 5  92 185 31  5 313 
of which       
T5 Live 13 10    23 

T5 Piers & Aprons (inc. extra 
£12/10/3m for extra T5C stands) 

79 175 31  5 290 

T4 SOUTHERN CAMPUS  64 26 12 3 11 116 
of which       

T4 Terminal 52 26 12 3 9 102 
T4 Piers and Apron 12    2 13 

CONNECTIONS & BAGGAGE 140 221 174 64 32 631 
CAR PARKING / CTA 14 4 4 5 5 32 

OTHERS  70 92 54 47 59 322 
of which       

Airfield Total (Excl EA, WA & SA) 15 24 11 3 7 60 
Utilities Total 1 1 3 9 16 29 

IT Total 3 2 2 2 3 12 
Retail Total 5     6 

Security Total 16 35 8 3 3 64 
HAL Minor Projects (CWF) 30 30 30 30 30 150 

LAND PURCHASE PAYMENTS 
TO THAMES WATER 3 4 6 6 6 25 

Source: BAA, January 2008  
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Table 8-4 Capital investment at Gatwick underpinning CAA Q5 projections 

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 
GATWICK TOTAL 191 240 226 136 81 874 

SERVICE QUALITY TOTAL 36 107 101 43 25 312 
of which       

Pier 7 15 45 67 35 25 187 
ST Check-In Environment 5 13    18 

ST Forecourt 4 15 25 5  49 
Pier 4 Segregation    1  1 
Pier 3 Segregation 6 15 2   22 

South Terminal Airside 5 5    10 
Pier 1  9 1   10 

Southern Forecourt Enhancements 1 6 6 3  16 

CAPACITY GROWTH TOTAL 58 79 95 55 37 324 
of which       

Full North Terminal Extension 
Check -in 14 17 17 8  56 

HMI Refurbish In Existing Footprint 1     2 
Full North Terminal Extension 

Reclaim 9 9 9   27 

Airline Relocations    5  5 
ST Baggage/Factory 3 8 24 32 31 97 

NT Baggage Sorter 1 3 8 1  12 
NT Short Term Parking (MSCP6) 1 12 12   25 

North West Zone 16 18 13   46 
Stand Reconfigurations 3 8 8 9 6 34 

Early Bag Store 11     11 
Roadway Improvements  5 5   10 

AIRPORT INTEGRITY 97 54 29 38 20 238 
Source: BAA, January 2008 

Consultation with users on investment plans and projects 

8.47 The CAA’s November 2007 assessment, that the revised agreement for Q5 on 
information disclosure and consultation was a material improvement on the current 
Annex 4, stands. In the CAA’s view, the proposed agreement has been further 
improved through joint BAA-airlines consultation since then. The CAA recognises 
that the current agreement on information disclosure and consultation has come 
under some strain in recent months in the very final stages of constructive 
engagement and the Q5 price control review. A number of the changes to be 
adopted for Q5 are designed to address these relative weak spots. 

8.48 With regard to the outstanding differences of view between BAA and the airlines, as 
documented in BAA’s proposed agreement, submitted in January 2008, the CAA 
has made the following changes to the text of the agreement to meet airlines’ 
reasonable interests – BAA has agreed to include these changes: 

• asset disposals: more information about assets which are transferred out of 
the airport’s Regulated Asset Base, and the terms of disposals; 
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• options for airport development: greater clarity around the information 
disclosure and consultation; 

• disclosure of confidential information: stronger emphasis on disclosure where 
feasible, exploring practical means of protecting commercially or 
operationally sensitive information on commercial revenues and operating 
costs; and 

• consultation on individual projects: more explicit description of airlines’ 
involvement as consultees at all the key stages of a project. 

8.49 The new agreement by BAA with respect to information disclosure and consultation 
is set out in Annex G to this decision. As set out in the Regulatory Policy Statement 
(Annex E), the CAA will assess BAA’s performance against the expectations set out 
in this document as part of its assessment, at the next price control review, of how 
well BAA has consulted with users on its capital investment during Q5. This will 
form one prong of the two-pronged test (the other being efficient project 
management and delivery) against which to judge whether Q5 capital investment 
should be added to the airport’s Regulatory Asset Base. 

Mid-Q5 scrutiny of capital investment efficiency 

8.50 In view of continuing concern among many airlines regarding BAA’s recent 
performance in developing capital investment plans and consulting users on these, 
the CAA has decided to broaden the scope of the proposed mid-Q5 capital 
investment review to include BAA’s performance on consultation (as per the revised 
agreement on information disclosure and consultation). The purpose of the review 
will be to provide greater evidence to inform the Q6 price control review; to provide 
a mid-term progress report on BAA’s consultation performance; and pointers for 
improvements which BAA and the airlines might make during the remainder of Q5. 

8.51 The CAA is also clarifying now that the capital investment efficiency review would 
consider BAA’s progress on a number of specific issues which have been identified 
in previous capital expenditure reviews, including processes for setting cost 
benchmarks and measuring performance against them, setting risk allowances and 
the evolution of such over the life of a project, and the progress towards 
management of certain risks at a portfolio rather than project level. 

8.52 The CAA is currently proposing on the following outline terms of reference for this 
review: 

• Objective: to provide a transparent independent assessment of (i) BAA’s 
progress in achieving capital expenditure efficiency at each airport, and (ii) 
BAA’s performance to date in consultation with users on airport development 
and investment. 
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• Scope: 

− development and application of cost benchmarks to the Q5 capital 
investment plan and, prospectively, to the initial development of capital 
plans for Q6 and beyond; 

− application and evolution of risk allowances for projects; 

− progress in management of certain risks at airport investment portfolio 
rather than individual project level, and implications for setting future 
risk allowances; 

− BAA’s consultation performance against its revised agreement on 
information disclosure and consultation (Annex G to this decision 
document); and 

− at Heathrow, consultation on, and efficient delivery of, preliminary 
capital expenditure associated with the expansion of airport capacity 
via mixed mode operations and / or a third runway. 

• Timetable: 

− Summer 2009: CAA consults on scope of review 

− April 2010: review commences 

− By December 2010: review reports. 
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9. Regulatory asset bases 

Introduction 

9.1 This chapter summarises the CAA’s November 2007 proposals with respect to the 
evolution of the regulatory asset bases (RABs) at Heathrow and Gatwick during the 
Q4 price control period and up to the start of Q5. It records the consultation 
responses on this topic, and then sets out the CAA’s assessment in light of these 
responses. The chapter concludes with the CAA’s proposals for the opening Q5 
RABs and projected depreciation for Q5 at each airport which are incorporated in 
its financial modelling on which its price control decisions are based. 

CAA’s proposals, November 2007 

Rolling forward the RAB in Q4 

9.2 In updating the calculation for emerging outturn and revised forecasts, the 
Commission followed the same approach as the CAA's RAB roll-forward rules set 
out in the CAA's Q4 decision. However, the Commission updated the CAA’s March 
2007 calculation in a number of places. The key differences include: 

• higher forecast capital expenditure at Heathrow for 2007/08. This increases 
the closing Q4 RAB at Heathrow relative to the CAA’s earlier calculation; 

• higher RPI adjustments in 2006/07 for both airports, reflecting higher outturn 
inflation than in the forecast underpinning the CAA’s calculations. This 
increased the closing Q4 RAB for both airports relative to the CAA’s 
calculation; and 

• cancellation of a proposed disposal at Heathrow in 2007/08. This increased 
the closing Q4 RAB at Heathrow relative to the CAA’s calculation. 

9.3 The CAA therefore proposed to adopt (subject to consultation) the updated RAB 
roll-forward forecasts proposed by the Commission in its report, and set out in 
Table 10-1 of the CAA’s November 2007 proposals. 

Opening Q5 RAB adjustments 

9.4 In establishing the proposed opening RAB for Q5, the CAA considered whether any 
adjustments needed to be made to the closing Q4 RAB figures. In its reference to 
the Commission, the CAA outlined two potential RAB adjustments: the treatment of 
the Heathrow T5 hotel site, and of BAA’s pension holiday in Q3. The Commission 
also considered during its inquiry whether the full capital expenditure from Q4 
should be included in the RAB (as raised by a number of airlines), and whether a 
further adjustment should be made to the proceeds of the Airport Property 
Partnership disposal. The CAA considered each of these in its proposals. 
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T5 hotel site 

9.5 The CAA investigated, as suggested by the Commission, BAA’s claim that the RAB 
adjustment should be reduced from the £41.7 million proposed by the Commission 
to take account of an additional expenditure of £10.06 million which BAA claimed 
had been incurred by BAA Lynton in order to prepare the site for sale, and without 
which the eventual sale proceeds would not have been realised. In light of further 
evidence from BAA, the CAA concluded that these ~£10 million costs had not 
previously been provided for in cost projections for Q4 or Q5, and that the costs 
were directly related to the development of the site for subsequent sale. The CAA 
therefore proposed to take account of these costs in calculating the net sale 
proceeds and to adjust downwards the amount by which the Heathrow RAB should 
be reduced for the T5 hotel site sale to £30.89 million. 

Pensions holiday 

9.6 In its March reference, the CAA noted that users should not be expected to pay 
again for contributions that had already been allowed for. As a result, it proposed 
that a once-and-for-all adjustment should be made to the RAB to reflect the non-
payment of BAA’s assumed pension contributions during Q3. Such an adjustment 
was not included within the CAA’s indicative price caps as, at that time, the CAA did 
not have sufficient information on the allowances that had been included during Q4, 
as a result of the Commission’s recommendations and financial modelling at the Q4 
price control review. 

9.7 The Commission agreed that a once-and-for-all solution should be put in place to 
ensure that users did not pay twice. BAA estimated the value of the pension fund 
holiday to be £151 million (of which £135 million related to Heathrow and Gatwick). 
As a result, the Commission recommended that the Q5 opening RABs of Heathrow 
and Gatwick be adjusted down by an aggregate £135 million. 

9.8 The CAA considered this recommendation to be consistent with its statutory 
objectives, and as previously proposed in the CAA’s reference. The CAA therefore 
proposed that the opening RABs be adjusted downwards by £90.9 million at 
Heathrow and by £44.2 million at Gatwick to reflect the Q3 pensions holiday. 

Q4 capital expenditure 

9.9 A number of airlines suggested that the RABs be reduced to reflect 
underinvestment (at Gatwick) and perceived excess investment costs (particularly 
at Heathrow). During the Commission inquiry, the CAA had argued that Q4 spend 
at each airport had satisfied the conditions for entering the RAB (as specified by the 
CAA in Annex 4 of its 2003 decision), and as such, any downward adjustments to 
the RAB would be unjustified. 

9.10 The Commission did not consider that any adjustments would be appropriate for Q4 
investment. As a result, the CAA proposed that no downward adjustments be made 
to the Q4 capital expenditure to be included in the RAB. 
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Airport property disposals 

9.11 The Commission reluctantly accepted that it would be difficult to justify a reduction 
to the RABs to reflect the change in value of the disposed assets since their 
removal from the RABs. The CAA therefore proposed that the RAB adjustments for 
airport property disposals be maintained at the levels proposed in its reference. 

Opening RAB calculations 

9.12 The CAA presented its calculation of the opening RABs for Q5 for Heathrow and 
Gatwick respectively63. The opening RAB was the sum of the Q4 closing RAB, as 
calculated by the Competition Commission, and the RAB adjustments previously 
discussed. The figures presented were an important input into the building block 
calculation. For the purposes of calculating a price cap, the RAB figure was 
translated into a mid-year price base rather than year-end outturn prices. The CAA 
proposed that the figures presented in its November 2007 proposals be adopted as 
the opening RABs for the purposes of calculating Q5 price caps. 

9.13 As price caps need to be set before the end of 2007/08, the CAA noted that it would 
be necessary for the opening RAB to be set on the basis of forecast capital 
expenditure in the final year of Q4. In the event that actual capital expenditure was 
higher than this forecast, the company would lose through a lower return than it 
would have earned if prices were set according to the actual RAB (and vice versa). 
At the Q4 review, the rules for rolling up the RABs were designed with an 
adjustment mechanism to reflect any differences in outturn spend, to ensure that 
the long-term RAB reflects actual spend. This did not adjust for any gains or losses 
within the period, but did ensure appropriate prices in the future. The CAA 
proposed that the same ‘wash up’ mechanism for outturn capital expenditure in the 
final year of the quinquennium be included in the Q5 decision. 

Rolling forward the RAB during Q5 

9.14 As in the Q4 decision, the CAA proposed a clear set of policies to determine how 
the RABs would be rolled forward during Q5, as outlined below. 

Capital expenditure 

9.15 Under the terms of the CAA’s 2003 price control decision, the RABs were increased 
annually during Q4 for the actual capital expenditure incurred at the respective 
airport, subject to an assessment by the CAA at the end of Q4 as to whether BAA 
had implemented best practice project management and had conducted effective 
consultation with users as per the Annex 4 agreement. The Commission concurred 
with the CAA’s proposal that this approach be retained for Q5. The CAA therefore 
proposed that actual capital expenditure should be rolled up annually within the 
RAB during Q5. The proposed framework for determining whether Q5 capital 

                                                 
63 CAA November 2007 proposals, Table 10-2 
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expenditure be rolled into the opening Q6 RAB was set out in the CAA’s November 
2007 proposals64. 

Depreciation 

9.16 In line with the Commission’s recommendations, the CAA proposed that price caps 
for Q5 reflect BAA’s proposed depreciation allowances65. The CAA proposed to 
retain the existing policy, under which the opening RAB for each price control 
period is calculated according to the projected depreciation from the previous 
decision. As a result, the CAA’s proposed figures would not only form part of the 
revenue requirement for Q5, but they would also feed into the calculation of the 
opening RAB for Q6. 

9.17 The Commission noted that for a company subject to continuous regulation, 
depreciation only affected the amounts that different generations of users pay, with 
the effects on the asset base over time being offset by the effects on profit. As 
such, it did not see any reason to change from the use of projected depreciation in 
rolling forward the RAB. In light of the Commission’s support for the existing 
approach, the CAA proposed to continue to roll forward the RAB in Q5 according to 
projected depreciation. 

9.18 The CAA set out the proposed revenue profiling adjustments66 through which the 
revenue advancement introduced in the Q4 price control decision for Heathrow 
would be unwound, without compromising the CAA’s policy objective of maintaining 
net present value (NPV) neutrality for BAA between Q4 and Q5. 

Disposals 

9.19 Under the CAA’s existing policy, the RAB is adjusted downwards for the proceeds 
of disposals. The Commission saw no reason to discontinue the existing policy of 
deducting from the RAB the value of disposal proceeds rather than the written 
down value. In particular, it noted that: 

• airport users should be entitled to the gains arising from the sale of airport 
assets; and 

• the proceeds were more likely to reflect the capitalised value of the lost non-
aeronautical revenue that would have been included in the single till in 
subsequent review periods. 

9.20 On the basis of the Commission’s recommendations, and the views expressed by 
users, the CAA proposed that the current policy of adjusting the RAB for the 
proceeds of disposals be retained. The CAA would expect to adjust the RAB by the 
net proceeds from disposals. 

                                                 
64 ibid, Chapter 10 and Annex B  
65 ibid, Table 10-3 
66 ibid, Table 10-4 
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Write-offs 

9.21 In its reference, the CAA proposed to retain its current approach of not subtracting 
the value of write-offs from the RAB. Specifically, the CAA considered that 
reductions to the RAB could be detrimental to the reasonable interests of users, as 
such action could artificially impede projects that would otherwise be beneficial both 
to the airport operator and airlines. The Commission concluded that the CAA’s 
current policy be maintained. It also agreed with the CAA that the RAB should be 
protected from poor management, and as such, proposed that the RAB should be 
reduced (without including any adjustment in the required revenues) in the event 
that there was evidence of poor management or wasteful investment. In practice, 
however, this recommendation would be more relevant to the tests that would be 
applied at the point at which capital expenditure is considered for addition to the 
RAB. The CAA’s policy in this regard was set out in its proposed Regulatory Policy 
Statement. 

9.22 In light of the Commission’s views, the CAA proposed to retain the current policy of 
not adjusting the RABs for write-offs. 

Summary of consultation responses 

BAA 

9.23 BAA’s main comment related to its latest forecasts of capital expenditure in 
2007/08. In light of the CAA’s observation that the Q5 opening RAB has to be set 
including the most up to date forecast of capital expenditure in 2007/08, BAA 
provided its most up to date forecast of 2007/08 expenditure. 

9.24 At Heathrow, it was (in mid January 2008) forecasting 2007/08 expenditure £127 
million above the forecast included in the CAA’s final proposals. This comprised 
some additional spend on T5, the introduction of the passenger rapid transit system 
as well as some capitalisation. These extra costs are then offset by lower than 
forecast IT investment expenditure at Heathrow. BAA’s explanation for this 
additional spend is summarised below. 

9.25 In the CIPs published in both April 2007 and September 2007 and in its 2007 
submissions to the CAA and Competition Commission, BAA had presented a total 
forecast of expenditure at Heathrow in 2007/08 of £780 million. This was allocated 
to the following constituent elements of the Heathrow RAB: 

• Terminal 5 (phase 1) £390 million 

• Heathrow Airport Limited (incl. T5 phase 2) £356 million 

• BAA IT £24 million 

• BAA Rail £11 million 
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9.26 At Terminal 5, the complexity of the remaining small minority of the programme for 
phase 1 was high against a schedule which is required to be met to avoid 
compromise to either the quality of operational trials or the initial operation. BAA 
noted that it remained difficult to ‘demobilise resources’ at the rate desired without 
adverse programme effects. In light of the above, BAA had therefore identified the 
necessity for an additional £65 million of expenditure in 2007/08. This would ensure 
the progression of the necessary operational trials leading to the opening of 
Terminal 5 by 27th March 2008. BAA restated its claim that the Terminal 5 project 
remained on time and on budget. 

9.27 Additional expenditure on HAL projects: BAA noted that the current estimate of 
forecast expenditure on projects listed in the September 2007 CIP has resulted in a 
modest increase of £3 million, bringing estimated expenditure on these projects to 
£359 million. Beyond these specific projects BAA has incurred additional 
expenditure (totalling £24.6 million) on the following items which it considered 
essential in order to support operational priorities: 

• ‘Fix the Basics’ £11 million (upgrading terminal fabric) 

• security equipment £8.4 million (X-ray machines, queue measurement 
systems) 

• baggage connectivity £5.2 million 

9.28 Personal Rapid Transit (PRT) System: BAA described its work on phase one of the 
world’s first Personal Rapid Transit (PRT) System, to be deployed across the 
airport, which it considered could bring significant benefits to passengers, providing 
a quick and comfortable service, as well as contributing to improved environmental 
performance. BAA has worked with a third party, ATS Ltd, to customise the PRT 
system to meet the unique needs of Heathrow. BAA has invested over £22.5 million 
in the Heathrow PRT system and, given the putative benefits delivered by this 
scheme, BAA argued for this asset to be included in Heathrow’s RAB. 

9.29 Additional capitalisation: BAA identified £25 million of expenditure supporting the 
integration of T5 into the Heathrow operation (T5 Live project) that was previously 
categorised as operating expenditure, but which should correctly be classified as 
capital expenditure. BAA notes that this expenditure was not included in the Q4 
operating cost forecasts set by the CAA in 2003. 

9.30 Partially offsetting these increases was a reduction of £13 million in the projected 
BAA IT spend, reflecting a change in tactical focus across the business with some 
asset refreshes and new business investments in IT being deferred. 

9.31 At Gatwick, Q4 expenditure was forecast to be £20 million above BAA’s most 
recent previous forecasts. This takes account of actual and revised expenditure on 
a variety of projects, including:  

• ‘Fix the basics’ £2 million 
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• Inter-terminal transit system £2 million 

• Q5 projects £5 million 

• Health and safety and other compliance projects £6.3 million 

• Security £4.5 million 

• Airline moves £0.2 million 

9.32 In the oral hearings, BAA indicated that it had not explicitly consulted with airlines 
on the additional capital expenditure in 2007/08 which it now proposed should be 
added to the opening Q5 RAB. 

Airline responses 

9.33 BA welcomed the proposed downward adjustments to the Q5 opening Heathrow 
RAB for the proceeds of the sale of the T5 hotel site and for the Q3 pensions 
holiday. BA argued that the RAB should be further reduced by ~£10 million for the 
costs incurred outside the regulated airport which the CAA judged were directly 
related to the subsequent sale of the site, and thus to be netted off site disposal 
proceeds to arrive at a net RAB reduction. 

9.34 BA criticised the CAA’s practice in scrutinising capital expenditure for inclusion in 
the RAB. BA considered that the CAA was swayed too much by the potential 
adverse incentives towards future investment which could be created through 
disallowing past investment into the RAB if it did not meet specified regulatory 
criteria. BA considered that the tests proposed by the CAA were perfunctory, 
offering little protection to users in allowing any and all investments by BAA to be 
added to future RABs regardless of whether the investments were undertaken 
efficiently and there was proper consultation with airlines. 

9.35 With regard to write-offs, BA considered that the CAA’s approach of testing the 
efficiency of spend when it is to be added to the RAB is incomplete, as it does not 
address write-offs of investments which are already in the RAB. BA cited examples 
of taxiway investments which it considered were now redundant and should be 
removed from the RAB, reflecting (in BA’s view) BAA’s poor investment decision. 

9.36 IATA generally supported the continuation of RAB-based regulation. It noted, 
however, that the current regulatory regime could encourage BAA to invest, 
working within the constraints of the planning system, but not necessarily where it 
best met the needs of users for timely, efficient and cost effective investment in new 
airport capacity.  

9.37 The Gatwick airline groups (LACC and AOC) noted that airlines had reached an 
agreement with BAA on the deferral of two major projects from Q4 into Q5 (new 
multi-storey car park, and inter-terminal track transit system), which amounted to 
some £55 million of the projected £80 million total capital underspend in Q4 
(compared to projections made in 2003 on which the Q4 price cap were based). 
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The airlines had agreed to such deferral of projects on the understanding that the 
Q5 opening RAB would be adjusted downward by £80 million to reflect this 
underspend. 

9.38 easyJet raised similar concerns as the Gatwick LACC and AOC with respect to Q4 
capital underspend. In particular, it was concerned at what it perceived to be a 
reversal in the CAA’s previously stated policy67 of increasing the opening Q5 RAB 
for each airport only for actual capital expenditure (which met the CAA’s twin tests 
of project management and user consultation), rather than for capital expenditure 
projected in the Q4 price control decision. 

9.39 With respect to depreciation, easyJet encouraged the CAA to satisfy itself that 
BAA’s forecast depreciation was reasonable. With respect to asset disposals, 
easyJet interpreted the Commission’s advice to the CAA as being that the airports’ 
RAB should be reduced by the market value at which the airport properties were 
eventually disposed of by BAA to a joint venture with a third party investor, and by 
the value ultimately ascribed by BAA’s sale of its stake in this joint venture, rather 
than the lower market values at which the assets were transferred from each 
regulated airport into a separate BAA group subsidiary. 

CAA assessment 

Rolling forward the RAB in Q4 

9.40 Following consultation and in light of the absence of any material challenge to the 
proposed approach, the CAA confirms that it will roll forward the RAB during Q4 
and up to the start of Q5 as it had previously indicated and in line with its Q4 
regulatory policy statement. 

9.41 For the sake of clarity, in light of the comments from airlines regarding the 
treatment of actual versus previously projected capital expenditure at Gatwick 
during Q4, the CAA confirms that it has updated the RAB in each year during Q4 
for the actual spend undertaken by BAA in each year of Q4. It has not, as some 
airlines interpreted from the CAA’s November proposals, reversed its long-standing 
policy in this regard. Some confusion may have arisen from the CAA’s statement68 
that: ‘The Commission did not consider that any adjustments would be appropriate 
for Q4 investment. As a result, the CAA proposes that no downward adjustments 
be made to the Q4 capital expenditure to be included in the RAB.’ This statement 
was referring to the proposition, considered but rejected by the Commission, that 
the RAB at each airport should be reduced to reflect what some airlines had 
characterised as excessive and inefficient investment costs during Q5. The CAA 
should have made clear (and is doing so in this document) that it would, in line with 
its standing regulatory policy, only update the RAB at each airport in each year for 
the actual capital expenditure incurred (subject to the airport meeting the twin tests 

                                                 
67 ibid, paragraph 10.28 
68 ibid 
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of best practice project management and user consultation). This approach would 
have the effect, in line with airlines’ expectations, of reducing the opening Q5 RAB 
from that projected in the Q4 price cap decision by the extent of any underspend in 
capital expenditure (or any inefficiency in that spend) during Q4 compared with 
projections on which the Q4 price cap was based. 

Opening Q5 RAB adjustments 

9.42 The CAA has considered the new evidence presented by BAA in respect of its 
latest estimate of capital expenditure during 2007/08, which it proposed should be 
added to the opening RAB for Q5. The CAA notes that BAA has not consulted with 
airline users explicitly on each of the projects that together make up the majority of 
the additional capital expenditure, albeit that a minority of the additional spend 
relates to projects within the capital investment programmes at Heathrow and 
Gatwick respectively which had been subject to BAA consultation with airlines. The 
CAA also notes that BAA has acknowledged that lack of consultation on their 
projects was unfortunate, although it explained that it had decided to focus, in the 
limited time available for consultation during the latter half of 2007/08, on the more 
strategic questions of the size and shape of the Q5 investment plan for each 
airport. 

9.43 At Heathrow, the CAA considers that BAA has presented sufficient evidence to 
support the inclusion into the Q5 opening RAB for the following proposed changes 
to 2007/08 capital expenditure: 

• T5 - £65 million: the CAA considers that BAA has explained adequately the 
time constraints on the project and the broader benefits to the operations 
and timely future development of Heathrow airport from additional spend in 
2007/08 in order to maintain the planned March 2008 entry-into-service date; 

• cost increases in CIP projects - £3 million total: the CAA understands that the 
projects to which these additional costs are related had previously been 
consulted on by BAA, and accepts that the priority for consultation in recent 
months has been on Q5 plans rather than cost increases of much lesser 
magnitudes in established projects; 

• additional airport projects (‘fix the basics’, security machines and queue 
measuring, baggage connectivity) - £24.6 million total: the CAA recognises 
the business case advanced by BAA for the timely investment in 2007/08 in 
each of these projects; 

• BAA IT - reduction of £13 million: the CAA accepts BAA’s explanation for the 
change in business requirements for the previously proposed investment, 
and the resulting reduction in planned corporate IT investment in 2007/08. 

For all of these projects, the CAA has included the changes in 2007/08 capital 
expenditure in the Q5 opening RAB, and does not propose any further review. 
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9.44 With regard to the proposed addition of £25 million for capitalisation of the T5 Live 
project costs, the CAA notes BAA’s explanation for this expenditure. The CAA 
requested evidence from an independent audit that this expenditure had not 
previously been included within Q4 projections, and that the capitalisation did not 
simply represent a re-labelling of operating expenditure. In response, BAA has cited 
its adherence to standard accounting principles and guidelines, and to the ongoing 
current audit of Heathrow Airport’s latest annual financial reports, which is nearing 
completion and has not (to date) highlighted any concerns from the auditors about 
the proposed capitalisation of certain T5 Live spend. 

9.45 The CAA has therefore decided to include the additional £25 million in the Q5 
opening RAB, subject to BAA providing satisfactory audit evidence to the CAA 
during 2008/09 that BAA had appropriately capitalised the correct level of project 
spending, in accordance with accounting standards, and that there is prima facie 
evidence that such spending had not been included within the operating cost and/or 
capital expenditure projections on which the Q4 price cap modelling had been 
based. The CAA holds open the possibility of removing this expenditure from the 
RAB, and the returns on such during Q5, at the Q6 price control review, in light of 
the evidence presented by BAA in the coming 12 months. 

9.46 With regard to the proposed RAB adjustment for the 2007/08 expenditure on the 
passenger rapid transit (PRT) system pilot project, the CAA has decided not to 
include this capital expenditure within the Q5 opening RAB, for the following 
reasons: 

• this is a novel project with a degree of technological and commercial 
development risk, which BAA has chosen to develop to date outside the 
regulatory asset base through a joint venture with a third party. Including the 
spend to date now in the airport RAB would provide underwriting from users 
for this risk, but without necessarily an appropriate share in the potential 
commercial benefit, which could be significantly wider than just Heathrow; 

• BAA has not obtained airline user support via consultation for this project, 
either for the pilot stage or for the potentially much more significant 
investment in airport-wide deployment of such technology. The CAA 
understands that during constructive engagement, this concept was 
considered as one of the potential strategic investment options for the future 
development of the airport, but did not rank highly against other more 
pressing investment priorities. 

9.47 Were BAA to obtain user support during Q5 for the further development of the PRT 
project, and were it to deliver the project efficiently, then the CAA would be open to 
considering (as part of the Q6 price control review) the inclusion of both the Q4 and 
Q5 capital expenditure on this project within the Q6 opening RAB. 

9.48 At Gatwick, the CAA considers that BAA has presented sufficient evidence to 
support the inclusion into the Q5 opening RAB of the proposed £20 million addition 
to 2007/08 capital expenditure. The CAA considers that all the proposed 
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expenditure at Gatwick is clearly linked to either operational, security, health and 
safety and other compliance requirements, or to established projects which have 
airline support. 

9.49 With regard to the CAA’s previously proposed downward adjustments to the Q5 
opening RABs for Heathrow’s T5 hotel site, the Q3 pensions holiday, and the 
disposals of airport property assets, the CAA has decided to maintain the position 
which it set out in its November 2007 proposals. On the T5 hotel site, the CAA 
explained in these proposals the analysis it had undertaken to verify BAA’s claims 
for the costs of site development (incurred by BAA Lynton, outside the regulated 
airport) to be netted from the sale proceeds of the site. The CAA is not persuaded 
by BA’s argument to exclude such costs from net sale proceeds. On the RAB 
adjustment for property disposals, the CAA considers that it has followed the 
Commission’s recommendations69 in reducing the airports’ RABs by the market 
value of the properties at the point at which they were transferred out of the 
respective RABs, although it acknowledges easyJet’s observation that the 
Commission’s analysis identified a range of possible regulatory approaches to this 
issue. 

Rolling forward the RAB during Q5 

9.50 The CAA confirms that its policy for rolling forward the RAB during Q5 is as set out 
in its November 2007 proposals: estimates of each airport’s opening RAB derived 
annually from: 

• the opening RAB value 

• plus actual capital expenditure in that year 

• less the market value of proceeds from disposals 

• less the depreciation charge (a fixed amount based on BAA’s current 
projections of depreciation through Q5, in line with BAA’s own accounting 
treatment of depreciation) 

• plus an adjustment for RPI inflation 

• plus the CAA’s profiling adjustment. 

9.51 This calculus provides an estimate of each airport’s RAB each year. The CAA 
intends to make a regulatory decision on the RABs, though, only at the next price 
control decision for Q6, in light of all relevant information then available. The CAA 
would anticipate following the approach to rolling forward and then setting the Q6 
opening RAB which is set out in this decision document, including by reference to 
the regulatory policy statement at Annex E, although any final decision will depend 
on all the relevant information available to the CAA at that time. 

                                                 
69 Competition Report, September 2007, paragraph 4.53 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 9  – Regulatory asset bases  118

9.52 With regard to the use of projected depreciation, the CAA has previously 
explained70 the rationale for this approach and the Commission’s support for this71. 
The CAA has examined BAA’s approach to deriving projected depreciation, based 
on the application of normal accounting standards, and subject to external financial 
audit. The CAA is satisfied that this provides an adequate basis for the setting of 
projected depreciation for the purposes of modelling airport charge caps.  

Evolution of RABs during Q4 and projected Q5 RABs 

9.53 Table 9-1 below sets out BAA’s projections of the RABs at Heathrow and Gatwick 
during Q4 and Table 9-2 sets out details of the adjustments that the CAA has made 
to the opening RABs for Q5.  

Table 9-1 BAA projections of regulated asset bases at Heathrow and Gatwick, 2003/04 to 
2007/08  

Outturn £ million 2003/04 2004/05 2005/06 2006/07 2007/08 
(projected) 

Heathrow      
Opening basic RAB value 4,312.2 5,405.5 6,327.6 7,596.6 8,834.2 
Capital expenditure 1,133.9 1,162.9 1,304.5 1,051.2 786.4 
Proceeds from disposals  -2.4 -247.8 -11.2 -0.3 0.0 
Depreciation charge -162.2 -178.2 -184.7 -196.9 -220.0 
RPI adjustment 124.0 185.1 160.5 383.6 252.5 
Closing basic RAB 5,405.5 6,327.6 7,596.7 8,834.2 9,653.1 
Profiling adjustment (cumulative) -146.2 -274.8 -373.6 -468.7 -535.3 

Closing RAB value 5,259.4 6,052.8 7,223.1 8,365.5 9,117.8 
Projected balance* 4,969.4 5,843.5 6,881.8 7,873.1 8,899.9 

Gatwick      
Opening basic RAB value 1,217.1 1,308.4 1,364.0 1,416.8 1,515.7 
Capital expenditure 121.7 130.6 84.0 101.0 91.2 
Proceeds from disposals  -0.1 -52.4 0.0 -0.6 0.0 
Depreciation charge -62.7 -65.3 -63.8 -70.4 -80.3 
RPI adjustment 32.4 42.7 32.5 68.9 42.7 

Closing basic RAB 1,308.4 1,364.0 1,416.7 1,515.7 1,569.3 
Profiling adjustment (cumulative) 15.9 20.9 15.9 3.5 0.0 
Closing RAB value 1,324.3 1,384.9 1,432.7 1,519.2 1,569.3 
Projected balance* 1,263.4 1,328.2 1,409.7 1,540.3 1,690.6 

Source: BAA regulatory accounts, CAA and CC 2002 report. 
* Projected profiled RAB from the CAA’s decision adjusted for inflation. 

                                                 
70 CAA price control reference, March 2007, paragraph 10.14 
71 Competition Report, September 2007, paragraph 4.59 
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Table 9-2 CAA decision on opening RABs for Q5  

 £ million 

Heathrow  
Opening RAB in opening 08/09 prices  9,246.519 
Opening RAB in opening 07/08 prices  9,000,273 
RAB reduction (PRT) in opening 07/08 prices  -22.196 
RAB reduction (T5 hotel) in opening 07/08 prices  -30.890 
RAB reduction (pensions) in opening 07/08 prices  -90.884 
Adjusted opening RAB in opening 07/08 prices  8,856.303 
Adjusted opening RAB in mid 07/08 prices 8,977.524 
Adjusted opening RAB in mid 06/07 prices  8,728.754 
Gatwick   
Opening RAB in opening 08/09 prices  1,589.568 
Opening RAB in opening 07/08 prices  1,547.261 
RAB reduction (pensions) in opening 07/08 prices  -44.186 
Adjusted opening RAB in opening 07/08 prices  1,503.075 
Adjusted opening RAB in mid 07/08 prices 1,568.439 
Adjusted opening RAB in mid 06/07 prices  1,481.428 

 

9.54 Table 9-3 below sets out the CAA’s projections of the estimated RAB in each year 
during Q5, on which the CAA’s price cap modelling for Q5 is based. 

Table 9-3 CAA projections of regulated asset bases at Heathrow and Gatwick  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 

Heathrow       
Opening RAB 8,978 9,865 10,804 11,537 12,022  
Capital Expenditure 1,068 1,193 1,059 886 580 4,787 
Depreciation (409) (420) (442) (455) (488) (2,214) 
Q4/Q5 profiling 205 151 106 80 (13) 528 
Price smoothing adjustment 24  14  11  (27) (22) - 
Closing RAB 9,865 10,804 11,537 12,022 12,079 - 

       
Gatwick       
Opening RAB 1,524 1,639 1,806 1,965 2,028  
Capital Expenditure 195 249 239 147 90 920 
Depreciation (74) (79) (83) (86) (98) (419) 
Price smoothing adjustment (5) (3) 2 3 4 - 
Closing RAB 1639 1806 1965 2028 2024   

Source: CAA calculations  
* Projected profiled RAB from the CAA’s decision adjusted for inflation. 
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10. Cost of capital 

Introduction  

10.1 This chapter summarises the CAA’s November 2007 proposals with respect to cost 
of capital at Heathrow and Gatwick. It records the consultation responses on this 
topic, and then sets out the CAA’s assessment in light of these responses. The 
chapter concludes with the CAA’s decisions on the cost of capital at each airport, 
which are incorporated in its financial modelling on which its price control decisions 
are based. 

CAA’s November 2007 proposal 

10.2 In November 2007, the CAA adopted, in full, the Competition Commission’s 
recommendations that its price control proposals should be based on a pre-tax real 
weighted average cost of capital of 6.2 per cent at Heathrow and 6.5 per cent at 
Gatwick. At Heathrow, these allowances were based on: 

• a notional gearing assumption of 60% net debt to RAB; 

• a real cost of debt of 3.4 per cent, with an additional 15 basis points (bps) 
allowance to reflect ongoing commitment, agency and arrangement fees, 
resulting in an estimated cost of debt of 3.55 per cent; 

• a post-tax cost of equity range of 4.75-7.68 per cent, based on a risk-free 
rate of 2.5 per cent, an equity risk premium (ERP) range of 2.5-4.5 per cent 
and an equity beta range of 0.9-1.15; 

• an adjustment to the post-tax cost of equity to reflect the full statutory tax rate 
of 28 per cent, leading to a real pre-tax cost of equity range of 6.60-10.66 per 
cent; and 

• an overall pre-tax, real WACC range of 4.77-6.39 per cent. 

10.3 For Gatwick, the individual parameter assumptions were identical to those adopted 
for Heathrow with the exception of the equity beta. The Commission recommended 
an equity beta range of 1.0-1.3 for Gatwick, which when combined with the 
assumptions above, led to a slightly higher pre-tax cost of equity range of 6.94-11.6 
per cent, and an overall pre-tax, real WACC range of 4.91-6.77 per cent. 

Summary of consultation responses 

10.4 The CAA received extensive responses on this topic, with both BAA and BA 
commissioning detailed studies by external advisers. The key arguments are briefly 
noted below. 

BAA 

10.5 BAA provided detailed papers that it had commissioned from its advisers; Oxera, 
Professor Stephen Schaefer of the London Business School and Professor Stewart 
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Myers of the Brattle Group. In drawing this analysis together, BAA highlighted the 
following issues: 

• recent market turbulence had increased the cost of capital; 

• historical data failed to reflect the true cost of capital that Heathrow and 
Gatwick will face over Q5; 

• the cost of debt had increased significantly; 

• market volatility had increased the price of risk, and led to an increase in 
both the equity risk premium, and forward-looking estimates of betas; 

• the proposals were not consistent with the CAA’s stated policy of determining 
a cost of capital at the top end of the range, as the CC and CAA have not 
allowed for the degree of uncertainty in the estimates; and 

• the proposals were inconsistent with the tougher proposed incentive 
schemes. 

10.6 In addition to these points, BAA also raised a number of concerns relating to the 
assessment of financeability. This issue is discussed in chapter 15 of this decision 
document.  

British Airways 

10.7 BA welcomed the decision by the CAA significantly to reduce the return BAA is 
allowed to earn in Q5 compared with Q4. It did, however, raise three aspects of the 
proposals over which it had grave concerns. These issues, which were discussed in 
detail in a report prepared by CEPA, can be summarised as follows: 

• the proposed cost of debt allowance was excessive given the recent 
historically low rates, even taking account of some headroom to allow for 
mean reversion and recent market evidence; 

• the proposals for a trigger or indexation mechanism applied to the cost of 
debt had been dismissed without appropriate consideration and on incorrect 
grounds; and 

• the treatment of tax was inappropriate. 

bmi 

10.8 bmi argued that the cost of capital should be based on mid point assumptions and 
that the tax allowance should be adjusted to take account of tax allowances 
available to BAA. It considered that these changes would deliver a cost of capital 
for Heathrow below 5.46 per cent. 
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easyJet 

10.9 easyJet was concerned that the adoption of a figure towards the top end of the 
range failed to properly balance the interests of users and BAA. It also argued that 
the actual tax rate faced by BAA should be adopted rather than the statutory rate. 
In light of these concerns it considered that the CAA had taken an overly generous 
approach. In addition, it stated that further increases in the cost of capital to ensure 
that BAA maintained what the CAA saw as a required credit rating would unbalance 
the regulatory settlement in favour of BAA and contravene the CAA’s statutory 
objectives. 

IATA 

10.10 IATA welcomed the proposal to reduce the cost of capital, although it argued that 
the Heathrow allowance should be closer to 5.6 per cent. In particular, it argued 
that: 

• an allowance of 60 bps over the mid-point estimate could not be justified; 

• a gearing assumption of 60 per cent was too low properly to reflect the 
normal level that an efficiently financed airport might be expected to adopt; 
and 

• the equity beta range of 0.9 to 1.15 was too high. 

10.11 In addition, IATA observed that the risk premiums in lending rates had increased 
since August 2007, although it also noted this was being offset by reduction in the 
Bank of England’s minimum rate. As a result, it argued that there was no clear case 
for the CAA to raise the cost of capital in response to financial market volatility. 

Other responses 

10.12 A number of other respondents (Air New Zealand, Air Canada, BATA, Lufthansa, 
SAS and Swiss) argued that the proposed cost of capital allowances were too 
generous (despite the current capital market turbulence), particularly as a result of 
the adoption of the statutory tax of 28 per cent instead of an effective tax rate, 
taking account of the fact that BAA would receive tax allowances that would reduce 
its actual tax liabilities. 

CAA assessment 

10.13 The remainder of the chapter provides a brief description of the CAA’s assessment 
of, and conclusions on, each of the parameters of the weighted average cost of 
capital (WACC) and the final decision on the cost of capital that will be adopted for 
each airport within the calculation of airport charges for Q5. 

10.14 In analysing the responses to its November proposals, the CAA has explored a 
number of issues in detail with its advisers, Europe Economics. The results of this 
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work have been published as a supporting paper72 to the CAA’s price control 
decision. Where appropriate, the following sections will refer to more detailed 
analysis contained within that paper. 

Gearing 

10.15 The CAA has stated throughout the review process that it would set price caps 
according to regulatory fundamentals, and not to accommodate any particular 
financing arrangements put in place by the company. The Commission endorsed 
such an approach, adopting a notional gearing assumption of 60 per cent debt to 
RAB within its report, in line with the CAA’s own March 2007 proposals. 

10.16 As noted above, one respondent to the November proposals (IATA) argued that a 
60 per cent gearing assumption was too low, and failed to reflect the normal level 
that an efficiently financed airport might be expected to achieve given the significant 
changes in infrastructure investment and financing in recent years. By contrast, 
BAA questioned whether there would be sufficient market capacity to finance the 
agreed capital programme at that leverage under the CAA’s assumed BBB+ / Baa1 
credit rating. 

10.17 The CAA has decided to retain a notional gearing assumption of 60 per cent. It 
considers that this assumption strikes the appropriate balance between efficiency, 
thereby imposing downward pressure on the cost of capital, and robustness, thus 
ensuring that the capital structure is sufficiently resilient to the challenges and risks 
facing Heathrow and Gatwick airports. 

The cost of debt 

10.18 As noted above, the Commission recommended a real cost of debt of 3.4 per 
cent73, plus 15 bps for the ongoing commitment, agency and arrangement fees paid 
respectively to lenders, rating agencies and arrangers of finance. In doing so, it had 
taken account of recent market turbulence, but noted that it was difficult to be 
certain when, and at what level, debt markets might settle in the medium to long 
term. As such, it explicitly recommended that the CAA keep the cost of debt 
assumption under review in the time before its final determination. 

10.19 In coming to its view on the appropriate cost of debt, the Commission had regard to 
the yields on A and BBB rated debt. As such, it focused on the aggregate cost of 
debt, rather than focusing on separate assessments of the risk-free rate and the 
debt premium. Since the publication of the Commission’s report, BAA has provided 
extensive evidence to show that credit spreads, according to a number of 
measures, have widened significantly. This increase, though, has been 
accompanied by a sharp decrease in the observed risk-free rate. As a result, the 

                                                 
72 Supporting Paper I, Cost of capital – analysis of responses to CAA’s initial proposals, Europe Economics, 
March 2008 
73 The Commission derived 3.4 per cent real by combining its 6.3 per cent estimate of nominal debt costs with 
its assumption of average RPI inflation of 2.8 per cent over Q5, which itself was derived from the Bank of 
England CPI inflation target of 2.0 per cent and the long run RPI-CPI differential of 0.8 per cent. Arithmetically, 
1.063 = (1.034)*(1.028). 
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observable yields on debt have displayed less variability than the individual 
component elements.  

10.20 BAA and its advisers have argued that focusing on the yields alone may not be 
appropriate. In particular, BAA was concerned that there may not in fact be any 
correlation between the recent increases in credit spreads, and corresponding 
decreases in the risk-free rate resulting from the so called ‘flight to quality’. As such, 
the ‘flight to quality’ could unwind without a material reduction in spreads, leading to 
an increase in overall yields on corporate debt. The CAA has not seen any 
compelling evidence to indicate that this would indeed be the most likely scenario 
as credit markets continue to adjust to recent shocks. As a result, it considers that it 
would not be appropriate to expect users to pay higher charges to fund an increase 
in the cost of debt to reflect this possibility.  

10.21 In light of these factors, the CAA considers that it is appropriate to focus its analysis 
of the cost of debt on the aggregate yield, in line with the approach adopted by the 
Commission. Figure 10-1 below shows the BBB+ funding costs faced by utility 
companies in the past five years at a range of maturities. Figure 10-2 presents the 
corresponding data for all BBB+ rated sterling denominated bonds issued by a 
corporate (non-financial, non-utility) 74. 

Figure 10-1 Sterling BBB+ funding cost, 2003 to date (utilities) 
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74 Financial companies have been omitted from the analysis due to the recent polarisation in the credit markets, 
with financial companies’ bonds being disproportionately affected by the current market turbulence. 
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Figure 10-2 Sterling BBB+ funding cost, 2003 to date (corporates) 
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10.22 Figure 10-1 shows that the yields on the various maturities of UK utility companies’ 
debt have converged in the period following the Commission’s report and are 
currently around 6.2 per cent for debt of 5 to 10 year maturities.  The trend on the 
more liquid corporate yields is similar, albeit the convergence in yields has been 
towards a lower level of around 5.8 per cent.  As a result, corporate yields in the 
secondary market are now somewhat below 6.3 per cent. 

10.23 BAA has argued that the worsening credit market conditions have made it 
increasingly expensive to issue new debt, with very few issuers currently able to 
access the market.  These conditions would not be apparent from the charts above 
(which reflect secondary market funding costs).  The CAA’s financial adviser, Credit 
Suisse, accepted that the cost of issuing new debt is currently higher than that 
experienced in recent years, with most recent issues priced at a significant 
premium (10-70bps) over their equivalent credit default swap rates. 

10.24 BAA has argued that current market circumstances – and the associated 
uncertainty – strongly suggests that an additional allowance should be included.  
On the other hand, in order to arrive at a balanced view on the appropriate 
allowance for the cost of debt, it is important to take into account a number of other 
considerations. 

10.25 First, in addition to the proposed basic cost of debt allowance of 3.4 per cent real, 
the Commission also recommended that the CAA include an allowance of 15 bps 
for the ongoing commitment, agency and arrangement fees paid respectively to 
lenders, rating agencies and arrangers of finance.  Significantly, the Commission 
recommended allowing 15 bps on all debt, i.e. existing and new debt, in each year 
of Q5.  This is likely to provide significant headroom above the annual fees that 
would be payable on all debt, and the new issue costs on raising new debt that 
each airport would need to arrange within a five year period under the CAA’s 
assumption of notional gearing and within an efficiently financed corporate borrower 
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(even allowing for the issuance of new debt to support the growing RABs and the 
refinancing of a proportion of the assumed debt stock). 

10.26 Second, the CAA notes the observation of its adviser, Europe Economics, that 
there could be two main reasons for ‘aiming up’. It could either be done to 
acknowledge uncertainty or possible errors in estimation or, alternatively, it could 
be to allow for the possibility that the market cost of capital might evolve during the 
price control period.  Europe Economics adds that the degree to which one should 
‘aim up’ on the cost of debt, if at all, should be less in acknowledged ‘bad states’ of 
the world than under ‘normal market conditions’, and that it is clearly widely 
acknowledged that financial markets are currently in such a ‘bad state’.  
Accordingly, it would be a mistake to think that it was appropriate, during a bad 
period in markets, to ‘aim up’ further.  In addition, Europe Economics notes that, in 
its view, the CAA’s approach to setting the cost of capital throughout the review has 
been quite conservative, in that it deliberately did not base its proposals on recent 
financial innovations.  Had such innovations been incorporated into the CAA’s 
previous proposals, the case for reflecting the impact of recent market volatility 
might have been significantly greater.  

10.27 Third, the CAA notes the evidence provided by BA’s advisers, CEPA, showing that 
the cost of debt has, until recently, been significantly lower than current rates.  The 
CAA notes Europe Economics’ view that the cost of capital allowance should be 
forward looking, and as such should take no account of embedded debt costs.  
However, there can be no escaping from the fact that an efficiently financed 
notional airport might now be expected to hold a material stock of debt issued 
under more benign market conditions.  This would tend to suggest that a forward-
looking cost of debt assumption set in line with observable recent market prices 
would, in practice, lie above the most likely average cost of debt (of all vintages) 
which an efficiently financed notional airport could expect to bear during Q5.    

Conclusion on the cost of debt 

10.28 In November 2007, the CAA indicated that it would keep developments in capital 
markets under review in the remaining months before its final determination. In that 
period it has received a substantial body of data, evidence and analysis, from a 
variety of sources, including its own advisers, consultation responses, and from 
third parties acting on behalf of both BAA and other stakeholders. Notwithstanding 
the breadth and depth of evidence, different parties have drawn distinctly different 
interpretations from essentially the same data. 

10.29 As a result, having had regard to all the arguments put to it, the CAA considers that, 
whilst markets remain turbulent, there is no compelling evidence to indicate that a 
fundamental shift since the Commission reported, against the background of some 
headroom in the overall cost of debt assumption.  Accordingly, the CAA considers 
that there is no case for adjusting the Commission’s proposed cost of debt in either 
direction. 

10.30 The CAA therefore concludes that an allowance of 3.4 per cent real, with an 
additional 15 bps for fees and refinancing cost (applied annually to all debt), strikes 
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an appropriate balance, providing BAA with sufficient headroom to protect it against 
the potential for continuing or heightened market volatility (and thereby enabling 
continued financing of the Q5 airport investment programmes), and protecting the 
reasonable interests of users. 

10.31 The CAA has also given further consideration to the issue of an indexation 
mechanism for the cost of debt, but remains of the view that it would not be 
appropriate to introduce such a mechanism at this stage. 

Indexation mechanism 

10.32 The CAA has considered BA’s claim that a trigger or indexation mechanism should 
be applied to the cost of debt.  The CAA recognises that, in theory, it would be 
possible to devise an indexation mechanism that would maintain appropriate 
incentives for regulated companies, and allow users to benefit fully from costs of 
debt that continue to be at historical lows.  However, as the Commission identified, 
there could be practical difficulties associated with doing so.  Indeed, recent market 
turbulence – including variations in volatility across different debt markets and sub-
markets – has served to emphasise the practical difficulty of identifying an 
appropriate index.  On balance, therefore, the CAA is not persuaded to adopt a 
trigger or indexation mechanism for Q5. 

The cost of equity 

10.33 As noted above, the Commission explicitly recommended that the CAA should 
continue to monitor the cost of debt in the period up to the publication of its final 
determination. By contrast, it made no such comments regarding the cost of equity. 
However, given the volume of material received in response to its November 
proposals, and the appearance since the Commission’s reports of some aspects of 
‘contagion’ from the credit crises to equity markets, the CAA considers that it would 
be appropriate to review thoroughly all the evidence now available to it, before 
reaching its conclusion on the cost of equity. The following sections briefly 
summarise the CAA’s views on the various parameters of the cost of equity. Further 
detailed analysis is set out in Supporting Paper I. 

Equity risk premium 

10.34 BAA provided substantial analysis of the appropriate assumptions for the equity risk 
premium (ERP). Broadly speaking, BAA had two principal concerns, namely that 
the Commission had: 

• failed to take account of recent market turbulence; and 

• adopted a point estimate from a range that was too low and / or too narrow. 

10.35 On the first of these concerns, BAA submitted an extensive analysis of market 
volatility, and its potential impact on the ERP (and the equity beta), as compiled by 
its advisers Oxera. The CAA commissioned its own advisers to review this analysis 
- this review has identified a number of technical concerns with methodology 
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adopted by Oxera, which are summarised in Supporting Paper I to this decision 
document. 

10.36 Putting to one side these technical concerns, there are broadly two distinct views 
on the appropriate basis for estimating the ERP. The first focuses on long-run 
measurements (of up to 100 years) of historical equity returns, whilst the second 
looks at forward-looking estimates of investor expectations. There is no 
overwhelming consensus on the appropriate approach. Indeed, BAA’s own 
advisers offer conflicting views. For example, Oxera argue that there is a 
relationship between the ERP and the volatility of the market portfolio. As such, it 
argues that the Commission’s proposed ERP range should be increased to reflect 
current market conditions. By contrast, BAA’s academic adviser, Professor Stephen 
Schaefer, based his analysis on historical data, and made no adjustments to reflect 
market turbulence75. Indeed Professor Schaefer states that: 

‘The chief source of information about the ERP – some would say the only source 
of reliable information – is the historical record of equity market returns.’76 

10.37 On the second of these issues, the CAA’s advisers, Europe Economics, have re-
assessed the Commission’s analysis of the equity market risk premium in light of 
BAA’s criticisms. It has raised concerns over the validity of the Commission’s stated 
reasons for focusing on geometric averages. Broadly speaking, it would consider 
an assumption based on an arithmetic average to be preferable in the context of 
five-year price cap regulation. However, it highlights a secondary issue concerning 
whether a simple arithmetic mean should be adopted, or rather, the arithmetic 
mean of the logarithms of returns. In practice, the adoption of an arithmetic mean of 
the logarithms of returns tends to generate similar results to the geometric mean. 

10.38 As a result, whilst Europe Economics questions the basis upon which the 
Commission arrived at its recommended range, it does consider that there are 
other potentially compelling arguments to support such a range. Indeed, it notes 
that the Commission’s position is aligned with the (tentative) recommendations of 
the Smithers & Co report77, which was commissioned in 2002/03 by several of the 
UK’s economic regulators (including the CAA) to inform their setting of cost of 
capital allowances as part of their price control functions. 

10.39 In terms of the width of the proposed range, Europe Economics has some 
sympathy with the observations by Professor Schaefer, that the range proposed by 
the Commission is narrow compared to the range of available estimates and the 
statistical uncertainty that surrounds those estimates. However, it identifies an 
important conceptual difference between the range of statistically plausible values 

                                                 
75 BAA’s other academic adviser, Professor Myers, argued that the 2.5-4.5 per cent range would be particularly 
imprudent in today’s volatile and fragile financial markets, where credit spreads have increased dramatically. 
However, this point appears to be directed at the choice of range itself, rather than as a comment on the 
appropriateness of adjusting for short-term market movements. 
76 The cost of capital for Heathrow and Gatwick, Stephen Schaefer’s paper, BAA/Q5/612 Appendix 2, paragraph 
27 
77 A Study into Certain Aspects of the Cost of Capital for Regulated Utilities in the U.K., Smithers & Co, 
February 2003, published at http://www.ofgem.gov.uk/Networks/Policy/Documents1/2198-jointregscoc.pdf  
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and what might be considered to be a reasonable, narrower range from which a 
regulator might adopt a point estimate. In addition, it notes, in particular, that the 
objective of adopting a figure in the upper half of the range to reflect mild concerns 
over the asymmetry of risk of adopting a cost of capital that is too low, would not 
necessarily result in a different figure being chosen, even if a very wide initial range 
of, say, 0-8 per cent were adopted. 

10.40 The CAA concludes that no compelling case has been put forward for adjusting the 
2.5-4.5 per cent range proposed by the Commission for the ERP.  It notes that 
adopting a relatively narrow range for ERP (i.e. 1.5-2 percentage point width of 
range) is consistent with regulatory precedent. Additionally, it considers that an 
assumption based on the long-run historical evidence is more likely to provide a 
robust basis for taking regulatory decisions over the longer-term than an 
assessment based on short-term market fluctuations. This is consistent with the 
long-term view adopted by the Commission, both at this and previous reviews78. 

10.41 Whilst the Commission stopped short of recommending a specific point estimate for 
the ERP, its choice of point estimate for the cost of capital overall implies an ERP 
approaching 4.5 per cent. The CAA notes that at the Oral Hearings, BAA’s adviser 
(Professor Franks) indicated that provided a figure of 4.5 per cent was adopted 
‘people do not worry too much’.79 Adopting a point estimate of 4.5 per cent – within 
an overall cost of capital of 6.2 per cent – would imply an equity beta of 1.07 at 
Heathrow, which is consistent with a figure in the upper half of the Commission’s 
range (0.90-1.15). 

Risk-free rate 

10.42 The Commission proposed a point estimate of 2.50 per cent for the risk-free rate. It 
based this estimate on analysis of both historic trends in 5 and 10-year maturity 
index-linked gilts, and forward rates to the mid-point of Q5. At the time of the 
Commission report, both measures indicated an increase in the risk-free rate 
relative to those observed by the CAA in advance of its reference to the 
Commission in March 2007. 

10.43 In November 2007, the CAA observed that gilt rates had fallen back towards the 
lower levels that were evident at the time of its original estimate of the risk-free rate 
(point estimate of 2.0 per cent). As noted above, gilt yields have continued to fall 
since the CAA’s November proposals and, as illustrated by Figure 10-3 below, are 
now in line with the lower levels observed for several years prior to the temporary 
peak witnessed in the summer of 2007 (relative to gilt yields in December 2006 and 
December 2007). This trend is also observable from the movements in forward 
rates80. 

                                                 
78 Competition Commission report, Appendix F, paragraph 158 
79 Heathrow and Gatwick price control review – Oral hearing, 28 January 2008, p156 
80 The UK implied forward real rate (based on a 36 month maturity) has fallen from 2.39 per cent on 5 
September 2007 to 1.39 per cent on 3 March 2008.  Source: www.bankofengland.co.uk  
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Figure 10-3 UK gilts – zero coupon index linked real annual yields 
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10.44 The CAA has previously indicated that it considered it appropriate to reflect those 
recent low levels of risk-free rate when setting the cost of capital going forward. On 
that basis, recent evidence could provide a case for reducing the risk-free rate. 
However, given the recent volatility in the observed yields, and the long-term focus 
of the associated ERP assumption, the CAA considers that it would be prudent, and 
internally consistent, for it to retain the Commission’s proposed risk-free rate point 
estimate of 2.5 per cent. In doing so, it notes that this represents the top end of the 
plausible range of values for the risk-free rate on the basis of recent market 
evidence. 

10.45 The CAA notes that a risk-free rate assumption of 2.5 per cent and an ERP 
assumption of 4.5 per cent (i.e. the top end of the proposed range) would imply a 
post-tax real market return on equity of 7.0 per cent. It considers this to be a 
reasonable allowance for the market cost of equity capital. This figure is within the 
central estimate of the cost of equity capital (across equity markets as a whole) of 
6.5 per cent to 7.5 per cent (arithmetic average) produced by Smithers & Co in its 
2003 cost of capital report for the UK economic regulators81. 

Equity beta 

10.46 BAA has argued that the increase in market volatility, as analysed by Oxera, 
suggests that the estimates of forward-looking betas have increased as a result of 
the financial crises across the market, and in particular for utilities and airports. 
There is, of course, no longer any directly observable data on the equity beta of 

                                                 
81 A Study into Certain Aspects of the Cost of Capital for Regulated Utilities in the U.K., Smithers & Co, 
February 2003  
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BAA itself, as a result of its de-listing following the takeover by Airport Development 
& Investment Limited in summer 2006. 

10.47 In identifying estimated ranges for the forward looking equity betas of Heathrow and 
Gatwick airports, both the Commission and the CAA had regard to analysis of the 
group asset beta for BAA prior to its takeover, and those of a range of reasonable 
comparator companies. This analysis resulted in stand-alone estimates of the 
individual airport asset betas, which were re-levered to the notional gearing level to 
produce estimates of the equity beta. As such, the equity beta estimate was a 
function of the assumed airport-specific asset beta, the notional gearing 
assumption, and an estimate of the debt beta. As the CAA proposes to maintain its 
gearing assumption at 60 per cent, any revisions to the forward-looking equity beta 
assumptions would imply revised views of the airport specific asset betas or the 
debt beta. 

10.48 The asset beta represents the underlying measure of systematic risk exposure. The 
CAA considers that market volatility since the Commission’s report would not have 
any material impact on its assessment of the long-term underlying risk of the assets 
of Heathrow and Gatwick airports. Whilst this conclusion runs contrary to the 
analysis provided by Oxera on behalf of BAA, the CAA notes that this assumption is 
consistent both with the analysis provided by Professor Schaefer82, and also with 
arguments put forward by BAA in response to previous consultations. For example, 
in response to the December 2006 proposals, BAA stated that: 

‘Any determination of an asset beta should be based on the long-term evidence on 
the evolution of business risks, not on the short-term market movements or 
attempts to interpret investors’ perceptions.’83 

10.49 On the debt beta, the Commission based its assessment on a decomposition of the 
debt premium, broadly in-line with the approach proposed by Europe Economics84. 
Under this approach, the Commission identified a range of 0.10 to 0.19, from which 
it recommended a cautious point estimate assumption of 0.10. The CAA notes that 
Professor Schaefer identified an alternative (regression-based) methodology, which 
led him to propose a lower figure of 0.04, whilst Professor Myers’ regression 
analysis led him to argue that the debt beta was zero.  

10.50 The Europe Economics analysis would imply a figure towards the top of the 
Commission’s range, whilst the analysis provided by BAA’s advisers suggest a 
figure somewhat below that range. Given the concerns over the regression method, 
identified by both the Europe Economics and the Commission, the CAA continues 
to favour the approach developed by Europe Economics. However, it recognises 
that this is an area where the estimation methodology and its application is less 
mature (at least in the context of UK price control regulation) than for other 

                                                 
82 Professor Schaefer adopted the same equity beta range throughout his assessment of the impact of recent 
market turbulence. 
83 BAA/Q5/400, February 2007, Appendix 1, paragraph 26. 
84 Europe Economics did not include a liquidity premium in the derivation of the debt beta. In its view, such 
adjustment was not consistent with the CAPM. 
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parameters of the cost of capital. As such, the CAA has retained the Commission’s 
cautious assumption for a debt beta of 0.10 in reaching its final assessment of the 
cost of equity for the purposes of setting Q5 price caps. 

10.51 A further argument put forward by BAA for adjusting the cost of equity is that the 
proposals were inconsistent with the tougher proposed incentive schemes.  
However, the CAA notes that BAA has no evidence to suggest that the cost of 
equity proposed by the Commission was inconsistent with the enhanced incentives 
that it proposed for service quality (with penalties of up to 10% of annual revenues) 
and investment (with up to 75% of the capital expenditure programme covered by 
‘capital expenditure triggers’).  However, the suite of financial incentives adopted by 
the CAA in this decision would expose Heathrow and Gatwick to less risk.  
Accordingly, the CAA sees no reason to adjust the cost of equity to take into 
account these incentives. 

10.52 In light of the points identified above, the CAA concludes that there is no compelling 
argument to amend the equity beta ranges it adopted in its November proposals. 

Taxation 

10.53 Both the Commission and the CAA adopted a pre-tax, real cost of capital with an 
allowance for the full statutory tax rate. In response to the CAA’s November 
proposals, a number of airlines have argued in favour of a switch to a so called 
‘vanilla’ WACC approach, whereby no adjustment would be made to the cost of 
equity for tax but a separate allowance for tax, based on the actual tax liabilities 
that the airports were expected to face during Q5, would be included in the price 
cap modelling. 

10.54 The actual tax faced by BAA will be affected by both the impact of the debt shield85 
and the impact of any capital allowances. On the basis of the acquisition finance 
that BAA has put in place, the actual debt shield available to each airport would be 
greater than that assumed by the CAA under its notional 60 per cent gearing 
assumption. However, the CAA has, as part of this review, sought to put in place a 
number of policies designed to shield users from any additional risks that may be 
associated with higher levels of leverage than the notional 60 per cent gearing. It 
would not therefore be internally consistent with this approach if users were to 
enjoy any benefits of high leverage (beyond the CAA’s 60 per cent assumption). 

10.55 On capital allowances, BA and its advisers CEPA observed that any switch in 
approach would need to take account of the revenues that BAA had already 
received in previous periods in order to avoid users paying twice. As a result, they 
argued that existing assets should be treated differently from new investment. The 
CAA notes that the scale of the benefits that BAA is likely to enjoy as a result of 
capital allowances going forward will be reduced by the amendments to the tax 
system announced in the 2007 Budget86. At the oral hearings BAA stated that it 

                                                 
85 Corporate taxes paid on profits after interest costs have been deducted. 
86 Notably the phased abolition of the Industrial Buildings Allowance. 
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forecast its effective tax rate to be slightly below the statutory tax rate on average 
across Q5 as a whole at Heathrow, and slightly above the statutory tax rate at 
Gatwick87. 

10.56 In light of the reduction in the scale of the benefits likely to accrue to the airports as 
a result of the changes to the tax regime, together with the CAA’s previous 
concerns regarding modelling complexity, and the maintenance of regulatory 
consistency, the CAA has decided to retain a pre-tax real approach, with an 
allowance for tax based on the current statutory rate of 28%. 

Conclusions 

10.57 Having had regard to the Commission’s analysis and recommendations, the views 
of stakeholders, and its own review of recent market evidence and data, the CAA 
has decided to retain the cost of capital assumptions for each airport at the levels 
recommended by the Commission. As such, it has therefore concluded that it would 
not be appropriate to amend its November 2007 proposals. 

10.58 The CAA’s final determination of the cost of capital for the purposes of setting the 
Heathrow and Gatwick price caps for Q5 is set out in Table 10-1 below. 

Table 10-1 CAA determination of the WACC for Heathrow and Gatwick during Q5 

 Heathrow    Gatwick  
 Parameter 

Low  High  Low  High 

Gearing  60%    60%  

Pre-tax real cost of debt  3.55%    3.55%  

Risk-free rate  2.50%    2.50%  

Equity risk premium 2.50  4.50  2.50  4.50 

Equity beta 0.90  1.15  1.00  1.30 

Post-tax real cost of equity  7.3%    7.9%  

Taxation  28%    28%  

Pre-tax real cost of equity  10.2%    10.9%  

Pre-tax, real WACC  6.2%    6.5%  

 

                                                 
87 Heathrow and Gatwick price control review – Oral hearing, 28 January 2008, p175-6 
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11. Price control design 

Introduction 

11.1 This chapter summarises the CAA’s November 2007 proposals with respect to 
price control design. It records the consultation responses on this topic, and then 
sets out the CAA’s assessment in light of these responses. The chapter concludes 
with the CAA’s regulatory decisions with respect to price control design, on which 
its price control conditions are based. (Those aspects of the price control design 
which would implement the CAA’s proposals for the introduction of bonuses for the 
achievement of service performance above target are set out in chapter 12 on 
service quality issues, and those addressing capital expenditure incentives by way 
of triggers are addressed in chapter 13.) 

CAA’s November 2007 proposals  

11.2 The CAA set out its assessment of and specific proposals for capital investment 
triggers, and for service quality incentives (including aspects affecting the price 
control design) in its November 2007 proposals. For all other aspects of price 
control design, the CAA agreed with the Competition Commission’s analysis and 
proposed to adopt all the recommendations of the Commission, which are set out in 
Table 11-1 below. These recommendations were in very large part aligned with the 
CAA’s earlier analysis and proposals.  The CAA did, however, also consult on 
options for addressing the costs in Q5 of potential expansion of Heathrow capacity, 
among which were options for modifying the price control to allow for certain costs. 
These options are discussed further in chapter 2 of this document. 

Table 11-1 Competition Commission price control design recommendations  

Issue Recommendation 

Volume risk There should not be a volume term for differences between the actual number of 
passengers at each airport in any year and the numbers expected when the 
airport charges formula was set.  

Revenue yield Regulation should continue to be on the basis of revenue yield – i.e. £ per 
passenger. 

RPI±X Regulation should continue to be by means of RPI±X. Changes in airport charges 
should continue to be related to RPI rather than, for example, the Consumer Price 
Index (CPI). 

Non-passenger 
aircraft 

Non-passenger flights should continue to be excluded from the regulated yield, but 
subject to the requirement that the charges applied to such flights (e.g. for landing) 
should be the same as for passenger aircraft. 

Operating 
expenditure roll-
over mechanism 

There should be no ‘opex roll-over’ which would have potentially allowed BAA the 
benefits of operating expenditure reductions (or disallowed some of the costs of 
increased expenditure) in the subsequent review period. 

Over- and 
under-recovery 
within the control 
period 

The correction factor should be amended to recovery of an absolute amount, not 
an amount per passenger, and provision for recovery in Q5 of over/ under-
recovery in Q4. 

Published tariff 
or net yield after 
discounts 

Airport charges should continue to be before any reduction or discount. 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 11 – Price control design 136

Issue Recommendation 
Rate of cost 
pass-through for 
unanticipated 
changes in 
security 
requirements 

The security cost pass-through in Q5 should be increased to 90 per cent (subject 
to the ‘deadbands’ for the whole of Q5 of £14 million at Heathrow and £6 million at 
Gatwick, and subject to some subsequent efficiency adjustment); there should 
also be provision for passing through to Q5 75 per cent of the additional costs of 
meeting additional security requirements (as opposed to the tightening of service 
standards) in the last year of Q4. 

Over- or under-
recovery 
between control 
periods 

The correction factor should be amended to recovery of an absolute amount, not 
an amount per passenger, and provi sion for recovery in Q5 of over/ under-
recovery in Q4. The Commission recommended that any claim for the additional 
costs at the end of Q4 of meeting additional security requirements (as opposed to 
the tightening of service standards) at the current 75 per cent rate be approved by 
the CAA; to do otherwise could be regarded as a disincentive to increase opex to 
meet security requirements. 

Source: CAA November 2007 proposals, Table 12-2 

Summary of consultation responses 

11.3 There was very little adverse comment on the propositions for price control design 
set out in Table 11-1, with a fair measure of support from both BAA and airlines.   

11.4 easyJet opposed the carrying over of under-recovery between control periods as it 
believed that airports could persistently under recover in the expectation that they 
could subsequently recover any shortfall and that this might allow it to drive 
competitors out of business.  

11.5 There were also some comments on the +S claim mechanism.  easyJet argued that 
increasing the rate of partial recovery from the current 75 per cent to 90 per cent  
would lead to a more inequitable share of the risks between airport and users.   
easyJet also argued that the s-claim mechanism was not symmetrical as it would 
not apply in the event of security standards being reduced in the future.  British 
Airways argued that it would be reasonable to uplift the minimum thresholds to 
reflect inflation since they were first introduced in 2003.   

CAA assessment 

11.6 With regard to the under-recovery mechanism, the CAA notes that being able to 
carry forward under-recovery might weaken the airports resolve to price up to the 
cap but it comments that in many circumstances this may be better for users than if 
the airports were under an incentive to recover the maximum possible subject to 
the cap in the quinquennium.   Moreover, the type of predatory behaviour described 
could be redressed either through general competition law or through section 41 of 
the Airports Act.  The CAA is therefore not persuaded by easyJet’s arguments in 
this regard, and continues to consider that its statutory duties at Heathrow and 
Gatwick are best calculated to be met by carrying forward any unanticipated over- 
or under- recovery.     

11.7 With regard to the security costs claim mechanism, the risks arising from future 
security requirements are subject to relatively wide bounds of uncertainty.  Rather 
than deal with this uncertainty by making conservative (i.e. high) estimates of future 
security costs in the base case for setting the price cap, it seems more reasonable 
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for both users and airports to pass through more of the actual variances in costs as 
they arise.  There is of course an inbuilt asymmetry here: if all airlines are subject to 
the same increase in costs they have an opportunity to pass this increase on to 
passengers, but an airport subject to a price cap can only pass such costs onto its 
users to the extent that its price cap allows.  The CAA considers that there is a case 
for re-balancing the risk mechanism, by increasing the rate of pass-through to 90 
per cent while maintaining the minimum thresholds for each airport at the current 
nominal levels. The airport would still face incentives to implement any additional 
security requirements efficiently through: the maintenance of the thresholds below 
which no costs are passed through; the residual 10 per cent of additional costs not 
passed through to users; and the fact that any upward adjustment to airport 
charges would take effect one year in arrears.  The Competition Commission 
agreed with this view.  The CAA considers that the design of the term also provides 
for situations where security standards were reduced in the future. 

11.8 The CAA recognises that there is an argument for uplifting the minimum thresholds 
by inflation to maintain their value in real terms.  Against that, the CAA’s previous 
rounds of price review consultation have clearly been based on maintaining the 
value of the minima in nominal terms (£14 million for Heathrow and £6 million for 
Gatwick). Moreover, the differences in terms of the inherent incentives are likely to 
be small.  The CAA considers that, for consistency of approach, it would expect 
such thresholds to rise over time with inflation.  The CAA has therefore decided to 
uplift the thresholds by inflation over the last five years (based on January 2003 and 
January 2008 as the last available source of RPI data): the resulting thresholds for 
Q5 are £16.5 million for Heathrow and £7 million for Gatwick. Thereafter, for the 
ease of application, the CAA has decided to maintain these uplifted sums in 
nominal terms for the course of Q5.  

Conclusions  

11.9 The CAA has therefore decided to implement a price control mechanism based on 
the principles in Table 11-1 (except that the minimum thresholds for the security 
claims will be inflated for inflation).   The detailed price conditions are set out in 
Annex C to this decision document. 
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12. Service Quality 

Introduction 

12.1 This chapter summarises the CAA’s November 2007 proposals with respect to 
service quality. It records the consultation responses on this topic, and then sets 
out the CAA’s assessment in light of these responses. The chapter concludes with 
the CAA’s regulatory decisions with respect to service quality, on which its price 
control and public interest conditions are based. 

CAA’s November 2007 proposals 

12.2 The CAA proposed to amend the existing public interest conditions to refer to the 
Competition Commission's new findings that both Heathrow and Gatwick had acted 
against the public interest by failing to manage security queuing and queue times to 
avoid unacceptable delays to passengers, crew and flights.  The CAA also 
proposed to extend the scope of the service quality regime by including: transfer 
security queuing, staff security queuing, control post queuing and stand entry 
guidance systems (used for aircraft manoeuvring).   

12.3 The CAA proposed two tests for central security queuing:  that the queuing time 
should be no more than 5 minutes on 95 per cent of occasions (sampled at 15 
minute intervals), and queuing times should be less than 10 minutes on 99 per cent 
of times sampled at Heathrow, and less than 15 minutes on 99 per cent of times 
sampled at Gatwick.  If either test were not met in a month at a terminal, then a 
rebate would be paid to airlines using the terminal.  The CAA also proposed that 
the standards should be applied for the whole of the operational day at the airports. 

12.4 The CAA proposed that the standards should be tightened for: seat availability, 
cleanliness, way-finding, flight information, passenger-sensitive equipment (lifts, 
escalators, travelators), arrivals reclaim, stands, jetties, and fixed electrical ground 
power.  In respect of passenger-sensitive equipment, the CAA proposed there 
should be an additional element in the schemes directed at particular priority 
assets.  The CAA also proposed that the pier service standards should be linked to 
the capital investment programmes at the airports, and that the aerodrome 
congestion term should be maintained in its current form and current weighting in 
the rebate scheme of 1 per cent of airport charges.  The CAA recognised there 
could be transitional issues regarding new elements, tighter standards and the 
closure of T2, and was prepared to consider a staged introduction of standards, 
where this reflected the practicalities involved. 

12.5 The CAA proposed that the amount of money at risk in the service quality regime 
should be 7 per cent of airport charges at each airport.  The CAA also proposed 
that there should be bonuses for key passenger-facing elements in the schemes, 
with maximum bonuses of 3 per cent of airport charges.  The CAA proposed that 
some current arrangements be retained, so that: maximum rebates are reached 
after six months, there should be no suspension of the schemes without 
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consultation with airlines and the agreement of the CAA, there should be exclusions 
for planned maintenance (and for unplanned maintenance in a set of limited 
circumstances), and there should be a 'force majeure' clause linked to significantly 
enhanced Government security directives. 

12.6 The CAA proposed that there should be two audits of the service quality regime, 
including BAA's Quality of Service Monitor (QSM), during Q5; one at the end of the 
first year and one after four years.   

Summary of consultation responses 

12.7 There was broad agreement on some aspects of the CAA's proposals, reflecting 
the substantial work by BAA and airlines in consulting through Constructive 
Engagement at both airports.  There was support for increased service standards 
from all parties that commented on the issue, including those that represented 
passengers (AUC, the Heathrow and Gatwick Airport Consultative Committees, and 
London First).  There were some areas of disagreement, particularly over the 
amount of money at stake for rebates, whether there should be a bonus scheme 
and transitional issues for new and tougher standards. 

BAA 

12.8 BAA emphasised the need for transitional arrangements in the first year of Q5 to 
develop measurement sys tems and/or appropriate targets for some of the new 
elements in the schemes - and for existing elements with higher targets, where 
measurement was based on a moving average.  BAA supported retaining security 
queuing targets based on a percentage of times checked, as the methodology to 
measure the percentage of passengers queuing was not currently available.  BAA 
welcomed the CAA's acknowledgement that pier service levels were driven largely 
by the level of infrastructure, including proposed investment in piers. 

12.9 BAA was in favour of introducing a bonus scheme, which it thought would create a 
powerful positive incentive for the airports to deliver higher standards.  BAA, 
however, suggested the scheme be extended to include priority passenger 
sensitive equipment and transfer security queuing.  BAA thought the amount at risk 
from penalties should be no more than 6 per cent. 

British Airways 

12.10 BA welcomed the proposed extension of the schemes to include aircraft 
manoeuvring, and transfer passenger, staff, and control post queuing, and the 
adoption of higher standards for some existing elements.  BAA also welcomed the 
proposed increase in the amount at risk to 7 per cent of airport charges.   

12.11 BA did not believe that the introduction of a bonus scheme was within the CAA’s 
powers nor justified.  On the former, it believed that the Competition Commission's 
public interest finding was concerned with making prices paid reflect the level of 
service provided, and could not be extended to improve the experience of 
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passengers at the airports.  On the latter, BA said that airline plans and schedules 
were set in advance on the basis of expected levels of performance.  It also said 
that bonuses were not appropriate where payments to airlines were rebates (which 
did not cover the costs incurred by airlines when BAA failed to meet a service 
standard), bonuses would be significantly complex, that the CAA had drawn a false 
distinction between passenger-facing and other services, and that BAA had 
sufficient funds to maintain and improve quality through the 'Clean Working and 
Friendly' projects in the allowed capex. 

12.12 BA had regularly questioned the ability of the QSM accurately to reflect the opinions 
of passengers.  It, therefore, thought that the CAA's proposed rejection of the 
Competition Commission's recommendation of annual audits of the QSM was a 
missed opportunity.   

12.13 With respect to the detail of the CAA's proposals, BA welcomed clarification of the 
circumstances in which the service quality schemes may be suspended, and 
measuring performance over the whole of the operational day.  BA, however, 
thought the amount at risk for the aerodrome congestion term should be 2 per cent, 
and that maximum penalties should be based on 12 months of failure.  BA was 
deeply disappointed with BAA's proposals for transition.  While prepared to be 
pragmatic, it said that new elements and higher standards should be introduced as 
soon as possible. 

bmi 

12.14 bmi disagreed that security queuing should be measured across the whole 
operational day, instead favouring retaining measurement in core peak hours.  It 
was concerned that BAA could still meet its 95 per cent target, even if queues 
significantly exceeded 5 minutes at key times of the operational day.  bmi thought 
that where the infrastructure was already in place, transfer search standards should 
be introduced from the start of Q5.  bmi was disappointed that BAA had not 
improved performance, nor put infrastructure, processes and measurement 
capabilities in place in line with discussions about new or improved service 
standards. 

12.15 bmi did not believe that bonuses were appropriate, as there was no evidence that 
bonuses for over performance was normal commercial practice, nor that users were 
prepared to pay more for it. 

easyJet 

12.16 easyJet welcomed the extension of the service quality schemes, both through 
additional scope and an increased amount at risk.  easyJet did not support 
bonuses, which it thought would over reward BAA as it was already rewarded for 
achieving agreed levels of service through the price cap.  easyJet also thought that 
BAA managers would face perverse incentives to focus on reporting performance 
rather than its improvement, and that the revenue risk to airlines from bonuses 
would be greater than any (perceived) positive impact on BAA. 
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12.17 easyJet did not believe that the CAA had correctly identified passengers' 
requirements, especially in relation to security queuing.  easyJet said that 
passengers were concerned with consistency rather than whether they had to 
queue for five, ten or fifteen minutes.  It considered that the CAA should adequately 
police current standards, which were previously regarded as adequate, rather than 
increase standards.  easyJet also thought that security queuing should be 
measured by the number of passengers affected. 

Virgin Atlantic 

12.18 Virgin thought that a much more intense service quality regime was required during 
Q5.  It supported the CAA's proposals for extending the scope of the schemes and 
setting higher standards.  Virgin was astounded that BAA, at a late stage and 
without consultation, had requested tapered implementation of standards, which 
had, in most areas, been jointly agreed.  However, Virgin recognised that 
introducing new service standards from the start of Q5 would be challenging, and 
was willing to cooperate with BAA to work through issues in more detail. 

12.19 Virgin thought that the amount of risk from rebates should be 10 per cent of airport 
charges.  Virgin did not support bonuses, which it felt would reward BAA for a 
service provision for which airlines had already paid.  Virgin lacked confidence in 
QSM, which it thought should be subject to annual audit, along with the rest of the 
service quality regime.  Virgin thought there should be no suspension of the service 
quality schemes without airline consultation. 

Heathrow AOC 

12.20 Heathrow AOC thought that all new measures should be introduced from the start 
of Q5.  Provided this was so, it would be willing to consider specific alleviations, 
based on prearranged agreement on scope and timescale, and evidence that the 
airport was actively addressing the underlying cause of below standard 
performance.  The AOC did not support bonuses, which it thought could lead to 
concentration on some elements at the expense of overall customer services. 

Air Canada, Air New Zealand, Lufthansa, SAS and Swiss 

12.21 Air Canada wanted a more intensive service quality regime which included both 
customer and staff security queuing, at check-in, transfer and control posts, as well 
as provisions for car parking, availability of seating, cleaning and hygiene 
standards.  Air New Zealand thought that the schemes should include control post 
security, where failings had impacted its bottom line through continual delays that 
affected customer experience, aircraft rotations and crew positioning.   

12.22 Air Canada, Air New Zealand, Lufthansa SAS and Swiss did not support service 
quality bonuses. 
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BATA 

12.23 BATA opposed service quality targets.  It thought that if airlines regarded above 
target performance as appropriate, they would have sought higher targets. 

AUC 

12.24 The AUC endorsed proposals for strengthening the service quality regime, by 
increasing the maximum rebates, raising the standards, and including additional 
elements.  It strongly supported more stringent security queuing targets.  The AUC 
was not convinced, however, about the proposals for bonuses.  It thought that once 
performance standards had been achieved, airports should not be able to impose 
higher standards and expect users to pay for them without consultation. 

12.25 The AUC strongly endorsed the CAA's proposals for more frequent and widely 
promoted reports of the airports' performance, and for exploring publication of 
performance reports for airlines and the Borders and Immigration Agency. 

Heathrow Airport Consultative Committee 

12.26 The Heathrow Airport Consultative Committee welcomed the emphasis placed on 
service quality.  With respect to QSM, the Committee suggested that a given 
proportion of non-English speaking passengers should be interviewed, with 
interpreters available.  The Committee said it would welcome the publication of 
performance measures by airlines. 

Gatwick Airport Consultative Committee 

12.27 Gatwick Airport Consultative Committee welcomed higher service standards and 
bonuses for performance that substantially exceeds the targets in each terminal.  It 
said the proposed tougher regime would be a significant challenge for BAA, but felt 
that it would provide strong and credible incentives for the airport to deliver better 
services to passengers and airlines. 

London First 

12.28 London First said that service quality standards must be fully reflected in the price 
structure with higher penalties for failure and greater rewards for exceeding them.  
It believed that the proposed increase in the amount at risk might not be large 
enough, nor the proposed bonuses deep enough.  London First said the CAA 
should regularly review the effectiveness of these incentives and, if necessary, 
include higher standards and a wider range of service indicators. 

CAA assessment 

Regulatory framework 

12.29 The CAA has not received any substantive arguments against its proposals for the 
framework to remedy both the public interest findings of the Competition 
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Commission in 2002 and in 2007 and therefore confirms that it will implement the 
remedy to these findings within the following framework: 

• a public interest condition requiring the payment of rebates when certain 
standards as set out in Statement of Standards and Rebates, published from 
time to time by the CAA, are not met; and 

• the revised wording of each condition  to make it clear that this scheme of 
Standards and Rebates will in future be specified to discharge the new public 
interest finding as well as continuing to remedy the public interest finding at 
the previous review. 

12.30 The CAA further confirms that, following consultation on a draft revised Statement 
of Standards and Rebates (published in December 2007), it is hereby publishing a 
new Statement of Standards and Rebates, which will take effect from 1 April 2008 
and is attached as Annex H.  The rest of this chapter sets out the content of this 
Statement and how, in reaching its decisions for Q5, the CAA has had regard to the 
issues raised by respondents.  

Money at risk 

12.31 The CAA’s proposals were based on an overall amount at risk of 7 per cent of 
airport charges, including rebates for new elements.  The CAA considers that there 
is a judgement to be made in setting rebates which are sufficiently high to influence 
management’s performance, but not so high that they may encourage unintended 
behaviours. In response, BAA argued that it would be willing to accept rebates at 6 
per cent but that was, in its view, the maximum that would be reasonable. Various 
airlines have argued for a higher figure.  The CAA does not consider that any new 
substantive evidence or analysis has been put forward to demonstrate that a higher 
or lower amount at risk would better meet the CAA’s statutory duties.  Nor does it 
see how 6 per cent can be differentiated so clearly from 7 per cent as the BAA 
argument would imply. The CAA therefore confirms that the maximum amount at 
risk under the Standards and Rebates scheme shall be 7 per cent of airport 
charges revenues.    

Heathrow Terminal 2 

12.32 The CAA confirms, following agreement from BAA and the Heathrow airlines, that 
Heathrow Terminal 2 should retain the Q4 service quality scheme for the short 
period (projected to be 12 months) that T2 remains operational during Q5. The one 
modification to the Q4 service quality scheme will be to extend the SQ 
measurement period to the full operational day (as discussed below), in line with 
the other Heathrow terminals.   
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Increased standards in existing measures 

12.33 The CAA confirms that the new Statement sets the proposed higher standards in 
the following areas (which were proposed by the CAA in November 2007, following 
agreement between the airport and airlines): 

• seat availability; 

• cleanliness; 

• way-finding; 

• flight information; 

• passenger-sensitive equipment; 

• arrivals reclaim; 

• stands;  

• jetties; and 

• fixed electrical ground power. 

12.34 BAA proposed that the QSM measures should be weighted by the number of 
passengers in the relevant month.  The CAA considers that this will better capture 
the experience of passengers and to the extent that scores are likely to be lowest 
when terminals are full it is likely to reduce marginally the measurement of service 
against the standard.  The CAA has therefore decided to accept this proposal.    

Central search queuing 

12.35 The CAA proposed in November that central security queuing should be subject to 
two tests, such that if either test were not met in a relevant month in a terminal a 
penalty would be paid. These tests were: 

• the queuing time should be equal to or less than 5 minutes on 95 per cent of 
occasions (sampled at 15 minute intervals during the defined operational 
day); and 

• at Heathrow, it is proposed that such queuing time should be less than 10 
minutes on 99 per cent of the times sampled and at Gatwick, less than 15 
minutes on 98 per cent of the times sampled, again both measured 
throughout the defined operational day at each airport. 

12.36 The CAA has considered the proposition from some airline respondents for the 
accrual of rebates on a daily rather than a monthly basis.  The CAA recognises 
arguments that both approaches may have weak incentive properties in some 
circumstances.  The monthly approach would lose its incentive properties towards 
the end of months where it was clear, as a result of earlier poor performance, that 
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the airport would fail the standard; while a daily approach would lose its incentives 
in the remainder of a day when there had been poor performance earlier and the 
rebate had already been triggered. In addition, for the daily approach, spreading the 
amount at risk evenly over the days of the month would lead to a very small amount 
for each individual day which would diminish the incentives to cope with particularly 
problematic days, while the alternative of setting the amount at risk at a 
substantially higher level per day (subject to the same maximum limit per month) 
would lead to the same issue of diminished incentives when the amounts at risk 
have been exhausted, that the airline proposition is setting out to address.  

12.37 The CAA has therefore not been convinced that there would be advantages to a 
daily approach.  In addition, such a change would fundamentally alter the basis of 
the scheme on which the CAA had consulted.  This is because, as there are less 
than 100 periods of 15 minutes in the operational day, a test based on meeting a 
standard on more than 99 per cent of occasions would effectively become a 100 
per cent test. The CAA has therefore decided to continue a monthly basis for 
standards and rebates.   

12.38 The CAA proposed that the SQR should apply to queue lengths for the whole of the 
operational day, i.e. from 05:30 to 23:30 at Heathrow and from 02:30 to 22:30 at 
Gatwick.  The CAA has considered counter proposals from Heathrow airlines, to 
redefine the relevant period as 05:00 to 22:30.  Heathrow airlines (through 
constructive engagement) and bmi, individually, have argued for limiting the 
evening period to end at 22:30 because there are no flights scheduled which would 
cause passengers to go through central search after that time.  The airlines’ 
proposed period would also bring the start of the defined operational day forward by 
30 minutes. In considering this issue, the CAA believes that there is merit in 
measuring and setting standards across the times when passengers are travelling 
and not just at peak periods, but there does appear to be a case for some 
adjustment to the defined operating day so as not to consider those very late 
periods which by their nature are likely to affect minimal numbers of passengers 
passing through central search.  However, the CAA also considers that 
performance in the period from 05:00 to 05:30 is likely to be material for users given 
the lead-time of passengers passing through central search before early 
departures.  The CAA has therefore decided to set the period over which the 
standard is applied as 05:00 to 22:30 at Heathrow.  The period of 02:30 to 22:30 
proposed for Gatwick has not attracted comment and the CAA has decided to 
adopt it. 

12.39 The CAA confirms its view that, in principle, queuing time measurement should be 
automated and recognises that BAA is working towards introducing automated 
measurement at Heathrow and Gatwick early in Q5.   When the CAA considers that 
this technology is fully operational, it intends to consider whether the new 
technology will allow an alternative approach and if so how it should modify the 
metrics for this element so that a standard can be specified based on the actual 
experience of passengers, rather than queue length at different times (which is 
therefore not weighted by passenger numbers). The CAA’s intention in doing so 
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would be to set a standard based on passenger numbers directly equivalent in 
effect to the standard that is now being set on the basis of queue length sampled at 
15 minute intervals.  This issue will be considered as part of the proposed service 
quality measurement audit in 2008/09, discussed below. Any technical revision to 
the measure to better use the new technology would of course be subject to the 
normal processes of change to the Statement of Standards and Rebates, as set out 
in the Regulatory Policy Statement at Annex E.  

Extending the scope to new measures 

12.40 The CAA confirms that it has decided to extend the scope of the Standards and 
Rebates Scheme to include the following:  

• transfer security queuing;   

• staff security queuing;  

• control post queuing; and 

• aircraft manoeuvring (stand entry guidance systems) at Heathrow. 

• In addition British Airways has proposed a separate measure for the tracked 
transit system (TTS) between the main terminal and the satellite in T5 at 
Heathrow which the CAA has decided to implement. 

12.41 There has been a difference in view between the airports and airlines on the 
standards to be applied and the phasing in of each measure.  The CAA’s 
conclusions on these issues are set out below. 

Transfer security queuing 

Heathrow 

12.42 For Heathrow, the airport and the airlines support the introduction of a standard and 
rebate to apply to transfer queuing, but there has not been agreement around the 
standard or the phasing of implementation.  The airlines are of the view that there 
should be a standard in place at the start of Q5 comparable to that for central 
search for outbound passengers, but they would be prepared to accept a lower 
standard based on queues of less than 8 minutes on 95 per cent of occasions 
measured, and less than 15 minutes on 99 per cent of occasions over the operating 
day, provided that there is a process to agree and implement an agreement during 
Q5 on when the metric will match that for outbound passengers. BAA is proposing 
a standard of 95 per cent in less than 20 minutes for the operating day, from the 
start of Q5, improving to a 10 minute standard from April 2010. 

12.43 The CAA considers that transfer search is an area where it has been anticipated 
that a standard would be introduced since the CAA conducted its mid-Q4 review of 
the Standards and Rebates scheme in 2005.  The CAA believes that to do other 
than to set a target consistent with this may be interpreted as rewarding the airport 
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for its lack of progress.  However, the CAA does recognise that there have been 
changes in security requirements over this period which have significantly affected 
transfer traffic, particularly given space constraints and the need for investment. 
Nevertheless, the CAA believes that it is reasonable to set a standard for transfer 
traffic for Q5 equivalent to the standard that has applied for central search of 
outbound traffic hitherto, that is 95 per cent within 10 minutes from the start of Q5, 
to reflect the reasonable expectations on the part of users.  The CAA recognises 
that this may mean that rebates may be paid in some terminals in the early years, 
but this should provide some spur to improve transfer queuing to the standard as 
soon as possible. It is the CAA’s current intention that the standard for transfer 
passenger security queuing should be brought up to that for central search of 
outbound passengers from the start of Q6. The CAA’s allowances for operating 
expenditure at Heathrow have been set consistent with this proposed service 
standard. 

Gatwick 

12.44 At Gatwick, discussions between BAA and airlines as to the performance standards 
and timetable for implementation of a new transfer security queuing measure are 
less well advanced than those at Heathrow. BAA has proposed an action plan for 
defining new transfer security standards and processes, recruiting staff, measuring 
trial performance, and finally consulting on an amendment to the service quality 
rebate scheme. The CAA considers that this is a pragmatic way forward, and 
therefore proposes (subject to the outcome of a consultation in 2008/09) to 
introduce a new service quality standard and rebate for transfer passenger security 
queuing from 1 April 2009 at the latest, consistent with the timetable set out in the 
action plan. The CAA would look to BAA to use its best endeavours to manage the 
planning, trialling and performance assessment processes efficiently during 2008, 
to enable where possible the earlier introduction of this standard.  The CAA’s 
allowances for operating expenditure at Gatwick have been set consistent with this 
proposed service standard. 

Staff security queuing 

Heathrow 

12.45 Both the airport and airlines agree that the staff search standard should, optimally, 
reach the central search standard.  However, while the airlines believe that this 
should apply from the start of Q5 (with specific alleviations for terminals where this 
will not be possible), BAA considers that in order to achieve this without incurring 
additional cost users would have to agree to improved practices, possibly including 
revisions to rostering and clarity as to whether crew would use staff search or 
control post facilities. 

12.46 The CAA recognises that it may be some time before a combination of 
management focus and improved processes on all sides can deliver the 
appropriate level of service quality at the right level of cost.   The CAA would not 
want to discourage that process by setting a standard which gave one or other 
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party so much of the prospective gains from negotiation that they had no interest in 
pursuing a better solution overall.  To meet this objective, the CAA is setting an 
intermediate solution now with a standard which is lower than that proposed by the 
airlines but a standard more testing than BAA has proposed, with a view to the two 
sides reaching a negotiated solution, by which the airlines trade-off changes in their 
own operations against a more reliable staff search product.  The CAA has 
therefore decided to implement a standard for staff queuing of less than 10 minutes 
on 95 per cent of times measured from the beginning of Q5.  It will of course be 
open to the airport and airlines to agree local alleviations or to agree to higher 
standards which could be enabled by modified airline procedures. The CAA would 
consider any such proposals for changes to the service quality standard in its 
process for accelerated approvals. The CAA’s allowances for operating expenditure 
at Heathrow have been set consistent with this proposed service standard. 

Gatwick 

12.47 At Gatwick, discussions between BAA and airlines as to the performance standards 
and timetable for implementation of a new staff security queuing measure are less 
well advanced than those at Heathrow. BAA has proposed an action plan for 
defining new staff search standards and processes, recruiting staff, measuring trial 
performance, and finally consulting on an amendment to the service quality rebate 
scheme. The CAA considers that this is a pragmatic way forward, and therefore 
proposes (subject to the outcome of a consultation in 2008/09) to introduce a new 
service quality standard and rebate for staff security queuing from April 2009 at the 
latest. The CAA would look to BAA to use its best endeavours to manage the 
planning, trialling and performance assessment processes efficiently during 2008, 
to enable where possible the earlier introduction of this standard.  The CAA’s 
allowances for operating expenditure at Gatwick have been set consistent with this 
proposed service standard. 

Control post queuing 

Heathrow 

12.48 Both parties support a control post measure and have discussed an initial standard 
of 95 per cent of vehicles being checked through control posts in 20 minutes. BAA 
is, however, concerned that the combination of airline moves, changing screening 
requirements and inadequate historical data mean that it is difficult to plan with 
confidence the performance that might be deliverable in the early part of Q5, and 
that no financial penalties should therefore be involved until the implications of 
alternative management strategies are developed and discussed with the airline 
community.  

12.49 The CAA recognises that control post queuing can be a critical aspect of the 
operational performance of airlines and other users of the airports, with a very 
strong impact on passengers when it leads to flight delays.  The fact that BAA does 
not know what its performance has been in this area does not provide a strong 
reason for delaying implementation.  Indeed, the fact that BAA is not liable for any 
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financial consequences for poor performance may have contributed to its not being 
better informed about this significant aspect of its activities88.  The CAA considers 
that a standard of control post queuing of 20 minutes or less for 95 per cent of 
occasions measured across the operational day is reasonable for the airport to be 
held accountable to for the whole of Q5.  (To be consistent with the standards for 
passenger queuing, the standard would be based on queuing time to the start of 
the control post process rather than the total time to be checked through the control 
post.) 

12.50 The CAA notes that some airlines have argued for a significantly greater weight of 
money to be at risk to this measure than in the CAA’s November 2007 proposals.  
Given the untried nature of this measure, the CAA has decided not to increase the 
level of potential rebates beyond its November proposals. 

Gatwick 

12.51 At Gatwick, discussions between BAA and airlines as to the performance standards 
and timetable for implementation of a new control post queuing measure are less 
well advanced than those at Heathrow. BAA has proposed an action plan for 
defining new control post search standards and processes, recruiting staff, 
measuring trial performance, and finally consulting on an amendment to the service 
quality rebate scheme. The CAA considers that this is a pragmatic way forward, 
and therefore proposes (subject to the outcome of a consultation in 2008/09) to 
introduce a new service quality standard and rebate for control post queuing from 
April 2009 at the latest. The CAA would look to BAA to adopt its best endeavours to 
manage the planning, trialling and performance assessment processes efficiently 
during 2008, to enable where possible the earlier introduction of this standard. 

Track transit system (TTS) 

12.52 BAA and the airlines have agreed that the T5 TTS is an important part of service in 
T5 and should be included in the scheme as a separate element of service with its 
own weighting of risk.  The CAA accepts this proposition and has therefore decided 
to modify the scheme in respect of T5.  The CAA considers that BAA has had 
responsibility for bringing forward the T5 programme and the terminal has been 
subject to a long period of testing for operational readiness. The CAA is not 
therefore convinced by BAA’s arguments that full implementation of this standard 
should be delayed, and so the CAA proposes that the standard and rebate regime 
should come into effect from the start of Q5. 

12.53 The CAA is therefore including a standard and rebate based on a two-pronged test 
of availability of one train and two trains.  The rebate will be payable if either of 
these tests is not met.  BAA has argued that the test of one train should be 99 per 
cent and the availability of both trains should be 97 per cent.  The airlines have 

                                                 
88 The CAA’s consultants Booz Allen Hamilton commented adversely on BAA’s performance measurement and 
management in this area in its report to the CAA on the efficiency of BAA’s operating processes: Supporting 
Paper III Airport efficiency assessment – summary and overview, Booz Allen Hamilton, December 2006  
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argued for a standard of 99 per cent for each train (which would imply a slightly 
higher standard for both trains approximating to 98 per cent89).  The CAA 
considers, however, that the operation of a first train is more critical than the 
operation of the second, in as much as there is a significantly greater detriment to 
passengers of no service at all rather than a less frequent and more crowded 
service.  There is therefore some merit in allowing a small additional tolerance in 
the operation of two trains, as is the case for the TTS at Gatwick. It has therefore 
adopted a standard of 97 per cent for two trains (as was put forward by BAA, albeit 
not from the start of Q5). 

12.54 The CAA has decided to redistribute the amount at risk in T5 away from some other 
elements, to the TTS.  In doing so, it has had regard to weights proposed by British 
Airways, but it has not distributed money at risk from the aerodrome congestion 
term, control posts or from the passenger-facing elements of the scheme covered 
by the CAA’s original bonus scheme proposals, where the percentages of airport 
charges at risk remain as in the CAA’s November proposals.  In respect of the 
aerodrome congestion term and control posts, this is because British Airways has 
been arguing for a greater rather than a smaller allocation of airport charges at risk 
and in respect of the elements covered by the bonus scheme proposals because 
these are key elements directly affecting passengers where the CAA would not 
want to see a diminution of incentives.    

Passenger sensitive equipment (PSE) 

12.55 There appears to be general agreement with the principle of an additional element 
of the service standards directed at particular priority assets in each terminal, and 
as such the CAA confirms this proposal.  The assets to be included are specified in 
an attachment to the Statement of Standards and Rebates. The CAA also confirms 
that assets within the priority category will also be counted against the general 
category to make the administration of the scheme easier, in the event that the 
assets considered to be priority were to change over time.  

12.56 BAA has pointed out that bracketing escalators, people movers, passenger lifts and 
goods lifts into a single PSE measure may lead to unintended consequences if, as 
a result, the airport is only allowed to specify for each terminal a single month for 
the planned maintenance of all of the relevant equipment.  It was certainly not the 
intention of the CAA to constrain planned maintenance in this way and it would not 
seem to be in the interests of users to do so.  The CAA has therefore decided to 
modify the wording of the Statement so that assets can be excluded from 
measurement on an asset-by-asset basis, with safeguards broadly equivalent to the 
dead-band approach.  This should facilitate a more phased approach to maintaining 
assets.  The CAA has also extended an equivalent approach to baggage carousels 
to which the same arguments could be applied. 

                                                 
89 The implied standard for both trains would by implication be 0.99 * 0.99 ≈ 0.98.   
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12.57 BAA has argued that the PSE linking terminals with the Heathrow Express (HEX) 
station should not be included in the PSE measures because HEX competes with 
other surface modes and the performance of the HEX assets is in any case very 
high.  The CAA has decided that there is not a difference in kind between these 
HEX assets and other PSE forming part of the passenger interchange between 
surface modes and the airport.  The CAA has therefore decided that HEX assets 
linking the station and terminals should form part of the PSEs in the general 
category.  

Pier service 

12.58 In November 2007, the CAA proposed to improve the operation of the service 
standard for pier service by aligning the standard for each terminal in each year 
with that implied by the capital investment programme.  This principle was 
supported by BAA and the airlines. BAA has, however, put forward proposals for 
the level of pier service at markedly lower levels than those implied by its own 
modelling based on its capital investment plans. BAA argued that lower service 
performance standards would be appropriate given what it considers are 
substantial development risks and limitations of the modelling.  Airlines have 
argued that BAA should meet the standard of 95 per cent of passengers being pier 
served, or at the very least the level of pier service consistent with the proposed 
phasing of the capital investment plan.  

12.59 The CAA considers it important to users that each airport achieves the highest 
levels of pier service consistent with the respective capital investment programmes 
during Q5.  The CAA is allowing for the risks to capital expenditure and project 
development elsewhere in its approach to the allowances for capital expenditure 
and the timing of triggers.  It does not consider that it should build in a further risk 
allowance by reducing the standards for pier service. The CAA considers that its 
statutory objectives to further the reasonable interests of users of UK airports and 
to encourage investment in new facilities in time to satisfy users’ anticipated 
demand are more likely to be satisfied by setting standards consistent with those 
which would be delivered by the planned Q5 investment programme. It has 
therefore decided to set standards by month and by terminal based on the evidence 
on achievable service levels as presented to airlines by BAA in January 2008. The 
‘default’ standard at each terminal (except Heathrow Terminal 2) will be 95 per 
cent, except where specified in Table 12-1 below. Pier service standards will be 95 
per cent throughout Q5 at Heathrow Terminal 4. Terminal 2 will be subject to the 
same standards as in Q4 (90 per cent pier service) for the period of its continued 
operation in Q5.  Performance in each month will continue to be set on the basis of 
a moving average over the preceding 12 months (except in 2008/09 - see 
paragraph 12.82) and the standard will be constructed against the equivalent 
average of the relevant months.  



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 12 – Service quality 153

Table 12-1 Pier service standards in Q5 – exceptions to default 95% standard 

 Heathrow   Gatwick  
 T1 T3 T5 North South 

2008 Jul-Aug 08: 93% Apr-May 08: 92% Apr -Dec 08: 91% Apr-Aug 08: 92% Apr-Dec 08: 94% 
 Sep-Oct 08: 94% Jun-Aug 08: 94%  Sep-Dec 08: 90%  
 Nov-Dec 08: 90% Sep-Dec 08: 93%    

2009 Jan-Feb 09: 90% Jan 09: 93% Jan-Feb 09: 91% Jan-Mar 09: 90% Jan-Dec 09: 94% 
 Mar-Sep 09: 93%  Mar-Dec 09: 89% Apr-Dec 09: 88%  
 Oct-Dec 09: 92%     
2010 Jan-Mar 10: 93% (No exceptions) Jan-Jun 10: 89% Jan-Mar 10: 88% Jan-Dec 10: 94% 
 Apr-Dec 10: 94%   Apr-Dec 10: 87%  

2011 Jan-Sep 11: 94% Jan-Dec 11: 94% (No exceptions) Jan-Oct 11: 87% Jan-Oct 11: 94% 
    Nov-Dec 11: 94%  

2012 Jun-Dec 12: 91% Jan-Jun 12: 94% (No exceptions) Jan-Dec 12: 94% (No exceptions) 
2013 Jan-Mar 13: 91% (No exceptions) (No exceptions) Jan-Mar 13: 94% (No exceptions) 

Aerodrome congestion term 

12.60 In November the CAA proposed to maintain the aerodrome congestion term in its 
current form, and with its current weighting in the rebate scheme of 1 per cent of 
airport charges.  Two modifications have been suggested by airlines.  First, that the 
amount at risk should be raised to 2 per cent at Heathrow, in order to align the 
scheme with the priority that airlines place on punctuality and to ensure that airfield 
works do not compromise operational performance; and second, that the rebate for 
each significant event should be raised in line with inflation since the Q4 price 
control decision.  

12.61 The CAA recognises that there should be incentives for Heathrow to maintain 
service levels while major development work takes place on airfield infrastructure in 
a live environment, notably around the eastern apron. But it does not consider that 
increasing the maximum amount at risk under the aerodrome congestion term 
would be an effective way to address this issue.  The scheme allows an exception 
where material events are due to such infrastructure being taken out of service for a 
pre-determined period due to capital investment work.  Any incentives would 
therefore be likely to be dis-applied in the circumstances envisaged by the airlines’ 
response, albeit the aerodrome congestion term would encourage timely delivery of 
specific airfield works as it would apply to any periods of over-run on such projects.  
As the current maximum amount at risk of 1 per cent currently allows substantial 
headroom for much higher rebates to be paid under this element of the scheme 
than have been paid hitherto, the CAA has decided not to increase the maximum 
amounts at risk.  The CAA does, however, accept that there is a strong argument 
for maintaining the amounts paid for each material event in real terms from this 
stage forward and has therefore amended the rebates payable under each event to 
be raised by inflation annually from a base level in 2007/08.        

Service quality audit 

12.62 The Competition Commission recommended that either the design and 
methodology employed in passenger surveys used to measure service quality 
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should be independent of BAA or be subject to annual audit as discussed with 
stakeholders and supervised by the CAA.  The Commission further considered that 
such an audit should extend to the SQR scheme as a whole rather than be limited 
to the passenger survey (Quality of Service Monitor) element.  

12.63 The CAA considered the Commission’s recommendation but concluded that an 
annual audit of the design and methodology of the QSM would be excessive.  (This 
view recognised that it was not possible to check the veracity of individual 
interviews, as the survey did not gather personal information on respondents for 
security reasons.  It would therefore be only the methods and processes that would 
be reviewed, which tend to remain fairly constant.)  The CAA conducted a review of 
the standards and rebates scheme in 2006 involving a consultation with users.  The 
CAA also commissioned an external audit of the QSM at that time. The CAA 
concluded, on the basis of the audit, that QSM was a suitable research instrument 
for the service quality rebates output, that it was statistically sound, and could be 
relied on as an indicator of service performance.   

12.64 While the CAA acknowledges that there would be appeal in shifting to an external 
source of service quality measurement, there would be considerable issues either 
of cost, if it were commissioned by the CAA solely for this purpose, or of consistent 
content and measurement over time, if it were commissioned and controlled by 
third parties. 

12.65 The CAA, therefore, proposed a more measured approach with two audits of the 
measurement of service quality during the course of Q5: an audit at the end of the 
first year to test whether the Quality of Service Monitor, security queuing and asset 
reliability measures continue to be fit for purpose in the light of the additional weight 
placed on them in the new scheme, and a second audit after four years of Q5 timed 
to inform the review to set the price control for Q6.  The CAA reserves the right to 
commission further investigations and audit during Q5 of service quality 
measurement and performance if it considers that this would be warranted in light 
of the findings of its first service quality audit early in Q5. The CAA would also 
monitor the output of QSM compared to other international cross sectional surveys 
during Q5 to highlight whether any improvements or deterioration in the results in 
Q5 appear anomalous. 

12.66 The CAA proposed that the other elements of the SQR scheme should also be 
subject to a fitness for purpose audit at the same time as QSM and the CAA 
proposed to amend the service quality conditions to require BAA to cooperate with 
such reviews. 

12.67 The CAA confirms this approach. It intends to commission two primary audits of the 
service quality measurement systems, the first in 2008/09 and the second in 
2011/12. The proposed objectives and scope of the first audit are set below: 

• Objectives: to provide a transparent, independent assessment of the extent 
to which BAA’s measurement of service standards subject to the CAA’s 
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service quality rebates scheme provides objective, unbiased, reliable and 
robust information on which to base regulatory financial incentives. 

• Scope: 

− Quality of Service Monitor passenger survey; including survey 
structure, conduct, sampling, weighting of responses, scale of 
responses, and correlation with other independent and internationally 
comparable passenger surveys; 

− Security queuing: including robustness of current manual queue 
measurement system, progress towards automated queue 
measurement, the reliability of such technology for the purposes of 
measuring service performance subject to regulatory standards and 
rebates, correlation between manual and automated measurement, 
and potential implications of automated measurement systems for any 
future revisions of the definition of security queuing standards. (If 
automated queue measurement technology is not sufficiently mature 
at the time of the audit then the CAA would expect to revisit this issue 
when it appears to be so); 

− Airport asset reliability measures: including processes by which BAA 
secures exclusion of specific assets from the service quality standards 
and rebates regime for specified periods for maintenance; and 

− Aerodrome congestion term: including review of compilation of the log 
of runway events and assessment of scale of delay and attribution of 
delay to specific parties. 

12.68 In parallel with the 2008/09 audit, the CAA intends to investigate further, working 
with interested parties, how better to measure passengers’ preferences for the 
various elements of service quality and their willingness to pay for service 
improvements.  This work should help inform future regulatory analysis of 
dimensions of service currently included within the service quality standards and 
rebates scheme and other aspects of service delivered at the airport. 

Calibration of service quality rebate scheme - 6 or 12 months 

12.69 The CAA notes that airlines would prefer the scheme to be calibrated so that the 
maximum level of annual rebates should be reached on the basis of 12 months of 
performance below standard rather than six months.  Against this, calibrating the 
scheme so that one twelfth rather than one sixth of a fixed level of maximum annual 
rebate is at risk for each element would halve the financial incentives to perform, at 
least for the first six times that the airport fails the monthly standard.  The CAA does 
not consider that the Standards and Rebates Scheme would better remedy either 
the 2002 or the 2007 public interest findings by halving the sums of money at stake 
for non-performance. The CAA has therefore decided to retain the higher monthly 
rebates based on maximum rebates reached after six months.   
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12.70 The CAA recognises that there should be continuing pressure on the airport to 
perform throughout the year.  To some extent, persistent failure beyond six months 
would be likely to attract pressures on the airport through other channels, as 
adverse publicity on Heathrow and Gatwick’s performance over the last eighteen 
months or so has demonstrated.  Nevertheless, the CAA considers that there would 
be merit in recording more formally the circumstances surrounding, and corrective 
action required to overcome, any prolonged period of poor service performance 
during Q5. This would publicly signify any regulatory concern and focus attention on 
BAA’s management response. The CAA has therefore decided that where, at either 
Heathrow or Gatwick, the airport exhausts the money at risk for a particular element 
in a financial year, the CAA would write to the managing director of the airport 
operator asking for an explanation of why the standard has been persistently 
missed and what the airport’s plans and timescales are for restoring service levels 
in future.  The CAA would expect to publish both its letter and the airport operator’s 
reply on its website. 

Exclusions 

12.71 The CAA proposed in November to maintain the existing arrangements for 
exclusions. Respondents have raised various issues about exclusions, as 
discussed below. 

12.72 BAA requested that the dead-bands covering stands, jetties and FEGP be removed 
and replaced by exclusions which will allow annual statutory inspections of 4-8 
hours to take place through the year.  BAA described these as the only work that 
currently takes place on these assets during dead-band times.  The CAA has 
decided that given these inspections are short there is some merit in allowing 
greater flexibility but has limited these exclusions so that they take place in 
consultation with the airport AOC, the period is specified in advance, and the 
exclusion not to be more than two days over any year (measured from 1 April –31 
March) for any particular relevant asset.  If works extend beyond any notified 
period, then any additional downtime would count against the serviceability 
standard 

12.73 As set out above, the treatment of planned maintenance will henceforth be dealt 
with by excluding specific assets from measurement rather than through a dead-
band.  

12.74 At Heathrow, BAA has argued on safety grounds for an exclusion for PSE when 
equipment downtime is due to the activation of an emergency stop button or break-
glass, because it does not want to discourage the appropriate use of the stop 
buttons by passengers or staff.  While the airlines are sceptical about whether the 
existence of a rebate is likely to deter passengers from using these devices, they 
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do support this exclusion where there are back indication systems on the PSE 
equipment90 so that the response to any stoppage is expedited.  

12.75 The CAA shares the view of the airlines and is minded to allow this exclusion in 
principle.  However, it would be concerned if it were accompanied by any 
diminution in the incentive to make a prompt response to emergency stops – 
particularly where these are demonstrated to be false.  The CAA has therefore 
decided to limit these exclusions to equipment where there is back indication and, 
recognising that staff are equipped with restart keys, has limited the exclusion to 
only 10 minutes in the case of false alarms.  

12.76 BAA has also proposed that the exclusion concerning the closure of stands during 
evacuation or emergency incidents be extended to PSE.  The airlines agree but 
only for such equipment in the immediate vicinity of such incidents with any 
incidents and exclusions being agreed with the AOC. 

12.77 The CAA has decided to accept this exclusion.  It agrees with the airlines that this 
should be restricted to the immediate vicinity of the incident, and it is appropriate 
that the AOC should be informed of the incident and the extent of the exclusion, 
and that the exclusion should be subject, after the event, to the agreement of the 
AOC. 

12.78 BAA has also proposed that the exclusion for PSE should be widened to any 
closure of PSE assets for health and safety reasons.  While the CAA recognises 
that equipment must be taken out of service where such issues arise, health and 
safety issues may arise from different causes some of which may involve the 
responsibility of the airport or its agents maintaining or inspecting equipment.  Many 
of the causes outside the airports management control would already be covered 
by other exclusions.   The CAA has decided therefore not to introduce a blanket 
exclusion.    

12.79 BAA has proposed that the exclusion which covers airlines’ or airline agents’ 
damage to airside assets be extended to all PSE and baggage carousels. The 
wording in the existing exclusion for jetties, stand equipment or fixed electrical 
ground power units refers to damage ‘likely to have been caused by airlines or their 
agents’.  The CAA accepts the principle that it is unreasonable for the airport to be 
accountable for damage caused by misuse by airlines or their agents, but there is a 
clear issue around the burden of proof of the likelihood of damage having been 
caused by one party or another.  In the case of the existing assets covered by the 
exclusion, it is easy to envisage many cases where the nature of the damage is 
such that it is likely to have been so caused.  The same argument appears to be 
applicable to arrival reclaim carousels, and the CAA has decided to extend the 
exclusion in the same terms to them.  But the scope for damage to passenger 
sensitive equipment seems, by its very nature, less likely to be caused by airlines 

                                                 
90 Back indication systems generate a warning in the airport’s operating control rooms when the emergency 
stop has been triggered on specific pieces of equipment. 
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than by passengers.  The CAA is only prepared to extend this exclusion to PSE 
equipment where an airline or airline agent has accepted responsibility, in 
circumstances where the AOC agrees with the airport in writing that the likelihood is 
that the damage has been caused by an airline or its agent.  

12.80 The CAA has decided to maintain the current ‘force majeure’ clause in the SQR 
regime. Under this clause, the CAA is willing to consider the suspension of the 
security queue rebates for a limited period where the airport is subject to a 
significantly enhanced security direction from the Department for Transport and 
where it can be demonstrated to the CAA that this is such as to make continued 
delivery of the existing service standards patently unrealistic. 

Transition 

12.81 The CAA’s proposals in November set out an approach to transition for elements 
where measurement is based on a 12 month moving average.  This applied in 
particular to the QSM-based measures.  For these measures, the relevant 
performance measures applying to rebates would already be largely determined by 
performance in 2007/08, and it would take a full year for the payment of rebates to 
be wholly based on performance in Q5.  For the first year, 2008/09, the CAA 
proposed that the increase should be 0.1, with a further 0.1 increase in standards 
from April 2009.   

12.82 The Heathrow airlines put forward an alternative approach that the QSM 
measurement should start again from April 2008 such that: the scores for April 
would be a self-standing measurement; the relevant measure for each succeeding 
month in 2008/09 would be the average of the scores back to April 2008; and from 
April 2009 the measure would be applied to a 12 month average of scores.  BAA 
has agreed to this approach, and to make the QSM scores visible to the airlines on 
a rolling basis.  In the light of this agreement, the CAA has decided to adopt this 
alternative approach in its decision.  The CAA has also decided to apply the same 
approach to pier service where issues arise because of the change in approach 
adopted between Q4 and Q5 and at Gatwick where the issues are essentially the 
same (although the CAA recognises that this has only been discussed in the 
context of Heathrow). 

Summary of the Service Quality Standards and Rebates Scheme 

12.83 Table 12-2 below summarises the CAA’s decisions in respect of the specific service 
quality standards and rebates which will apply at each airport during Q5.  For the 
avoidance of doubt the sums at risk for the individual elements set out in the 
Statement of Standards and Rebates91 will determine the rebates even where the 
sum of these does not precisely sum to 7% due to rounding.  

                                                 
91 The percentages in the statement of Standards and Rebates are specified to 4 significant places. 
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Table 12-2 Summary of CAA decisions for service quality standards and rebates during Q5 

Standard  Maximum airport charges at risk 
(% of total annual charge revenue)  Element Metric 

Heathrow  Gatwick  Heathrow  Gatwick  

Note: describes 
change since Q4 
(and change 
since Nov 2007) 

 

Departure lounge 
seat availability 3.8 3.8 0.36% 0.36% 

Cleanliness 3.9 4 0.36% 0.36% 

Way-finding 4 4.1 0.36% 0.36% 
Flight information 

Monthly 12 
month 
lagged 
QSM score 

4.2 4.2 0.36% 0.36% 

Increase in 
standard by 0.2 
from Q4 standard. 
(As proposed) 

Passenger 
sensitive 
equipment 
(general) 

% time 
available 99% 99% 0.40% 0.40% 

Arrivals reclaim 
(baggage 
carousels) 

% time 
available 99% 99% 0.40% 0.40% 

Increase in 
standard from 
98% Q4 standard 
(As proposed) 

Test 1: 
Times 
queue <5 
minutes 

95% 95% 
Central security 
queues 

Test 2: 
Additional 
test 

99% = 10 
minutes 

98% = 15 
minutes 

0.77% 0.77% 

Increase in 
standard and the 
introduction of a 
second tier test 
(As proposed) 

    
Heathrow 
T1/HET, 
T3, T4 

Heathrow  
T5 

Gatwick 
ST 

Gatwick 
NT  

Transfer search 
Times 
queue <10 
minutes 

95% 

From Apr 
2009, to 

be 
decided 
during 

2008/09 

0.38% 0.34% 0.45% 0.40% 
New element 
(Detail added & 
new T5 weighting) 

Pier service 
 % of 
passengers 
pier served 

As set out in Table 9-1 0.35% 0.30% 0.45% 0.40% 

Standard linked to 
expected level of 
pier service in 
each terminal  
(Proposal refined 
& new T5 
weighting) 

Passenger 
sensitive 
equipment 
(priority) 

% time 
available 99% 99% 0.35% 0.30% 0.45% 0.40% 

New element 
(As proposed 
except T5 
weighing) 

% time 1 
car 
available 

99% 99% 
Gatwick  Inter 
Terminal & T5 
Transit Systems  

% time 2 
cars 
available 
peak time 

97% 97% 

 0.34%  0.31% 

Double test 
applies to Gatwick 
NT & Heathrow 
T5 
(Heathrow T5 
added) 

         

Stands % time 
available 99% 99% 0.31% 0.27% 0.35% 0.31% 

Increase in 
standard from 
98% 
(As proposed 
except T5 
weighing) 

Jetties % time 
available 99% 99% 0.31% 0.27% 0.35% 0.31% 

Increase in 
standard from 
97% 
(As proposed 
except T5 
weighing) 

Fixed electrical 
ground power 

% time 
available 99% 99% 0.23% 0.20 0.25% 0.22% 

Increase in 
standard from 
98% 
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Standard  Maximum airport charges at risk 
(% of total annual charge revenue)  Element Metric 

Heathrow  Gatwick  Heathrow  Gatwick  

Note: describes 
change since Q4 
(and change 
since Nov 2007) 

 

(As proposed 
except T5 
weighing) 

Pre-conditioned air availability 98% n/a   Only applies to 
Heathrow  

Reporting 
systems - but no 
money at risk 
(As proposed) 

Stand entry 
guidance 

  99% n/a 0.31% 0.27% 
Only applies to 

Heathrow  
 

New element 
(As proposed 
except T5 
weighing) 

Staff search 
Times 
queue <10 
minutes 

95% 0.38% 0.34% 0.35% 0.31% 
New element 
(Detail added & 
new T5 weighting) 

Control posts 
search 

Times 
queue <20 
minutes 

95% 

From Apr 
2009, to 

be 
decided 
during 

2008/09 
0.38% 0.38% 0.35% 0.31% 

New element 
(Detail added & 
new T5 weighting) 

  

Aerodrome Congestion Term 1.00% 1.00% Unchanged 
(As proposed) 

 

Publication of results under the Service Quality Rebates Scheme 

12.84 The CAA proposed greater transparency of information on each airport’s service 
quality performance. In light of support from passenger representatives for such 
transparency, and agreement from BAA to implement the CAA’s proposals, the 
CAA confirms these proposals (with a small refinement which differentiates the 
information available in the terminal from that on the website). 

12.85 Each airport will be required to publish, monthly from April 2008, via a readily 
accessible part of its website, its performance against the specified service 
standards and details of the specified rebates paid and payable in respect of each 
terminal and for each category of service.  BAA will also be required to publish, 
monthly, through prominent displays in each of the terminals at Heathrow airport, its 
performance against such of the specified service standards in the Statement of 
Standards and Rebates as the CAA shall nominate for the purpose of better 
informing passengers.  The CAA has decided to stipulate the following in the 
Statement that it is publishing with this decision:  Departure lounge seat availability, 
Cleanliness, Way-finding, Flight information, Central security queues, Transfer 
search, Passenger sensitive equipment (general), Passenger sensitive equipment 
(priority), Pier service, Arrivals reclaim (baggage carousels), Gatwick Inter Terminal 
Transit System and Terminal 5 tracked transit system. 

12.86 The CAA is also requesting BAA to develop and publish information on the 
performance of shared processes with airlines and other agencies. 
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Bonus Scheme 

12.87 The CAA proposed as part of its price cap proposals a bonus element, in the form 
of permission to levy higher airport charges which each airport could secure in 
return for out-performance in respect of certain passenger-facing elements of 
quality.  The Commission had considered the concept of bonuses, but concluded 
that it saw no justification for the introduction of bonuses as well as rebates.  The 
CAA took a different view to the Commission, and considered that its duties would 
be better met, in terms of setting a price cap, by including a bonus element to 
provide a further spur to BAA to improve the experience that passengers can 
expect to receive at each airport, whichever terminal they use.  It therefore included 
a bonus element as part of the proposed price cap put forward in November.  For 
the avoidance of doubt, this bonus scheme was not proposed as part of the remedy 
to the Competition Commission’s public interest finding but was part of the CAA’s 
remit in setting a price cap best calculated to satisfy its objectives under section 39 
of the Airports Act. 

12.88 In consultation responses, most airlines restated their objections to such a scheme 
in principle and also argued that its prospect had given the airports an incentive to 
build into their costings for Q5 very high resilience which would result in an 
expected level of service above the standard used as the threshold above which a 
bonus would be paid.  As a result, airlines argued that they would be paying twice – 
once for the high costs and again to the extent that those higher costs result in the 
airport consistently exceeding the standards and bonuses being paid.     

12.89 The CAA recognises that there could be some justification for this argument in 
regard to central security queues, where BAA has made relatively late bids for 
additional resources potentially leading to the airport exceeding the service 
standard and becoming eligible for bonuses.  Although the CAA has not conceded 
the entirety of BAA’s security cost bid, it recognises the reasonable concerns 
around appropriate resourcing against a background of changing requirements and 
standards.  The CAA has therefore decided not to include central security queuing 
in a bonus scheme for the course of Q5, but to retain the scheme for the other 
elements proposed.   The CAA considers that the same argument does not apply to 
the other relevant measures, particularly in the terminals which are likely to be the 
worst performing terminals, which are the determining factor in securing any bonus.  
The CAA continues to believe that the benefits to passengers of encouraging 
higher performance, particularly of providing a spur to bring up performance in the 
worst performing terminals, is likely to outweigh any risks of additional complexity or 
potential perverse behaviours on the part of the airport.  The CAA has therefore 
decided to introduce service quality bonuses based on the service elements, 
performance standards and bonus levels set out in Table 12-3 below.  As a result of 
taking out the element for central security queuing, the CAA has decided that the 
maximum additional revenues achievable via bonuses at each airport will be 
reduced from 3 per cent to 2.24 per cent of airport charges. 
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12.90 BAA proposed that the bonus scheme should also include the priority element of 
PSE.  The CAA recognises that relative importance of the priority assets but it also 
notes that the performance of these assets will contribute to the general measure of 
assets.  Moreover, the concept of priority assets is new and the assets identified 
may change in the light of experience, particularly in the light of the volume of 
change taking place at the airport.  As the bonus scheme is defined in the price 
control itself this might constrain such flexibility.  The CAA has therefore decided 
not to include priority PSE in the bonus scheme at this price review. 

Table 12-3 CAA proposals for service quality bonus levels 

Element Lower performance 
limit (LPL) 

Upper performance 
limit (UPL) 

Maximum annual bonus (MAB) as 
percentage of annual airport 
charges 

 QSM score  
Departure lounge seat 
availability 

3.8 4.5 0.36% 

Cleanliness 3.9 4.5 0.36% 
Way-finding 4.0 4.5 0.36% 
Flight information 4.2 4.5 0.36% 

 Availability of time  
Passenger sensitive 
equipment (general) 

99% 100%  0.40% 

Arrivals reclaim 
(baggage carousels) 

99%  100%  0.40% 

Source: CAA 
Notes: 
The lower performance level (LPL) is set at the proposed Q5 performance standard below which service quality 
rebates are payable. The upper performance level (UPL) is set, for service aspects measured by the QSM, at the 
midpoint between a consistently ‘good’ and ‘excellent’ performance (between 4 and 5 on the QSM scoring system). 
For other service measures, the UPL is set at the maximum achievable level of 100 per cent availability. 

Conclusion 

12.91 The CAA’s decisions with respect to service quality for Heathrow and Gatwick 
Airports are set out in this chapter. They are translated into the price control and 
public interest conditions in Annex C and D to this decision document respectively, 
and in the Statement of Service Quality Standards and Rebates at Annex H. 
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13. Capital investment triggers 

Introduction 

13.1 This chapter summarises the CAA’s November 2007 proposals with respect to 
capital investment triggers. It records the consultation responses on this topic, and 
then sets out the CAA’s assessment in light of these responses. The chapter 
concludes with the CAA’s regulatory decisions with respect to capital investment 
triggers, on which its price control conditions are based. 

CAA’s November 2007 proposals 

13.2 The CAA welcomed the consensus that had arisen out of constructive engagement 
around the portfolio of projects to be subject to triggers.  The CAA proposed 21 
triggers for Heathrow projects covering 63 per cent of forecast Q5 capital 
investment at the airport, and six triggers covering 44 per cent of forecast Q5 
capital expenditure at Gatwick.  The CAA proposed to adopt the portfolio, subject to 
any further proposals from constructive engagement, an additional intermediate 
milestone for HET, and a greater coverage of the Gatwick capital expenditure 
programme. 

13.3 The CAA proposed that the milestone dates for triggers should be three months 
after the delivery dates in the capital expenditure programmes.  Realising that 
significant external events could have an adverse impact on BAA's ability to adhere 
to its original project schedules, the CAA proposed that there should be a change 
control process for triggers.  The CAA proposed that the level of penalty payments 
for late delivery of trigger projects should be set with regard to the return allowed on 
a particular tranche of investment. 

Summary of consultation responses 

BAA 

13.4 BAA reported that there had been a broad level of agreement on triggers reached 
through constructive engagement.  BAA agreed with the proposal that trigger dates 
should be three months after the date in the capital expenditure programme.  BAA 
said it was paramount that there was a process in place for the ongoing revision of 
triggers through ongoing constructive engagement in Q5.   

British Airways 

13.5 BA said it supported the concept of triggers, which had been effective in Q4.  
However, it was unsure that the proposed penalties would be adequate to spur 
delivery to timetable.  BA suggested that the size and effectiveness of the triggers 
should be part of the mid-term capital expenditure review.  BA said that, as the 
investment programme had been reviewed with some delivery dates slipping back 
significantly, the trigger dates should be the same as those in the programme.  If 
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there were good reasons to delay a project, the proper way to deal with it would be 
through constructive engagement. 

13.6 BA supported the triggers where they were of material significance, but thought 
some were for small projects that were not of strategic value.  It suggested 
additional Heathrow triggers for T5C, T5-T3 automated transfer baggage system, 
and rail investment. 

Oneworld 

13.7 Oneworld thought that trigger dates should be CIP dates, otherwise BAA would 
have no incentive not to slip projects by three months.  Oneworld also said that the 
triggers should be when a project is functional and in operational use and service.   

Star Alliance 

13.8 Star Alliance disagreed with the proposed HET triggers.  It suggested a trigger 
linked to the substructure of HET rather than the demolition of T2, and additional 
triggers for baggage and passenger connectivity. 

bmi 

13.9 bmi said that penalties for not meeting triggers were weak - failure to deliver the 
whole programme would result in a penalty of just 4 per cent of airport charges or 6 
per cent of operating profit.  It said that around 50 per cent of operating profit 
should be at risk.   

easyJet 

13.10 easyJet noted that the proposed Gatwick triggers were all for the North Terminal 
and covered less than the 70 to 80 per cent of the capital programme 
recommended by the Competition Commission.  It suggested triggers for key South 
Terminal projects, including baggage system, forecourt development, Pier 1 
refurbishment, and check-in area enhancement. 

Virgin Atlantic 

13.11 Virgin welcomed the recognition of the importance of triggers and that a larger 
proportion of revenue should be at risk from the failure to deliver investment in a 
timely, efficient manner.  Virgin was broadly satisfied with the projects proposed for 
Heathrow, but said it had not yet received sufficient information on the scope and 
delivery timescales.  It suggested three triggers for Gatwick South Terminal, 
covering check-in refurbishment, baggage system upgrade, and rail/forecourt 
development. 

LACC Gatwick and Gatwick AOC 

13.12 LACC Gatwick and the Gatwick AOC welcomed the significance of the triggers 
proposed for the North Terminal, but were concerned at the lack of South Terminal 
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triggers.  They also noted that the proposed triggers did not cover the 70 to 80 per 
cent of the capital investment programme recommended by the Competition 
Commission.  The airline groupings supported the inclusion of South Terminal 
triggers, covering check-in refurbishment, baggage system upgrade, forecourt 
development, Piers 2 and 3 segregation, and Pier 1 refurbishment.  They said that 
the trigger dates should be based on the dates in the capital investment 
programme, as the programme already had a generous 25 per cent risk allowance 
through which slippages could be appropriately managed. 

CAA assessment 

13.13 The CAA considers capital investment triggers to be an important aspect of the 
financial incentives placed on BAA to encourage timely and efficient delivery of the 
investment projects which airline users have discussed in constructive engagement 
and for which they are paying through airport charges. It continues to believe that 
the choice of trigger projects should be guided primarily by the criteria which it had 
previously consulted on, rather than by a need to meet a given percentage 
threshold of all capital expenditure to be covered by triggers. The CAA’s criteria 
are:  

• triggers should be based on the performance of events with demonstrable 
benefit to users;  

• the airport should have management control or substantial influence over the 
determining elements of the success of the projects; 

• performance could be objectively measured with an unequivocal test of 
success; 

• the optimum capital programme (in terms of content, order and phasing) 
should be reasonably predictable for a sufficient period; 

• the existence of an incentive mechanism should not itself distort delivery of 
the programme away from the best that can be achieved based on all 
emerging information; and 

• the additional risk implied by basing reward more on delivery and less on 
capital spend should be the best use of an airport’s capacity to bear risk. 

Coverage 

13.14 The CAA has taken account of the views of BAA and the airlines through the 
reports from constructive engagement and in individual responses provided to this 
and to its earlier rounds of consultation.  The CAA has adopted the presumption 
that the scope of triggers agreed by the parties will be likely to meet the above 
criteria.     

13.15 In November, the CAA proposed that triggers should cover the list of projects in 
Table 13-1.  Responses to the consultation put forward projects which should be 
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omitted or added to this list either on the basis of further agreement between the 
parties or at the behest of one or more party.  The CAA also proposed in November 
that there should be an early trigger for progress with HET.  There have been 
differing views on what form this early trigger should take.    

Table 13-1 Capital investment projections for Q5 in the CAA’s November proposals 

 Project Description £ million 

Heathrow 
1 T5 Satellite C  Substantially Complete* 260 
2 T4 Check-in Extension Phase 2 Operational 39.9 

3 T4 New CIP Lounge Shell and 
Core Shell and Core Complete 6.0 

4 T4 Baggage Sorter  System operational 5.9 
5 T4 A380 jetty facilities 3rd Jetties on each 2 A380 stands operational 10.2 
6 T3 Integrated Baggage System  Full system operating to agreed SLA 93.0 
7 T3 Refurbishment To be determined 48.2 
8 HET Phase 1 (early trigger) To be determined 

9 HET Phase 1  Building weather-tight 

10 HET Phase 1 (practical 
completion) Construction practical completion 

1079.9 

11 MSCP East Sub structure completed 40.0 

12 T1 bmi Nose Building Facility bmi occupation of new facility 2.5 

13 Midfield Pier North Construction Practical completion 86.1 

14 Midfield Pier Centre Construction Practical completion 

15 Passenger Connection to 
Midfield Pier 

Construction Practical completion 

189.6 

16 Outer pier northern section Construction Practical completion 68.4 

17 Maintenance Area Enabling 
Works Diversion of East Church Road 33.0 

18 T5-T3-T1/HET  T5-T3 system operational 

19 T5-T3-T1/HET  T3–T1 system operational 

233.2 

20 Baggage Connection to mid-field 
pier Enabling Works  2.0 

21 T4-T1 refurbishment Substantially complete 15.7 

    

  Total 2213.7 
  Percentage of Q5 capital expenditure 63% 

Gatwick 

1 North West Zone Sufficient capacity provided to facilitate the decant 
required to construct Pier 7. 

45.5 

2  Full North Terminal Extension 
Check-in 

Beneficial use is linked with and delivered 
simultaneously with Full North Terminal Extension 
Reclaim. 

55.7 

3 Full North Terminal Extension 
Reclaim  

Beneficial use is linked with and delivered 
simultaneously with Full North Terminal Extension 
Check-in. 

26.7 

4 NT Short Term Parking (MSCP6) Substantially complete and beneficial use gained. 25.0 

5 Pier 7 Substantially complete and beneficial use of pier gained. 186.5 

6 Inter Terminal Transit System  
Beneficial use of one new train, guiderail and half of 
each train station, during the construction phase.   
Detailed programme provides specific date for trigger. 

35.5 

  Total 374.9 
  Percentage of Q5 capital expenditure 44% 

Source: BAA submission, October 2007  
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Note: those proposed trigger projects for which the currently proposed trigger milestones are at or beyond the end 
of Q5 are: T3 Integrated Baggage System, T3 Refurbishment, MSCP East, and Baggage Connectivity to mid-field 
pier (all Heathrow). If these projects are excluded (total capital expenditure in Q5 £183 million), then the 
percentage of the Heathrow capital programme covered by triggers falls slightly to 58 per cent. 

Heathrow 

13.16 In response to the CAA’s consultation, BAA proposed a list of projects which did not 
include the HET multi-storey car park (MSCP) on the basis that no detailed 
programme existed at that time to deliver the MSCP in Q5. The CAA considers that 
sufficient and convenient car parking for HET will be of significant and 
demonstrable value to users, particularly passengers, and it meets the other criteria 
at least as well as the projects generally which have been agreed through CE.  The 
CAA acknowledges that following the BAA IBR3 review of capital investment the 
opening of HET and the consequent milestone date for the MSCP would come very 
late in Q5, but it does not consider that this is a determinative reason for not 
maintaining a trigger for this project.  The CAA has therefore retained a HET MSCP 
trigger in its schedule and has asked BAA to agree to a trigger. BAA has proposed 
a trigger for HET opening in December 2012 with a trigger date 3 months later. 

13.17 The following additional projects were put forward by respondents: 

• South East Taxiways & Eastern Airside road taxiway bypass: The airlines 
have argued for an additional trigger for these projects. While emphasising 
its commitment to this project, BAA has argued that this is at an early stage 
of development and the specification of a trigger could distort the delivery of 
the Eastern Apron programme. The CAA recognises that appropriate 
taxiways are likely to be an important component part of the development of 
the whole Eastern campus.   However, the CAA accepts that specifying a 
trigger may present particular issues because of its interconnections with the 
rest of the wider programme.  The CAA has therefore decided not to add this 
project to the triggers although this should not be interpreted as the CAA 
placing any less weight on this project than other projects in this programme 
which have triggers attached. 

• A project for T1 non-aligned carriers: The specific project put forward here is 
for an additional aircraft stand with a capital cost of £0.75 million.  The CAA 
considers that a capex project of this small scale is unlikely to be of a 
sufficient benefit to users for that benefit to outweigh the issues around 
specifying it within a five-year price cap.  The CAA has therefore decided not 
to specify a trigger based on this project. 

• T5 Phase 1: T5 phase 1 is expected to open on March 27 2008 before the 
start of T5.  The CAA recognises the huge benefit that this should give to 
users, both those who will use the facility, those who will benefit from the 
relief of congestion elsewhere and as an enabler for the whole sequence of 
major capital investment projects in Q5.  The CAA considers, however, that 
the management control for success at this stage in the project is now 
heavily shared between BAA and the airlines.  Nevertheless BAA will have 
significant incentives to open T5 on time, not just in terms its position on the 
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critical path to delivering many other projects (with triggers attached to them) 
but also in terms of its reputation.  As there is constrained management 
influence at this stage and strong incentives in any event, the CAA has 
decided not to add the opening of phase 1 of T5 to the scope of triggers.   

• T5 satellite C additional stands: BAA has accepted the satellite C additional 
stands into the definition of the project.  The definition of the milestone has 
been changed to accommodate that change.  

• T1 interim relocations: Airlines have argued for this trigger while BAA has 
argued that most of the spending to enable these moves will already have 
taken place in Q4.  The CAA has decided that this does not sufficiently meet 
its criteria in terms of clear specification or management influence over the 
success of the programme through the capital programme in Q5. 

• Central Terminal Area (CTA) 92 surface access strategy: While the CAA 
recognises that surface access in the CTA may be important to the overall 
passenger experience, there does not yet appear to be sufficient clarity over 
either the ends or the means to achieve this that would permit the definition 
of a project milestone to which trigger payments might be attached.   

• Rail: The CAA recognises that the airport will have to work with other 
agencies to achieve rail projects.  The CAA does not consider that BAA will 
have sufficient management control for a trigger to be set, consistent with the 
criteria above. 

• Baggage connectivity HET to midfield: The bulk of the spend on this project 
is expected to take place in Q6 rather than Q5.  The CAA has therefore 
decided that there is not an appropriate trigger to set as part of this 
determination for Q5.    

• Early trigger for HET: Two propositions for early trigger milestones for HET 
have been put forward: a trigger proposed by BAA based on the demolition 
of T2, and an alternative proposition by bmi that the trigger should be based 
on the practical completion of the substructure. 

13.18 The CAA notes that while neither the demolition of T2 nor the practical completion 
of the substructure provides an immediate benefit to users, they do provide 
milestones to the eventual benefits from HET and that the scale and long lead time 
of the HET project mean that users’ reasonable interests from the completion of 
HET will be furthered by tying trigger payments to one or more early milestones.  
Both have advantages and disadvantages.  It seems easier to set clear and 
measurable criteria based on the demolition of T2, but the demolition of a facility 
seems further removed from the provision of actual benefits (and could in some 

                                                 
92 The CTA is the landside area and terminals (T1/HET, T2, T3 and T4) between the two runways.  Surface 
access is currently via a road tunnel, with a road network in the CTA itself (and short term car parking), the 
Piccadilly line, and Heathrow Express and Heathrow Connect. 
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circumstances actually introduce perverse incentives if circumstances changed and 
users interests would be better served by some of the T2 facilities staying in use).  
On the other hand, the practical completion of the substructure would be a step 
nearer to tangible benefits.  However, while the term ‘substructure of the building’ 
may have a well understood meaning in the construction industry, the scope of 
works would be unique to the HET project and would require a detailed 
specification and definition of the scope of work content against which completion 
could be judged.   

13.19 In any event, there does not necessarily have to be a choice between the two 
milestones. The scale of the HET project means that it could be reasonable to 
apply more than one early trigger although BAA has argued that the CAA should 
not employ too many milestones in the HET project as they argue this might restrict 
its phasing and management. 

13.20 The CAA has decided to place a single milestone and potential trigger payment  
following a combination of both the demolition of T2 and the completion of the HET 
substructure based on the substructure being completed up to the final ground 
level, excluding external works.  In so doing the CAA has had regard to continuing 
incentives to take the project forward, consistent with the multiple triggers applied in 
Q4 with a similar purpose for the T5 project in Q4. 

Gatwick  

13.21 In November 2007, the CAA looked to BAA in consultation with the airlines to bring 
forward proposals for triggers giving greater coverage of the Gatwick capital 
investment programme. This has brought forward a wider set of triggers, the scope 
of which is largely agreed.    These are triggers for: 

• South Terminal baggage: 

• South Terminal Check-in; 

• South Terminal forecourt; and 

• Pier 1 refurbishment. 

13.22 The LACC Gatwick and AOC submission also put forward a proposed trigger for 
pier 2 and 3 segregation.  

13.23 The CAA has adopted the four additional projects listed above as additional Q5 
capital investment trigger projects, alongside those originally proposed and listed in 
Table 13-1.  The CAA considered the practicalities of introducing a trigger for pier 2 
and pier 3 segregation but has decided that the scope and breakdown of the work 
between the two piers does not appear to be sufficiently advanced to set a trigger.  
The CAA has therefore decided not to specify a trigger as part of the price cap. 
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Milestone dates - the nature of events 

13.24 Respondents have expressed different views as to what is the most appropriate 
point in the completion of a project for a trigger to be attached.    Users have 
argued that this should be the point at which facilities open for use as this provides 
direct benefit for users.  BAA has argued that the appropriate milestone should be 
the ‘completion’ of the physical building or infrastructure.  (The BAA terminology 
uses the term ‘completion’ rather than the more common term in the construction 
industry of ‘practical completion’.) 

13.25 The CAA recognises that benefits do not flow directly to users until an asset comes 
into use.  However, where an asset is subject to operational readiness testing in 
which users play a major part there may be a period where control over the 
success of the project is effectively shared.  This is likely to be particularly so for 
large terminal developments such as the main phases of T5 and HET. The CAA 
has therefore balanced the various criteria to achieve the best milestone definition.   
The CAA is inclined to base milestones for projects on the completion date so long 
as it is clearly understood that completion of the project should mean that a facility 
and all its constituent systems are delivered fit for purpose at the 'Completion Date'. 
Such interpretation would mean that the primary commissioning and testing of the 
systems (e.g. baggage handling) would all be complete by the 'Completion Date'.  
The CAA does not consider that the difference between the terms ‘completion’ and 
‘practical completion’ should present any difficulty and the removal of the qualifying 
word ‘practical’ should, if anything, make this more of an objective test. 

Process for further refining triggers 

13.26 The CAA envisages that the following will ideally need to be agreed to allow users 
and the CAA to take a view as to whether the milestones have been met: 

• the groups of projects, works packages and programme activities and how 
the BAA Works Contract procurement strategy will be applied to ensure 
‘completion’ dates are easily understood; 

• how groups of projects, works packages and programme activities are 
applicable to the triggers; 

• the scope of commissioning / testing work to be carried out (relevant to each 
project, works package / programme activity) before a works package 
completion; and 

• the scope of any commissioning /testing works to be carried out (relevant to 
each project, works package / programme activity) in the subsequent 
‘operational readiness’ period. 

13.27 As these are not available at the time of setting the price cap the CAA envisages a 
process by which BAA consults with users and puts a proposition to CAA to agree 
the details for each project consistent with the outline parameters provided as part 
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of this decision.  The CAA anticipates a timetable which will allow it to specify and 
publish these more detailed criteria for all triggers in 1 April 2009.  Clearly, these 
projects vary widely in terms of scale and maturity and how late in Q5 the relevant 
milestones are expected to take place.  The CAA will therefore expects a process 
along the following lines: 

• April–August 2008: dialogue between the airports and airlines on more 
detailed definition  of triggers; 

• September 2008: BAA submits a proposal to CAA, setting out what has been 
agreed and disagreed; 

• September 2008: CAA Publishes proposals for consultation; 

• December 2008: CAA publishes detailed specification of triggers. 

Process for testing whether triggers have been met 

13.28 The process for testing whether a trigger has been met will be as follows: 

• the airport will send certification of completed works to the CAA for 
confirmation of successful performance against the triggered project 
milestone(s); and 

• the CAA will then consult the airline community (by means of a letter to the 
AOC) and investigate if any concerns are raised. 

Milestone dates - Heathrow 

13.29 The CAA proposed in November 2007 that the date from which trigger payments 
should be payable would be three months after the date of completion assumed in 
the CIP.  Since then BAA has conducted its so-called Integrated Baseline Review 3 
of the capital investment programme, which has resulted in significant changes to 
the timing of projects and in particular a deferral of HET.  Comments from 
respondents on milestone dates for each trigger project have largely been polarised 
between the airlines arguing for payments to be linked to the dates in the CIP while 
BAA has in broad terms accepted a three month lag for most projects but has 
argued for a longer six month lag for projects with higher completion risks involving 
tunnelling or particularly interrelated enabling steps.  bmi argued that the trigger 
payments should be linked to the earlier dates in Star’s memorandum of 
understanding with the airport.   

13.30 The CAA recognises airlines’ concern that they are paying for delivery of particular 
projects on particular dates as part of any price control determination and that 
deferring the trigger date could effectively provide a windfall gain for the airport.  
Some of the airlines consider that any additional costs of delivering all projects on 
time have already been allowed in the risk allowance added on to the projects 
costing.  However, the CAA considers that this is based on a misconception of what 
the allowance for risk in the costing of projects is and is not expected to cover.  It is 
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CAA’s understanding that the risk allowance it is the additional unspecified cost 
expected to be spent: not a sum of money which includes sufficient contingency to 
guarantee that a project can be delivered to time.  It follows that there must be an 
expectation that in a large portfolio of projects some projects will be completed late 
(possibly due to completely unforeseeable circumstances).  It does not therefore 
seem unreasonable to recognise that the triggers framework does place additional 
moneys at risk.  Moreover, the CAA recognises that to specify the trigger 
milestones too tightly may take away the airport’s flexibility in delivering the 
programme efficiently.  The CAA considers that setting the trigger milestone dates 
at the dates assumed in the CIP would not be best calculated to meet its statutory 
duties and the criteria set out earlier in this chapter.   

13.31 BAA has proposed that the trigger dates for four projects should be six months after 
the relevant dates assumed for the CIP due to particular additional risks.  The CAA 
considers that it could have adopted two approaches: either to consider the 
individual risks of each project and to set the trigger dates accordingly in the light of 
the risk reduction review pursued by BAA (this might lead to shorter lags in the 
milestone dates for some projects as well as longer lags for other higher risk 
approach) or alternatively to take a judgement based on the broad portfolio of 
projects.  On the basis of limited and asymmetrical information on each project the 
CAA has been minded to adopt the latter approach and to adopt a three-month lag 
for all of the triggers.  The CAA is also aware that in many cases a six month delay 
would imply a full Summer season delay which would be of substantial disbenefit in 
terms of serving peak traffic.   

13.32 bmi has argued that the relevant trigger dates should be consistent with the dates 
specified in the Star MOU with Heathrow.  The CAA understands the frustrations of 
the Star Alliance as the projects most important to it are at the end of a long critical 
path and have been deferred.  The CAA also acknowledges that bmi (and Star’s) 
priorities are to achieve the right facilities and functionality at the end of this 
programme rather than to have this distorted by artificial timetables.  The CAA 
acknowledges the importance of the final delivery of HET and has decided to 
recognise this by increasing the amount at risk in the HET triggers rather than 
setting triggers linked to undeliverable dates.  (This is described further below.) 

13.33 The CAA has therefore decided to confirm its approach of setting the trigger dates 
at three months after the dates in the capital investment plan on which the price 
control is based.  (For the avoidance of doubt the relevant capital investment plan is 
the BAA plan contained in BAA’s regulatory submission to the CAA of 21 January 
200893.)      

                                                 
93 BAA response to CAA’s November 2007 proposals (BAA/Q5/600 and supporting appendices) 
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Milestone dates - Gatwick 

13.34 The CAA proposes to adopt the same approach for Gatwick, with the relevant 
trigger dates three months after the date assumed for completion in the capital 
investment plan. 

Level of payments 

13.35 The CAA proposed in November that the level of monthly payments should be 
based on one twelfth of the return on the completed value of the asset as projected 
in the capital investment plan on which the price cap is based, revalued to the 
money of the day.  BAA has accepted this proposition but some airline respondents 
have argued that there should be more of a penalty element to the trigger 
payments.  Some airline respondents have suggested that this does not put 
sufficient weight on the delivery of the largest projects. 

13.36 The CAA is mindful that payments at a penal level may exacerbate any perverse 
incentives, particularly where some 40 per cent of the programme is outside the 
regime for capital triggers.  It should also be noted that where a project had not 
been brought forward or where it was clear that the project had been deliberately 
delayed without the support of users, it would be open to the CAA to take action as 
part of its ex post review of capital investment as part of the Q6 review.  The CAA 
has therefore decided to apply the approach put forward in November for most of 
the triggers.   

13.37 The exception is in respect of the HET triggers.  As described above, the CAA 
considers that there is a case for putting greater emphasis on the HET programme 
recognising that it is at the end of the programme sequence.  This would also 
address the point made that more emphasis should be put on the biggest and most 
strategic projects.   The CAA has therefore decided to increase the money at risk 
for the HET project by: 

• calculating the amount per month that would have been at risk adopting the  
approach adopted to other trigger projects and calculating the maximum 
amount at risk over Q5 implied by that approach (A); 

• calculating what the total amount at risk would have been if each of the 
trigger dates were 5 months earlier (consistent with the deferral of the HET 
project by the IBR3 capex review) (B);  

• calculating the ratio (B)/(A); 

• uplifting the monthly amount per risk in the first bullet by the factor (B)/(A).   

13.38 The CAA proposed minimum monthly payment for triggers of £100,000 per month.  
While some respondents suggested that this might tilt the scheme too far in favour 
of small projects, the CAA considers that this is a reasonable threshold consistent 
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with the project having sufficient economic significance to be included in the 
scheme.     

13.39 The CAA confirms the link between the scale of the capital investment for each 
relevant project and the trigger penalties in Q5 to provide appropriate incentives to 
encourage efficient project management will be as follows: 

• in respect of each relevant project, the allowable revenue from airport 
charges will be reduced by a specified monthly sum (defined in cash terms) 
for every month that the project milestone remains undelivered; 

• with the exception of HET and relatively small projects the specified monthly 
sum will be determined based on one twelfth of the return on the completed 
value of the asset as projected in the capital investment plan on which the 
price cap is based, revalued to the money value of the day;  

• for HET, the monthly sum will be increased so that the money at risk is the 
same (in present value terms) as the money at risk in the CAA’s November 
proposals; 

• relatively small projects will be subject to a minimum monthly payment of 
£100,000; and 

• an outline definition of what constitutes the successful completion of each 
project is set out in the price control condition at Annex C.  The CAA 
anticipates that some definitions may be subject to additional refinement, 
following consultation with users during the course of Q5 as described 
above. 

13.40 Where BAA can anticipate a trigger not being met in a particular year, this can be 
taken into account in the setting of charges best calculated to meet the charge 
conditions.  In some circumstances it will not be possible to anticipate accurately 
when trigger milestones will be met.  In such cases, there will be a difference in the 
actual and allowable yield which will be corrected through the correction term two 
years later.  In the case of such under or over recovery in the last two years of the 
quinquennium, it is the CAA’s current intention that this will be carried forward into 
years 1 and 2 of the subsequent quinquennium, as part of the Q6 price control 
decisions, which will be informed but not bound by regulatory policy statements 
made by the CAA as part of the Q5 decision. 

Change Control 

13.41 In order to cater for significant external events which could have an adverse impact 
on BAA’s ability to adhere to its original project schedules, the CAA proposes that 
there should be a clearly defined change control process incorporated within the 
terms of the capital investment triggers element of the price control conditions.  



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 13 – Capital investment triggers    175

13.42 The CAA envisages that it would amend the standards and rebates in one of two 
ways:  

A. Changes agreed by the airport and the airlines through the relevant LACC 
Committee and notified in writing to be approved by the CAA on an expedited 
basis. The process would be:  

i) The CAA publishes any proposed agreement between the LACC and the 
airport inviting objections from interested parties.  

ii) The CAA then allows 28 days for any objections. 

iii) Unless the agreement raises significant issues, the CAA would expect to 
approve the agreement within 14 days of the end of the consultation period.  

The CAA would anticipate that changes of this sort are likely to redistribute money 
at risk for triggers between projects reflecting changes to the anticipated content or 
phasing of the programme.  While the CAA would be prepared to approve changes 
which either added to or reduced the amounts at risk it would not anticipate that this 
would be likely. 

The CAA would expect to withhold approval only in limited circumstances where it 
concluded that the change was inconsistent with its statutory duties, for example 
where such agreements:  

a) did not give adequate weight to the interests of passengers as users;  

b) on the basis of objections made, the agreement did not seem to the CAA to 
represent the interests of users generally or which appeared unreasonably to 
discriminate against any user or class of user.  

B. Alternatively the CAA could revise the substance of the triggers in the price 
control without the agreement of users.  This may occur in a range of 
circumstances where BAA made a formal application to the CAA for a change 
which was not agreed by airlines generally or which did not have sufficient support 
to allow the agreement of the relevant LACC committee.  It might also be brought 
forward at the instigation of the CAA because it considered that such a change 
would be best calculated to meet its statutory duties.   The process under these 
circumstances would require the following elements: 

i) Any change to the price control condition would require the agreement of 
the airport operator under the Airports Act 1986.  The CAA would not 
proceed with any prospective change unless this was expected to be 
forthcoming;   

ii) The CAA would publish proposals for consultation and invite interested 
parties to respond.  
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iii) It would allow an adequate period for written submissions which would not 
be less than 12 weeks.  

iv) Depending on the significance of the changes the CAA may then decide to 
hold meetings with some of the respondents.  

v) The CAA would publish a decision with reasoning together with any revision 
to the price control to reflect the new triggers. 

The CAA would normally seek to limit changes to the price control under these 
arrangements to triggers and would not seek to make other changes.  

Summary of Decision 

13.43 The CAA’s decision for legal interpretation is set out in the price control condition 
for each airport.  The following is for illustration onlyTable 13-2 and Table 13-3 
below provide an indication of the amounts of airport charges revenue that would 
be at risk in each year of Q5 at Heathrow and Gatwick respectively under an 
extreme assumption that all the currently proposed trigger projects missed their 
milestone dates completely and were thus not delivered at all during Q5. 

Table 13-2 Potential capital investment trigger payments during Q5 at Heathrow 

 Project Monthly 
Penalty £m 

Trigger
94 
Month 

2008/09 2009/10 2010/11 2011/12 2012/13 Q5 Total 

1 T5 Satellite C  £1.47 May-11    £14.73 £17.67 £32.40 

2 £0.10 Jun-09  £0.80 £1.20 £1.20 £1.20 £4.40 

3 

T4 Check-in 
Extension £0.10 Jan-10  £0.20 £1.20 £1.20 £1.20 £3.80 

4 T4 New CIP Lounge £0.10 Feb-09 £0.10 £1.20 £1.20 £1.20 £1.20 £4.90 

5 T4 Baggage Sorter  £0.10 Jan-09 £0.20 £1.20 £1.20 £1.20 £1.20 £5.00 

6 T4 A380 jetty 
facilities £0.10 May-09  £1.10 £1.20 £1.20 £1.20 £4.70 

7 T3 Integrated 
Baggage System 

£1.19 Mar-12     £14.28 £14.28 

8 £0.10 Jul-09  £0.80 £1.20 £1.20 £1.20 £4.40 

9 £0.10 Aug-09  £0.70 £1.20 £1.20 £1.20 £4.30 

10 £0.10 Mar-10   £1.20 £1.20 £1.20 £3.60 
11 

T3 Refurbishment 

£0.16 Mar-11    £1.92 £1.92 £3.84 

12 £2.78 Jun-10    £33.36 £33.36 £66.72 

13 £3.03 Feb-12    £3.03 £36.36 £39.39 
14 

HET Phase 1 

£1.22 Nov-12     £4.84 £4.84 

15 T1 bmi Nose 
Building Facility £0.10 Jan-09 £0.20 £1.20 £1.20 £1.20 £1.20 £5.00 

16 Midfield Pier North £0.50 Jan-10  £1.00 £6.00 £6.00 £6.00 £19.00 

17 £0.67 Nov-12     £2.68 £2.68 
18 

Midfield Pier Centre  
£0.31 Nov-12     £1.24 £1.24 

19 Outer pier northern 
section £0.49 Jan-12    £0.98 £5.89 £6.87 

20 
Eastern 
Maintenance Base 
Redevelopment 

£0.17 Mar-10   £2.04 £2.04 £2.04 £6.12 

21 £0.79 Nov-11    £3.16 £9.48 £12.64 

                                                 
94 The trigger payments will take effect in the following month. 
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 Project Monthly 
Penalty £m 

Trigger
94 
Month 

2008/09 2009/10 2010/11 2011/12 2012/13 Q5 Total 

22 Post T5: Transfer 
Baggage System £0.41 Jun-12     £3.69 £3.69 

23 T4-T1 
refurbishment £0.10 Jan-09 £0.20 £1.20 £1.20 £1.20 £1.20 £5.00 

24 HET MSCP95 £0.48 Mar-13      - 
 Annual Total   £0.70 £9.43 £42.15 £73.67 £152.40 £278.35 

 

Table 13-3 Potential capital investment trigger payments during Q5 at Gatwick 

 Project Monthly 
Penalty £m 

Trigger 
Month 

2008/09 2009/10 2010/11 2011/12 2012/13 Q5 Total 

1 North West Zone £0.25 Jun-10   £2.25 £3.00 £3.00 £8.25 

2 North Terminal 
Check-in Extension £0.30 Nov-11    £1.20 £3.60 £4.80 

3 North terminal 
Reclaim Extension £0.14 Nov-11    £0.56 £1.68 £2.24 

4 Pier 7 £1.01 Jan-12    £2.02 £12.12 £14.14 

5 South Terminal 
Baggage £0.53 Jan-13     £1.06 £1.06 

6 
South terminal 
Check-in 
Environment 

£0.10 Jun-10 
  £0.90 £0.20 £1.20 £2.30 

7 
North Terminal Short 
Term Parking 
(MSCP6) 

£0.14 Apr-11 
   £1.54 £1.68 £3.22 

8 Inter terminal Transit 
System £0.19 Oct-10   £0.95 £2.28 £2.28 £5.51 

9 South Terminal 
Forecourt £0.26 Jun-09  £2.34 £3.12 £3.12 £3.12 £11.70 

10 Pier 1 £0.10 Jun-10   £0.90 £1.20 £1.20 £3.30 
 Annual Total   £0.00 £2.34 £8.12 £15.12 £30.94 £56.52 

 

                                                 
95 This will not give rise to any trigger payment in Q5. 
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14. Public Interest Conditions 

Introduction 

14.1 This chapter summarises the CAA’s November 2007 proposals with respect to the 
public interest conditions at Heathrow and Gatwick. It records the consultation 
responses on this topic, and then sets out the CAA’s assessment in light of these 
responses. The chapter concludes with the CAA’s decisions on the public interest 
conditions at each airport. 

CAA’s November 2007 proposals 

14.2 In November 2007, the CAA proposed that: 

• the conditions as to rebates relating to service quality at both Heathrow and 
Gatwick be modified to require the airports to publish details of their service 
performance monthly, rather than quarterly, and that publication should be 
both via BAA’s website and through prominent display in each of the 
terminals.  Also, the conditions be modified to extend the regular audit to the 
whole of the service quality scheme; 

• the conditions prohibiting turnover related levies on off-airport suppliers of 
airline catering and cleaning services to airlines at Heathrow and Gatwick be 
revoked; 

• the condition prohibiting quantitative restrictions on the use of employment 
agency staff at Heathrow be amended to run until 31 March 2013; 

• the condition about the provision of airside information desks at Heathrow be 
amended to run until 31 March 2013; and 

• the conditions on the provision to users of information on charges for 
specified services at Heathrow and Gatwick be amended to run until 31 
March 2013. 

Summary of consultation responses 

14.3 In general, there were few responses on this topic and no substantive new 
information.  BAA only commented on the service quality conditions. 

BAA 

14.4 BAA noted the proposal requiring the airports to display service quality information 
in each terminal.  In its written representation, it requested that the requirement be 
deferred until April 2009, to ensure that the information could be displayed without 
affecting wayfinding.  At the oral hearings, however, BAA accepted that the CAA 
would be looking for a quick response to including easily accessible information on 
its website.  Subsequently, both airports wrote to the CAA saying they would work 
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towards displaying service quality performance information in terminals at the start 
of Q5. 

British Airways 

14.5 BA supported the retention of the conditions on service quality, the provision of 
information on charges for non-regulated activities, and the Heathrow conditions on 
employment agency staff and airside information desks.   

14.6 BA noted the proposed removal of the conditions prohibiting turnover-related levies 
on off-airport catering and cleaning suppliers.  It believed that the CAA should keep 
a watching brief on the airports to ensure that protection through the 
groundhandling regulations was effective in practice. 

14.7 On sunset clauses, BA agreed that it was appropriate to review whether the 
conditions were still required at each review.  It considered that, in such a review, 
the burden of proof should be on the airports making the case that the conditions 
were no longer required. 

bmi 

14.8 bmi also noted the proposed removal of the turnover-related levy conditions, and it 
said it could only support the proposal if the CAA could assure it that the airports 
would not be able to re-introduce the levies. 

IATA 

14.9 IATA supported the continuation of the conditions on service quality, the provision 
of information on non-regulated charges, and the Heathrow conditions on 
employment agency staff and airside information desks.  It said it could not support 
the removal of the turnover-related levy conditions, unless it had greater 
understanding and assurance of the protection available through the 
groundhandling regulations. 

AUC 

14.10 The AUC strongly endorsed the proposal for more frequent and more widely 
promoted information on service quality performance at Heathrow and Gatwick. 

Heathrow Airport Consultative Committee 

14.11 The Heathrow Airport Consultative Committee supported the continuation of the 
conditions on service quality and provision of information on non-regulated charges.  
With respect to the condition on employment agency staff it mentioned that the 
need for adequate training was ever more important.  The Committee thought that 
the condition on airside information desks should be extended to include an onward 
travel desk in each terminal. 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 14 - Public interest conditions    181

CAA assessment and decision 

14.12 There was no substantive new evidence bought forward in either the written or oral 
submissions.  Furthermore, there were only two amendments sought to the CAA's 
proposed revised conditions.  These were for the provision of service quality 
performance information in terminals to be delayed and for the condition on 
Heathrow information desks to be extended.  Additionally, BA, bmi and IATA, 
sought assurances that the removal of the conditions on turnover-related levy 
would not lead to the re-introduction of the levies. 

14.13 BAA's suggestion that a year is needed for the provision of service quality 
information in terminals was later amended, with both airports saying they would 
work towards providing such information by the start of Q5.  Now there no longer 
appears to be the need for delay.   

14.14 The CAA has decided to amend slightly the service quality conditions from those 
proposed in November, to specify that the service quality performance information 
on BAA's website should be on an easily accessible page, and that there should be 
prominent displays, in plural, of the information in each terminal. 

14.15 The Heathrow Airport Consultative Committee requested that the condition on 
airside information desks be extended by including a mandatory requirement for 
onward travel desks in each terminal.  The CAA, however, can only set or modify 
conditions to remedy or prevent the adverse effects of the public interest findings of 
the Competition Commission specified in its report: it cannot extend them to include 
other matters.  The CAA cannot, therefore, extend the condition to include onward 
travel desks. 

14.16 Airlines sought assurance that if the conditions on turnover related levies on off-
airport catering and cleaning suppliers were removed, that such levies could not be 
re-introduced.  The reason why the CAA proposed removing these conditions, was 
that new legislation, since the public interest findings were made, would prohibit 
such levies anyway.  The relevant points of the new legislation are: 

• that under the Airports (Groundhandling) Regulations 1997, any fee charged 
for access to airport installations necessary for groundhandling has to be 
determined according to relevant, objective, transparent and non-
discriminatory criteria; 

• furthermore, in interpreting the European groundhandling directive, the 
European Court ruled that an airport could not levy a fee as consideration for 
the grant of a commercial opportunity in addition to a fee for the use of 
airport installations96; and 

                                                 
96 Judgement of the Court (Sixth Chamber) of 16 October 2003 in Case C-363/01 (Flughafen Hannover-
Langenhagen GmbH and Deutsche Lufthansa AG) 
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• the Competition Act 1998 has increased the powers of the Office of Fair 
Trading to deal effectively with conduct that distorts competition. 

As nobody has disagreed with the points made above, they should provide the 
requested assurance.  The CAA does not expect such levies to be re-introduced 
and, furthermore, would wish to be informed if they were. 

14.17 Consistently with section 51(6)(a) of the Airports Act the CAA has also decided on 
two additional modifications to the conditions on the provision to users of 
information on charges for specified services at Heathrow and Gatwick.  
Recognising changes in technology and operating practices since the conditions 
were first imposed in 1991, the CAA has decided to expand the definition of check-
in desks in the conditions, to include facilities provided for self-service check-in.  
The CAA has also noted airline concerns about whether the airports earn more 
from non-regulated charges than was expected at the time of the price reviews.  
The CAA has, therefore, decided to add to the conditions a requirement for the 
airports to inform users and the CAA if their revenue from any of the charges differs 
from that expected at the price control reviews. 

14.18 The revised public interest conditions are in Annex D. 
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15. Price cap financial modelling 

Introduction 

15.1 This chapter summarises the CAA’s November 2007 proposals with respect to 
financial modelling at Heathrow and Gatwick and on the related issue of 
financeability. The chapter then sets out the CAA’s decision on maximum limits on 
airport charges for Heathrow and Gatwick for the forthcoming quinquennium, and 
the CAA’s assessment of the extent to which these price caps would enable each 
airport operator to finance its projected investment in the coming five years. 

CAA’s November 2007 proposals 

Price cap modelling 

15.2 In summary, the main assumptions in the CAA’s financial modelling for each of the 
‘building blocks’ relevant to its November 2007 proposals for the appropriate 
maximum level of airport charges in Q5 were as follows (all figures at 2007/08 
prices): 

• capital expenditure of £3.5 billion at Heathrow and £0.8 billion at Gatwick 
(both numbers excluding the CAA’s construction price inflation adjustment); 

• construction price inflation of 2 per cent a year above RPI; 

• an opening RAB at Heathrow of £8,873 million and £1,504 million at Gatwick, 
which included all the actual and projected capital expenditure at each 
airport respectively during Q4, as well as a reduction in the Heathrow RAB of 
£31 million for the sale value of the Terminal 5 hotel site; and a total 
reduction of £135 million in the RABs for Heathrow and Gatwick combined 
for the Q3 pensions holiday; 

• a real, pre-tax cost of capital of 6.2 per cent at Heathrow and 6.5 per cent at 
Gatwick; 

• operating expenditure across Q5 of £4,116 million at Heathrow and £1,282 
million at Gatwick, but with a number of aspects to be considered further by 
the CAA; 

• retail and property revenues per passenger increasing at Heathrow from 
£5.50 in 2008/09 to £5.93 in 2012/13; virtually level at Gatwick over the same 
period, from £4.87 to £4.86; and BAA’s projections for non-regulated charges 
over Q5 of £851 million in Q5 at Heathrow and £178 million at Gatwick; 

• passenger forecasts of 371 million for Q5 as a whole at Heathrow and 185 
million at Gatwick. 

15.3 The CAA made an opening yield adjustment to reflect the change in scope of 
airport charges, which in Q5 will cover a slightly broader range of costs than 
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hitherto. This change in and of itself will be neutral for airlines as a group at each 
airport, as the increase in overall airport charges from this source will be offset by a 
reduction in other non-regulated BAA or NATS charges. 

15.4 The CAA also proposed to allow BAA to recover through Q5 airport charges the 
appropriate portion of the additional costs at each airport which the CAA judges to 
be reasonable to meet the unanticipated additional security requirements imposed 
by Government during Q4. This equated to around £0.20 per passenger for one 
year only at Heathrow, and £0.43 per passenger for one year only at Gatwick. In 
practice, the CAA added these costs to the net present value of the total required 
revenues from airport charges across Q5. In light of the above, the CAA’s 
November 2007 proposals for the airport charge revenues in each year of Q5 for 
Heathrow and Gatwick are set out in Table 15-1 and Table 15-2 below. 

Table 15-1 CAA’s November 2007 proposed maximum levels of airport charges per passenger 
at Heathrow in Q5  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 

Opening RAB 8873 9564 10304 10928 11176  
Capital Expenditure 856 969 937 639 343 3744 
Depreciation (404) (411) (430) (437) (462) (2143) 
Q4/Q5 profiling 205 151 106 80 (13) 528 
Price smoothing adjus tment 34 31 10 (33) (42) - 

Closing RAB 9564 10304 10928 11176 11002  
       
Operating costs  817 817 821 826 833 4115 
Q4 Security claim 3 3 3 3 3 16 
Depreciation 404 411 430 437 462 2143 
Q4/Q5 profiling (205) (151) (106) (80) 13 (528) 
Price smoothing adjustment (34) (31) (10) 33 42 - 
Cost of capital 554 597 638 665 667 3122 
Total revenue requirement 1540 1646 1776 1884 2021 8867 

Commercial revenues  (385) (405) (430) (444) (463) (2127) 
Non-regulated charges  (171) (168) (170) (170) (173) (851) 
Other revenues (147) (149) (148) (144) (145) (733) 

Net revenue requirement 837 924 1,028 1,126 1,240 5155 
Passengers (millions) 70.0 72.0 74.5 76.0 78.0 371 
Yield per passenger (£) 11.97 12.84 13.80 14.81 15.90  

Source: CAA calculations  
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Table 15-2 CAA’s November 2007 proposed maximum levels of airport charges per passenger 
at Gatwick in Q5  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 

Opening RAB 1504 1564 1708 1883 1963  
Capital Expenditure 140 225 253 160 115 893  
Depreciation (73) (75) (78) (82) (94) (402) 
Price smoothing adjustment (6) (7) 0 3 10 - 
Closing RAB 1564 1708 1883 1963 1994  

       
Operating costs  256 255 256 258 258 1281 
Q4 Security claim 4 4 4 4 4 18 
Depreciation 73 75 78 82 94 402 
Price smoothing adjustment 6 7 0 (3) (10) - 
Cost of capital 97  103  113  121  125  558  
Total revenue requirement 435 443 450 461 471 2259 

Commercial revenues  (176) (178) (178) (181) (183) (896) 
Non-regulated charges  (35) (35) (35) (36) (36) (178) 
Other revenues (4) (4) (4) (4) (4) (20) 

Net revenue requirement 220  226  233  240  248  1,166  
Passengers (millions) 36.2  36.6  36.8  37.3  37.7  184.6  
Yield per passenger 6.07  6.19  6.32  6.44  6.57    

Source: CAA calculations  

15.5 The resulting price caps during Q5, and their relationships with the current price 
cap for the last year in Q4, are set out in Table 15-3 below. 

Table 15-3 CAA’s November 2007 proposed maximum levels of airport charges per passenger 
at Heathrow and Gatwick in Q5  

2007/08 
price cap 

Reclassification of 
costs into airport 
charges  

Adjusted 
2007/08 
price cap 
 

% real increase in 
airport charge price 
cap from adj. 
2007/08 to 2008/09 
price cap 

2008/09 
price cap 
 

% real annual 
increase in airport 
charge price cap 
from 2008/09 to 
2012/13 

2012/13 
price cap 
 

Heathrow       
9.28 1.09 10.37 15.6% 11.97 7.5% 15.9 

Gatwick       
4.91 0.70 5.61 8.2% 6.07 2% 6.57 

Notes: 
Reclassification impact at Heathrow comprised of: ANS £0.74, baggage infrastructure & fuel levy combined £0.35 
Reclassification impact at Gatwick comprised of: ANS £0.43, baggage infrastructure & fuel levy combined £0.27 
The reclassification of costs into airport charges is offset completely (at the aggregate level of each airport) by 
reductions in other BAA and NATS charges for relevant services at each airport 
RPI1 = RPI inflation between financial year 2007/08 and 2008/09, RPI2 = actual RPI inflation between financial 
year 20008/09 and 2009/10, etc. For the purposes of the November 2007 proposals, the CAA used the RPI1 
assumption adopted by the Commission in its modelling of 2.625 per cent.  
Q4 security claim (equivalent to £0.20 per passenger in one year in 2008/09 at Heathrow, £0.44 per passenger in 
one year in 2008/09 at Gatwick) is factored into price caps at each airport across Q5 as a whole 
 

CAA price cap decision 

15.6 Previous chapters in this document have set out the CAA’s views on the regulatory 
framework for setting price caps at each airport. In summary, the main assumptions 
in the CAA’s financial modelling for each of the ‘building blocks’ relevant to its 
proposals for the appropriate maximum level of airport charges in Q5 are as follows 
(value figures at 2007/08 prices): 
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• capital expenditure of £3.9 billion at Heathrow and £0.9 billion at Gatwick 
(both numbers excluding the CAA’s construction price inflation adjustment); 

• contingent capital funding of £639 million for the costs of developing further 
during Q5 the option to expand capacity at Heathrow, which is currently 
subject to a Government policy decision expected later in 2008; 

• construction price inflation of 2 per cent a year above RPI; 

• an opening RAB at Heathrow of £8,978 million and £1,524 million at Gatwick, 
which included a reduction in the Heathrow RAB of £31 million for the sale 
value of the Terminal 5 hotel site; and a total reduction of £135 million in the 
RABs for Heathrow and Gatwick combined for the Q3 pensions holiday; 

• a real, pre-tax cost of capital of 6.2 per cent at Heathrow and 6.5 per cent at 
Gatwick; 

• operating expenditure of £4,226 million at Heathrow and £1,381 million at 
Gatwick; 

• retail and property revenues per passenger increasing at Heathrow from 
£5.47 in 2008/09 to £5.90 in 2012/13; virtually level at Gatwick over the same 
period, from £4.87 to £4.86; and BAA’s projections for non-regulated charges 
of £831 million in Q5 at Heathrow and £185 million at Gatwick; and 

• passenger forecasts of 371.8 million for Q5 as a whole at Heathrow and 
184.0 million at Gatwick.  

15.7 The CAA’s final decision assumes the same opening yield adjustment and 
treatment of unanticipated Q4 security requirements as the November 2007 
proposals. In light of the above, the CAA sets out in Table 15-4 and Table 15-5 
below the unprofiled airport charge revenues in each year of Q5 for Heathrow and 
Gatwick. 
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Table 15-4 Unprofiled airport charges per passenger at Heathrow in Q5  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 
Opening RAB 8,978 9,841 10,766 11,489 12,000  
Capital Expenditure 1,068 1,193 1,059 886 580 4,787 
Depreciation (409) (420) (442) (455) (488) (2,214) 
Q4/Q5 profiling 205 151 106 80 (13) 528 

Closing RAB 9,841 10,766 11,489 12,000 12,079   

       
Operating costs  851 837 841 846 853 4,226 
Q4 Security claim 3 3 3 3 3 16 
Depreciation 409 420 442 455 488 2,214 
Cost of capital 566 620 669 706 724 3,285 
Q4/Q5 profiling (205) (151) (106) (80) 13  (528) 
Total revenue requirement 1,624 1,728 1,849 1,930 2,081 9,213 

Commercial revenues  (385) (407) (428) (443) (462) (2,125) 
Non-regulated charges  (169) (165) (166) (165) (168) (832) 
Other revenues (147) (149) (148) (144) (145) (733) 
Net revenue requirement 924 1,007 1,107 1,178 1,306 5,523 
Passengers  (millions) 70.4  72.5  74.5  76.2  78.2  371.8  
Yield per passenger (£) 13.13  13.89  14.86  15.46  16.71    

Source: CAA Calculations 

 

Table 15-5 Unprofiled airport charges per passenger at Gatwick in Q5  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 
Opening RAB 1,524 1,644 1,815 1,971 2,032  
Capital Expenditure 195 249 239 147 90 920 
Depreciation (74) (79) (83) (86) (98) (419) 
Closing RAB 1,644 1,815 1,971 2,032 2,024   
       
Operating costs  277 275 276 277 276 1381 
Q4 Security claim 4 4 4 4 4 18 
Depreciation 74 79 83 86 98 419 
Cost of capital 100 109 119 126 128 581 

Total revenue requirement 454 466 481 492 505 2400 
Commercial revenues  (175) (177) (178) (181) (183) (894) 
Non-regulated charges  (37) (37) (37) (37) (37) (185) 
Other revenues (4) (4) (4) (4) (4) (20) 
Net revenue requirement 239 249 262 271 281 1302 
Passengers (millions) 35.90  36.40  36.80  37.20  37.70  184 
Yield per passenger  6.65  6.84  7.12  7.28  7.45    

Source: CAA calculations  

 

15.8 The CAA’s November 2007 proposals explained how the CAA’s statutory duties 
provide a guide to the factors which the CAA should take into account in 
determining the profile of charges within Q5: 

• Users’ reasonable interests: there are two dimensions to this factor. First, 
fairness between users in different time periods would be likely to be 
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protected, subject to consideration of the other criteria, if charges broadly 
reflect the incidence of costs over time. This factor would point to the 
minimum degree of intra-Q5 profiling. Second, this factor points towards 
moderating where feasible the scale of any very significant upward 
movement in airport charges from the end of Q4 to the end of Q5, in order to 
reduce the short term cost impact on airlines and to provide a reasonable 
period for users to react to any substantial first year price rise. It also points 
towards smoothing the rate of change of prices between each year in Q5.  

• Timely investment: this would be likely to be promoted if profiling of revenues 
enabled maintenance or enhancement of an investment-grade credit rating. 
This factor points towards the bringing forward of revenues at Heathrow 
within Q5; at Gatwick, some deferral of revenue towards the end of Q5 would 
tend to strengthen financial ratios in the later years. The CAA sets out below 
its overall assessment of the financeability of each airport. 

15.9 Given the enduring impact on users in Q5 and beyond of any material reduction in 
the level of planned investment, in turn adversely affecting future capacity and / or 
service quality, the CAA considers that, were financeability to be materially affected 
by profiling of revenues within Q5, then this factor could be the primary influence on 
its Q5 profiling decision. The following section sets out the CAA’s analysis and 
conclusions on this topic. 

CAA decision 

15.10 The only substantive comment on the profiling of price caps from the responses to 
the November 2007 proposals document came from bmi who suggested that any 
increase in charges should be introduced on a gradual basis. As discussed above 
the CAA considers that fairness between users in different time periods would be 
likely to be protected if charges broadly reflect the incidence of costs over time. 
Against that background the CAA notes that the unprofiled revenue requirement set 
out above implies an increase in charges in the first year of Q5 of 26.7 per cent at 
Heathrow and 18.5 per cent at Gatwick97. At both airports, this increase is largely 
driven by higher security costs and, at Heathrow, there is a further operating cost 
impact related to the opening of T5 at the end of March 2008. This suggests that it 
would be appropriate for the CAA to include a larger increase in the level of the 
caps in the first year of Q5 to reflect this step change in the underlying level of 
costs, rather than adopting a constant value for the rate of change in prices across 
the five years of Q5.  

15.11 For that reason, the CAA considers that it would be appropriate to adopt a profile of 
price caps based on maintaining the same rate of change (X factor) for the final four 
years of Q5 for each airport as the level assumed in the CAA’s November 2007 
proposals. This leads to an increase in the level of the 2008/09 price cap at 
Heathrow of 23.5 per cent compared to the adjusted 2007/08 cap, followed by RPI 

                                                 
97 Compared to the adjusted 2007/08 price cap: see Table 15-8 for further details. 
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+ 7.5 per cent. For Gatwick, this leads to an increase in the 2008/09 price cap of 
21.0 per cent followed by RPI + 2 per cent. Therefore, the CAA’s final decision on 
the profiled maximum level of airport charges per passenger at Heathrow and 
Gatwick in Q5 is set out in Table 15-6 and Table 15-7 below. 

Table 15-6 Maximum levels of airport charges per passenger at Heathrow in Q5  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 
Opening RAB 8,978 9,865 10,804 11,537 12,022  
Capital Expenditure 1,068 1,193 1,059 886 580 4,787 
Depreciation (409) (420) (442) (455) (488) (2,214) 
Q4/Q5 profiling 205 151 106 80 (13) 528 
Price profiling adjustment 24  14  11  (27) (22) - 

Closing RAB 9,865 10,804 11,537 12,022 12,079 - 
       
Operating costs  851 837 841 846 853 4226 
Q4 Security claim 3 3 3 3 3 16 
Depreciation 409  420  442  455  488  2,214  
Q4/Q5 profiling (205) (151) (106) (80) 13  (528) 
Price profiling adjustment (24) (14) (11) 27  22  - 
Cost of capital 567  621  672  708  725  3,293  
Total revenue requirement 1,601 1,716 1,841 1,959 2,104 9,221 
Commercial revenues  (385) (407) (428) (443) (462) (2,125) 
Non-regulated charges  (169) (165) (166) (165) (168) (832) 
Other revenues (147) (149) (148) (144) (145) (733) 

Net revenue requirement 901  995  1,099  1,207  1,329  5,531  
Passengers (millions) 70.4  72.5  74.5  76.2  78.2  371.8  
Yield per passenger (£) 12.80  13.72  14.76  15.84  16.99    

Source: CAA calculations  

Table 15-7 Maximum levels of airport charges per passenger at Gatwick in Q5  

£ million 2007/08 prices  2008/09 2009/10 2010/11 2011/12 2012/13 Q5 total 
Opening RAB 1,524 1,639 1,806 1,965 2,028  
Capital Expenditure 195 249 239 147 90 920 
Depreciation (74) (79) (83) (86) (98) (419) 
Price profiling adjustment (5) (3) 2 3 4 - 

Closing RAB 1639 1806 1965 2028 2024   
       
Operating costs  277 275 276 277 276 1,381 
Q4 Security claim 4 4 4 4 4 18 
Depreciation 74 79 83 86 98 419 
Price profiling adjustment 5  3  (2) (3) (4) - 
Cost of capital 100  108  119  126  128  580  

Total revenue requirement 459 469 479 489 501 2,398 
Commercial revenues  (175) (177) (178) (181) (183) (894) 
Non-regulated charges  (37) (37) (37) (37) (37) (185) 
Other revenues (4) (4) (4) (4) (4) (20) 
Net revenue requirement 244  252  260  268  277  1,300  
Passengers (millions) 35.9  36.4  36.8  37.2  37.7  184.0  
Yield per passenger  6.79  6.92  7.06  7.20  7.34    

Source: CAA calculations  



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 15 – Price cap financial modelling   190

Financeability 

CAA’s November 2007 proposal 

15.12 In November 2007, the CAA carried out assessments of the financeability of each 
airport.  This analysis was conducted on the basis of the notional capital structure 
for each airport, consistent with the CAA’s proposals for the cost of capital for each 
airport.  The purpose of the assessments was to provide a cross-check on the 
extent to which the combination of assets, liabilities, costs and revenues which are 
implied by the CAA’s price cap projections, cost of capital and notional capital 
structure for each airport would be such as to allow the proposed investment at 
each airport to be financed. 

15.13 Having full regard to the Competition Commission’s financeability conclusions and 
the CAA’s own subsequent assessment of the available evidence, the CAA’s view, 
as at mid November 2007, was that its proposed price caps and related projections 
for Heathrow were likely to be consistent with the maintenance by that airport of a 
solid investment grade credit rating from at least two ratings agencies. 

15.14 Much of the evidence in relation to Gatwick also suggested that that airport would 
be likely to maintain a solid investment grade.  However, based on the proposed 
price cap profile, one particular ratio – the Adjusted Interest Cover Ratio (AICR) – 
exhibited a declining profile, which appeared to be more consistent with a Baa2, 
rather than a Baa1, credit rating.  In November, the CAA explained that it had 
considered whether this issue should be addressed by varying the price cap profile.  
The CAA’s analysis had suggested that were the price cap profile to be adjusted 
such that the same present value of revenues was allowed, but with no initial real 
increase in the price cap (i.e. a Po adjustment of 0 per cent, with an X of 6.25 per 
cent), this would generate a more stable AICR projection which would be more 
consistent with a Baa1 credit rating.  In view of this, one option to address the issue 
would have been to adopt a price control profile which deferred revenues until later 
in Q5.    However, the CAA was somewhat reluctant to do so for two reasons.  First, 
because the proposed price control profile (with a Po of 8 per cent and an X of 2 
per cent) generated a profile of revenues that was broadly consistent with costs in 
Q5.  Second, it seemed to be counter-intuitive to defer revenues (which would 
otherwise be due to the business) in order to improve financeability. 

15.15 The CAA recognised that its firm price control proposals were issued during a 
period of turbulence in capital markets, the full extent of which might not yet have 
been fully disclosed to and evaluated by capital market participants. The CAA 
therefore considered that it would be prudent to stay its final assessment of 
financeability, and of any potential remedial measures which might be deemed 
necessary, until February 2008.  In doing so, the CAA held open the possibility that 
it may need to revisit its proposed cost of capital and profiling of revenues within Q5 
for each airport in light of the information then available and the CAA’s assessment 
of that. 
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Summary of consultation responses 

15.16 The CAA received detailed submissions from BAA and BA on the subject of 
financeability.  BAA expressed a number of concerns about the CAA’s 
methodology, including that: 

• it was inappropriate to assume the CAA’s operating and commercial revenue 
projections, as these projections were unduly aggressive, and that rating 
agencies could be expected to adopt more conservative assumptions; 

• it was inappropriate to assume that 25 per cent of BAA’s debt would be 
index-linked as there was currently no index-linked market for unsecured 
corporate issuers rated at around BBB; 

• from a distribution perspective, issuance of the size envisaged to finance the 
Q5 investment programme with a notional 60 per cent capital structure would 
require ratings from three agencies; 

• no evidence had been presented to illustrate that there was a market at 
BBB+/Baa1 to finance the capital programme at the scale anticipated for Q5, 
and therefore any financeability analysis should be targeted to achieve at 
least an A- rating; and 

• BAA believed that current unfavourable conditions were likely to continue for 
longer than BAA had previously expected. 

15.17 BAA concluded that the evidence suggested a more probable BBB/Baa2 rating for 
Heathrow airport, and that the CAA had interpreted the evidence on Gatwick airport 
generously. 

15.18 BA commissioned Cambridge Economic Policy Associates (CEPA) to produce an 
analysis of the key financial ratios used for assessing financeability of Heathrow 
and Gatwick airports over Q5.  In conducting its assessment, CEPA assumed that 
the actual cash cost of debt would be lower that that allowed for in the Competition 
Commission’s calculations (i.e. 4.6 per cent instead of the 5.6 per cent assumed by 
the Commission).  It also assumed that the airports would pay an effective tax rate 
of 20 per cent for pre-2005/06 assets and 15 per cent for assets added post 2006.  
The key conclusion of CEPA’s analysis was that there was no evidence to suggest 
that either the Commission’s September 2007 or the CAA’s November 2007 
proposals for Heathrow or Gatwick (assuming a 60 per cent net debt to RAB ratio) 
would encounter any financeability issues over Q5.  

CAA assessment 

15.19 Since issuing the November proposals, the CAA has reviewed carefully the relevant 
and available evidence and analysis on the issue of financeability.  In particular, it 
has considered: 
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• the BAA and BA submissions, including the submissions made by their 
advisers; 

• the latest market evidence, including the market evidence contained in the 
advisers’ reports and information taken directly from the market; 

• the advice of the Competition Commission, as contained in its September 
2007 report, supplemented – where necessary – by discussions with the 
Commission’s staff; 

• further discussion with Moody’s and S&P credit rating agencies to inform the 
CAA of their respective approaches to rating, and how they might approach 
rating Heathrow and Gatwick as corporate issuers with the CAA’s proposed 
notional gearing levels; and 

• expert advice and assistance from Credit Suisse. 

15.20 It has also looked back to the Competition Commission’s September 2007 report, 
and considered carefully the advice contained therein. 

15.21 Having regard to this substantial body of evidence, the CAA believes that it is 
appropriate to use regulatory assumptions as the basis of its financial projections; 
that it is reasonable to assume that ratings from the two credit rating agencies, 
Standard & Poors and Moody’s, would be sufficient for the purposes of carrying out 
its financeability assessment; and that there is capacity in the market at BBB+/Baa1 
to finance the capital programmes envisaged.  

15.22 Against this background, the CAA remains broadly satisfied with the nature of the 
financeability assessments that it carried out in November 2007.  However – in 
addition to updating the inputs for these assessments to reflect the final decisions 
set out earlier in this chapter – the CAA believes that two specific adjustments 
should be made to the base case used in this assessment. 

15.23 The first relates to the assumption used regarding the availability of index-linked 
debt.  In line with the commitment made in its November proposals – and as 
described in more detail in relation to the cost of debt – the CAA has kept capital 
markets under review, and sought advice on the availability of index-linked and 
nominal debt from Credit Suisse.  While, the CAA is satisfied that both Heathrow 
and Gatwick airports would be able to access debt markets for nominal debt at a 
BBB+/Baa1 rating, index-linked debt is not currently available.  Although index-
linked debt may become available during the course of Q5, for the purposes of this 
analysis, the CAA has made a conservative central assumption that no new debt 
issued by Heathrow and Gatwick in Q5 would be index-linked. 

15.24 The second area relates to the assumptions that should be made about the 
opening financial position of the notional Heathrow and Gatwick airports, i.e. as at 1 
April 2008.  One aspect of the opening financial position, relates to the assumption 
that should be made about the cost of the existing debt that the notionally financed 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 15 – Price cap financial modelling   193

Heathrow and Gatwick airports would bear.  In its November 2007 financeability 
analysis, the CAA made the simplifying assumption that interest on existing debt 
would match the allowed cost of debt.  However, on closer examination – and with 
particular regard to the points made by CEPA – it seems more reasonable to 
assume that these airports would have reasonably been able to secure less 
expensive debt, given the availability of index-linked debt and the cost of debt over 
this period, as indeed a number of utility and infrastructure business did.  The CAA 
has therefore assumed that the costs of the existing (or opening) debt reflect the 
costs that a reasonably efficient, notionally financed airport operator might have 
incurred up to that point.  

15.25 Another aspect of the opening financial position at Heathrow relates to the 
treatment of airport charge revenues that were advanced from Q5 to Q4, and 
precisely what assumption should be made as to how the notionally financed 
Heathrow airport – acting reasonably – might have been expected to treat this 
revenue.  The CAA is clear that the purpose of the revenue advancement was to 
give a credible commitment to the airport operator that Heathrow’s charges would 
be permitted to rise to reflect the substantial costs of investment in new terminal 
capacity.  However, the revenue advanced was not – in itself – required to meet 
costs falling in Q4.  It follows that it is reasonable to suppose that the advanced 
revenues would be available to the airport operator in Q598. 

15.26 In all other respects, the approach taken to the financeability analysis carried out by 
the CAA corresponds to that set out in paragraph 13.36 of its November 2007 
proposals. 

Conclusions 

15.27 On the basis of the financeability analysis that it has carried out, the CAA considers 
that both the notionally financed Heathrow and Gatwick airports would be likely to 
achieve and maintain a solid investment grade credit rating (i.e. at least a BBB+ 
rating) from Standard & Poors.  

15.28 The CAA is also satisfied that the overall Q5 revenues at both Heathrow and 
Gatwick would be consistent with the achievement and maintenance of a solid 
investment grade (i.e. at least a Baa1 rating) from Moody’s.  In reaching this 
conclusion, the CAA notes that at both airports the Adjusted Interest Cover Ratio 
(AICR) exhibits a declining profile which could imply a weak Baa1 rating (in the 
case of Heathrow), or Baa2 rating (in the case of Gatwick).  However, in both 
cases, the CAA considers that this issue could be addressed by adopting a price 
control profile which defers revenues until later in Q5.  The CAA is reluctant to 
adjust the price control profile for the reasons it gave in its November proposals (in 

                                                 
98 By virtue of the approach it takes to revenue advancement and – in particular – the definition of the Adjusted 
Interest Cover Ratio, Moody’s credit rating agency would in any case recognise advanced revenues in its 
assessment of financeability.  The approach that the CAA has adopted therefore has most bearing on the 
assessment of the Standard & Poor’s credit rating that a notionally financed Heathrow airport could expect to 
achieve.   



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Chapter 15 – Price cap financial modelling   194

connection with Gatwick airport), namely, because the price control profile adopted 
is itself broadly cost-reflective, and it would seem counter-intuitive to defer 
revenues (which would otherwise be due to the business) in order to improve 
notional financeability in particular years. 

15.29 Against this background – and taking into account the fact that the financeability 
assessment is a cross-check – the CAA concludes that there is no basis on which 
to adjust the proposed price controls at either Heathrow or Gatwick airports in Q5 
for reasons of financeability.  

15.30 The resulting price caps during Q5, and their relationships with the current price 
cap for the last year in Q4, are therefore as set out in Table 15-8 below. 

Table 15-8 CAA’s final decision on the maximum levels of airport charges per passenger at 
Heathrow and Gatwick in Q5 

£, 2007/08 prices        

2007/08 price 
cap 

Reclassification 
of costs into 

airport charges* 

Adjusted 
2007/08 
price cap 

 

2008/09 
price cap 

 
 

Price cap 
increase 
2007/08 

– 
2008/09 

 

2012/13 
price 
cap 

 

   

% real increase 
in airport charge 
price cap from 
adj. 2007/08 to 
2008/09 price 

cap 
  

% real annual 
increase in 

airport charge 
price cap from 

2008/09 to 
2012/13 

 
Heathrow        

9.28 1.08 10.36 23.5% 12.80 2.44 7.5% 16.99 

Gatwick        
4.91 0.70 5.61 21.0% 6.79 1.18 2% 7.34 

Notes: 
Reclassification impact at Heathrow comprised of: ANS £0.73, baggage infrastructure & fuel levy combined £0.35 
 
Reclassification impact at Gatwick comprised of: ANS £0.43, baggage infrastructure & fuel levy combined £0.27 
 
The reclassificati on of costs into airport charges is offset (at the aggregate level of each airport) by reductions in 
other BAA and NATS charges for relevant services at each airport 
 
Q4 security claim (equivalent to £0.20 per passenger in one year in 2008/09 at Heathrow, £0.44 per passenger in 
one year in 2008/09 at Gatwick) is factored into price caps at each airport across Q5 as a whole 
 
All prices are shown in 2007/08 prices. The price caps for 2008/09 will be as shown above subject to RPI inflation 
between financial year 2007/08 and 2008/09 for which the CAA has adopted the RPI assumption adopted by the 
Commission in its modelling of 2.625 per cent. Since price caps will be specified to three decimal places the 
outturn price caps will therefore be £13.134 at Heathrow and £6.967 at Gatwick.        
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16. CAA decision 

16.1 The CAA has considered carefully all of the written responses to the proposals it 
published in November 2007 and the points made at the oral hearings held in 
January 2008.  For the reasons given in this document the CAA has decided to 
impose price control (and other) conditions on Heathrow and Gatwick that differ 
from those made in its proposals.  It also follows that while the CAA has had regard 
to the recommendations made by the Competition Commission, the final conditions 
differ from those recommended by the Competition Commission as discussed both 
in the CAA’s proposals published in November 2007 and in this document.    

16.2 In accordance with sections 46(1) to (5) of the Airports Act 1986, the CAA hereby 
imposes with effect from 1 April 2008 the charges conditions in respect of Heathrow 
and Gatwick airports set out in Annex C. In accordance with sections 51(2) and 
51(6) of the Act the CAA hereby extends and modifies the existing public interest 
conditions in respect of Heathrow and Gatwick airports as set out in Annex D.  The 
CAA considers that the implementation of these conditions is best calculated to 
achieve the objectives of section 39 of the Act. 

16.3 The CAA’s decision was taken by a panel of members comprising Dr H Bush, Mr J 
Keohane and Mr R Mountford. 

16.4 This document constitutes a statement as required by section 46(5) of the Act.  

 

Civil Aviation Authority 
11 March 2008  
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A. Competition Commission recommendations 

 

Airport Charges 

(a)  Airport charges for the two airports should be set on the basis of each individual 
airport rather than on a system basis. 

 
(b)  Airport charges should be set on a single-till basis. 
 
(c)  Regulation should continue to be by means of RPI–X. 
 
(d)  There should be no ‘opex roll-over’ which would have potentially allowed BAA the 

benefits of opex reductions (or disallowed some of the costs of increased 
expenditure) in the subsequent review. 

 
(e)  There should not be a volume term for differences between the actual number of 

passengers at each airport in any year and the numbers expected when the airport 
charges formula was set. 

 
(f)  Changes in airport charges should continue to be related to RPI rather than, for 

example, the CPI. 
 
(g)  Regulation should continue to be on the basis of revenue yield—i.e. £ per 

passenger. 
 
(h)  Airport charges should continue to be before any reduction of discount. 
 
(i)  Non-passenger flights should continue to be excluded from the regulated yield, but 

subject to the requirement that the charges applied to such flights (e.g. for landing) 
should be the same as for passenger aircraft. 

 
(j)  The correction factor should be amended to recovery of an absolute amount, not 

an amount per passenger, and provision for recovery in Q5 of over/ under-recovery 
in Q4. 

 
(k)  The security cost pass-through in Q5 should be increased to 90 per cent (subject to 

the dead-bands of £14 million at Heathrow and £6 million at Gatwick, and subject 
to some subsequent efficiency adjustment); there should also be provision for 
passing through to Q5 75 per cent of additional costs of meeting additional security 
requirements (as opposed to the tightening of service standards) in the last year of 
Q4. 
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(l)  Baggage infrastructure costs should be treated as part of airport charges (but not 

the cost of operating the system which BAA has proposed would be subject to a 
separate per bag charge). 

 
(m)  The current fuel turnover levy should be discontinued and the amounts previously 

raised be recovered from airport charges. 
 
(n)  There should be provision for airport air traffic control charges to be included in 

airport charges following the Department for Transport’s decision to discontinue 
separate charges for this service. 

 
(o)  The charging formulae for Heathrow and Gatwick should be subject to an 

enhanced number and scale of triggers, by which the value of X would be reduced 
if particular projects do not meet particular milestones by a specified date. The 
number, specification and scale of those triggers should be determined by the CAA 
taking into account the outcome of further discussions between airlines and each 
airport. 

 
On the maximum level of airport charges, the Competition Commission recommended: 
 
(i) At Heathrow, a maximum opening yield of £10.19 (at 2007/08 prices) with airport 

charges per passenger subsequently increasing at no more than RPI+7.5. 
 
(ii) At Gatwick, a maximum opening yield of £5.50 (at 2007/08 prices) with charges 

subsequently increasing at no more than RPI–0.5. 
 

Public Interest Issues 

In its 2002 report the Commission found that Heathrow Airport Limited and Gatwick Airport 
Limited had pursued a course of conduct contrary to the public interest by failing to make 
prices paid sufficiently reflect the level of service provided. The Commission has seen no 
reason to believe that there is any case for a relaxation of the current service quality 
condition and the Commission considers that it should continue in force and that some 
standards should be raised. The Commission considers that Heathrow Airport Limited and 
Gatwick Airport Limited have displayed the same failings in the last five years. In particular 
they have failed to manage security queuing and queue times to avoid unacceptable 
delays to passengers and flights and consequently have not furthered the reasonable 
interests of the users of Heathrow and Gatwick. The Commission considers that these 
effects adverse to the public interest can be remedied or prevented by the extension and 
strengthening of the existing service quality conditions and/or by the imposition of 
equivalent new conditions. 
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B. Respondents to the CAA’s November 2007 proposals  
 
 
Air Canada 
Air New Zealand 
Air Transport Users Council (AUC) 
Association of North East Councils 
BAA* 
Board of Airline Representatives in the UK (BARUK)* 
British Air Transport Association (BATA) 
bmi* 
British Airways* 
easyJet* 
Gatwick Airport Consultative Committee 
Gatwick Airline Consultative Committee (LACC)* and Airline Operators Committee (AOC)* 
Heathrow Airport Consultative Committee 
Heathrow Airline Operators Committee (AOC)* 
International Air Transport Association (IATA)* 
London First 
Lufthansa 
Newcastle Airport 
One NorthEast 
Oneworld 
SAS 
Star Alliance* 
Swiss International Air Lines 
United Airlines 
Virgin Atlantic* 
 
Those organisations which gave evidence at oral hearings on 28/29 January 2008 are 
indicated by *.  
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C. Conditions as to airport charges 
 

CONDITIONS AS TO AIRPORT CHARGES IMPOSED IN RELATION TO HEATHROW 
AIRPORT IN ACCORDANCE WITH SECTION 40(4) OF THE AIRPORTS ACT 1986 

HEATHROW CONDITION 1 

1. When the airport operator fixes the amounts to be levied by it by way of airport charges in 
respect of relevant air services in the year beginning on 1 April 2008 it shall fix those 
charges at the levels best calculated to secure that, in that year, the total revenue at 
Heathrow airport from such charges divided by the total number of passengers using 
Heathrow airport, does not exceed the maximum average revenue yield per passenger 
which shall be calculated as follows:  

t
t

tt K
Q

TRIGGERB
M −−






 +=

100
1134.13£9/2008    

Where: 

M2008/9 is the maximum average revenue yield per passenger using Heathrow 
airport in relevant year 2008/9 expressed in £; 

Bt has the meaning assigned to it by paragraph 7;  

TRIGGERt has the meaning assigned to it by paragraph 6; 

Qt has the meaning assigned to it by paragraph 5; and  

Kt has the meaning assigned to it by paragraph 5. 

 

2. On each occasion on which the airport operator fixes the amounts to be levied by it by way 
of airport charges in respect of relevant air services in each of the four relevant years 
beginning with 1 April 2009 it shall fix those charges at the levels best calculated to secure 
that, in each relevant year, the total revenue at Heathrow airport from such charges, divided 
by the total number of passengers using Heathrow airport, does not exceed the maximum 
revenue yield per passenger calculated in accordance with the following formula:  

 t
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t
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Y
BXRPI

M −−





 ++

+= −
−

1
1

100
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Where: 
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Mt is the maximum average revenue yield per passenger using Heathrow 
airport in relevant year t expressed in £; 

 1tRPI −  has the meaning assigned to it by paragraph 8; 

X = 7.5; 

 tB  has the meaning assigned to it by paragraph 7;  

 1tY −  has the meaning assigned to it by paragraph 3;  

 TRIGGERt  has the meaning assigned to it by paragraph 6; and 

 Kt has the meaning assigned to it by paragraph 5.   

  

3. Yt-1 is the specified average revenue yield per passenger calculated in accordance with the 
following formula: 

 1
2

21 100
1 −

−
−− +







 +
+= t

t
tt S

XRPI
YY  

Where: 

        19/2008 134.13£ −+= tSY ; 

 RPIt-2 has the meaning assigned to it in paragraph 8; 

X has the value assigned in paragraph 2; and 

St-1 has the values assigned in paragraph 4. 

 

4. St-1 is the allowable security cost per passenger using Heathrow airport in relevant year t-1 
(whether of a positive or a negative value) to be applied in relevant year t calculated in 
accordance with the following formulae expressed in £; 

for each relevant year t-1 

 
If  

Expected Cumulative Costst-1 = £16.5 million; and 

Expected Cumulative Costst-2 = £16.5 million  
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then  

11 9.0 −− = tt CS  

 

or if 

 

Expected Cumulative Costst-1 > £16.5 million;  and 

Expected Cumulative Costst-2 < £16.5 million  

 
then 
 

1t
*

1t
1t

Q)t6(

million5.16£tmulatedCosExpectedCu
9.0S

−

−
−

−

−
=  

or if 

Expected Cumulative Costst-1 < £16.5 million; and 

Expected Cumulative Costst-2 > £16.5 million  

 
      then 

 

1t
*

2t
1t Q)t6(

million5.16£tmulatedCosExpectedCu
9.0S

−

−
− −

−
−=  

 

Where:  

t*2008/9 = 1; t*2009/10= 2; t*2010/11= 3; t*2011/12= 4; and t*2012/13= 5   

 

otherwise 

 
01 =−tS  

 

and where the expected cumulative cost of annualised claims shall be 
calculated as follows: 
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Year (t-1) 2008/9 2009/10 2010/11 2011/12 

A. Effect of 
claims relating to 

2008/9 

5 x C2008/9 x 
Q2008/9 

5 x C2008/9 x 
Q2008/9 

5 x C2008/9 x 
Q2008/9 

5 x C2008/9 x 
Q2008/9 

B. Effect of 
claims relating to 
2009/10 

 4 x C2009/10 x 
Q2009/10 

4 x C2009/10 x 
Q2009/10 

4 x C2009/10 x 
Q2009/10 

C. Effect of 

claims relating to 
2010/11 

  3 x C2010/11 x 

Q2010/11 

3 x C2010/11 x 

Q2010/11 

D. Effect of 
claims relating to 

2011/12 

   2 x C2011/12 x 
Q2011/12 

Expected 

Cumulative Cost 
Sum rows A to D  

    

 

Where: 

1−tC  is the total qualifying security claims per passenger using Heathrow airport 

in relevant year t-1 (whether of a positive or a negative value) expressed in 
£; and 

 
Q and Qt-1 = passengers using Heathrow airport in the relevant year.     
 

5. Kt is the correction per passenger (whether of a positive or negative value) to be made in 
relevant year t which is calculated as follows: 

 
( ) 2

2t

t

2t2t2t
t 100

I
1

Q
MQT

K 







+

−
= −−−−  

in which 

Tt-2 = total revenue from airport charges in respect of relevant air   services levied 
at Heathrow airport in relevant year t-2; 

Qt-2 = passengers using Heathrow airport in relevant year t-2;  
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Qt   = passengers using Heathrow airport in relevant year t;  

Mt-2 = maximum average revenue yield per passenger using Heathrow airport in 
relevant year t-2; 

It-2 = the appropriate interest rate for relevant year t-2 which is equal to,  where Kt 
(taking no account of I for this purpose) has a positive value, the Specified 
Rate plus three percentage points or, where Kt (taking no account of I for 
this purpose) has a negative value, the Specified Rate. 

 
In relation to the relevant years 2008/09 and 2009/10, the values of Tt-2, Q t-2,  Mt-2 
and I shall be calculated by reference to the conditions as to airport charges 
imposed in relation to Heathrow airport in force at 31 March 2008.      
 

6. TRIGGERt is the reduction in the maximum allowable charges when the airport has not 
achieved particular capital investment project milestones on time and shall be calculated as 
follows: 

tij

triggers
specified

April

March
tit TF.TMTRIGGER ∑ ∑=  

Where 

The Specified Triggers are set out in Table 1; and 

For any specific trigger i, in month j, in year t:  

 

If either:  

the relevant month is before or corresponds to the month specified as the 
“milestone month”; or 

the relevant month is after the month in which the “completion date” of the 
relevant project  takes place:   

Then:  
 

TFtij    =   0 

 
otherwise: 
 

TFtij    =   1 
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where: 
 

“Milestone Month” is defined for each project in Table 1; 

“Completion Date” has the meaning assigned to it by paragraph 9; and 

TMt i= Monthly Trigger Paymenti x  (PRICE INDEXt/PRICE INDEX2007/8) 

 
where:  
  

Monthly Trigger Payment is defined for each relevant project in Table 1; and 
 
PRICE INDEXt  is the average monthly value of the CHAW series of the retail 
price index for the 12 months from April to March in relevant year t. 

 
Table 1 

 
Trigger Project “Milestone 

Month” 
“Monthly Trigger 

Paymenti” 
Completion of T5 Satellite C  May 2011 £1.47million 

T4 Check-in Extension  
Completion of South West Bank of Check-in Desks 

June 2009 £0.10 million 

T4 Check-in Extension 
Completion of North East Bank of Check-in Desks 

January 2020 £0.10 million 

T4 New CIP  
Completion of Shell and Core for fit-out 

February 2009 £0.10 million 

T4  Completion of Baggage Sorter January 2009 £0.10 million 
T4 A380 jetty facilities 
Completion of 3rd Jetties on each 2 A380 stands  May 2009 £0.10 million 

Completion of the T3 Integrated Baggage System March 2012 £1.19 million 
T3 Refurbishment 
Completion of Pier 5 refurbishment 

July 2009 £0.10 million 

T3 Refurbishment 
Completion of Pier 7 refurbishment 

August 2009 £0.10 million 

T3 Refurbishment 
Completion of Check-in & Security Search 
Refurbishment  

March 2010 £0.10 million 

T3 Refurbishment 
Completion of Immigration, Landside Departures & 
Baggage Hall Refurbishment 

March 2011 £0.16 million 

HET Phase 1  
Demolition of T2 sufficiently complete to enable start of 
HET construction and HET building substructures 
complete within main terminal floorplate 

March 2011 £2.78 million 

HET Phase 1 
Completion of Building weather-tight  

February 
2012 £3.43 million 

HET Phase 1  November 2012 £1.22 million 
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Trigger Project “Milestone 
Month” 

“Monthly Trigger 
Paymenti” 

Construction sufficiently progressed for operation trials 
to commence 

T1 Completion of T1 BMI Nose Building Facility  January 2009 £0.10 million 
Completion of Mid-field Pier North January 2010 £0.50 million 
Completion of Mid-field Pier Centre November 2012 £0.67 million 
Completion of Passenger Connectivity to the Midfield 
Pier 

November 2012 £0.31 million 

Completion of the Outer Pier North January 2012 £0.49 million 
Eastern Maintenance Base Redevelopment 
Completion of the diversion of East Church Road 

March 2010 £0.17 million 

Post T5: Transfer Baggage System 
Completion of the T5-T3 Tunnel & Baggage System 

November 2011 £0.79 million 

Post T5: Transfer Baggage System 
Completion of the T3-T1 Tunnel & Baggage System 
 

June 2012 £0.41 million 

Completion of the T4-T1 Tunnel Refurbishment  January 2009 £0.10 million 

 

7. Bt is a bonus factor based on performance in respect of specified elements in relevant year t 
and shall be calculated as follows: 

[ ][ ]∑ ∑=
April

March
Elements
Specified

kjkjkjkjkjkjt )HET(BNS,)5T(BNS,)4T(BNS,)3T(BNS,)2T(BNS,)1T(BNSMIN,0MAXB

 

 Where: 

 “Specified Elements” are the elements set out in Table 2; and 

for each month j and “Specified Element” k; 

 

( )
kk

kkj
kkj LPLUPL

LPL)1T(MP
.MAB.

12
1

1TBNS
−

−
=  
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1
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−

−
=  
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( )
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kk
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12
1

HETBNS
−

−
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Except:  

For months including or after “Such Time as T2 is Decommissioned” then: 

BNS (T2)kj =100%    

For months after or including “Such Time when Passenger Operations 
Commence at HET” then:  

BNS(HET)kj =100%   

For months before or including “Such Time when Passenger Operations 
Commence at T5” then: 

BNS(T5)kj = 100%  

where: 

For each “Specified Element” k,  LPLk , UPLk and MABk have the values 
assigned in Table 2; and 

MP(T1)kj, MP(T2)kj, MP(T3)kj, MP(T4)kj , MP(T5)kj ,and MP(HET)kj are the 
lesser of the upper performance limit for element k in month j and the 
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measured performance in Terminal 1, Terminal 2, Terminal 3, Terminal 4, 
Terminal 5 and Heathrow Terminal East respectively. 

Table 2 

“Specified Element” 
Performance 

Metric 

Lower 
performance 
limit (LPLk) 

Upper 
performance 
limit (UPLk) 

Maximum annual 
bonus  (MABk) 

Departure lounge seat 
availability 

QSM 3.8 4.5 0.36 

Cleanliness QSM 3.9 4.5 0.36 
Way-finding QSM 4.0 4.5 0.36 
Flight information QSM 4.2 4.5 0.36 

Passenger sensitive 
equipment (general) 

Availability 99% of time 100% of time 0.40 

Arrivals reclaim 
(Baggage Carousels) 

Availability 99% of time 100% of time 0.40 

 

8. In this condition: 

“airport charges” has the meaning assigned to it by section 36(1) of the Airports Act 

1986; 

“airport operator” means the person for the time being having the management of 

Heathrow airport; 

“average revenue yield per passenger” means the revenue from airport charges levied in 

respect of relevant air services in the relevant year before any deduction of unpublished 

discounts or payments under Service Level Agreements divided by the total number of 

passengers using Heathrow airport in the relevant  year; 

“Completion Date” is the date when in the judgement of the CAA the airport has achieved 

the criteria to be published from time to time by the CAA;  

“passenger using an airport” means a passenger joining or leaving an aircraft at 

Heathrow airport; 
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“qualifying security claim  per passenger” means the annual equivalent of the increase or 

decrease in security costs at Heathrow airport in the relevant year t-1 which arise as a 

result of a change in required security standards at that airport, as certified by the Civil 

Aviation Authority, divided by the number of passengers using the airport in that year; 

“QSM” and “Availability” have the meanings from time to time published by the CAA. 

“relevant air services” means air services carrying passengers that join or leave an 

aircraft at Heathrow airport, including air services operated for the purpose of business or 

general aviation;   

“relevant year” means the period of twelve months ending with 31 March in each year; 

“RPIt-1” means the percentage change (whether of a positive or negative value) in the 

Retail Price Index between that published with respect to August in relevant year t-1 and 

that published with respect to the immediately preceding August, and “RPIt-2” shall be 

construed accordingly; 

"Specified Rate" means the average of the Treasury Bill Discount Rate (expressed as an 

annual percentage interest rate) published weekly by the Bank of England, during the 12 

months from the beginning of September in year t-2 to the end of August in year t-1; 

“Such Time as T2 is Decommissioned” is the month, in the judgement of the CAA, from 

which Terminal 2 is no longer in use for passengers; 

“Such Time when Passenger Operations Commence at HET” is the month, in the 

judgement of the CAA, from which the Heathrow Terminal East  is brought into use for 

passenger services; 

“Such Time when Passenger Operations Commence at T5” is the month, in the 

judgement of the CAA, from which Terminal 5 is brought into use for passenger services. 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Annex C – Price control conditions 213

 

HEATHROW CONDITION 2 

 
In each of the five consecutive years beginning on 1 April 2008 the operator of Heathrow 
Airport shall not levy airport charges in respect of air services that do not fall within the 
definition of relevant air services for the purposes of Condition 1 that are higher than are 
levied in respect of equivalent air services falling within that definition. 
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CONDITIONS AS TO AIRPORT CHARGES IMPOSED IN RELATION TO GATWICK 
AIRPORT IN ACCORDANCE WITH SECTION 40(4) OF THE AIRPORTS ACT 1986 

GATWICK CONDITION 1 

1. When the airport operator fixes the amounts to be levied by it by way of airport 
charges in respect of relevant air services in the year beginning on 1 April 2008 it 
shall fix those charges at the levels best calculated to secure that, in that year, the 
total revenue at Gatwick airport from such charges divided by the total number of 
passengers using Gatwick airport, does not exceed the maximum average revenue 
yield per passenger which shall be calculated as follows:  

 

t
t

tt K
Q

TRIGGERB
M −−






 +=

100
1.967.6£9/2008  

  Where: 
 

M2008/9  is the maximum average revenue yield per passenger using 
Gatwick airport in relevant year 2008/9 expressed in £; 

Bt has the meaning assigned to it by paragraph 7; 

tTRIGGER   has the meaning assigned to it by paragraph 6;  

Qt has the meaning assigned to it by paragraph 5; and 

Kt has the meaning assigned to it by paragraph 5. 

2. On each occasion on which the airport operator fixes the amounts to be levied by it 
by way of airport charges in respect of relevant air services in each of the four 
relevant years beginning with 1 April 2009 it shall fix those charges at the levels best 
calculated to secure that, in each relevant year, the total revenue at Gatwick airport 
from such charges, divided by the total number of passengers using Gatwick airport, 
does not exceed the maximum revenue yield per passenger calculated in 
accordance with the following formula:  

 t
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Where: 

Mt is the maximum average revenue yield per passenger using Gatwick 
airport in relevant year t expressed in £; 

 1tRPI −  has the meaning assigned to it by paragraph 8; 
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X =2.0; 

 tB  has the meaning assigned to it by paragraph 7;  

1tY −  has the meaning assigned to it by paragraph 3;  

 tTRIGGER   has the meaning assigned to it by paragraph 6; and 

 Kt has the meaning assigned to it by paragraph 5.   

  

3. 1tY −  is the specified average revenue yield per passenger calculated in accordance 
with the following formula: 

 1
2

21 100
1 −

−
−− +







 +
+= t

t
tt S

XRPI
YY  

Where: 

        19/2008 967.6£ −+= tSY ; 

 RPIt-2 has the meaning assigned to it by paragraph 8: 

X has the value assigned in paragraph 2; and 

St-1 has the values assigned in paragraph 4. 

 

4. 1tS −  is the allowable security cost per passenger using Gatwick airport in relevant 
year t-1 (whether of a positive or a negative value) to be applied in relevant year t 
calculated in accordance with the following formulae expressed in £; 

 

for each relevant year t-1 
 

If  
Expected Cumulative Costst-1 = £7 million; and 
Expected Cumulative Costst-2 = £7 million  

 
then  
 

11 9.0 −− = tt CS  

or if 
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Expected Cumulative Costst-1 > £7 million; and 
Expected Cumulative Costst-2 < £7 million  

 
then 

 

1tt

1t
1t Q)T6(

million7£tmulatedCosExpectedCu
9.0S

−

−
− −

−
=  

 
or if 
 
Expected Cumulative Costst-1 < £7 million; and 
Expected Cumulative Costst-2 > £7 million  
 
then 
 

1t

2t
1t Q*)t6(

million7£tmulatedCosExpectedCu
9.0S

−

−
− −

−
−=  

 
Where  
 

t*2008/9 = 1; t*2009/10= 2; t*2010/11= 3; t*2011/12= 4; and t*2012/13= 5   
 
 
otherwise 
 

01 =−tS  
 

and where the expected cumulative cost of annualised claims shall be calculated 
as follows: 
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Year (t-1) 2008/9 2009/10 2010/11 2011/12 

A. Effect of 
claims relating to 
2008/9 

5 x C2008/9 x 
Q2008/9 

5 x C2008/9 x 
Q2008/9 

5 x C2008/9 x 
Q2008/9 

5 x C2008/9 x 
Q2008/9 

B. Effect of 

claims relating to 
2009/10 

 4 x C2009/10 x 

Q2009/10 

4 x C2009/10 x 

Q2009/10 

4 x C2009/10 x 

Q2009/10 

C. Effect of 
claims relating to 

2010/11 

  3 x C2010/11 x 
Q2010/11 

3 x C2010/11 x 
Q2010/11 

D. Effect of 

claims relating to 
2011/12 

   2 x C2011/12 x 

Q2011/12 

Expected 
Cumulative Cost 

Sum rows A to D  

    

 

Where: 

1−tC  is the total qualifying security claims per passenger using Gatwick airport 

in relevant year t-1 (whether of a positive or a negative value) expressed 
in £; and 

 
Q and Q t-1 = passengers using Gatwick airport in the relevant year. 
  

5. Kt is the correction per passenger (whether of a positive or negative value) to be 
made in relevant year t which is calculated as follows: 

 
( ) 2

2t

t

2t2t2t
t 100

I
1

Q
MQT

K 







+

−
= −−−−  

in which 
 

Tt-2 = total revenue from airport charges in respect of relevant air   services 
levied at Gatwick airport in relevant year 2−t ; 

 
Qt-2 = passengers using Gatwick airport in relevant year 2−t ;  
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Qt  = passengers using Gatwick airport in relevant year t ;  
 
Mt-2 = maximum average revenue yield per passenger using Gatwick airport in 

relevant year 2−t  
 

2tI −  = the appropriate interest rate for relevant year t-2 which is  equal to,  

where Kt (taking no account of I for this purpose) has a positive value, the 
Specified Rate plus three percentage points or, where Kt (taking no 
account of I for this purpose) has a negative value, the Specified Rate. 

 
In relation to the relevant years 2008/09 and 2009/10, the values of Tt-2, Q t-2, Mt-2 
and I shall be calculated by reference to the conditions as to airport charges 
imposed in relation to Gatwick airport in force at 31 March 2008.      
 

6. tTRIGGER  is the reduction in the maximum allowable charges when the airport has 
not achieved particular capital investment project milestones on time and shall be 
calculated as follows: 

tij

triggers
specified

April

March
tit TF.TMTRIGGER ∑ ∑=  

 

Where 

The Specified Triggers are set out in Table 1; and 

For any specified trigger i, in month j, in year t : 

If either:  

the relevant month is before or corresponds to the month specified as the 
“milestone month”; or 

the relevant month is after the month in which the “completion date” of the 
relevant project  takes place:   

Then:  
 

TFtij    =   0 
 

otherwise: 
 

TFtij    =   1 
 

where: 
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“Milestone Month” is defined for each project in Table 1; 
 

“Completion Date” has the meaning assigned to it by paragraph 8; and 
 

TMt i= Monthly Trigger Paymenti x  (PRICE INDEXt/PRICE INDEX2007/8). 
 

where  
 

“Monthly Trigger Payment” is defined for each relevant project in Table 1; 
and  

 
PRICE INDEX t is the average monthly value of the CHAW series of 
the retail price index for the 12 months from April to March in relevant 
year t. 

 

Table 1 

Trigger Project 
“Milestone 

Month” 
“Monthly Trigger 

Paymenti” 

North West Zone June 2010 £0.25 million  

North Terminal Check-in Extension November 2011 £0.30 million  

North terminal Reclaim Extension November 2011 £0.14 million  
Pier 7 January  2012 £1.01 million  

South Terminal Baggage January  2013 £0.53 million  
South terminal Check-in Environment June 2010 £0.10 million  

North Terminal Short Term Parking (MSCP6) April 2011 £0.14 million  

Inter terminal Transit System October 2010 £0.19 million  
South Terminal Forecourt June 2009 £0.26 million  

Pier 1 June 2010 £0.10 million  

 

7. Bt  is a bonus factor based on performance in respect of specified elements in 
relevant year t and shall be calculated as follows: 

[ ][ ]∑ ∑=
April

March
Elements
Specified

kjkjt )NT(BNS,)ST(BNSMIN,0MAXB  

Where: 

 “Specified Elements” are the elements set out in Table 2; and 

for each month j and “Specified Element” k: 
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( )
kk

kkj
kkj LPLUPL

LPL)ST(MP
.MAB.

12
1

STBNS
−

−
=  and 
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kkj
kkj LPLUPL
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.MAB.

12
1

NTBNS
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−
=  

 

For each “Specified Element” k,  LPLk , UPLk and MABk have the values 
assigned in Table 2. 

MP(ST)kj is the lesser of the upper performance limit for element k and the 
measured performance for element k in month j in South Terminal; and  

MP(NT)kj is the lesser of the upper performance limit for element k and the 
measured performance for element k in month j in North Terminal.    

Table 2 

 “Specified Element” Performance 
Metric 

Lower 
performance 
limit (LPLk) 

Upper 
performance 
limit (UPLk) 

Maximum annual 
bonus  (MABk) 

Departure lounge seat 
availability QSM 3.8 4.5 0.36 

Cleanliness QSM 4.0 4.5 0.36 
Way-finding QSM 4.1 4.5 0.36 

Flight information QSM 4.2 4.5 0.36 
Passenger sensitive 
equipment (general) 

Availability 99% of time 100% of time 0.40 

Arrivals reclaim (Baggage 
Carousels) 

Availability 99% of time 100% of time 0.40 

 

8. In this condition: 

“airport charges” has the meaning assigned to it by section 36(1) of the Airports Act 

1986; 

“airport operator” means the person for the time being having the management of 

Gatwick airport; 

“average revenue yield per passenger” means the revenue from airport charges levied 

in respect of relevant air services in the relevant year before any deduction of 
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unpublished discounts or payments under Service Level Agreements divided by the 

total number of passengers using Gatwick airport in the relevant  year; 

“Completion Date” is the date when in the judgement of the CAA the airport has 

achieved the criteria to be published from time to time by the CAA;  

“passenger using an airport” means a passenger joining or leaving an aircraft at 

Gatwick airport; 

“QSM” and “Availability” have the meanings from time to time published by the CAA. 

“qualifying security claim  per passenger” means the annual equivalent of the increase 

or decrease in security costs at Gatwick airport in the relevant year t-1, which arise as a 

result of a change in required security standards at that airport, as certified by the Civil 

Aviation Authority, divided by the number of passengers using the airport in that year; 

“relevant air services” means air services carrying passengers that join or leave an 

aircraft at Gatwick airport, including air services operated for the purpose of business or 

general aviation;   

“relevant year” means the period of twelve months ending with 31 March in each year; 

“RPIt-1” means the percentage change (whether of a positive or negative value) in the 

Retail Price Index between that published with respect to August in relevant year t-1 

and that published with respect to the immediately preceding August, and “RPIt-2” shall 

be construed accordingly; 

"Specified Rate" means the average of the Treasury Bill Discount Rate (expressed as 

an annual percentage interest rate) published weekly by the Bank of England, during 

the 12 months from the beginning of September in year t-2 to the end of August in year 

t-1.  
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GATWICK  CONDITION 2 

 
In each of the five consecutive years beginning on 1 April 2008 the operator of Gatwick 
Airport shall not levy airport charges in respect of air services that do not fall within the 
definition of relevant air services for the purposes of Condition 1 that are higher than are 
levied in respect of equivalent air services falling within that definition. 
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D. Public interest conditions 

CONDITIONS AS TO REBATES TO BE PAID BY HEATHROW AIRPORT LTD TO 
USERS WHERE QUALITY OF SERVICE FAILS TO MEET SERVICE STANDARDS IN 
ACCORDANCE WITH SECTION 46(2) OF THE AIRPORTS ACT 

 
WHEREAS the Competition Commission (“CC”) in the report to the Civil Aviation 
Authority (“CAA”) following a reference made by the CAA to the CC on 28 February 
2002 in respect of Heathrow Airport Limited (“HAL”) concluded that in failing to conduct 
themselves so as to make prices paid sufficiently reflect the level of service provided, 
HAL had pursued a course of conduct which may be expected to operate against the 
public interest such that the adverse effect of this conduct was that prices did not reflect 
the quality of service to the extent that would occur in a competitive market and in 
consequence that there was an absence of the financial incentive to provide the 
combination of price and quality of service that would obtain in a competitive market; 
 
AND WHEREAS the CC recommended that a condition be imposed that would require  
HAL to pay specified rebates to the airlines whenever their quality failed to meet 
specified standards as specified from time to time by the CAA; 
 
AND WHEREAS the CC recommended that such a condition should require HAL to 
arrange for regular independent audits of the Quality of Service Monitor methodology 
and of its application to ensure that it was in accord with best market research practice, 
and that the methodology was adequately implemented to make sure that samples 
accurately reflected the overall mix of passengers at all times of operation; 
 
AND WHEREAS the CC recommended that such auditor should be appointed by the 
CAA; 
 
AND WHEREAS the CAA duly imposed conditions on HAL to remedy or prevent the 
effects adverse to the public interest;    
 
AND WHEREAS the CC in the report to the CAA following a reference made by the CAA 
to the CC on 30 March 2007 in respect of HAL saw no reason to believe that there was 
any case for a relaxation of the current service quality condition and considered that it 
should continue in force and that some standards should be raised; 
 
AND WHEREAS the CC considered that HAL had displayed the same failings in the 
previous five years, in particular in failing to manage security queuing and queue times 
to avoid unacceptable delays to passengers and flights and consequently had not 
furthered the reasonable interests of the users of Heathrow; 
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AND WHEREAS the CC considered that these effects adverse to the public interest 
could be remedied or prevented by the extension and strengthening of the existing 
service quality conditions and/or by the imposition of equivalent new conditions;  
 
AND WHEREAS the CAA has had regard, as required by section 46(4) of the Airports 
Act 1986 (“the Act”), to the recommendations made by the Competition Commission as 
to the conditions by which the effects adverse to the public interest could be remedied or 
prevented; 
 
AND WHEREAS the CAA has powers to impose conditions on HAL as the operator of 
Heathrow Airport; 
 
NOW THEREFORE the CAA, in exercise of its powers and duties under section 46(2) of 
the Act hereby imposes the following conditions on HAL:- 
 

a) HAL shall pay specified rebates to airlines whenever its quality of service fails to 
meet specified service standards.  The specified service standards and rebates 
shall be as published from time to time by the CAA following consultation with 
HAL and its users. 

 
b) HAL shall maintain records of the actual quality of service and rebates made in 

such a form that performance could be independently audited against the 
standards published as above. 

 
c) HAL shall publish, monthly, on an easily accessible page on its website its 

performance against the specified service standards and details of the specified 
rebates paid and payable in respect of each terminal and for each category of 
service.  

 
d) HAL shall publish, monthly, through prominent displays in each of the terminals 

at Heathrow airport its performance against such specified services standards as 
the CAA shall from time to time nominate for the purpose of better informing 
passengers. 

 
e) HAL shall facilitate regular independent audits of the measurement and working 

of the service quality regime, including the QSM methodology.  Audits of the 
QSM should ensure that it is in accord with best market practice, and that the 
methodology is adequately implemented to make sure that samples reasonably 
reflect the overall mix of passengers.  The independent auditors for this purpose 
will be appointed by the CAA and shall report to the CAA. 

 
These conditions modify those imposed in Appendix 1 of the CAA’s decision of February 
2005. They shall take effect on 1 April 2008 and shall continue in force until 31 March 
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2013 unless, before that date, they are modified or withdrawn.  The conditions may be 
extended beyond 31 March 2013 in accordance with section 51(2) of the Act. 
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CONDITIONS AS TO THE COST INFORMATION AVAILABLE TO USERS IN 
RESPECT OF HEATHROW AIRPORT LTD IN ACCORDANCE WITH SECTION 46(2) 
OF THE AIRPORTS ACT 1986 

 
WHEREAS the Monopolies and Mergers Commission (“MMC”) in the report made to the 
Civil Aviation Authority (“CAA”) following a reference made by the CAA to the MMC on 
13 December 1990 in respect of Heathrow Airport concluded that the provision to users 
of inadequate information on the costs or other bases for charges of a number of 
services and facilities for airlines, tenants and licensees by Heathrow Airport Limited 
("HAL") had pursued a course of conduct which may be expected to operate against the 
public interest; 
 
AND WHEREAS the MMC specified in the report that the CAA should impose conditions 
to require HAL to provide on an annual basis or at the time of each price increase 
information to the CAA and users on the detailed costs or other factors on which such 
charges are based; 
 
AND WHEREAS the CAA had regard, as required by section 46(4) of the Airports Act 
1986 (“the Act”), to the recommendations made by the MMC as to the conditions by 
which the effects adverse to the public interest could be remedied or prevented; 
 
AND WHEREAS the CAA imposed a condition on HAL on 18 November 1991; 
 
NOW THEREFORE the CAA, in exercise of its duties under section 46(2) of the Act 
hereby imposes the following modified conditions on HAL:- 
 

1. By 31 December 2008 and by 31 December in each subsequent year HAL shall 
inform the CAA of the system used by it to allocate costs to non-airport charges 
activities.  HAL shall make any amendments to its cost allocation system if so requested 
by CAA by 31 March prior to each charging year commencing on 1 April. 

2 By 31 December 2008 and by 31 December in each subsequent year HAL shall 
provide to the CAA statements of actual costs and revenues in respect of each of the 
facilities specified in paragraph 7 for the year ending the previous 31 March. 

3. Each year HAL shall provide to the CAA and to users or organisations 
representing users of the specified facilities prior to implementing any price changes a 
statement of the pricing principles for each item charged.  

4. Each year including the current year HAL shall provide the CAA and users or 
their representatives the assumptions and relevant cost information adequate to verify 
that the charges derive from the application of the pricing principles. 
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5. Where the costs stated by HAL to be in connection with a particular charge vary 
from those provided in the Profit Centre Reports supplied to the CAA, HAL shall provide 
to the CAA and to users or their representatives a reconciliation with detailed reasons for 
such differences. 

6. Where charges for the specified facilities are not established in relation to cost 
HAL shall provide to the CAA and to users or their representatives a statement of the 
principles on the basis of which the charges have been set with full background 
information as to the calculation of such charges including statements of any 
comparables used. 

7. Where in respect of any year forecast revenue for any of the specified facilities 
differs from that forecast for the purposes of the price control review for the period 1 April 
2008 to 31 March 2013 (as specified by the CAA99), HAL shall provide to the CAA and to 
users or their representatives detailed reasons for the differences. 

8. The specified facilities are: check-in desks (including facilities provided for self 
service check-in), baggage systems, other desk licences, staff car parking, staff ID 
cards, fixed electrical ground power, hydrant refuelling, airside parking, airside licences, 
cable routing, maintenance, heating and utility services, and facilities for bus and coach 
operators. 

9. These modified conditions shall take effect from 1 April 2008 and shall continue 
in force until 31 March 2013 unless before that date they are modified or withdrawn. The 
conditions may be extended beyond 31 March 2013 in accordance with section 51(2) of 
the Airports Act 1986. 

                                                 
99 In Table 6.3 of Airport Regulation: Economic Regulation of Heathrow and Gatwick Airports 2008 - 2013 - 
CAA decision, March 2008 
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CONDITIONS AS TO THE USE OF EMPLOYMENT AGENCY STAFF AT HEATHROW 
AIRPORT IN ACCORDANCE WITH SECTION 46(2) OF THE AIRPORTS ACT 1986. 

 
WHEREAS the Monopolies and Mergers Commission (“MMC”) in the report made to the 
Civil Aviation Authority (“CAA”) following a reference made by the CAA to the MMC on 
11 December 1995 in respect of Heathrow Airport concluded that by imposing 
quantitative restrictions on the use of employment agency staff Heathrow Airport Limited 
("HAL") had pursued a course of conduct which may be expected to operate against the 
public interest; 
 
AND WHEREAS the MMC specified in the report that the CAA should impose conditions 
to require HAL not to impose any quantitative restriction on the use of agency staff; 
 
AND WHEREAS the CAA has had regard, as required by section 46(4) of the Airports 
Act 1986 (“the Act”), to the recommendations made by the MMC as to the conditions by 
which the effects adverse to the public interest could be remedied or prevented; 
 
NOW THEREFORE the CAA, in exercise of its duties under section 46(2) of the Act, 
hereby imposes the following condition on HAL:- 
 

(a) HAL shall not impose any quantitative restrictions on the use of agency staff 
employed by airlines. 

 
(b) HAL shall take measures to ensure that agency staff employed by airlines are 

appropriately screened, trained, controlled and supervised. 
 
These conditions, which took effect on 1 November 1996, shall continue in force until 31 
March 2013 unless, before that date, they are modified or withdrawn.  The conditions 
may be extended beyond 31 March 2013 in accordance with section 51(2) of the Act. 
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CONDITIONS AS TO THE PROVISION OF INFORMATION DESKS AT HEATHROW 
AIRPORT IN ACCORDANCE WITH SECTION 46(2) OF THE AIRPORTS ACT 1986. 

 
WHEREAS the Monopolies and Mergers Commission (“MMC”) in the report made to the 
Civil Aviation Authority (“CAA”) following a reference made by the CAA to the MMC on 
11 December 1995 in respect of Heathrow Airport concluded that the refusal by 
Heathrow Airport Limited ("HAL") to allow information desks in airside departure lounges 
in a position acceptable to airlines, other than at rents which reflect commercial income 
foregone, has been a course of conduct pursued by HAL which has operated and might 
be expected to operate against the public interest; 
 
AND WHEREAS the MMC specified in the report that the CAA should impose conditions 
to require HAL to allow at least one information desk in the airside departure lounge of 
each Terminal to be located in a position acceptable to the majority of airlines (or in the 
event of dispute as resolved by the CAA) to be operated jointly by the airlines or by HAL 
on their behalf, at the standard charges currently levied on information desks with no 
reference to commercial income foregone; 
 
AND WHEREAS the CAA has had regard, as required by section 46(4) of the Airports 
Act 1986 (“the Act”), to the recommendations made by the MMC as to the conditions by 
which the effects adverse to the public interest could be remedied or prevented; 
 
NOW THEREFORE the CAA, in exercise of its duties under section 46(2) of the Act, 
hereby imposes the following conditions on HAL:- 
 

(a) HAL shall not unreasonably refuse requests from airlines to provide 
information desks in the airside departure lounge of each terminal at 
Heathrow Airport. 

 
(b) HAL shall allow at least one information desk to be provided in each airside 

departure lounge of each Terminal at Heathrow Airport at a location which 
meets the reasonable needs of airlines using the relevant terminal. 

 
(c) Where the number of information desks is limited by HAL, HAL shall take 

measures to ensure that as far as is reasonably practicable, the information 
available to passengers is comprehensive and unbiased. 

 
(d) The charge for an information desk provided in accordance with this condition 

shall be established by HAL at the standard rate for information desks located 
elsewhere at Heathrow Airport. 
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These conditions, which took effect on 1 November 1996, shall continue in force until 31 
March 2013 unless, before that date, they are modified or withdrawn.  The conditions 
may be extended beyond 31 March 2013 in accordance with section 51(2) of the Act. 
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CONDITIONS AS TO REBATES TO BE PAID BY GATWICK AIRPORTS LIMITED TO 
USERS WHERE QUALITY OF SERVICE FAILS TO MEET SERVICE STANDARDS IN 
ACCORDANCE WITH SECTION 46(2) OF THE AIRPORTS ACT 1986. 

 
WHEREAS the Competition Commission (“CC”) in the report to the Civil Aviation 
Authority (“CAA”) following a reference made by the CAA to the CC on 28 February 
2002 in respect of Gatwick Airport Limited (“GAL”) concluded that in failing to conduct 
themselves so as to make prices paid sufficiently reflect the level of service provided, 
GAL had pursued a course of conduct which may be expected to operate against the 
public interest such that the adverse effect of this conduct was that prices did not reflect 
the quality of service to the extent that would occur in a competitive market and in 
consequence that there was an absence of the financial incentive to provide the 
combination of price and quality of service that would obtain in a competitive market; 
 
AND WHEREAS the CC recommended that a condition be imposed that would require 
GAL to pay specified rebates to the airlines whenever their quality failed to meet 
specified standards as specified from time to time by the CAA; 
 
AND WHEREAS the CC recommended that such a condition should require GAL to 
arrange for regular independent audits of the Quality of Service Monitor methodology 
and of its application to ensure that it was in accord with best market research practice, 
and that the methodology was adequately implemented to make sure that samples 
accurately reflected the overall mix of passengers at all times of operation; 
 
AND WHEREAS the CC recommended that such auditor should be appointed by the 
CAA; 
 
AND WHEREAS the CAA duly imposed conditions on GAL to remedy or prevent the  
effects adverse to the public interest;    
 
AND WHEREAS the CC in the report to the CAA following a reference made by the CAA 
to the CC on 30 March 2007 in respect of GAL saw no reason to believe that there was 
any case for a relaxation of the current service quality condition and considered that it 
should continue in force and that some standards should be raised; 
 
AND WHEREAS the CC considered that GAL had displayed the same failings in the 
previous five years, in particular in failing to manage security queuing and queue times 
to avoid unacceptable delays to passengers and flights and consequently had not 
furthered the reasonable interests of the users of Gatwick; 
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AND WHEREAS the CC considered that these effects adverse to the public interest 
could be remedied or prevented by the extension and strengthening of the existing 
service quality conditions and/or by the imposition of equivalent new conditions;  
 
AND WHEREAS the CAA has had regard, as required by section 46(4) of the Airports 
Act 1986 (“the Act”), to the recommendations made by the Competition Commission as 
to the conditions by which the effects adverse to the public interest could be remedied or 
prevented; 
 
AND WHEREAS the CAA has powers to impose conditions on GAL as the operator of 
Gatwick Airport; 
 
NOW THEREFORE the CAA, in exercise of its powers and duties under section 46(2) of 
the Act, hereby imposes the following conditions on GAL:- 
 

(a) GAL shall pay specified rebates to airlines whenever its quality of service fails 
to meet specified service standards.  The specified service standards and 
rebates shall be as published from time to time by the CAA following 
consultation with GAL and its users. 

 
(b) GAL shall maintain records of the actual quality of service and rebates made 

in such a form that performance could be independently audited against the 
standards published as above. 

 
(c) GAL shall publish, monthly, on an easily accessible page on its website its 

performance against the specified service standards and details of the 
specified rebates paid and payable in respect of each terminal and for each 
category of service.  

 
(d) GAL shall publish, monthly, through prominent displays in each of the 

terminals at Gatwick airport its performance against such specified services 
standards as the CAA shall from time to time nominate for the purpose of 
better informing passengers. 

 
(e) GAL shall facilitate regular independent audits of the measurement and 

working of the service quality regime, including the QSM methodology.  
Audits of the QSM should ensure that it is in accord with best market practice, 
and that the methodology is adequately implemented to make sure that 
samples reasonably reflect the overall mix of passengers.  The independent 
auditors for this purpose will be appointed by the CAA and shall report to the 
CAA. 
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These conditions modify those imposed in Appendix 2 of the CAA’s decision of February 
2005. They shall take effect on 1 April 2008 and shall continue in force until 31 March 
2013 unless, before that date, they are modified or withdrawn.  The conditions may be 
extended beyond 31 March 2013 in accordance with section 51(2) of the Act. 
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CONDITIONS AS TO THE COST INFORMATION AVAILABLE TO USERS IN 
RESPECT OF GATWICK AIRPORT LTD IN ACCORDANCE WITH SECTION 46(2) OF 
THE AIRPORTS ACT 1986 

 
WHEREAS the Monopolies and Mergers Commission (“MMC”) in the report made to the 
Civil Aviation Authority (“CAA”) following a reference made by the CAA to the MMC on 
13 December 1990 in respect of Gatwick Airport concluded that the provision to users of 
inadequate information on the costs or other bases for charges of a number of services 
and facilities for airlines, tenants and licensees by Gatwick Airport Limited ("GAL") had 
pursued a course of conduct which may be expected to operate against the public 
interest; 
 
AND WHEREAS the MMC specified in the report that the CAA should impose conditions 
to require GAL to provide on an annual basis or at the time of each price increase 
information to the CAA and users on the detailed costs or other factors on which such 
charges are based; 
 
AND WHEREAS the CAA  had regard, as required by section 46(4) of the Airports Act 
1986 (“the Act”), to the recommendations made by the MMC as to the conditions by 
which the effects adverse to the public interest could be remedied or prevented; 
 
AND WHEREAS the CAA imposed a condition on GAL on 18 November 1991; 
 
NOW THEREFORE the CAA, in exercise of its duties under section 46(2) of the Act 
hereby imposes the following modified conditions on GAL:- 
 

1. By 31 December 2008 and by 31 December in each subsequent year GAL shall 
inform the CAA of the system used by it to allocate costs to non-airport charges 
activities.  GAL shall make any amendments to its cost allocation system if so requested 
by CAA by 31 March prior to each charging year commencing on 1 April. 

2 By 31 December 2008 and by 31 December in each subsequent year GAL shall 
provide to the CAA statements of actual costs and revenues in respect of each of the 
facilities specified in paragraph 7 for the year ending the previous 31 March. 

3. Each year GAL shall provide to the CAA and to users or organisations 
representing users of the specified facilities prior to implementing any price changes a 
statement of the pricing principles for each item charged.  

4. Each year including the current year GAL shall provide the CAA and users or 
their representatives the assumptions and relevant cost information adequate to verify 
that the charges derive from the application of the pricing principles. 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Annex D – Public interest conditions  235

5. Where the costs stated by GAL to be in connection with a particular charge vary 
from those provided in the Profit Centre Reports supplied to the CAA, GAL shall provide 
to the CAA and to users or their representatives a reconciliation with detailed reasons for 
such differences. 

6. Where charges for the specified facilities are not established in relation to cost 
GAL shall provide to the CAA and to users or their representatives a statement of the 
principles on the basis of which the charges have been set with full background 
information as to the calculation of such charges including statements of any 
comparables used. 

7. Where in respect of any year forecast revenue for any of the specified facilities 
differs from that forecast for the purposes of the price control review for the period 1 April 
2008 to 31 March 2013 (as specified by the CAA100), GAL shall provide to the CAA and 
to users or their representatives detailed reasons for the differences. 

8. The specified facilities are: check-in desks (including facilities provided for self 
service check-in), baggage systems, other desk licences, staff car parking, staff ID 
cards, fixed electrical ground power, hydrant refuelling, airside parking, airside licences, 
cable routing, maintenance, heating and utility services, and facilities for bus and coach 
operators. 

9. These modified conditions shall take effect from 1 April 2008 and shall continue 
in force until 31 March 2013 unless before that date they are modified or withdrawn. The 
conditions may be extended beyond 31 March 2013 in accordance with section 51(2) of 
the Airports Act 1986. 

                                                 
100 In Table 6.4 of Airport Regulation: Economic Regulation of Heathrow and Gatwick Airports 2008 - 2013 - 
CAA decision, March 2008 
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E. Regulatory Policy Statement 

Part 1: The CAA’s February 2003 statement on future regulatory policy 

E.1 The CAA’s views on future regulatory policy contained in chapter 6 of its 
February 2003 decision document covered: 

• the calculation of the starting RAB and roll forward to Q5; 

• future regulatory policy on claw-backs; 

• section 41 of the Airports Act and the wider role of the CAA; 

• non-regulated charges; 

• BAA financial policy; 

• aerodrome congestion; 

• surface access projects and regulated airport charges; and 

• a number of issues under the heading of the CAA’s long-term regulatory 
approach, including a greater role for output-based incentives, the 
treatment of initial costs of runway development and the scope for greater 
strategic engagement between airports and their users. 

E.2 Elsewhere in the February 2003 decision document, the CAA made a number of 
other important statements about the following key aspects of the regulatory 
framework: 

• single till, i.e. the definition of the cost base; 

• stand-alone regulation of each of the BAA airports; and 

• the cost of capital. 

E.3 The CAA’s policy in the areas listed in the paragraphs above - and how it has 
subsequently been applied – is covered in the remainder of Part 1. 

Calculation of the starting RAB and roll forward to Q5 

E.4 Chapter 6 and Annex 6.1 and 6.2 of the February 2003 decision contained a 
description of how the CAA intended the starting RABs at Heathrow and Gatwick 
to be calculated, and how they should be rolled forward to Q5.  The CAA noted 
that: 
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• it did not accept BAA’s then view that the RAB should be underpinned by 
an asset register valued on a consistent basis with the methodology for 
valuing the RAB (i.e. uplifted by RPI and new investment, but depreciated 
over the accounting life of the asset); 

• in accordance with widely accepted practice in UK regulation, the RAB 
should act as a unit of regulatory value and as such need not correspond 
to statutory asset values; and 

• it would roll forward the RAB to Q5 on the basis of the projected 
depreciation underpinning the Q4 price cap determination. 

E.5 The CAA also proposed that the advancement of revenue at Heathrow from Q5 
to Q4 should be given effect through a reduction in the  RAB, and identified the 
pricing profile adjustment element of the depreciation projection 101.  The CAA 
made plain that it intended that the precedent set at this review be followed, with 
the advancement being notionally ‘unwound’ over Q5 (although this was without 
prejudice to other matters that may be taken into account in determining the 
appropriate profiling of returns in Q5 and beyond). 

E.6 The CAA has set the starting – or opening – RABs at Heathrow and Gatwick for 
Q5 in accordance with the policies set out in the February 2003 decision.  In 
particular, the CAA has ‘unwound’ the Heathrow revenue advancement by 
deducting from allowed revenues the revenue that was advanced into Q4 from 
Q5.  

Future regulatory policy on claw-backs 

E.7 The CAA stated that it could not give definitive guidance on the future treatment 
of claw-backs.  However, its general policy was that claw-backs were highly 
undesirable and undermined the incentive properties of price cap regulation.  
The CAA went on to say that, providing BAA followed best practice management 
and operated pro-actively the enhanced information disclosure and consultation 
agreement102, consulting effectively with well-informed users, the CAA could see 
no good reason for disallowing capital expenditure at the next review. 

E.8 In the event, the CAA assessed a range of evidence on whether this two-
pronged test had been met in Q4, including: 

                                                 
101 Economic Regulation of BAA Airports (Heathrow, Gatwick and Stansted) 2003-2008, CAA decision, 
February 2003, Annex 5  
102 This agreement (known as the Annex 4 agreement) is contained in Annex 4 of Economic Regulation of 
BAA Airports (Heathrow, Gatwick and Stansted) 2003-2008, CAA decision, February 2003. 
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• a report commissioned by the airlines from technical consultants on the 
cost efficiency and benchmarking of Heathrow’s capital investment 
programme; 

• a review commissioned by the CAA of the airports’ performance in 
fulfilling the Annex 4 agreement; 

• the outputs of constructive engagement; and 

• the observed and reported evidence on BAA’s performance during Q4 in 
delivering major capital investment programmes at Heathrow and, to a 
lesser degree, at Gatwick. 

E.9 Based on this assessment, and taking into account the analysis conducted by 
the Competition Commission, all of BAA’s capital expenditure during Q4 has 
been rolled into the Heathrow and Gatwick Q5 opening RABs103.   

Section 41 and the wider role of the CAA 

E.10 The CAA committed to consulting on the processes and policies for 
implementing section 41 of the Airports Act 1986, and the related wider role of 
the CAA. 

E.11 Taking into account the EU Modernisation Regulation104 (which came into force 
in 2004), and after having developed a draft revised Memorandum of 
Understanding (MoU) with the Office of Fair Trading, the CAA duly consulted in 
December 2005 on the processes and policies that it intended to apply to 
section 41 cases105.  In the light of comments received – and after further 
discussions with the OFT and the Department for Transport – the CAA published 
its final policy and processes, along with an agreed MoU with the OFT, in 
December 2006106. 

Non-regulated charges 

E.12 The CAA reported that the Competition Commission had recommended that the 
CAA adopt the suggestion made by BAA of an undertaking to limit the increase 

                                                 
103 However, certain expenditure that was incurred in the final year of Q4, and was not disclosed to the CAA 
until late in the Q5 review process, was included in the RAB with the clear caveat that it had not been 
reviewed for its efficiency, and that the CAA would expect its efficiency to be considered as part of the Q6 
regulatory review. 
104 Modernisation of EC antitrust enforcement rules as implemented by Council Regulation of 16 December 
2002 on the implementation of the rules on competition laid down in Articles 81 and 82 of the EC Treaty, 
1/2003/EC 
105 The CAA’s use of section 41 of the Airports Act 1986 – a consultation document, CAA, December 2005 
106 The CAA’s use of section 41 of the Airports Act 1986 – the CAA’s policy and processes, CAA, December 
2006 
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in revenues per passenger from non-regulated charges to RPI.  However, the 
CAA explained that, in the absence of a formal public interest finding, it could not 
impose conditions upon the airports, nor could it enforce any undertakings given 
by BAA.  In practice, therefore, it could only intervene between price control 
reviews following an investigation under section 41 of the Airports Act 1986. 

E.13 Nevertheless, the CAA clarified that it would regard the treatment of non-
regulated charges as falling within the scope of enhanced information disclosure 
(i.e. the Annex 4 agreement).  In addition, it warned that should the introduction 
of a voluntary undertaking prove unsuccessful, there remained the option for Q5 
of creating a direct link between non-airport charges and the price cap.  The 
CAA also indicated that it would be prepared to use its powers under section 73 
of the Airports Act 1986 to obtain information from the airports in pursuit of its 
section 39 duties. 

E.14 In terms of performance in Q4, in the absence of an undertaking in respect of 
non-regulated charges and any complaint under section 41, the CAA has simply 
monitored non-regulated charges at Heathrow and Gatwick107.  Looking forward 
into Q5, the questions as to the terms on which BAA will provide non-regulated 
services have been taken forward as part of the constructive engagement 
process.  In the course of these discussions, BAA has shared its projections of 
non-regulated charges, without the need for the CAA to invoke section 73 of the 
Airports Act 1986, and has agreed (at Heathrow) the basis for setting and 
varying the non-regulated charges from those projected (discussions at Gatwick 
are ongoing).   

BAA financial policy 

E.15 In its February 2003 decision document, the CAA clearly stated its view that BAA 
and its financiers should be held accountable for their decisions to adopt any 
particular financing arrangements: users should not be expected to carry these 
risks.  It went on to state that price caps would be set on the basis of regulatory 
fundamentals, and not in order to accommodate any particular financing 
arrangement adopted.  The CAA added that it would expect this general 
approach also to apply to any application for an interim review of the price caps.  

E.16 The CAA’s attitude towards BAA’s financial policy was a matter of considerable 
interest at the time of the bids for, and subsequent acquisition of, BAA plc.  In 
order to address this heightened level of interest, the CAA issued two 
statements (in February108 and May109 2006).  These statements made explicit 

                                                 
107 For details of non-regulated charges at Heathrow and Gatwick see paragraphs 13.3 to 13.9 of the CAA’s 
December 2006 initial proposals document. 
108 Possible offer for BAA plc: Statement by the UK Civil Aviation Authority, CAA, February 2006 
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that the CAA’s extant regulatory policy was that it would set caps according to its 
statutory duties, and not in order to accommodate any particular financial 
arrangements, and that since the choice of financing arrangements was a matter 
for the airports’ management and shareholders, the risks associated with them 
should be borne by shareholders and lenders, and not by users. 

E.17 In conducting the Q5 review, the CAA has maintained this policy, with the 
proposed price caps for Heathrow and Gatwick allowing for financing costs that 
enable the airports to finance their respective investment programmes whilst at 
the same time comfortably maintaining an investment grade credit rating.  In 
doing so, the CAA has continued to assume that debt and equity finance are 
procured through traditional corporate, rather than highly leveraged or 
structured, financing, i.e. without offering assets as security to investors.  The Q5 
Heathrow and Gatwick price controls therefore explicitly do not reflect the 
particular financial arrangements that have been (or may be) entered into by 
BAA and/or Airport Development & Investment Limited (ADI).  

E.18 In order to prevent the risks associated with the particular financial arrangements 
from being transmitted to users through channels other than price (e.g. 
investment), as part of the Q5 review, the CAA also: 

• welcomed the OFT’s UK airports market study, and the Competition 
Commission’s subsequent market investigation into the supply of services 
by BAA.  The Competition Commission’s market investigation can be 
expected to identify and, if appropriate, remedy any features of the 
relevant airports market(s) which prevent, restrict or distort competition.  
Any resulting increase in competitive pressure on the airports could in turn 
increase the incentive to safeguard service quality and/or investment lest 
airlines and/or passengers take their custom elsewhere; 

• considered whether it would make sense (and be practical) to tie a greater 
proportion of revenues to the investment programme, or to increase the 
payments that airports make to users in the event that service quality 
declined; and 

• considered whether there should be any refinement of the current policy 
in respect of claw-backs, so as to signal clearly that the CAA would 
expect to act to claw-back allowed returns in the event that the investment 
programme was not genuinely pursued, and that this could not be fully 
justified by reference to operational or related business reasons, but 
rather had its origins in the particular financial arrangements that had 

                                                                                                                                                 
109 Airports Review – Policy Update, CAA, May 2006 
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been put in place.  (More details on this policy are provided in the section 
below on dealing with the airports’ financial arrangements.)  

Aerodrome congestion 

E.19 The CAA indicated that it would monitor BAA’s performance on aerodrome 
delays both in terms of assessing the effectiveness of the service quality term 
addressing this issue and the air traffic movement incentive, when in effect. 

E.20 The CAA duly developed proposals for implementing an incentive on aerodrome 
congestion through a working group that included BAA, airlines and NATS.  The 
CAA published a report based on the work of this working group in February 
2005 and proposals for an aerodrome congestion term in November 2005.   
Following further consultation, the CAA added the aerodrome congestion term to 
the existing Standards and Rebates scheme with effect from 1 April 2006.  
Under this term, both Heathrow and Gatwick are required to pay rebates to 
airlines when material events occur which are the responsibility of the airport or 
of its contractual agents and which cause a significant operational impact in 
terms of the number of movements lost or deferred.  

E.21 It should be noted that the aerodrome congestion term differed in scope from the 
service quality term that the CAA had originally proposed.  Originally, the CAA 
had in mind a service quality term based on recorded delays.  However, the CAA 
focused the term on the efficient use of aerodrome capacity, as further 
investigation showed that much of the delay at airports could not be determined 
by the performance of the airport operator. 

E.22 A consequence of this change of approach was that the CAA decided not to give 
effect to an air traffic movement incentive at Heathrow.  This was because in the 
absence of a wider delay-based service quality term, an air traffic movement 
incentive might serve simply to encourage more air traffic movements, but at the 
expense of increases in holding delay.  

Surface access projects and regulated airport charges 

E.23 In its February 2003 decision document, the CAA confirmed that it expected the 
designated BAA airports to provide a clear demonstration that significant new 
surface access projects that were proposed to be funded in part by regulated 
airport charges could be expected to generate benefits in excess of their costs in 
terms of the objectives in the Airports Act 1986 compared to the next best 
alternative, before the CAA would incorporate that part of a project’s costs in the 
cost base for the purpose of setting regulated airport charges. 
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E.24 Recognising that it may be desirable to provide even greater certainty as to the 
circumstances in which surface access costs would be incorporated into price 
controls, in December 2005 the CAA consulted on more detailed criteria against 
which the costs of surface access could be assessed.110  In May 2006, the CAA 
welcomed broad support from passengers, some airlines, airports and 
Government, for its approach.  In doing so, however, the CAA pointed out that it 
did not need to be prescriptive in this area; ultimately, it would be for the airport 
operator to present to the CAA the evidence available to it in support of any 
proposals to include surface access costs within the single till.  This remains the 
position. 

The CAA’s long-term regulatory approach 

E.25 In its February 2003 decision document, the CAA made three additional 
statements about its intended long-term regulatory approach: 

• that the CAA would continue to review for the future the prospects for 
output-based incentives linked to their incremental value and incremental 
cost; 

• that – while the potential costs of initiating new runway capacity were 
explicitly excluded from the Q4 price control decision – the CAA would be 
willing to consider proposals from BAA as to how any such investments 
should be handled consistent with the Airports Act 1986; and 

• that the CAA would continue to work with market participants to assist 
better longer-term strategic engagements between the airports and users. 

E.26 In line with the Competition Commission’s advice during the Q4 price control 
review, the CAA has not pursued the incremental cost/value-based incentives in 
the form promoted by the CAA at that time.  That said, as part of the Q5 airports 
review, the CAA has developed, and consulted on, criteria 111 against which to 
assess whether financial incentives on investment and/or service quality should 
be introduced.  As part of the same review, the CAA has taken steps to tie a 
greater proportion of revenues to the investment programme, and to increase 
the payments that airports make to users in the event that service quality 
declined.  (More details on this policy are provided in chapters 12 and 13 on 
service quality and capital investment triggers respectively.) 

                                                 
110 The criteria are summarised in paragraph 6.21, and explained in more detail in Annex D, of Airports 
review – policy issues: a consultation paper, CAA, December 2005. 
111 See paragraph 19.14 of the CAA’s December 2006 initial proposals document. 
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E.27 In July 2005, the CAA consulted on a number of options for the regulatory 
treatment of preliminary expenditure on the development of new runway 
capacity at Stansted airport112.  Having received substantial representations on 
the issues raised in that consultation, the CAA published a document in March 
2006 stating that it would not consult further at that stage, but instead consider 
the matter as part of the Q5 airports price control review.  In its December 2006 
initial proposals, the CAA proposed addressing the issues arising at Stansted – 
including the treatment of preliminary expenditure – rather differently from the 
way that BAA envisaged.  In particular, having undertaken detailed analysis of 
the market in which Stansted operates – and the effect of regulation on the 
conduct of the airport and its users – the CAA asked Government to consider 
the case for de-designating Stansted airport.  The Government subsequently 
confirmed that it would consider de-designation of Stansted.  In spring 2007, the 
Government consulted113 – and subsequently decided114 – on criteria for 
designation and de-designation.  Since then, the Government sought and 
consulted115 on advice from the CAA that Stansted airport should be de-
designated.  In January 2008, the Secretary of State announced her decision 
that Stansted airport should remain designated.  Shortly afterwards, the CAA 
launched a consultation on the framework and options for price control 
regulation at Stansted for the five years from 1 April 2009.  

E.28 Shortly after completing the most recent airports reviews, the CAA initiated a 
‘lessons learned’ exercise out of which emerged proposals for more structured 
dialogue between designated airports and their users.  The subsequent 
airline/airport dialogue – known as constructive engagement – has been 
effective at providing outputs for use in setting price controls at Heathrow and 
Gatwick.  The CAA is now looking to market participants to embed constructive 
engagement into their ongoing commercial relationships.  (More details on this 
are provided in chapter 8 on capital expenditure and Annex G). 

Single till – definition of the cost base 

E.29 In its February 2003 decision document, the CAA reported its conclusion that – 
in the circumstances at the time, inc luding the fact that the Competition 
Commission did not accept the CAA’s view on the dual till and that airline users 
were universally opposed to its introduction – it would best be able to meet its 

                                                 
112 The CAA received no proposals from BAA in respect of investments at Heathrow and Gatwick airport.  
113 Consultation on proposed designation and de-designation criteria for airports, Department for Transport, 
February 2007 
114 Decision on proposed designation and de-designation criteria for airports, Department for Transport, May 
2007 
115 Consultation on the status of Stansted Airport, Department for Transport, July 2007 
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statutory duties by setting the price caps for Q4 consistent with a single till 
approach. 

E.30 In its December 2005 policy consultation, the CAA consulted on the view that its 
evolutionary approach to this review, the extensive discussion and analysis of 
the issue at the last (Q4) review and the resulting conclusions, mitigated against 
re-opening the debate over the introduction of a dual till.  Instead, it proposed 
that price caps for airport charges in Q5 be set on the basis of a single till.  In its 
May 2006 publication, the CAA confirmed its intention to continue to develop 
policies and price cap proposals consistent with its statutory duties within a 
single till framework. 

E.31 In its October 2007 advice to the CAA, the Competition Commission restated its 
main reasons for retaining the single till approach in the last (Q4) review, and 
stated that it had seen nothing to change its previous assessment of the issue.  
The Competition Commission therefore recommended that airport charges 
should continue to be set on a single till basis. 

Stand-alone regulation of each of the BAA airports 

E.32 In its February 2003 decision document, the CAA stated that the price caps for 
each airport were set in relation to that airport’s own market, assets and costs, 
without reference to the costs, assets or performance of the other BAA London 
airports, and that this should continue to be the case at future reviews.  The CAA 
also stated that, in order to modify its current view that stand-alone regulation 
should be adopted, the CAA would expect compelling evidence to demonstrate 
that users in aggregate were genuinely better off as a result, and that the impact 
was not unduly distortionary or discriminatory as regards other airports in the 
South East of England. 

E.33 The policy of stand-alone regulation was a matter of considerable interest in the 
run-up to, and period following, the Government’s 2003 White Paper116.  This led 
the CAA to re-affirm its policy of stand-alone regulation – subject to the 
qualification identified above – in March 2004117.  In December 2005, the CAA 
invited evidence that the adoption of a ‘public interest levy’ or other ‘system’ 
approach might be consistent with its statutory duties.  However, no substantive 
evidence emerged to support such a change in approach.  Accordingly, in its 
December 2006 initial proposals, the CAA confirmed that it had identified no 

                                                 
116 The Future of Air Transport, Department for Transport, December 2003 
117 CAA reaffirms approach to economic regulation of BAA's London Airports – a speech by Sir Roy 
McNulty, Chairman of the CAA, 10 March 2004 
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compelling evidence to cause it to consider reverting to ‘system regulation’ for 
the price control period 2008-2013, or beyond 118. 

E.34 In its October 2007 advice to the CAA, the Competition Commission also 
recommended that airport charges should be set separately for each airport and 
on the basis of the appropriate rate of return allowed for each airport rather than 
on a ‘system basis’. 

Cost of capital 

E.35 In its February 2003 decision document, the CAA noted that the main input to 
the cost of capital for a conventionally financed firm was the cost of equity.  It 
went on to say that, given the investment focus of the review and the 
Competition Commission’s recommendations, the CAA had adopted a figure for 
the cost of equity in the upper half o f the range, rather than the mid-point. 

E.36 In developing its proposals for Q5119, the CAA acknowledged the continuing 
relevance of the considerations that led the CAA and the Competition 
Commission to act in this way.  On that basis, the CAA proposed to adopt an 
equity beta assumption at the top end of the range proposed by its advisers, 
Europe Economics. 

E.37 In its October 2007 advice to the CAA, the Competition Commission also 
considered ‘Q4 uplifts’.  It stated that to the extent that Terminal 5 and Heathrow 
East Terminal (HET) posed additional systematic risk, not captured in the CAPM 
and WACC, it considered that the appropriate treatment was to choose a point 
estimate close to the top end of the range of the WACC, rather than to continue 
with an explicit uplift.  The Competition Commission added that this approach 
was consistent with the CAA’s price determination in Q4. 

                                                 
118 The CAA’s analysis of this issue is contained in Supporting Paper I – Separate regulation of airports – a 
policy paper by the CAA, December 2006. 
119 See paragraphs 18.62 and 18.63 of the CAA’s December 2006 initial proposals document. 
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Part 2: The CAA’s approach during Q5 and beyond 

E.38 The CAA’s current views on the policies that the CAA would expect to apply 
during Q5 and beyond are set out in this section. 

E.39 As noted above, the CAA’s current views assume a continuation of the current 
ownership structure of Heathrow and Gatwick airports, and the associated 
regulatory framework.  Were the ownership structure or the overarching 
regulatory framework to change during the course of the Q5, most obviously as 
a consequence of the current Competition Commission market investigation or 
any subsequent Government review of legislation, it is likely that regulatory 
policies pursued by the CAA would need to be reassessed.  This qualification 
applies to the remainder of Part 2 of the Regulatory Policy Statement. 

E.40 In order to minimise the uncertainty that surrounds regulatory changes, the CAA 
would currently envisage retaining – broadly unchanged – many of the features 
of its current regulatory policy at the Q6 price control review, and beyond.  In 
particular, the CAA would currently expect: 

• the Heathrow and Gatwick RABs to be rolled forward to the next review 
on the basis of capital expenditure additions (less net proceeds from 
disposals120) minus depreciation, where the depreciation in question 
would be that projected by the CAA as a component of its decision for the 
Q5 price controls, including any profiling adjustments; 

• to apply section 41 of the Airports Act in accordance with the process and 
policies set out in its December 2006 decision document; 

• that BAA and its financiers should be held accountable for the adoption of 
particular financing arrangements: users should not be expected to carry 
these risks, except to the extent that they are inherent in the notional 
financial structure assumed by the CAA in setting the price control; 

• that price caps will be set on the basis of regulatory fundamentals, and 
not in order to accommodate any particular financing arrangement 
adopted; 

• that this general approach (as set out in the previous two bullet points) 
would also apply to any application for an interim review of the price caps;  

                                                 
120 Full details of the formulae for rolling forward the RABs are set out in Annex F.  The CAA would expect 
the term ‘proceeds’ to refer to the market value of the asset net of costs which are both: (a) directly 
associated with the disposal (such as capital gains tax); and (b) not included in the price control projections. 
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• that, in presenting to the CAA the evidence in support of any proposals to 
include surface access costs within the single till, airport operators would 
have regard to the detailed criteria against which the costs of surface 
access could be assessed121; 

• Heathrow and Gatwick airports to continue to work with market 
participants to assist better and continuing longer-term strategic 
engagement between the airports and users 122; 

• that – subject to airports demonstrating the potential benefits that moving 
to dual till could bring, and without prejudice to any wider debate on the 
future framework of airport regulation – the single till will continue to be 
the basis on which Heathrow and Gatwick airports are price regulated; 
and 

• that the price caps for each airport will be set in relation to that airport’s 
own market, assets and costs, without reference to the costs, assets or 
performance of the other BAA airports. 

E.41 In respect of the cost of capital, the CAA would expect future assessments, 
including of the cost of equity, to strike an appropriate balance between 
reflecting changing circumstances and maintaining regulatory consistency so as 
to deliver investment required to meet users' needs. 

E.42 It is also necessary for regulatory policy to evolve to meet a number of specific 
future challenges including: 

• how any initial costs associated with the development of a third runway at 
Heathrow should be treated; 

• encouraging continuous improvement in the efficiency with which the 
airports are managed and in the way that quality services are delivered; 

• the efficiency of security arrangements and their resilience to unexpected 
changes in security requirements; 

• increasing emphasis on the consistent quality and resilience of service 
provided to passengers; 

                                                 
121 The criteria are summarised in paragraph 6.21, and explained in more detail in Annex D, of Airports 
review – policy issues: a consultation paper, CAA, December 2005. 
122 BAA has produced a revised version of the Annex 4 agreement for Q5 that builds on what has worked 
well, and tackles what has worked less well, in the process of constructive engagement, together with the 
recommendations contained in the Cotterill Review (Supporting Paper IX: Review of BAA’s Compliance With 
Annex 4 of CAA’s Decision of February 2003, Mr R. Cotterill, December 2006).  More details on  this are 
contained in chapter 8 and Annex G. 
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• the potential risks associated with the highly leveraged financial 
arrangements that have been (and will be) entered into by BAA and/or 
ADI; 

• uncertainty associated with cost changes, including any consequences for 
costs flowing out of the Competition Commission market investigation into 
the supply of airport services by BAA; 

• changing market circumstances, including the potential impact on 
Heathrow and Gatwick airports of the Competition Commission’s market 
investigation; and 

• potential changes in the UK and European airport regulatory frameworks.  

E.43 The CAA also sees benefit in stating more clearly the basis upon which the CAA 
would expect to treat in future a number of more specific issues, namely: 
pensions costs, construction price inflation, hotels and World Duty Free.  Each of 
the above topics is addressed in the remainder of this section. 

Treatment of any initial costs associated with the development of a third runway 
at Heathrow 

E.44 The CAA notes that there are a number of features of the CAA’s statutory duties 
– as set out in the current regulatory framework – which have implications for 
investment in a third runway at Heathrow.  In particular, the CAA has duties, 
amongst others, to promote the efficient, economic and profitable operation of 
UK airports and to encourage investment in new facilities at UK airports in time 
to satisfy users’ anticipated demands, i.e. economic and efficient investment that 
meets users’ interests, not just any investment.  Part of this involves the CAA 
considering the impact of investment at one airport on other rival airport 
operators, to the extent that Heathrow operates in competition with other UK 
airports. 

E.45 The CAA’s interpretation of its statutory duties is that: 

• the incremental benefits of expansion of Heathrow to its users should 
exceed the incremental costs borne by users; 

• the costs of the proposed development should be efficiently incurred, i.e. 
no greater than necessary to deliver the infrastructure which would 
support the proposed expansion; and  

• the impact of investment at a designated airport should not unreasonably 
prejudice feasible investments by rival UK airports, and the development 
of competition within the South East of England airport market.  (This 
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consideration is greater the stronger the competitive interaction between 
airports, and therefore probably has much more relevance to the 
development of Stansted airport, were Stansted to continue to be 
designated, than it does to Heathrow expansion.) 

E.46 As discussed in chapter 2, the CAA has decided to allow a return on forecast Q5 
expenditure of £639 million on the so-termed Project for the Sustainable 
Development of Heathrow (PSDH), and to provide some degree of certainty to 
BAA that the expenditure would ultimately be included in the RAB, subject to 
appropriate protection for users. 

E.47 The appropriate protection of users would take the form of ex post tests applied 
to the Q5 PSDH expenditure (both at the mid-quinquennial review and as part of 
the Q6 review) covering (i) best practice management, and (ii) effective 
consultation in line with the processes for enhanced information disclosure and 
consultation (set out in Annex G to this decision document).  In this respect, the 
CAA would expect the tests to be no different from those applied to other Q5 
capital expenditure. 

E.48 However, the CAA would also expect to apply a further ex post test to capital 
expenditure associated with Heathrow expansion, namely, to review whether the 
expenditure was necessary at the time it was incurred.  The CAA would currently 
expect decisions about whether expenditure was necessary (or not) to be taken 
by reference to the CAA’s statutory duties under the Airports Act. 

E.49 The CAA also notes that it would be open to BAA to charge beneath the cap to 
reflect savings arising from the absence of Government support for Heathrow 
expansion.  BAA might also wish to enter into other specific charging 
arrangements with airlines that deal with the possibility that Heathrow expansion 
takes place in a different way, or to a different timetable, from that envisaged, or 
does not take place at all. 

Service quality experienced by passengers 

E.50 As noted in chapter 12, the CAA has decided to double the penalties associated 
with certain elements of the Standards and Rebates Scheme that applies to 
Heathrow and Gatwick airports.  As part of this, the CAA has expanded the 
scheme to cover additional performance measures and to introduce bonuses to 
reward performance that is significantly above agreed standards, to encourage 
continuous improvement on a number of passenger-related services. 

E.51 The CAA believes that, while most of an airport operator’s returns will flow from 
the provision of capacity, a part of the return should reflect the management skill 
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and effort devoted to ensuring quality and resilience in the service provided to 
passengers. 

E.52 The CAA has decided to conduct two audits of the measurement of service 
quality during the course of Q5: an audit at the end of the first year to test 
whether the Quality of Service Monitor, security queuing and asset reliability 
measures continue to be fit for purpose in the light of the additional weight 
placed on them in the new scheme, and a second audit after four years of Q5 
timed to inform the review to set the price control for Q6.  The CAA reserves the 
right to commission further investigations and audit during Q5 of service quality 
measurement and performance if it considers that this would be warranted in 
light of the findings of its first service quality audit early in Q5. The CAA would 
also monitor the output of QSM compared to other international cross sectional 
surveys during Q5 to highlight whether any improvements or deterioration in the 
results in Q5 appear anomalous. 

E.53 The CAA would expect to collate information on airport service quality at 
Heathrow and Gatwick, and would then review what, if any, further 
improvements or enhancements should be made as part of the Q6 reviews.  
Though it would be inappropriate to prejudge the outcome of the Q6 review, the 
CAA currently expects the emphasis that it places on passenger service quality 
to increase, rather than decrease, over the course of Q5.  

E.54 In addition, the CAA has encouraged airlines – in their dealings with passengers 
at these airports – to examine whether there are ways in which the levels of 
service they provide (e.g. check-in queuing) can be publicised regularly, along 
with airport performance, so as to keep passengers informed of changes (for the 
better or worse). The CAA proposes to initiate work, involving the airport 
operators, airlines and other parties, which should lead to the publication of 
service levels achieved across the airport as a whole, to give users a holistic 
view of service levels, while also providing transparent data for the elements of 
service provided by each party. 

Mid-quinquennium capital expenditure review 

E.55 In view of continuing concern among many airlines regarding BAA’s recent 
performance in developing capital investment plans and consulting users on 
these, the CAA has decided to broaden the scope of the proposed mid-Q5 
capital investment review to include BAA’s performance on consultation (as per 
the revised agreement on information disclosure and consultation). The purpose 
of the review will be to provide greater evidence to inform the Q6 price control 
review; to provide a mid-term progress report on BAA’s consultation 
performance; and pointers for improvements which BAA and the airlines might 
make during the remainder of Q5. 
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E.56 The CAA intends that the mid-Q5 capital investment efficiency review would 
consider BAA’s progress on a number of specific issues which have been 
identified in previous capital expenditure reviews, including processes for setting 
cost benchmarks and measuring performance against them, setting risk 
allowances and the evolution of such over the life of a project, and the progress 
towards management of certain risks at a portfolio rather than project level. 

E.57 The CAA’s proposed scope for this review (subject to consultation early in Q5) 
is: 

• development and application of cost benchmarks to the Q5 capital 
investment plan and, prospectively, to the initial development of capital 
plans for Q6 and beyond; 

• application and evolution of risk allowances for projects; 

• progress in management of certain risks at airport investment portfolio 
rather than individual project level, and implications for setting future risk 
allowances; 

• BAA’s consultation performance against its revised agreement on 
information disclosure and consultation (Annex G to this decision 
document); and 

• at Heathrow, consultation on, and efficient delivery of, preliminary capital 
expenditure associated with the expansion of airport capacity via mixed 
mode operations and / or a third runway. 

E.58 The CAA anticipates consulting on the scope of the review in summer 2009, and 
then conducting the review between April and December 2010. 

Dealing with the risks of particular financial arrangements 

E.59 In June 2006, Airport Development & Investment Limited (ADI), a financial 
consortium led by Grupo Ferrovial SA, agreed the acquisition of BAA plc.  BAA’s 
shares were subsequently de-listed from the London Stock Exchange in August 
2006.  The acquisition was very largely financed through debt.  ADI had 
intended to put in place permanent financing later in 2007.  However, BAA 
announced in early October 2007 that the Competition Commission’s report to 
the CAA had negatively affected the effective implementation of the refinancing 
both in terms of timing and practicability, which commentators understood to 
mean that decisions on refinancing would be postponed until the Q5 review was 
completed in March 2008.  The permanent financing was expected to comprise 
substantial amounts of structured debt finance, with much of it securitised on 
designated airport assets. 
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E.60 The potential risks for users, in the absence of adequate protection from 
competition and/or regulation, were described in the CAA’s May 2006 policy 
update.  In particular, the CAA identified that: 

• higher levels of debt could reduce a company’s credit quality, which might 
cause the airports difficulty as they seek to raise new finance; 

• such financial arrangements could limit the headroom in credit quality to 
accommodate unexpected events, such as cost shocks, over the next five 
to ten years; and 

• any agreements entered into by a highly leveraged company that served 
to restrict its flexibility could potentially reduce the flexibility to carry out 
the investment users require. 

E.61 Unlike other economic regulators – which operate under regulatory regimes that 
can prevent regulated companies from entering into undesirable financial 
arrangements – the CAA operates within a much more restricted regime.  The 
regulatory regime for the airports sector contains no powers for the CAA to 
approve (or prohibit) changes in either ownership or financial structure. 

E.62 In view of this – and to some extent because of it – the CAA’s approach to 
protecting users from the risks associated with high leverage is not to seek to 
prevent a price-regulated airport (or airports) from adopting highly leveraged 
financial arrangements.   Instead, it is to adopt and apply regulatory policies that 
result in the risks associated with the particular financial arrangements adopted 
falling on airport operators and their investors, rather than users. 

E.63 This policy was made clear at the last review.  Moreover, at the last review, the 
CAA established a number of regulatory measures to put this policy into effect, 
including those set out in paragraph E.15 on BAA’s financial structure.  Such 
measures can be expected to protect users’ interests in terms of the price paid.  
However, the CAA also needs to consider the possibility that the risks of high 
leverage would be transmitted to users through lower service quality, or 
investment, than would otherwise be the case. 

E.64 As discussed in chapter 2, the risks of high leverage on service quality in the 
short term are likely to be relatively limited.  However, there is a clear risk that 
the lack of a substantial equity buffer could lead the airport operator (and its 
investors) to defer or scale down investment as a means of managing demand 
or cost pressures, the risks of which users pay the airport to bear. 

E.65 To prevent such risks being transmitted to users through channels other than 
price (e.g. investment), the CAA therefore: 
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• proposes to continue to support the market investigation by the 
Competition Commission, providing advice and information to assist the 
Commission in reaching solutions that effectively address those features 
of the market, if any, which the Commission deems to prevent, restrict or 
distort competition; 

• has decided to apply stronger ex ante financial incentives (termed capital 
expenditure triggers) on Heathrow and Gatwick to discharge their 
investment programmes; and 

• recognising the practical limitations on the extent to which ex ante 
financial incentives can be applied to BAA’s investment programme, 
would expect, at the Q6 review, to identify whether (and the extent to 
which) the level of investment during Q5123 has fallen short of that which 
might reasonably have been expected to have taken place had the 
airports adopted financial arrangements consistent with those assumed in 
setting the price control.  If the CAA has reasonable grounds to suspect a 
significant divergence attributable to financial causes as opposed to 
operational or related business reasons, it would expect to scrutinise in 
more detail the execution of the investment programmes at Heathrow and 
Gatwick, with a view to making retrospective (or ex post) adjustments for 
divergences between overall outturn capital expenditure, and that 
projected as part of the Q5 price controls, that could not be fully justified.  

E.66 The CAA recognises that to conduct an effective review of capital investment 
would require BAA to exhibit – and the CAA to review – detailed information on 
the investment plan, and its evolution over Q5, with supporting reasons.  Such a 
review would, for example, need to be sufficiently thorough to establish the 
causes of differences between outturn and projected expenditure (and the 
underlying reasons for those differences).  The causes of differences might 
include: 

• differences between actual and forecast inflation, RPI (or construction 
price inflation applied to capital expenditure projections); 

• changes in the scope of projects, including the merging of projects and 
the replacement of projects with different projects; 

• changes in the phasing of projects, i.e. the deferral and/or advancement 
of projects; 

                                                 
123 In practice, this assessment might only apply to the first three or four years of Q5, depending on the 
availability of data, and the likely duration of the periodic review.  In such circumstances, investment 
performance in the latter year (or years) of Q5 would fall to be assessed at the Q7 review. 
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• project cancellations, the replacement of projects with different projects 
and the introduction of new projects; and 

• unanticipated capital efficiency/project over-runs. 

E.67 The CAA would expect BAA to provide the information required for such a 
review, although the CAA would be prepared to use its information-gathering 
powers under section 73 of the Airports Act 1986 if necessary.  Unless there 
were good reasons to the contrary (and subject to the constraints of section 74), 
the CAA would expect to publish this information, and its detailed analysis of it. 

E.68 The CAA is conscious of the importance of imposing the minimum restrictions 
necessary.  It would not therefore intend to mount such a review unless there 
were reasonable grounds for suspecting that there had been a significant 
shortfall in investment which might have its origins in financial stringency (as 
opposed to operational or related business reasons).  But the importance of 
investment to the reasonable interests of users – passengers and airlines – 
means that the CAA would carry out such a review if it deemed it necessary. 
(The CAA recognises that a review of this nature could be expected to require a 
significant amount of resource, with both BAA and the CAA involved.) 

E.69 The CAA recognises that – in the event that either Heathrow or Gatwick were 
deemed not to have genuinely pursued its investment programme and that the 
CAA proposed to make a retrospective adjustment through a reduction in the 
allowed revenues in Q6 (or beyond) – such a move could be expected to 
exacerbate, rather than improve, any financial difficulties that might, at that time, 
obtain. However, the CAA currently considers that, depending on all the 
circumstances, such action would be most likely to be consistent with its 
statutory objectives set out in section 39 of the Airports Act 1986.  For the 
avoidance of doubt, and as the CAA stated in its May 2006 policy update, the 
CAA does not consider that financial distress, per se, would justify re-opening 
price controls, nor a scaling back or deferral of the investment programme that 
users effectively pay for through their charges.  It follows that – at the limit – the 
CAA would be prepared to let any one of the regulated airports fail.  To do 
otherwise would transfer risk from equity and debt investors to users, contrary to 
the CAA’s policy approach.  In taking this stance, the CAA is confident that there 
would be strong incentives, stemming from the relatively high fixed costs (and 
low variable costs) of the Heathrow and Gatwick operations, on any receiver (or 
administrator) of an airport to maintain continuity of supply, thus providing some 
comfort to users that service would, even in those extreme circumstances, be 
maintained.  None of this should be interpreted as the CAA taking a view that 
the regulated airports will fail – or are more likely to fail – in the future than they 
were in the past.  Instead, the purpose of this document is merely to lend clarity 
to the CAA’s regulatory policy if such circumstances were to arise. 
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Unanticipated changes in costs and revenues 

E.70 Unexpected changes in costs and revenues can arise for a number of reasons. 
The CAA has already set out how it proposes to deal with such risks in its 
December 2006 initial proposals.  The CAA’s intention is to take account of 
systematic risks – which cannot be diversified – in setting the cost of capital 
allowance.  On the other hand, the CAA would expect to take account of non-
systematic risks in its assumptions for operating costs, capital expenditure and 
commercial revenues, for example in the form of making appropriate allowances 
for contingencies, or otherwise recognising these risks in the projections and 
allowances it makes.   In discharging this policy the CAA would not expect 
divergences between outturn and projected costs to justify an interim review of 
the price control, save in the case of a truly catastrophic event that rendered 
much of Heathrow or Gatwick unusable for a significant period of time.  This 
mirrors the CAA’s approach to divergences between outturn and projected 
revenues. 

E.71 In reaching this view – which is consistent with the CAA’s existing regulatory 
policy, including the fact that the CAA has never before re-opened an airport 
price control during a five year period – the CAA is mindful that the risks 
associated with unexpected rises in security costs will continue to be dealt with 
via the ‘S’ claim.  Moreover, any additional costs associated with a change in the 
ownership structure of Heathrow and Gatwick are – on the basis of the CAA’s 
preliminary analysis – unlikely to be significant in relation to the size of these 
businesses 124. 

Unanticipated changes to the structure of the airport market 

E.72 The past ten years have seen major changes in the UK airports market.  Looking 
forward, there is no reason to believe that the pace of change will reduce. 
Overall demand – and demand in the South East of England – is expected to 
continue to grow over the coming decades.  Many airports have published 
master plans that show a widespread appetite for growth in airport infrastructure.  
The Competition Commission’s market investigation also raises the question as 
to whether the ownership of Heathrow, Gatwick or other BAA airports will 
change. 

                                                 
124 This view is based on inspection of the magnitude of the common, or joint, airport costs, together with 
work carried out by Europe Economics that showed that the potential benefits from joint financing were 
unlikely to be significant.  For more details see Supporting Paper II: Cost of capital – analysis of responses 
to CAA’s initial proposals, Europe Economics, March 2007.  Notwithstanding this analysis, no firm 
conclusions on the costs and benefits associated with the current airport ownership structure should be 
drawn in advance of the Competition Commission’s market investigation.  
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E.73 In its December 2006 initial proposals, the CAA drew a distinction between the 
circumstances obtaining at Stansted, and those applying to Heathrow and 
Gatwick.  But clearly, if market circumstances were to change significantly, then 
it might be appropriate for that assessment to be revisited. 

Changes to the regime for the UK economic regulation of airports 

E.74 In a relatively short space of time, there have been a number of developments 
that may, in due course, have a bearing on the economic regulation of UK 
airports.  These developments not only include steps to consider the de-
designation of Stansted and Manchester airports.  They also raise the potential 
for more fundamental reform of the regime for the UK economic regulation of 
airports.  These developments are: 

• in November 2006, the House of Commons Transport Committee125 
recommended that the Government review the continuing need for the 
designation126 of airports subject to economic regulation by the CAA as a 
matter of principle, and that it publish its assessment of the relative merits 
of this approach, compared to the use of standard competition legislation 
to regulate the abuse of a dominant position by airports; 

• in December 2006, the House of Lords Select Committee on Regulators 
launched a review into sector economic regulation, with a focus on the 
extent to which regulation was effectively and efficiently conducted, and 
the extent to which sector regulators promoted both competition and 
competitiveness in their respective industries; and 

• in March 2007, the OFT referred the supply of airport services by BAA 
within the UK to the Competition Commission for a market investigation.  
Were the Competition Commission to identify features of the market that 
prevent, restrict or distort competition, it would be open to the 
Commission to make recommendations to the Government to reform the 
economic regulatory regime. 

E.75 The Government responded to the Transport Select Committee 
recommendations indicating that it proposed to defer consideration of regulatory 
reform until the Competition Commission had completed its market investigation 
following the OFT reference of the supply of airport services by BAA.  The 

                                                 
125 The Work of the Civil Aviation Authority, Thirteenth Report of Session 2005-06, House of Commons 
Transport Committee, published on 8 November 2006 
126 For the purposes of this paper, designation means designation under the Economic Regulation of 
Airports (Designation) Order 1986 for the purposes of Section 40 of the Airports Act 1986.  (Any removal of 
this designation would not affect designation of Stansted Airport under other statutes.) 
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Government has subsequently embarked on a strategic review of the CAA.  The 
terms of reference for this review are: 

• The strategic and operating context for aviation regulation in the future, 
including: economic and environmental challenges as defined by the 
Eddington Transport Study and the Stern Review on the Economics of 
Climate Change; aviation industry developments; evolution of the roles of 
ICAO and Europe in aviation regulation. 

• What should be the functions and responsibilities of the CAA? 

• The structure of the CAA including governance and statutory framework. 

• The CAA's relationship with Government. 

• The CAA's relationships with those whom it regulates, including funding 
mechanisms, and more generally with aviation stakeholders. 

• The review will make recommendations to Ministers in 2008 about the 
structure and functions of the CAA; and will also look for ideas as to how 
the way the CAA carries out its functions can be improved for the future. 
In the meantime, the House of Lords Select Committee on Regulators has 
made a number of recommendations in its November 2007 report which 
are relevant to the CAA’s economic regulation powers 127.  

E.76 The Government has also recently responded to the findings of the House of 
Lords Select Committee on Regulators review into sector economic 
regulation128.  The most relevant points in the Government response were: 

• With regard to the Committee’s recommendation that the CAA have 
concurrent competition powers with respect to airports, the Government 
noted that the Competition Commission was currently carrying out its 
inquiry into the supply of airport services in the UK by BAA. This may 
have implications for the structure of the market and the framework for 
economic regulation of airports. It would therefore be inappropriate for 
Government to consider any changes to economic regulation of airport 
services before the conclusions of that inquiry have been reached. The 
Competition Commission's inquiry has a statutory end date of March 
2009. 

                                                 
127 UK Economic Regulators, House of Lords Select Committee on Regulators, HL Paper 189, November 
2007 
128 Government response to the House of Lords Select Committee on regulators – report on UK economic 
regulators, Department for Business, Enterprise and Regulatory Reform, February 2008  
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• With regard to the Committee’s recommendation that the Government 
considers the case for transferring the power to designate or de-designate 
airports for price control purposes from the Secretary of State to the CAA, 
the Government concluded that it would consider this issue either as part 
of Sir Joseph Pilling's independent strategic review for the Department for 
Transport of the UK Civil Aviation Authority, or as part of the 
Government’s response to the Competition Commission market inquiry 
into BAA. 

E.77 The European Commission has also recently consulted on a proposed Airport 
Charging Directive129, which would introduce a number of new regulatory 
requirements on airports that have – hitherto – fallen outside the reach of 
regulation.  The CAA also understands that the European Commission’s 
Directorate General for Competition is contemplating undertaking a sector 
inquiry on air transport. 

E.78 This list of reviews amply illustrates that there is intense interest in the airport 
sector, and the possibility that – before the end of Q5 – the regulatory regime 
within which UK airports are regulated will undergo reform.  The CAA would 
expect that, in any reform of the regulatory framework, all interested parties – 
including the CAA itself – would be given the opportunity to comment on the 
issues raised, and the preferred regime.  For its part, the CAA would expect to 
participate actively in any future debate(s) on the appropriate regulatory regime.  

Future pensions policy 

E.79 Decisions about pensions have long-term consequences for both company and 
users. The CAA, therefore, considers that it would be helpful if its final proposals 
document includes a statement of intended future policy setting out how it would 
expect to deal with pensions at the next review. 

E.80 The CAA’s current thinking is that there is advantage in moving progressively 
away from the separate assessment of salary and pension costs towards a 
regulatory approach in which labour costs are evaluated holistically, and 
discretion afforded to the regulated companies – in this case Heathrow and 
Gatwick airports – to decide how best to remunerate staff.  To do so would 
appear to be consistent with the CAA’s statutory duties, including promoting 
greater efficiency in airport operation, and imposing the minimum restrictions 
necessary.  

                                                 
129 Proposal for a Directive of the European Parliament and of the Council on airport charges, Commission 
of the European Communities, January 2007 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Annex E – Regulatory policy statement 260

Construction price inflation 

E.81 The CAA’s policy is to consider the case for a construction price inflation 
adjustment, to the capital expenditure projections on which price caps are 
based, with respect to the particular quinquennium and with regard to the 
proposed capital investment programme at each airport. Accordingly, the CAA 
has incorporated an annual construction price inflation factor of RPI+2 per cent 
in its financial modelling for Heathrow and Gatwick for Q5. It would anticipate 
reviewing this assumption afresh for the Q6 price control review, in light of the 
then available information.  

Hotels 

E.82 The CAA’s policy, in line with the Competition Commission’s 2007 
recommendation130, is that (i) the revenues, costs, investment and disposal 
values of extant hotels remain outside the regulatory single till and the regulated 
asset base, and (ii) the disposal of land within the RAB to a developer for the 
subsequent development of a hotel does not constitute the sale of a hotel. As 
such, any such disposal would be treated as other asset disposals, i.e. the net 
proceeds of the sale (net of tax and the costs of preparing the asset for sale, 
where such costs had not otherwise been provided for in setting airport charges) 
would be deducted from the airport’s RAB. 

World Duty Free 

E.83 In its October 2007 report to the CAA, the Competition Commission stated that it 
had considered the implications of a possible sale of World Duty Free (WDF) 
and concluded that the CAA should be kept fully informed of and agree the 
terms of the sale, noting that the Competition Commission itself may wish to 
consider the implication of the sale of WDF in the market investigation. 

E.84 As discussed in chapter 8, the CAA is not minded to intervene in the sale of 
WDF on the basis that there is no material reduction in the projected yields for 
WDF during Q5 and beyond which might be associated with the development by 
BAA of plans to sell WDF. Giving effect to this are three undertakings which BAA 
has provided to the CAA:  

• the contract length should be no more than 12 years; 

• the average concession fee as a percentage of gross sales should be no 
lower than 31 per cent; and 

                                                 
130 Competition Commission report, paragraph 4.57 
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• any performance incentive scheme should not adversely affect users’ 
interests, providing better fee terms to the WDF owner only for the 
marginal revenues per passenger shall be based on revenues in excess 
of a threshold materially above the projections on which the Q5 price 
controls are based. 

E.85 At the Q6 review, the CAA would propose to consider WDF as part of its 
consideration of retail revenues in assessing the appropriate projected 
contributions to the single till at each airport for Q6. 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Annex E – Regulatory policy statement 262

(page left intentionally blank) 

 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Annex F – Rolling forward the Regulatory Asset Bases  263

F. Rolling forward the Regulatory Asset Bases 

Purpose and basis of the calculation 

F.1 This Annex specifies the detail of the formulae that the CAA intends to use for 
tracking the regulatory asset base.  The purpose of this Annex is to describe 
how to calculate the Regulatory Asset Bases (RABs) for Heathrow and Gatwick 
airports respectively. 

F.2 The equations set out below are based on the projections made by the CAA in 
reaching its final decision on the charge conditions for the control period 1 April 
2008 to 31 March 2013. 

Inflation indices 

F.3 Each year, each RAB is expressed in actual end year price levels.  The 
modelling used fixed 2006/7 price levels and the figures below must be uplifted 
to current price terms each year. 

Retail Price Index 
("RPI") Growth t from 
2006/7 

= The RPI (as defined in the Condition) at the end of the 
financial year t  

divided by 

  the average of the monthly RPI figures for the financial 
year 2006/7,which (based on the All Items index 131 and 
based on 13 January 1987 = 100) equals 200.3 

 

Annual RPI Growth t = The RPI at the end of the financial year t 

  Divided by  

  The RPI at the end of the financial year t-1 

 

Within Year RPI Growth t = The RPI at the end of the financial year t  

  divided by 

  the average of the monthly RPI figures for the financial year t  
 

                                                 
131   All Items (CHAW) index, source: National Statistics. 
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Heathrow Airport RAB 

F.4 This section describes how the Heathrow Airport RAB will be rolled forward from 
one year to another.   

 

RAB t =  (Basic RAB) t  

  + (Cumulative Profiling Adjustment) t 

 

F.5 Both the Basic RAB and the Cumulative Profiling Adjustment are to be 
separately identified. This is to allow full visibility to interested parties. 

 

Closing (Basic RAB)t =  Opening RAB t  

  + (Total Actual Capex t x Within Year RPI Growth t)132 

  - (Proceeds from Disposals t)  

  - (CAA's Assumed Ordinary Depreciation t x RPI Growth 
from 2006/7) 

 

Opening (Basic RAB) t  =  For the financial year 2008/9, this figure will be set 
according to the following formula: 
£ 9242.239 million x RPI Growth from 2006/7 

  + Actual Capex 2007/8 x RPI Growth from 2007/8 

  - £866.407 million x RPI Growth from 2006/7 

  - (Actual proceeds from Disposals 2007/8) x RPI Growth 
from 2007/8) 

 =  For the remaining financial years, this figure will be set 
according to the following formula: 
Closing RAB t-1 x Annual RPI Growth t 

                                                 
132 Accrued Capital expenditure with no adjustment for movements in working capital  
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Assumed Ordinary Depreciation t  
in 2006/7 prices  

= For each financial year this figure will be fixed at 
the following values: 

  Financial year 2008/9: £397.669 million 

Financial year 2009/10: £407.962 million 

Financial year 2010/11: £429.970 million 

Financial year 2011/12: £442.145 million 

Financial year 2012/13: £474.629 million 
 

Closing (Cumulative 
Profiling Adjustment)t  

=  Opening (Cumulative Profiling Adjustment)t   

  - (Pricing Profile Adjustment)t x RPI Growth from 
2006/7) 

  - (Pricing Smoothing Adjustment) t x RPI Growth from 
2006/7) 

Opening (Cumulative Profiling 
Adjustment)t   

 

= 
For the financial year 2008/9, this figure will be 
set to £-513.485 

  

= 
For the remaining financial years, this figure will 
be set according to the following formula: 
Closing (Cumulative Profiling Adjustment) t-1 x 
Annual RPI Growth t 

 

Pricing Profile Adjustment t  in 
2006/7 prices 

= For each financial year this figure will be fixed at 
the following values: 

  Financial year 2008/9:  £-198.972 million 

Financial year 2009/10: £-146.647 million 

Financial year 20010/11: £-103.209 million 

Financial year 2011/12: £-77.399 million 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Annex F – Rolling forward the Regulatory Asset Bases  266

Financial year 20012/13: £ 12.743 million 

 
 

 

Pricing smoothing Adjustment t  in 
2006/7 prices 

= For each financial year this figure will be fixed at 
the following values: 

  Financial year 2008/9:  £-23.190 million 

Financial year 2009/10: £-13.652 million 

Financial year 20010/11: £-10.352 million 

Financial year 2011/12: £25.969 million 

Financial year 20012/13: £ 21.224 million 
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Gatwick Airport RAB 

F.6 This section describes how the Gatwick Airport RAB will be rolled forward from 
one year to another.   

 

RAB t =  (Basic RAB) t  

  + (Cumulative Profiling Adjustment) t 

 

F.7 Both the Basic RAB and the Cumulative Profiling Adjustment are to be 
separately identified. This is to allow full visibility to interested parties. 

 

Closing (Basic RAB)t =  Opening RAB t  

  + (Total Actual Capex t x Within Year RPI Growth t)133 

  - (Proceeds from Disposals t)  

  - (CAA's Assumed Ordinary Depreciation t x RPI Growth 
from 2006/7) 

 

Opening (Basic RAB) t  = For the financial year 2008/9, this figure will be set according 
to the following formula: 
£1481.428 million x RPI Growth from 2006/7 

 + Actual Capex 2007/8 x RPI Growth from 2007/8 

 - £108.119 million x RPI Growth from 2006/7 

 - (Actual Proceeds from Disposals 2007/8) x RPI Growth from 
2007/8 

 = For the remaining financial years, this figure will be set 
according to the following formula: 
Closing RAB t-1 x Annual RPI Growth t 

                                                 
133 Accrued Capital expenditure with no adjus tment for movements in working capital 
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Assumed Ordinary Depreciation t  
in 2006/7 prices  

= For each financial year this figure will be fixed at 
the following values: 

  Financial year 2008/9: £ 72.193 million 

Financial year 2009/10: £ 76.395 million 

Financial year 2010/11: £ 80.396 million 

Financial year 2011/12: £ 83.798 million 

Financial year 2012/13: £ 94.921 million 

 
 

Closing (Cumulative 
Profiling Adjustment)t  

=  Opening (Cumulative Profiling Adjustment)t   

  - (Pricing Smoothing Adjustment) t x RPI Growth from 
2006/7) 

 

Opening (Cumulative Profiling 
Adjustment)t   

 

= 
For the financial year 2008/9, this figure will be 
set to zero. 

  

= 
For the remaining financial years, this figure will 
be set according to the following formula: 
Closing (Cumulative Profiling Adjustment) t-1 x 
Annual RPI Growth t 

 

Pricing Smoothing Adjustment t  
in 2006/7 prices 

= For each financial year this figure will be fixed at 
the following values: 
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  Financial year 2008/9:  £ 5.126 million 

Financial year 2009/10: £ 3.012 million 

Financial year 2010/11: £ -1.614 million 

Financial year 2011/12: £ -2.575 million 

Financial year 2012/13: £ -3.950 million 
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G. BAA’s agreement on enhanced information disclosure and 
consultation at Heathrow and Gatwick Airports - update for 
Q5 

G.1 BAA recognises that consultation with airlines on its proposals for the 
development of the airport is critical to ensure its plans are both fully understood 
by airlines and informed by their knowledge and requirements.  To facilitate this, 
BAA proposes to provide airlines with the following information, detailed below 
as part of the constructive engagement process.  This proposal is intended to 
address consultation on the delivery of the plan in Q5 as well as issues that will 
need to be discussed in preparation for future price control periods.  To ensure 
effective consultation this proposal also outlines the requirements for the 
consultative process, including a high level view on the remit of airport-airline 
consultative bodies established for this purpose. 

G.2 Ultimately, decisions on capital expenditure are fundamental to BAA’s business 
and as such BAA is accountable for the final decision with regard to how capital 
expenditure monies are deployed.  Equally, the CAA has stated that it will take 
account of this constructive engagement process when establishing the 
regulatory settlement for a period, basing decisions on agreement wherever 
possible. 

G.3 BAA anticipates that through the provision of the information detailed in this 
paper and with the constructive engagement of all parties in the process, the 
level of consultation supporting the airport’s development proposals will be 
enhanced.  This should result in a greater understanding of the drivers for 
investment, the cost of the plan and the outputs that will be delivered, in terms of 
infrastructure and benefits to airlines and passengers as well as the impact on 
user charges. 

G.4 There will be three key aspects to the consultation on airport development plans : 

1 The Airport Master Plan and long term land use plan; 
2 The Capital Investment Plan (CIP); 
3 Consultation on individual projects. 

G.5 This consultation will take place within and be aligned to the broader context of 
consultation, typically on the elements covered by the constructive engagement 
process used to inform the Q5 regulatory review. 

Airport Master Plan and long-term land use plan 

G.6 Each airport will produce and maintain a Master Plan document in consultation 
with airlines.  The timing of this document depends partly on Government airport 
policy consultations/decisions and on the need to keep the overall vision for the 
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airport up to date.  Updates will also be necessary to deal with strategic aspects 
(such as scope and timing) of major developments left open in a previous 
version.   Consultations on the airport’s development strategy and also on the 
necessity and scope of specific projects need to proceed in the confidence that 
the proposals are aligned with the overall airport Masterplan.  It is envisaged that 
the annual CIP document will be supported with a long-term land use plan, 
highlighting the infrastructure to be delivered across the airport campus by the 
investment proposals.  The annual CIP document would also provide updated 
information on the long-term land use plan (at a level of granularity that permits 
informed discussion) which is likely to be relevant to airlines’ consideration of the 
CIP. The long term land use plan will provide a view on how best to use the land 
well into the future, and from which the incremental infrastructure plans (next 5 
to 10 years), both above and below the surface, can be considered and shown 
to align with the long term land use plan within the context of the current 
Masterplan. 

G.7 Consultation on the long-term land use plan should also incorporate information 
on asset disposals.  The airport will consult airlines before disposing of any land 
or buildings from the Regulated Airport Base, whether through sale, partial sale, 
long lease or joint venture, including disposals from the respective airport 
company (Heathrow Airport Limited (HAL) or Gatwick Airport Limited (GAL)) to 
other entities within the BAA group.  Consultation information will include the 
timing of the proposed disposal, potential impact on both current airport 
operations and on future airport development, and measures taken to protect 
future airport development (e.g. proposed buy back options and their terms). 
The airport will also inform users and the CAA on any subsequent disposal of 
assets which were formerly within the Regulated Asset Base and which had 
been transferred out of the HAL or GAL Regulated Asset Base during the Q5 
price control period to another entity within the BAA group. Where there may be 
reasonable doubt as to whether or not a particular asset does or does not fall 
within the Regulated Asset Base, the airport will consult with airlines on its 
disposal in advance. 

Capital Investment Plan (CIP) 

G.8 Consultation will require the provision by BAA of information within a capital 
planning document covering a period of at least 10 years. This document will 
provide information to airlines on development plans for each airport and will be 
a key document around which airline-airport consultation will take place.  It is 
recognized that some elements of the data may need to be covered by a 
confidentiality agreement (and/or disclosed in a restricted manner) to ensure that 
consultation does not prejudice commercial interests. 
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G.9 The purpose of the document will be to allow the airport to consult airlines on the 
following matters relating both to Q5 and to future price control periods: 

1 The principal business drivers behind the airport’s development strategy: 

Including assumptions made by BAA regarding the future operating environment 
of the airports including desired levels of service, those constraints faced by the 
airports that are a material influence on the plans and jointly developed 
benchmarks of external performance. 

2 The forecast demand for airport outputs for the duration of the plan:  

Consulting airlines on the disaggregated forecast levels of demand for airport 
capacities and services, under one or more future scenarios developed following 
consultation with airlines, including scenarios that may be recommended formally 
by airlines at the Joint Steering Group (JSG) at Gatwick / Joint Steering Team 
(JST) at Heathrow, together with the principal factors that are expected to drive 
different categories of the demand.  Use of different forecast scenarios may be 
particularly important where there is some uncertainty or risk about future 
demand and where it is necessary to test the robustness of the plan against 
uncertain outcomes. 

3 Options for the development of the airport: 

Consulting with airlines on the high level options for the development of the 
airport, including details of the cost and output trade-offs involved in each option, 
and the relative impact on user charges and, where possible, on future airline 
costs.  This user charge impact assessment should be conducted on a per 
passenger basis, and employ high level assumptions on incremental passenger 
numbers, costs and income associated with alternate options.  Assumptions 
employed should be clearly stated, with reasons, so that airlines can understand 
the inherent risks and sensitivities.  This should include similar analyses of 
reasonable options formally requested by airlines at the JSG/JST.   

Consultation with airlines will also be required to take account of their views on 
current and future operational processes, requirements and airline moves.  This 
may involve discussions about future airline plans for check-in, fleet, baggage 
etc. 

The airport and airlines need to respect the agreed process and timescales when 
making their contributions.  Where airlines cannot provide inputs in time, the 
airport may need to make informed assumptions which can be adjusted through 
the stakeholder project boards or the JSG/JST if necessary.  It may also be 
necessary to revise assumptions later, but the aim should be to ensure that 
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delays caused by airlines’ limited resource do not put at risk BAA's ability to 
deliver the investment programme or specific projects or the functional needs of 
airlines. 

4 The capacities that the airport intends to provide: 

Consulting with airlines on the facilities the airport intends to supply, and the 
extent to which the different parts of the infrastructure (passenger areas, stands, 
baggage belts, runways and airfield facilities etc.) will meet demand forecasts 
under the different scenarios. This will provide users with a forecast of the extent 
to which the airport will be able to meet expected demand for outputs, and the 
implications of this for the quality of service that airlines receive at the airports.  
This should also quantify other benefits to be delivered by the plan.   

As with consultation on options for airport development, the discussion on 
specific capacities to be provided should also encompass airlines’ views on 
current and future operational processes, requirements and airline moves.  This 
may involve discussions about airlines’ future plans for check-in, fleet, baggage 
etc. 

5 The cost of the capital investment plan: 

Giving airlines an overall picture of the estimated total cost of the plan and pricing 
implications (informed, where appropriate, by the price control formula imposed 
by the CAA, and any long term pricing policies laid out by the CAA).  This should 
state what major assumptions have been made, including timing of key projects 
and the expected levels of any operational disruption.   

Consultation on the total cost of the investment plan for future price control 
periods will also encompass consultation on the appropriate level of risk that 
should be incorporated into the cost of the programme.  This will be informed by 
the future scenarios work and will be required before the capital investment 
programme for any future price control period is finalised.   

6 Cost estimates and efficiencies of individual projects: 

Providing airlines with information, to an appropriate level of detail, on total 
capital expenditure and the anticipated incremental impact upon the operating 
costs of both BAA and the airline community. The amount of cost detail will be 
related to the stage of the development process. For those projects that have 
reached a high level of definition, specific cost estimates and indications of 
benefits will be expected. For projects envisaged in the longer term more general 
capital cost provisions may be appropriate and, if so, this should be stated.  
Where costs are shown for specific projects these should be broken down into 
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base construction costs, risk allowances, on-costs and any other provisions such 
as site-specific costs.   Information on anticipated asset lives associated with the 
development proposal should also be included. 

The costs for individual projects should be accompanied by an explanation of any 
positive or negative cost comparison with similar past projects. 

Specific data, including details of alternatives considered, should be provided.  
This information may be given in individual project consultations, rather than in 
the overall plan. Some information may need to be provided in confidence to 
individual occupiers of projects.  

7 The outputs that are expected from individual projects: 

This should be both in terms of infrastructure that will be provided/replaced and 
the benefits that will be realized in terms of increased capacity, improved service 
levels, statutory compliance etc.  The outputs should be quantified and provided 
on an incremental basis at a level of detail appropriate to the stage of the project.  
For any project, it should be clear how the benefits justify the costs: information 
should, therefore, be shared by the airport operator, as provider of the facility, 
and by those that operate the facility to enable users to assess the relative 
financial and operational benefits of the proposed development.   

G.10 BAA will share with the appropriate airlines and/or or their representative bodies 
the commercial revenues it anticipates the investment will generate, except 
where BAA considers that disclosure of the information could jeopardise either 
its, or a third party’s, commercial interests.  It is recognised by all parties that this 
may require a limit on the number of consultees and that confidentiality 
agreements (or other restrictions) may be needed to ensure the security of the 
information.  BAA will make best endeavours to find practical means by which 
information can be both shared appropriately as necessary and given adequate 
protection from wider release, where this may be contrary to BAA’s or other 
parties’ commercial interests. There may be cases where BAA does not consider 
it appropriate to release this information even with the above safeguards and in 
these instances the airport will explain why disclosure is not possible. 

G.11 Where BAA considers that its commercial or operational interests will not be 
compromised, it will provide information on the relative impact upon operating 
costs resulting from the development. 

Consultation on individual projects 

G.12 Consultation will concentrate on the delivery of key projects or programmes of 
investment.  The projects/programmes that will be subject to individual 
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consultation will be agreed by stakeholder programme boards or via the 
JSG/JST.  These will, as a minimum, be those projects with triggers attached 
and should be selected after consideration has been given as to how best to 
utilise airline and airport resource to facilitate this consultation without 
compromising the delivery of the overall plan.   In addition to consultation on 
those projects agreed at the outset via Programme Boards or JSG/JST, BAA will 
try to accommodate all reasonable requests made by airlines for 
information/consultation about the progress of individual projects.  These 
requests should be made via the relevant programme board.  If agreement 
cannot be reached through this forum, the matter may be raised at JSG/JST.  

G.13 It is envisaged that this consultation will be structured to support the key 
decision points in BAA’s Gateway process. For those key projects subject to 
individual consultation, BAA will ensure that airlines are consulted in a timely 
fashion at the following stages: (i) prior to BAA moving the project from brief 
description to options development, (ii) prior to option decision, and (iii) prior to 
construction design. BAA expects that the airlines involved in this process will 
make best endeavours to ensure that their inputs to such consultation are timely 
and do not delay the overall timeliness of programme and project delivery. If 
airlines do not participate when invited and subsequently try to hold up or reject 
the project proposals, BAA may need to proceed (and document the reasons 
why) without airline sign-off, in order to protect delivery for the wider user benefit. 

G.14 Consultation on those selected projects will encompass the progression of the 
design and delivery of the project and best endeavours should be made to keep 
to the master delivery programme agreed at the outset of a project.  
Consultation should also focus on the utilisation of the risk allowance factored 
into the project cost.  BAA will provide reports to show how risk money has been 
used and airlines will be consulted in advance of any significant use of risk 
monies. 

Change Control 

G.15 The CIP acts as a basis for consultation only and does not represent a 
mandatory investment programme.  

G.16 The plan produced at any one time will be subject to change as the external 
environment alters, as project information become more detailed or as 
operational issues become apparent.  Best endeavours should be made 
however to stick to the plan and changes should be proportionate, and the 
rationale for significant changes should be discussed with airlines before 
decisions are taken.  These changes need to be made transparently and may 
involve difficult choices. All parties need to recognise that changes to the plan 
are inevitable and prioritisation of the plan will be ongoing within a fixed level of 
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expenditure within the quinquennium.  Where significant disagreements arise 
reasonable efforts should be undertaken by all parties to resolve disputes.  
Depending on the significance of the matter in dispute this may involve the use 
of the Dispute Resolution Process established for Q4. 

G.17 An important part of each CIP document will be to provide airlines with an 
account of how the plan has changed from both previous versions and the plan 
that was anticipated in the Q5 price control.  It should also provide an 
explanation for the change, whether to individual projects or at a higher level.   It 
is not intended that the airport should be required to consult in advance about 
minor modifications to the plan unless they have significant effects; however 
airlines should be consulted before decisions are taken in relation to significant 
changes.   In instances where BAA feels it is necessary to make significant 
changes to the plan, even when there is strong opposition from the airline 
community as a whole, BAA will commit to providing detailed reasons for its 
decision. 

G.18 In addition to providing airlines with transparency on changes to projections of 
future investment, it will also be necessary to review the out-turn performance of 
completed projects against the outputs anticipated in previous plans.  Project 
evaluation should highlight performance in terms of cost, infrastructure delivered 
and benefits realised. 

The consultation process 

G.19 The Capital Investment Plan should form the basis of an effective consultation 
process, designed to provide airport facilities to best meet the current and future 
needs of airlines.  Within this process, BAA should ensure that the material 
stated above is provided to, and consulted with, all major airlines at the 
individual airports.  As well as publishing an annual document containing this 
information, each airport and its airlines are expected to establish the 
appropriate consultative bodies to facilitate this process. 

G.20 Proposals from BAA for the consultative structure to be applied at Heathrow and 
Gatwick have been developed and are attached as annexes to this paper. 

G.21 These consultative bodies should agree membership and terms of reference 
supporting a structure of consultation that ensures a logical sequence of 
information flow is followed in order for the linkages between the different 
information requirements stated above to be understood.   

G.22 An important part of the work of these consultative bodies will be to track 
progress against the plan, to review implementation issues such as airline 
moves, and to act as a consultative forum for any proposed changes to the plan, 
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for example changes to the scope, timing, costs or benefits of a project.  These 
bodies should also provide the forum to discuss and agree any changes to the 
triggers identified for the Q5 price control period.  Beyond the current price 
control period these bodies should also provide the consultative platform to 
agree future ‘trigger’ projects and the detailed definition of the associated 
milestones, which will be used to adjudicate whether or not the trigger has been 
successfully met.  

G.23 Consultation should encompass the exchange of information and subsequent 
discussion between BAA and airlines with the objective of achieving agreement 
within an appropriate timescale to enable the successful delivery of the plan.  A 
project plan will be developed by BAA which will show reasonable timescales for 
consultation commensurate with project complexity.  The plan will show the 
timing of key decisions needed to maintain project programme in line with the 
CIP.  All parties will endeavour to meet this timescale.  However, it is recognised 
that agreement may not always be achieved in the time available to progress the 
investments.  With this in mind it will be the responsibility of these bodies on a 
yearly basis to provide an agreed record of the agreements reached and those 
areas where there has been disagreement.  This record of 
agreement/disagreement should also highlight the process undertaken to 
attempt to resolve any disputes. 
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H. Statement of Standards and Rebates at Heathrow and 
Gatwick Airports 

Introduction 

H.1 This is the statement of Standards and Rebates published by the CAA in 
accordance with a Standards of Service Condition for Heathrow Airport134 and a 
Standards of Service Condition for Gatwick Airport135.  It takes effect on 1 April 
2008 and from that date the Statement of Standards and Rebates published in 
March 2006 136, as amended in May 2006 and January 2007, will not apply. 

H.2 The relevant charge conditions for Heathrow 137 and Gatwick138 state that the 
meanings of “QSM” and “Availability” for the purpose of those conditions should 
have the meanings from time to time published by the CAA.  The CAA is hereby 
publishing the definition of these terms as set out in paragraphs H.17-H.21 
which shall apply to both the aforesaid conditions and to this Statement of 
Standards and Rebates. 

H.3 The relevant information that these conditions require to be published monthly, 
through prominent displays in each of the terminals at Heathrow airport and 
Gatwick airport against services standards are set out in paragraph H.35. 

Overview 

H.4 Unless modified by agreement between the relevant airport and the airport 
Airline Operators’ Committee (AOC) notified in writing and approved by the CAA 
or by the CAA, the operators of Heathrow and Gatwick airports shall pay rebates 
to “Relevant Parties” as set out in the remainder of this statement.  “Relevant 
Parties” for the purposes of this statement are airlines that have paid “Airport 
Charges” in the relevant month in respect of passenger services; where: 

“Airport Charges” has the meaning assigned to it by section 36(1) of the 
Airports Act 1986.   

H.5 The operator of the relevant airport shall pay rebates for each terminal 
calculated as follows:  

                                                 
134 Conditions as to rebates to be paid by Heathrow Airport Limited to users where quality of service fails to 
meet service standards in accordance with section 46(2) of the Airports Act 1986. 
135 Conditions as to rebates  to be paid by Gatwick Airport Limited to users where quality of service fails to 
meet service standards in accordance with section 46(2) of the Airports Act 1986. 
136 CAA decision: Revised standards and rebates for Heathrow and Gatwick airports, CAA, March 2006, 
Annex 1 
137 Conditions as to airport charges imposed in relation to Heathrow Airport in accordance with section 40(4) 
of the Airports Act 1986 
138 Conditions as to airport charges imposed in relation to Gatwick Airport in accordance with section 40(4) 
of the Airports Act 1986 
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Annual percentage rebate = RebateP&A+ RebateACT 
Where: 
 RebateP&A  is the aggregate rebate in the relevant year relating to the former 
“Passenger” and “Airline” elements (as extended by additional elements) (P & A) 
and calculated as defined in paragraphs H.10-H.21;   
RebateACT is the aggregate rebate in the relevant year relating to the Aerodrome 
Congestion Term (ACT) as defined in paragraphs H.22-H.34.  
and 
“Relevant Year” means the period of twelve months ending with 31 March in 
each year.  

H.6 Except where explicitly stated, Rebates shall be calculated separately for each 
terminal based on the performance relevant to each individual terminal against 
the standards set out for that terminal.   

H.7 The rebates specified for RebateACT shall be calculated across all the passenger 
services using the airport and the same rebates as a percentage of the relevant 
charges shall be paid to the Relevant Parties using all the terminals139 at the 
relevant airport. 

Payment of Rebates 

H.8 This statement sets out the total level of rebates that shall accrue over the year.  
The airport operators shall, however, pay rebates to the Relevant Parties on a 
monthly basis in the month following the month in which they accrue.  The 
rebates applying to each individual terminal shall be allocated to the relevant 
parties that used the terminal in the relevant month pro-rata with the airport 
charges incurred for passenger services in that month.        

H.9 The CAA recognises that the payments on a month-by month basis will have to 
be based on a forecast of the total airport charges from passenger services in 
the relevant year.  The airport shall base the scale of monthly rebate payments 
on its best estimate of the total airport charges from passenger services for the 
relevant year.  The CAA further recognises that this is likely to lead to the sum of 
the monthly rebates paid during the course of the relevant year being less or 
more than the rebates required by this statement for the relevant year as a 
whole.   

• Where the amount of rebates paid during the course of the relevant year 
is less than the amount of annual rebates required by this condition, the 
airport shall be liable to pay further amounts to the relevant parties that 
have received rebates so that the amount of rebates paid in respect of the 
relevant year is brought up to the level required by this Statement.  Such 

                                                 
139 For the avoidance of doubt, terminals here relate to the main passenger terminals and do not include 
general aviation facilities. 
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additional amounts shall be paid to the relevant parties pro rata to the 
rebates already paid in the course of the year and should be made as 
soon as practicable after the publication of the airport operator’s audited 
accounts.  The CAA would waive such payment where the CAA receives 
a letter from the relevant airport AOC to the effect that the sum is so small 
that to enforce payment would incur disproportionate handing costs for 
the relevant airlines.  

• Where the amount of rebates paid during the course of the relevant year 
is more than the amount of annual rebates required by this condition, the 
airport may recover the difference between the amount paid and the 
required amount from the parties that have received rebates pro rata with 
the rebates paid.  (The CAA recognises that the airport may choose not to 
recover such over-payment of rebates and for the avoidance of doubt this 
Statement does not require such recovery.)  

Calculation of RebateP&A Element 

H.10 RebateP&A shall be calculated separately for each terminal applying the relevant  
performance parameters for that terminal.  

H.11 For each Terminal, the RebateP&A   shall be calculated as follows: 

∑ ∑ 







=

elements months
ijiiA&P x.pANNMAXMINbateRe ,  

 
Where: 

 
pi is the relevant potential  rebate percentage per 

month for each element i as determined in 
paragraph H.15;  

ANNMAX i is the maximum annual rebate percentage for 
each element as determined in paragraph 
H.14; 

 
jix ,  = 0 if  standard i in month j is met as defined in 

paragraph H.12; or 
 

 
     =1 otherwise  
 

H.12 The standard i in month j is met if: 

• for elements other than pier service, departure lounge seat availability, 
cleanliness, way-finding and flight information: 
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ij,i dardtanSs ≥
 

• for pier service, departure lounge seat availability, cleanliness, way-
finding and flight information: 

− For months j on or after April 2009 (and Heathrow Terminal 2 for months 
between April 2008 and March 2009) the element i will meet the standard 
in month j if: 
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− For months j from April 2008 to March 2009 (for terminals other than 
Heathrow Terminal 2) the element I will meet the standard in month j if: 
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m
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∑
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Where: 
 

sj,i is the performance of element i in month j on 
the same measurement basis as  defined for 
the relevant Standard i;  

pj is the number of terminal passengers in the 
relevant terminal in month j 

Standard i  is the relevant standard in each terminal is 
defined in paragraph H.15. 

m is a counter of the 12 months ending in month 
j. 

µ is a counter of months where April 2008=1, 
May 2008 = 2, …, March 2009=12.  

Dead-Band Months 

H.13 A relevant dead-band month is: 
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i. November, 
ii. January, 
iii. February, or  
iv. March (where Easter Sunday falls on or after 7 April), or; 
v. a month agreed to in writing for that the relevant asset or 

element and terminal by the airport operator and the 
AOC. 

 

Exclusions 

H.14 The following sets out the limited circumstances when time will not be required 
to be counted towards the time when equipment is unavailable or when other 
standards are not met: 

• specific stands, jetties and FEGP to accommodate annual and five yearly 
statutory inspections, where this work is done in consultation with the airport 
AOC, and the period specified in advance, the exclusion not to be more than 
two days over any year (measured from 1 April –31 March) for any particular 
relevant asset.  If works extend beyond any notified period, then any 
additional downtime would count against the serviceability standard;  

• specific passenger sensitive equipment or arrivals reclaim baggage carousels 
to accommodate planned maintenance, where the work is done in 
consultation with the airport AOC, the period is specified in advance,  the 
work falls in a dead-band month as defined in paragraph H.13, and the 
exclusion is not more than 30 days over any year (measured from 1 April –31 
March)  for any particular relevant asset. If works extend beyond a notified 
period, then any additional downtime would count against the serviceability 
standard.  (If a specific asset is measured against both the general PSE 
standard and the priority PSE standard this exclusion applies to both);    

• security queues for two hours following evacuations; 

• closure of passenger-sensitive equipment (lifts, escalators, moving walkways) 
in areas immediately adjacent to security queues where it is considered by 
the relevant BAA managers that their continued use is likely to lead to 
unacceptable health and safety risks due to increased congestion; 

• stands taken out of service to accommodate high security flights; 

• closure of stands to ensure passenger safety during evacuation, emergency 
or safety incidents and relevant passenger sensitive equipment subject to the 
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AOC agreeing after the event that such passenger service equipment was in 
the immediate vicinity of the stands or the incident; 

• downtime where equipment is automatically shut down by fire alarm 
activation and the fire alarm activation is not due to a system fault with the fire 
alarm;   

• passenger sensitive equipment where downtime is due to the activation of an 
emergency stop bottom or break glass, limited to equipment where there is 
back indication of serviceability and limited to 10 minutes for each occurrence 
in the case of false alarms; 

• downtime to accommodate fire risk assessed deep cleans where an 
assessment of the equipment's condition has shown that a deep clean is 
needed to ensure a safe operation can be maintained and to reduce the risk 
of fire;  

• equipment downtime due to damage of, or misuse to, baggage carousels, 
jetties, stand equipment (e.g. lighting) or fixed electrical ground power units 
likely to have been caused by airlines or their agents or to passenger 
sensitive equipment where an airline or airline agent has accepted 
responsibility or where the AOC agrees with the airport in writing that the 
likelihood is that the damage has been caused by an airline or its agent; 

• downtime where a fault has been reported by airlines or their agents, but, 
when the engineers attend the site, no fault is found and the equipment is 
working; 

• equipment or stands taken out of service whilst a major investment project is 
undertaken in the vicinity where this is done in consultation with users and 
the timing of work has been determined after consultation with the terminal’s 
AOC, and the period specified in advance.  If work extends beyond this 
period, then the additional downtime will count against the serviceability 
target; and 

• equipment or stands taken out of service for replacement or major 
refurbishment work, i.e. ‘re-lifing’ work when the timing of work has been 
determined after consultation with the terminal’s AOC, and the period 
specified in advance.  If work extends beyond this period, then the additional 
downtime will count against the serviceability target. 

H.15 The relevant elements of service for calculating Rebate are identified in Table 
H-1 to Table H-5: 
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− Table H-1 applies to Heathrow Terminals 1, 3, 4, and Heathrow East 
Terminal (HET); 

− Table H-2 applies to Heathrow Terminal 5 

− Table H-3 applies to Heathrow Terminal 2; 

− Table H-4 applies to Gatwick South Terminal; 

− Table H-5 applies to Gatwick North Terminal. 

“Element”  Identifies the relevant element of service; 
 

“Metric”  defines the basis of measurement for each relevant 
element 

 
“Standardi”  defines the standard applying for relevant element i; 

 
 

 
ANNMAXi is the maximum percentage of airport charges for 

the relevant year relating to passenger services for 
the relevant terminal; 

 
Pij   is one sixth of the maximum percentage of airport 

charges for the relevant year relating to passenger 
services for the relevant terminal.  

 
“Passenger sensitive  
equipment (priority)” is a set of assets for each terminal  agreed locally 

between the airport and the Terminal AOC and 
notified in writing to the CAA from time to time.   
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Table H-1 Heathrow Terminals 1, 3, 4and Heathrow Terminal East 

 

Element Metric 
Relevant time over140 
which performance 
counts for rebates 

Standardi 
Rebate per 

month 
Pij (for all j) 

Maximum 
annual rebate  

ANNMAXi 
Departure 
lounge seat 
availability 

3.8 0.0600% 0.3600% 

Cleanliness 3.9 0.0600% 0.3600% 
Way-finding 4 0.0600% 0.3600% 
Flight 
information 

Moving 
average QSM 

score   

(1) For 2008/9 period 
since and including April 

2008: 
 (2) for 2009/10 onwards, 

last 12 months. 
4.2 0.0600% 0.3600% 

Times queue 
<5 minutes  95% Central 

security141 
queues Times queue = 

10 minutes  

 
05:00-22:30 99% 

0.1283% 0.7698% 

Passenger 
sensitive 
equipment 
(general) 

% time 
available 

Period agreed locally for 
each terminal between 

airport and terminal AOC.  
99% 0.0667% 0.4002% 

Arrivals reclaim 
(baggage 
carousels) 

% time 
available 

 Period agreed locally  for 
each terminal between 

airport and terminal AOC. 
99% 0.0667% 0.4002% 

Passenger 
sensitive 
equipment 
(priority) 

% time 
available 

 Period agreed locally  for 
each terminal between 

airport and terminal AOC. 
99% 0.0583% 0.3498% 

Stands 
% time 

available 

Period agreed locally for 
each terminal between 

airport and terminal AOC 
99% 0.0517% 0.3102% 

Jetties 
% time 

available 

Period agreed locally for 
each terminal between 

airport and terminal AOC 
99% 0.0517% 0.3102% 

Pier service 

Moving 
average 

% passengers 
served  

(1) For 2008/9 period 
since and including April 

2008: 
 (2) for 2009/10 onwards, 

last 12 months. 

As set out 
in 

paragraph 
H.16 

0.0583% 0.3498% 

Fixed electrical 
ground power 

% time 
available 

Period agreed locally for 
each terminal between 

airport and terminal AOC 
99% 0.0383% 0.2298% 

Pre-conditioned 
air 

% time 
availability  

Period agreed locally for 
each terminal between 

airport and terminal AOC 
98% 0% 0% 

Stand entry 
guidance 

% time 
available and 
serviceable   

Period agreed locally for 
each terminal between 

airport and terminal AOC 
99% 0.0517% 0.3102% 

Transfer search Times queue 
<10 minutes 05:00-22:30 95% 0.0633% 0.3798% 

Staff search 
 Times queue 
<10 minutes 

Period agreed locally for 
each terminal between 

airport and terminal AOC 
95% 0.0633% 0.3798% 

Control posts142 
search 

Times < 20 
minutes  

Period agreed locally for 
each terminal between 

airport and terminal AOC 
 0.0633% 0.3798% 

 

                                                 
140Where relevant, If the airport and the local AOC fail to agree a period for a particular element, the default 
time period will be the period specified for central search. 
 
141 Both tests need to be met for the standard to be met. 
142 The measured element for control posts will be the average for the airport as a whole and will therefore 
be at the same level for all relevant terminals at Heathrow. 
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Table H-2 Heathrow Terminal 5 

Element Metric 
Relevant time over 
which performance 

counts for rebates143 
Standardi 

Rebate per 
month 

Pij (for all j) 

Maximum 
annual 
rebate  

ANNMAXi 
Departure 
lounge seat 
availability 

3.8 0.0600% 0.3600% 

Cleanliness 3.9 0.0600% 0.3600% 
Way-finding 4 0.0600% 0.3600% 
Flight 
information 

Moving 
average QSM 

score 

(1) For 2008/9 period 
since and including April 

2008: 
 (2) for 2009/10 onwards, 

last 12 months. 
4.2 0.0600% 0.3600% 

Times queue  
<5 minutes  95% Central 

security144 
queues Times queue = 

10 minutes  

 
05:00-22:30 

99% 
0.1283% 0.7698% 

 

Passenger 
sensitive 
equipment 
(general) 

% time 
available 

Period agreed locally for 
each terminal between 

airport and terminal AOC.  
99% 0.0667% 0.4002% 

 

Arrivals reclaim 
(baggage 
carousels) 

% time 
available 

 Period agreed locally  for 
each terminal between 

airport and terminal AOC. 
99% 0.0667% 

0.4002% 
 

Passenger 
sensitive 
equipment 
(priority) 

% time 
available 

 Period agreed locally  for 
each terminal between 

airport and terminal AOC. 
99% 0.0503% 0.3018% 

Stands % time 
available 

Period agreed locally for 
each terminal between 

airport and terminal AOC 
99% 0.0447% 0.2682% 

Jetties 
% time 

available 

Period agreed locally for 
each terminal between 

airport and terminal AOC 
99% 0.0447% 0.2682% 

Pier service 

Moving 
average % 
passengers 

served  

(1) For 2008/9 period 
since and including April 

2008: 
 (2) for 2009/10 onwards, 

last 12 months. 

As set out 
in 

paragraph 
H.16 

0.0503% 0.3018% 

Fixed electrical 
ground power 

% time 
available 

Period agreed locally for 
each terminal between 

airport and terminal AOC 
99% 0.0335% 0.2012% 

Pre-conditioned 
air 

% time 
availability  

Period agreed locally for 
each terminal between 

airport and terminal AOC 
98% 0% 0% 

Stand entry 
guidance 

% time 
available and 
serviceable   

Period agreed locally for 
each terminal between 

airport and terminal AOC 
99% 0.0447% 0.2862% 

% time one car 
available 99% 

Transit system  
% time two 

cars available 

 Period agreed locally 
between airport and 

terminal AOC 97% 
0.0559% 0.3353% 

Transfer search Times queue 
<10 minutes 05:00-22:30 95% 0.0559% 0.3353% 

Staff search 
 Times queue 
<10 minutes 

Period agreed locally for 
each terminal between 

airport and terminal AOC 
95% 0.0559% 0.3353% 

Control posts145 
search 

Times < 20 
minutes  

Period agreed locally for 
each terminal between 

airport and terminal AOC 
95% 0.0641% 

0.03846% 
 

                                                 
143 Where relevant, If the airport and the local AOC fail to agree a period for a particular element, the default 
time period will be the period specified for central search. 
144 Both tests need to be met for the standard to be met. 
145 The measured element for control posts will be the average for the airport as a whole and will therefore 
be at the same level for all relevant terminals at Heathrow. 
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Table H-3 Heathrow Terminal 2 

Element Metric 

Relevant time over 
which performance 
counts for rebates 

 

Standardi 
Rebate per 

month 
Pij (for all j) 

Maximum 
annual 
rebate  

ANNMAXi 
Departure 
lounge seat 
availability 

3.6 0.0600% 0.3600% 

Cleanliness 3.7 0.0600% 0.3600% 
Way-finding 3.8 0.0600% 0.3600% 
Flight 
information 

 Annual moving 
average QSM 

score 
Last 12 months. 

4.0 0.0600% 0.3600% 

Central security 
queues 

Times < 10 
minutes 

 

Period agreed locally 
between airport and 
terminal AOC 

95% 
 0.1283% 0.7698% 

Passenger 
sensitive 
equipment 
(general) 

% time 
available 

Period agreed locally 
between airport and 
terminal AOC 

98% 0.0667% 0.4002% 

Arrivals reclaim 
(baggage 
carousels) 

% time 
available 

Period agreed locally 
between airport and 
terminal AOC 

98% 0.0667% 0.4002% 

Stands 
% time 

available 
Period agreed locally 
between airport and 

terminal AOC 
98% 0.0517% 0.3102% 

Jetties % time 
available 

Period agreed locally 
airport and terminal AOC 97% 0.0517% 0.3102% 

Pier service 

Moving 
average 

% passengers 
served 

Last 12 months.  90% 0.0583% 0.3498% 

Fixed electrical 
ground power 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
98% 0.0383% 0.2298% 
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Table H-4 Gatwick South Terminal 

Element Metric 
Relevant time over 
which performance 
counts for rebates146 

Standard i 
Rebate per 
month  
Pij (for all j) 

Maximum 
annual 
rebate  
ANNMAXi 

Departure 
lounge seat 
availability 

3.8 0.0600% 0.3600% 

Cleanliness 4 0.0600% 0.3600% 
Way-finding 4.1 0.0600% 0.3600% 
Flight 
information 

 Moving 
average QSM 

score 

(1) For 2008/9 period 
since and including April 

2008: 
 (2) for 2009/10 onwards, 

last 12 months. 
4.2 0.0600% 0.3600% 

Times queue 
<5 minutes  95% Central 

security147 
queues Times queue = 

15 minutes  

02:30-22:30 
98% 

0.1283% 0.7698% 

Passenger 
sensitive 
equipment 
(general) 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0667% 0.4002% 

Arrivals reclaim 
(baggage 
carousels) 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0667% 0.4002% 

Passenger 
sensitive 
equipment 
(priority) 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0750% 0.4500% 

Stands % time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0583% 0.3498% 

Jetties % time 
available 

Period agreed locally 
airport and terminal AOC 

99% 0.0583% 0.3498% 

Pier service 

Moving 
average % 
passengers 
pier served  

(1) For 2008/9 period 
since and including April 

2008: 
 (2) for 2009/10 onwards, 

last 12 months. 

As set out 
in 

paragraph 
H.16 

0.0750% 0.4500% 

Fixed electrical 
ground power 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0417% 0.2502% 

Transfer search  To be decided 
 Period agreed locally 
between airport and 

terminal AOC 
0.0750% 0.4500% 

Staff search  To be decided 
Period agreed locally 
between airport and 

terminal AOC 
0.0583% 0.3498% 

Control posts 
search148 To be decided  

Period agreed locally 
between airport and 

terminal AOC 

From Apr 
2009, to be 

decided 
during 
2008/9 

0.0583% 0.3498% 

 

                                                 
146 Where relevant, If the airport and the local AOC fail to agree a period for a particular element, the default 
time period will be the period specified for central search. 
 
147 Both tests need to be met for the standard to be met. 
148 The measured element for control posts will be the average for the airport as a whole and will therefore 
be at the same level for all relevant terminals at Gatwick. 
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Table H-5 Gatwick North Terminal 

 

Element Metric 
Relevant time over 
which performance 
counts for rebates149 

Standard i 
Rebate per 
month 
Pij (for all j) 

Maximum 
annual 
rebate  
ANNMAXi 

Departure 
lounge seat 
availability 

3.8 0.0600% 0.3600% 

Cleanliness 4 0.0600% 0.3600% 
Way-finding 4.1 0.0600% 0.3600% 
Flight 
information 

Moving 
average QSM 

score  

(1) For 2008/9 period 
since and including April 

2008: 
 (2) for 2009/10 onwards, 

last 12 months. 
4.2 0.0600% 0.3600% 

Times <5 
minutes 95% Central security 

queues150 Times = 15 
minutes 

Period agreed locally 
between airport and 

terminal AOC 98% 
0.1283% 0.7698% 

Passenger 
sensitive 
equipment 
(general) 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0667% 0.4002% 

Arrivals reclaim 
(baggage 
carousels) 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0667% 0.4002% 

Passenger 
sensitive 
equipment 
(priority) 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0667% 0.4002% 

Stands 
% time 

available 
Period agreed locally 
between airport and 

terminal AOC 
99% 0.0517% 0.3102% 

Jetties 
% time 

available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0517% 0.3102% 

Pier service 

Moving 
average % 
passengers 
pier served  

(1) For 2008/9 period 
since and including April 

2008: 
 (2) for 2009/10 onwards, 

last 12 months. 

As set out 
in 

paragraph 
H.16 

0.0667% 0.4002% 

Fixed electrical 
ground power 

% time 
available 

Period agreed locally 
between airport and 

terminal AOC 
99% 0.0367% 0.2202% 

% time one car 
available 

99% Inter terminal 
transit system  % time two 

cars available 

 Period agreed locally 
between airport and 

terminal AOC 97% 
0.0517% 0.3102% 

Transfer search To be decided   0.0667% 0.4002% 

Staff search To be decided  
Period agreed locally 
between airport and 

terminal AOC 
0.0517% 0.3102% 

Control posts 
search151 To be decided  

Period agreed locally 
between airport and 

terminal AOC 

From Apr 
2009, to be 

decided 
during 
2008/9 0.0517% 0.3102% 

                                                 
149 Where relevant, If the airport and the local AOC fail to agree a period for a particular element, the default 
time period will be the period specified for central search. 
 
150 Both tests need to be met for the standard to be met. 
151 The measured element for control posts will be the average for the airport as a whole and will therefore 
be at the same level for all relevant terminals at Gatwick. 
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H.16 The pier service standard for each terminal (with the exception of Heathrow 
Terminal 2) will be: 

− For months j on or after April 2009, the standard, in respect of month j, in 
a particular terminal, t will be: 

 
 

i

12m

1m
1mj

12m

1m
1mj,i1mj

j,x

SM
dardtanS

∑

∑
=

=
+−

=

=
+−+−

π

π
=  

 

− For months j from April 2008 to March 2009, the standard, in respect of 
month j, in a particular terminal t will be: 
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Where p j ,m and µ have the meanings assigned in paragraph H.12; and 
 
SMj      has the value specified in Table H-6, or for months where no 

value is specified for a particular terminal in Table H-6,  SMj 
=95% 

 

Table H-6 Pier service standards in Q5 – exceptions to default 95% standard   

 Heathrow    Gatwick  
 T1 T3 T5 North South 

2008 Jul-Aug 08: 93% Apr-May 08: 92% Apr -Dec 08: 91% Apr-Aug 08: 92% Apr-Dec 08: 94% 
 Sep-Oct 08: 94% Jun-Aug 08: 94%  Sep-Dec 08: 90%  

 Nov-Dec 08: 90% Sep-Dec 08: 93%    

2009 Jan-Feb 09: 90% Jan 09: 93% Jan-Feb 09: 91%  Jan-Mar 09: 90% Jan-Dec 09: 94% 
 Mar-Sep 09: 93%  Mar-Dec 09: 89% Apr-Dec 09: 88%  
 Oct-Dec 09: 92%     

2010 Jan-Mar 10: 93% (No exceptions) Jan-Jun 10: 89% Jan-Mar 10: 88% Jan-Dec 10: 94% 
 Apr-Dec 10: 94%   Apr-Dec 10: 87%  

2011 Jan-Sep 11: 94% Jan-Dec 11: 94% (No exceptions) Jan-Oct 11: 87% Jan-Oct 11: 94% 
    Nov-Dec 11: 94%  
2012 Jun-Dec 12: 91% Jan-Jun 12: 94% (No exceptions) Jan-Dec 12: 94% (No exceptions) 

2013 Jan-Mar 13: 91% (No exceptions) (No exceptions) Jan-Mar 13: 94% (No exceptions) 
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QSM  

H.17 “QSM” is The Quality of Service Monitor survey which shall be conducted using 
the following approach: 

d. a  The QSM will be based on the results of survey interviews with not 
less than 30,000 passengers (departing & arriving interviews 
combined) per year at Heathrow, and not less than 18,000 
passengers at Gatwick; and 

e. b the interviews obtained shall reflect quotas based on the expected 
profile of passengers travelling through the airport, set by: 

− country of destination for departing interviews; and  

− country of origin for arriving interviews.  

f. c In instances where the country quota is high, the sample may 
have a sub-quota for individual airport destinations. 

g. d The QSM scores shall be calculated through a weighted average 
of the individual scores, weighted by actual traffic statistics for the 
month. 

h. e Departing Passengers shall be interviewed at the gate/gate area, 
immediately prior to boarding the aircraft.  

i. f Arriving Passengers shall be interviewed on the Arrivals 
Concourse just before leaving the terminal building.  

j. g Selection of passengers to take part in the survey shall be random 
and unbiased.  

k. h  During the course of a month, interviewing shall be conducted in 
each terminal on a selection of mornings/afternoons and 
weekdays/weekend days. 

H.18 In respect of the relevant elements for the standards and rebates scheme and 
for the charges controls the following interviewing procedures shall apply: 

Introduction 

H.19 The interviewer states “I am now going to ask you a series of questions which 
require you to rate your answers on the same rating scale”.  The showcard is 
then displayed with the following responses on it: 
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Extremely poor (1), Poor (2), Average (3), Good (4), Excellent (5) 

Departure lounge seat availability  

l. “Now, thinking about the departures lounge, how do you rate the ease 
of finding a seat?” 

Way-finding 

A weighted average of the QSM scores for the three way-finding questions, 
weighted by the proportion of passengers using each form of way-finding 

• “How easy for you was it to find your way around within this terminal?” 
(question asked of departing passengers) 

• “Have you been between terminals today?  How would you rate the ease 
of finding your way?” (question asked of departing passengers) 

• “How easy was it to find your way around within this terminal?” (question 
asked of arriving passengers) 

Flight Information 

A simple average of the QSM scores for the three flight information questions 
which are asked of departing passengers 

• “Flight information (screens and boards only) - how do you rate the ease 
of finding”,   

• “Flight information (screens and boards only) - how do you rate the ease 
of reading” 

• “Flight information (screens and boards only) - how do you rate the ease 
of understanding the information” 

Cleanliness 

A weighted average of the QSM scores for five cleanliness questions, weighted 
by the proportion of passengers using each type of facility 

• “Where was your boarding card issued to you for today’s flight?  How do 
you rate the cleanliness?” (question asked of departing passengers) 

• How do you rate the level of cleanliness?” (question asked of departing 
passengers) 
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• “Now thinking about the departures lounge, how do you rate the 
cleanliness?” (question asked of departing passengers) 

• “How would you rate the cleanliness of the arrivals concourse?” (question 
asked of arriving passengers) 

• “I am going to read out a list of the services/facilities which you may have 
used or wanted to use in this terminal today.  How do you rate the toilet 
facilities level of cleanliness?” (question asked of arriving passengers) 

Queue length 

H.20 “Queue Length” shall be the time the time taken for a passenger to move from 
the back of the security queue to the start of the roller-bed at the front of the X-ray 
machine. This measurement shall be taken every 15 minutes. 

Availability 

H.21 “Availability” of relevant facilities is defined for element I in month j as: 
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• Where: 

• Availableij  is the percentage availability of element i in month j; 

• nk  is the number of assets included in element i; 

• TUk is the time that asset k is unavailable as set out below; 

• T  is the total relevant time in month j.   

The time that an asset is unavailable shall be measured from the time when a 
fault is reported by automatic back indication or by inspection or by a third 
party report (subject to the exclusions in paragraph H.14). 

Calculation of Aerodrome Congestion Term 

Basis of rebates 

H.22 Except as set out in paragraph H.33, a rebate shall be payable in respect of 
departures or arrivals where: 

m. a  “Material Event” has occurred caused primarily by a failure on the 
part of BAA / NSL or their agents or contractors as set out in 
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paragraph H.28 (where ‘agents’ excludes bodies carrying out activities 
listed within the annex of EU Ground Handling Directive, 96/67)152; 
and this has generated a “Material Operational Impact” as defined in 
paragraph H.31 below. 

Calculation of rebate 








 +
= ACT

t

DEPARR
ACT bateReMAX,

T
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MINbateRe  

 Where:  
 ARRbateRe  is the element of this term related to arrival 

movements at the airport.  
  ∑=

leventsAllmateria
ARRi

v  

 DEPbateRe  is the element of this term related to departure 
movements at the airport. 

  ∑=
leventsAllmateria

DEPi
v  

 ACTbateReMAX  is the maximum annual percentage rebate under 
the Aerodrome Congestion Term  which is 1%. 

 tT  is the total revenue from airport charges in 
respect of relevant air services levied at the 
relevant airport in relevant year.  

 
and for each Material Event i: 
 

 
iARRv  is the value in table H-7, for Heathrow or Gatwick 

respectively, dependent on the “Maximum Cumulative 
Arrival Movements Deferred ” for the ith relevant 
material event as uplifted by inflation in paragraph 
H.23; and 
 

 
iDEPv  is the value in table H-7 for Heathrow or Gatwick 

respectively dependent on the “Maximum Cumulative 
Departure Movements Deferred” for the ith relevant 
material event as uplifted by inflation in paragraph 
H.23; 

 Where:  
 Relevant Measurement 

Period 
is defined as any period beginning with the “Clock-
Face Hour” preceding the commencement of the 
material event and ending no later than the next 
clock-face hour after the material event ends; and 
 

 Clock-Face Hour is the period of 60 minutes which for any relevant 
hour xx, starts with xx:00 and ends at xx:59;  

                                                 
152 Council Directive 96/67/EC of 15 October 1996 on access to the groundhandling market at Community 
airports (Official Journal L 272 25/10/1996 p 0036-0045) 
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 Maximum Cumulative 
Arrival Movements 
Deferred 

is the maximum number of cumulative arrival 
movements deferred at any of the relevant 
measurement periods for the particular Material 
Event, calculated as follows: 

 ( )ssiodsurementPerlevantMeasRealli ActualARRRExpectedARMAXA −×=  
 Where:  
 s denotes any Relevant Measurement Period relating to  

the particular Material Event; 
 sRExpectedAR  is the number of expected arrivals in Relevant 

Measurement Period s as determined in 
paragraphsH.24-H.26; 

 sActualARR  is the number of actual arrivals in Relevant 
Measurement Period s 
 

 iA  is the proportion of responsibility for the ith material 
event attributed to BAA or its agents. 

 




 −×= ∑ =

=

ts

1t ssiodsurementPerlevantMeasRealli )ActualDEPPExpectedDE(MAXA  

 Maximum Cumulative 
Departure Movements 
Deferred 

is the maximum number of cumulative departure 
movements deferred at any of the relevant 
measurement periods for the particular Material 
Event, calculated as follows: 

 Where:  
 sPExpectedDE  is the number of expected departures in Relevant 

Measurement Period s as determined in paragraphs 
H.24-H.26; 

 sActualDEP  is the number of actual departures in Relevant 
Measurement Period s; 
 

 iA  is the proportion of responsibility for the ith material 
event attributed to BAA or its agents. 
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Table H-7  

 
Maximum cumulative 
movements deferred (2007/08 
prices) 

Heathrow Rebate 
(£000) 

Gatwick Rebate (£000) 

0 to 3 0 0 
4 or 5 10.0 3.0 

6 or 7 16.2 4.8 
8 or 9 23.2 7.0 

10 or 11 32.1 9.6 

12 or 13 42.9 12.9 
14 or 15 55.5 16.7 

16 or 17 70.1 21.0 
18 or 19 86.5 25.9 

20 or more per day 100.0 30.0 

 

H.23 The rebates in Table H shall be inflated to outturn prices by: 

= Rebate2007/8 prices x  (PRICE INDEXt/PRICE INDEX2007/8) 

where:  
  

PRICE INDEXt  is the average monthly value of the CHAW series of the 
retail price index for the 12 months from April to March in relevant year t. 

 

Expected Arrivals and Departures  

H.24 The Expected Arrival Movements and Expected Departure Movements shall be 
estimates made by Heathrow and Gatwick respectively by hour for each Material 
Event made available to users, on the BAA extranet site or in a manner agreed 
with users, as soon as practicable after the Material Event to which it relates. 

H.25 BAA will use best endeavours to calculate the Expected Arrival Movements and 
Expected Departure Movements to reflect the relevant movements in each hour 
in the absence of any Material Event or Material Operational Impact.   

H.26 These calculations shall have regard to the actual arrival or departure 
movements during the relevant hour and day in the weeks preceding the 
relevant hour where there were no Material Events or other significant factors 
which affected arrivals or departure rates.  These calculations can be 
supplemented by a consideration of other relevant considerations where BAA 
considers this to be appropriate in order to make best estimates. 

H.27 BAA shall set out the basis of its calculations with the estimates.  



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Annex H – Statement on standards and rebates  298

Material Events 

H.28 A “Material Event” is one, or a combination of more than one, of the following: 

• radar and other critical air traffic control equipment or systems failure; 

• tower staff shortages; 

• tower industrial action; 

• industrial action by BAA (Heathrow Airport Limited and/or Gatwick Airport 
Limited) operational staff;  

• closure of runways;  

• closure of rapid exit taxiways, rapid access taxiways and other runway exit / 
access taxiways; 

• closure of aircraft manoeuvring areas; 

• runway or taxiway lighting system failures; 

• failure of other critical equipment e.g. fire tenders; or 

• where bad weather has been forecast and has materialised and the 
“Relevant Bad Weather Equipment” as set out in paragraph H.30 is not 
available or has not been deployed. 

H.29 For the avoidance of doubt the airport operator will not be liable to pay rebates 
for disruption due to bad weather unless one or more of the factors above apply. 

H.30 The “Relevant Bad Weather Equipment” is defined as in respect of:  

1. low visibility procedures: 

• Instrument Landing System (ILS), Instrumented Runway Visual 
Range (IRVR) system, Surface Movement Radar (SMR), 
Microwave Landing System (MLS)* and Advanced Surface 
Movement Guidance and Control System (ASMGCS)*  (* where 
installed) 

• Operational availability of lighting and signage systems to enable 
Cat 2/3 operations to continue 

2. Ice 



UK Civil Aviation Authority                       Economic Regulation of Heathrow and Gatwick Airports 2008 -2013 
– CAA Decision 

 

Annex H – Statement on standards and rebates  299

• Airfield (i.e. runways, taxiways and manoeuvring area) and aircraft 
stands anti/de-icing equipment and media, (as specified to the 
AOC) 

• Operational availability and deployment of trained staff to operate 
the equipment 

3. Snow 

• Runway and taxiway snow clearance equipment (as specified to 
the AOC)  

• Operational availability and deployment of trained staff to operate 
the equipment. 

Material Operational Impact 

H.31 A “Material Operational Impact” is defined: 

1. For arrivals where: 

• a flow rate restriction (ATFM or local153) is applied which is less than 
the declared runway scheduling limit: and 

• the cumulative number of actual movements is less than the 
cumulative reference number of movements by at least four 
movements for any relevant measurement period during the period 
before the flow rate restriction is removed.   

2. For departures: 

• the cumulative number of actual movements is less than the 
cumulative reference number of movements by at least four 
movements for any relevant measurement period during the period of 
the material effect.   

Proportion of responsibility 

H.32 Where the airport operator reasonably considers that a “Material Event” with a 
“Material Operational Effect” has been made more severe by contributing causes 
beyond the control of the airport or its agents, it shall estimate the proportion of 
the effect which it considers to have been due to the “Material Event” as set out 
in paragraph H.28. 

                                                 
153 Local restrictions are of a temporary duration and originate from the NATS Tower watch supervisor. 
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Exceptions 

H.33 The following sets out the circumstances when the unavailability of facilities will 
not require the rebates to be payable: 

1. where the material event is due to runways, taxiways, other aircraft 
manoeuvring areas, or associated airfield lighting taken out of service whilst 
a major investment project is undertaken in the vicinity and where this is 
done in consultation with users and the timing of work has been determined 
after consultation with the airport AOC, and the period specified in advance.  
If work extends beyond this period, then rebates will be payable if the work 
causes material events, which pass the tests in paragraphs H.28 and H.31; 
or 

2. where the material event is due to runways, taxiways, other aircraft 
manoeuvring areas, or associated airfield lighting taken out of service for 
replacement or major refurbishment work, i.e. ‘re-lifing’ work, or NSL tower 
related works and when the timing of work has been determined after 
consultation with the airport AOC, and the period specified in advance.  If 
work extends beyond this period, then rebates will be payable if the work 
causes material events, which pass the tests in paragraphs H.28and H.31. 

Data Collection and Communication 

H.34 BAA shall: 

1. provide a list of the anti/de-icing equipment and media and runway and 
taxiway snow clearance equipment in commission at the airport to the AOC 
prior to each Winter season; 

2. compile a log of all the events at the airport which it considers could have a 
potentially material effect on operations at the airport (the “Super-Log”).  
This will include ATFM and local restrictions imposed on Heathrow along 
with Material Events relating to the departures runway (which may not 
necessarily have been linked to an ATFM or local restriction).  BAA may 
also include other events where it considers that this materially adds to the 
value of the log as a complete record; 

3. report to Relevant Parties the new events that have been recorded each 
week as soon as practicable after the end of the relevant week on its 
extranet site or in such other format as may be agreed by the airport 
operator and Relevant Parties; and 

4. report to Relevant Parties as soon as practicable after the relevant week the 
calculations of the maximum number of movements deferred for each 
Material Event set out under paragraph H.28 above and the assumptions 
supporting the expected level of arrivals or departures in each hour during 
the course of the Material Event and any estimate of the proportion of 
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responsibility as set out in paragraph H.32. 

Publication of information 

H.35 At each airport, the airport will publish in each terminal, on a monthly basis, the 
performance against the standards for each of the terminals at the relevant 
airport with respect to: 

− Departure lounge seat availability;  

− Cleanliness,  

− Way-finding,  

− Flight information,  

− Central security queues,  

− Transfer search,  

− Passenger sensitive equipment (general),  

− Passenger sensitive equipment (priority),  

− Pier service,  

− Arrivals reclaim (baggage carousels),  

− Gatwick Inter Terminal Transit System,  

− Terminal 5 tracked transit system.  

 

 


