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APPENDIX A 

Proportionality of Stansted divestiture 

Introduction 

1. In this appendix we look at evidence relevant to our assessment of whether the 

proposed Stansted divestiture remedy does not produce adverse effects which are 

disproportionate to the aim pursued. 

2. We look first at the expected relevant costs of divestiture of Stansted. We then look 

at the benefits of divestiture. This appendix builds upon the proportionality assess-

ment contained in Section 10 and Appendix 10.3 of the 2009 report and incorporates 

relevant information arising from changes in circumstances since publication of the 

2009 report. The approach to proportionality in the 2009 report was not successfully 

challenged by BAA before the CAT.  

Expected relevant costs of Stansted divestiture 

3. Appendix 10.3 of the 2009 report examined the costs and loss of benefits resulting 

from a divestiture remedy. The appendix contained an assessment of the three 

categories of costs of divestiture and benefits of common ownership that BAA iden-

tified: (a) economies of scale; (b) unquantified benefits of common ownership; and 

(c) separation costs.  

4. First, with respect to ‘economies of scale’, Appendix 10.3, paragraphs 25 to 60 of the 

2009 report contained the CC’s assessment of the economies of scale that BAA 

identified.1

 
 
1BAA identified £100 million per year of benefits from a combination of factors: operating expenditure, retail, capital 
expenditure, supply-chain, and group functions. 

 In paragraph 60 we concluded: ‘we consider it unlikely that there will be 

significant relevant customer benefits arising from economies of scale’. We have 
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identified nothing that has changed since the report that would cause us to change 

this conclusion, and there are no relevant costs associated with economies of scale. 

5. Second, with respect to the ‘unquantified benefits of common ownership’, in 

Appendix 10.3, paragraphs 61 to 78 of the 2009 report we also assessed the five 

unquantified benefits of common ownership that BAA identified2

6. Third, with respect to ‘separation costs’, in Appendix 10.3, paragraph 4 of the 2009 

report we set out BAA’s estimate of the separation costs, which were divided into four 

categories: IT implementation charges, pension costs,

 and concluded, in 

paragraph 78: ‘Overall there appear to be no significant miscellaneous benefits likely 

to arise from common ownership’. We have identified nothing that has changed since 

the report that would cause us to change this conclusion, and there are no relevant 

costs associated with benefits of common ownership. 

3 design costs and general 

costs. The CC carried out an assessment of these costs and summarized the con-

clusion in paragraphs 10.94 and 10.95 of the 2009 report. Our assessment of each of 

the cost elements included in BAA’s submission concluded that the maximum likely 

cost of separation based on BAA’s submission was £23.0 million (Table 10.1 of the 

2009 report). This was composed of three items: IT design costs (£2 million); IT 

system replication (£17.2 million) and other costs (£3.8 million).4

7. The estimated relevant costs of divestiture of £23 million, if expressed as a stream of 

annual costs, are equivalent to an annual cash amount of £2 million per year, which 

is a very small percentage ([]) of BAA’s most recent estimate of the 2010/11 

  

 
 
2BAA identified five unquantified benefits of common ownership. These were: a higher likelihood of obtaining planning 
permission [for new runways]; break-up would fundamentally undermine BAA’s attempts to deliver new runway capacity; BAA’s 
commercial interests lie in the full implementation of the White Paper; access to capital markets at cost-effective rates; and 
break-up would disrupt BAA’s efforts to improve the level of passenger experience. 
3The CC assessment concluded that the pension liability should not be considered to be a relevant cost of the divestiture 
remedy (Appendix 10.3, paragraph 11). 
4Appendix 10.3, Table 2, of the 2009 report. 
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aeronautical revenues and a very small percentage ([]) of operating expenses of 

Stansted. See Table 1 below.  

TABLE 1   Stansted Airport divestiture costs (as percentage of revenue and costs) 

 

Estimated 
relevant cost 
(CC estimate) 

£m* 

Annual 
equivalent 

cost 
£m 

Estimated relevant 
costs as proportion of 

Stansted 2010/11 
aeronautical revenues 

%† 

Estimated relevant 
costs as proportion 
of Stansted 2010/11 
operating expenses 

%† 
     

CC estimate 23.0    
Straight line amortization basis‡  0.8 [] [] 
Discounted cash flow basis§  2.0 [] [] 

Source:  CC analysis. 
 

*Source: Appendix 10.3, paragraph 4, of the 2009 report, 2007/08 prices. 
†Aeronautical revenue in 2010/11: £[] million. Operating expenses in 2010/11: £[] million (2007/08 prices). 
‡Straight line amortization of £23 million over a period of 30 years. 
§The discounted cash flow approach calculates the annual payment required each year for a period of 30 years to achieve a 
present value of £23 million, assuming a real discount rate: 8 per cent. 

8. The 2009 report5 also expressed the costs of divestiture on a per-passenger basis in 

order to provide context for the level of net benefits that would need to occur as a 

result of divestiture to offset the costs of divestiture (the net benefits of competition 

are net of any relevant customer benefits that would arise from continuing common 

ownership). BAA has told us that since the 2009 report, there had been a reduction in 

the forecast number of Stansted passengers relative to what was expected when the 

analysis was previously performed. We have updated the calculations on a per-

passenger basis (see Table 2) to reflect the reduction in the forecast number of 

passengers. This indicates that, on average, the net benefits of competition for the 

London airports would only need to exceed between 2p and 12p per passenger on 

average over the next 30 years to exceed our estimate of the maximum relevant 

costs of divestiture of Stansted. This compares with a range of 2p to 9p per passen-

ger when the calculations were previously prepared using higher forecast passenger 

numbers. By contrast, the maximum allowable yield per passenger for Stansted in 

2010/11 is £6.31.6

 
 
5Appendix 10.3, Table 3, of the 2009 report. 

 

6BAA submission, Appendix 9, expressed in 2007/08 prices. Q5 price control. 
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TABLE 2   Stansted Airport divestiture costs (per passenger calculations) 

 

Estimated 
relevant cost 
(CC estimate) 

£m* 

Estimated relevant 
costs as proportion 

of Stansted 
2010/11 operating 

expenses 
%† 

Required net benefit per 
passenger to offset cost 
of divestiture (including 

benefits at divested 
airport and Heathrow 

non-transfer passengers) 
Pence per pax‡ 

Required net benefit per 
passenger to offset cost 

of divestiture (per 
Stansted passenger)  

Pence per pax‡ 
     

CC estimate 23.0 [] 2 12 

Source:  CC analysis. 
 

*Source: Appendix 10.3, paragraph 4, of the 2009 report, 2007/08 prices. 
†See Table 1 for methodology 
‡Methodology unchanged from 2009 report. Real discount rate: 8 per cent. Calculation updated to reflect revised passenger 
numbers. Stansted passenger numbers based on BAA submission, Appendix 10. Heathrow passengers in 2010 assumed to be 
42.1 million, based on 65.7 million total passengers of which 64 per cent were non-transfer. Gatwick passengers in 2009/10 
based on total of 32.4 million, with no adjustment for transfer passengers. Annual passenger growth from 2014/15 onwards: 
4 per cent at Stansted. Heathrow and Gatwick passenger numbers grow at 2 per cent a year from 2011 to 2020. 

IT-related investments by BAA 

9. We consider that decisions by BAA since the report in relation to its IT investments 

may have significantly reduced the net relevant costs of divestiture.  

10. As noted above in paragraph 6, IT-related costs represented the largest component 

of the separation cost that BAA identified. 

11. We understand from the Monitoring Trustee that a decision was made by the BAA 

board in July 2009 to approve the IT Strategy, and that following this decision BAA is 

in the process of making significant changes to its IT systems for completion between 

July 2011 and October 2011. We understand that there are three main projects of 

relevance to Stansted. These are: IT Programme, Back Office Improvement 

Programme, Airports Division Transformation. We understand that the purpose of the 

latter programme is to provide Stansted (and the rest of the Airports Division) with 

systems that are operationally appropriate. The effect is to achieve separation of IT 

systems at the airport level to minimize the dependency upon a central and shared IT 

infrastructure. In other words, Stansted is moving closer to being a stand-alone 

business. 
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12. As noted in paragraphs 10.125 and 10.126 of the 2009 report, the separation of IT 

systems was a relevant consideration to the achievement of a successful divestiture. 

We have instructed the Monitoring Trustee to review IT-related issues in the context 

of his mandate under the Interim Undertakings. We have not asked the Monitoring 

Trustee to carry out a detailed assessment of the implications of the IT projects on 

the potential separation costs for Stansted. However, as BAA’s IT and support 

systems developments are not conditional on divestiture proceeding yet will have the 

effect of making Stansted’s IT readily separable from the rest of BAA, we think it is 

reasonable to conclude that the relevant IT costs of divestiture, which were pre-

viously quantified at £19.2 million or 83 per cent of the total (see paragraph 6) may 

be substantially lower than the relevant costs accepted in the 2009 report. To this 

extent, the original conclusion of £23 million of relevant divestiture costs for Stansted 

appears to be at the top end of the likely range of relevant costs. The low end of the 

range may be as low as £3.8 million, but we have based the analysis on the original 

conclusion. 

Benefits of divestiture 

13. We look next at the customer benefits that would flow from divestiture. 

14. In Appendix 10.1 of the 2009 report we set out the reasons why the divestiture of two 

London airports was necessary. As set out in paragraph 10.105 of the 2009 report, in 

our guidance we note the advantages of competitive rivalry:  

Rivalry has numerous beneficial effects: prices and costs are driven 

down, and innovation and productivity increase, so increasing the 

quality and, more generally, the diversity of choice available to cus-

tomers. Further, markets that are competitive generate feedback from 

customers to firms who, in consequence, direct their resources to cus-

tomers’ priorities. In addition firms are encouraged to meet the existing 
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and future needs of customers as effectively and efficiently as possible. 

It is where this process is hampered or otherwise hindered, by features 

of the market that competition may be adversely affected.7

15. In the particular circumstances of the original inquiry the CAA told us that the combin-

ation of capacity constraints and regulation would not necessarily or materially limit 

the scope for additional competition between BAA’s London airports. In particular, it 

submitted that there could be competition in terms of:  

 

(a) the price terms of access (including the duration of the contract, the charging 

structure, the allocation of risks of volume downturns etc); 

(b) the nature of the airport and/or commercial services (which may be redefined, 

bundled or unbundled in different ways to suit different airline or passenger 

requirements); 

(c) the quality of service, whether in terms of ambience or efficiency of operation (eg 

minimizing delays); 

(d) investment in facilities, including ways to improve or increase terminal, or other, 

capacity, which may have relatively short lead times; 

(e)  and other innovations, which neither the CAA—nor any other regulatory or 

competition authority—could reasonably be expected to predict. 

16. In paragraphs 10.107 and 10.109 of the 2009 report we explained that it was difficult 

to quantify the benefits of divestiture in this case: 

Calculation of the quantum of divestiture benefits is inevitably complex 

and subject to uncertainty. Competition is a dynamic and inherently 

uncertain process, and it is therefore difficult to anticipate precisely how 

competition between the airports will benefit customers following 

divestiture. The uncertainty is exacerbated in this case by the current 

 
 
7Market Investigation References: Competition Commission Guidelines June 2003 (CC3), paragraph 1.17. 

http://www.competition-commission.org.uk/rep_pub/rules_and_guide/pdf/cc3.pdf#1.17�
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absence of competition between BAA airports and the shortage of direct 

comparators from which to extrapolate the size of benefits that could be 

expected to result from competition between BAA’s airports in the 

South-East and between Edinburgh and Glasgow … It is not possible to 

quantify the benefits of divesting the London airports given the more 

complex interactions and the existing regulatory regime.  

17. The difficulty of quantifying the likely benefits of divestiture remains an issue, 

particularly for airports in the South–East. Despite this difficulty, we consider that it is 

likely that there are significant benefits of competition which will accrue from 

divestiture of Stansted given the divestiture of Gatwick. These benefits may be 

considered under the following headings: 

(a) Likely areas of benefit in the near future: 

• service quality improvements; 

• operating cost efficiency savings; 

• capital cost efficiency savings; 

• comparative competition; and 

• price competition. 

(b) Other likely areas of benefit but scale and timing uncertain: 

• investments in future capacity; and 

• deregulation. 

Likely areas of benefit in the near future 

18. There are several benefits that are likely to begin in the near future. 

Service quality improvements 

19. In Appendix 5.1, paragraph 19 of the 2009 report we identified that competition on 

service quality would deliver benefits to customers:  
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There may also be scope for separate ownership to stimulate improve-

ments in the overall quality of service offered. As we have noted, air-

lines operating from different BAA London airports compete with each 

other and we would expect separately-owned airports to be more 

responsive to airline views than BAA, as a common owner, has been. 

We consider that good service quality is often a matter of good man-

agement and organization rather than the result of spending large 

amounts of money (this is relevant as even separately-owned price-

capped airports do not necessarily have the incentives to spend on 

improving service quality, except to achieve SQR targets). Rivalry in the 

provision of service quality would supplement the effect of SQR targets, 

which are inevitably imperfect substitutes for competition. However, this 

rivalry would not replace SQRs, at least not in the short term. 

20. Following the sale of Gatwick there has been a period of just over one year of 

independent ownership from BAA. Whilst this is too short a period from which to draw 

definitive conclusions about the full extent of benefits deriving from the independent 

ownership of Gatwick, there is already significant evidence that a number of service-

led initiatives over and above those expected when Gatwick was part of BAA have 

been introduced. During this review, we received a submission from Gatwick that 

identified a number of these initiatives that it had taken. These were: 

(a) review of security procedures to speed customer flow, with changes that in some 

cases exceed the existing quality standards in the regulatory price control 

settlement; 

(b) acceleration of reopening of inter-terminal transit system by two months; 

(c) introduction of Assistance Lane security screening; 

(d) collaborative working between airports, airlines, NATS; 
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(e) collaborative working with National Rail to secure £53 million upgrade to rail 

station at Gatwick; 

(f) re-contracting of PRM services to address a service quality issue; 

(g) introduction of long-haul incentive programme; 

(h) securing the granting of initial permissions to allow commercial operation of A380 

aircraft; 

(i) achievement of environmental standards; 

(j) new check-in products; and 

(k) publishing ground-handler baggage performance indicators. 

21. Gatwick also told us about feedback from passengers. There had been a 50 per cent 

reduction in complaints about security, and this issue had fallen out of the top five 

areas of complaints. The ratio of complaints to compliments had reduced from 17:1 in 

2009 to 5:1 by the summer of 2010, and the total volume of complaints had fallen by 

more than 15 per cent and compliments had increased by 150 per cent. Complaints 

from passengers with reduced mobility had fallen by 60 per cent and a new service 

provider had been introduced. 

22. The Service Quality Rebate (SQR) scheme applies to Gatwick (see paragraph 7.87 

of the 2009 report). Monthly statistics showed that under BAA ownership, Gatwick 

failed to meet its security queue targets in the four months July 2009–October 2009 

in both North and South terminals, whereas Gatwick achieved the same targets in 

every month since January 2010, after the change of ownership including the 

equivalent July to October period in 2010. This provides evidence of service quality 

improvements following a change of ownership. 

23. We found that there is evidence from Gatwick’s actions since it came under separate 

ownership of actions to improve the customer experience and encourage airlines to 
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use Gatwick. This evidence is encouraging, though we do not place great weight on 

it, as Gatwick has not been under separate ownership for very long. However, we 

would expect benefits from service quality improvements to continue at Gatwick and 

to arise at Stansted once it is independently owned. These benefits are difficult to 

quantify, but are likely to be large in relation to the small costs of divestiture.  

Capital expenditure efficiency savings 

24. Paragraph 10.110 of the 2009 report noted that in the course of the CC’s recent 

review of airport charges at Stansted, it had identified illustrations of potential savings 

resulting from improved capital efficiency. The Stansted Q5 report had identified 

potential savings of 10 to 16 per cent, equivalent to £25–£40 million on BAA’s original 

SG1 capital expenditure programme over Q5, and £500 million in relation to BAA’s 

proposal for SG2 (paragraph 10.110). In the 2009 report we noted that ‘these illus-

trative savings would be delivered more quickly and to a fuller extent in a competitive 

environment and that airports under separate ownership would have stronger incen-

tives to deliver differentiated facilities to meet the needs of their customers and to 

manage their project costs more efficiently’ (paragraph 10.110). 

25. We consider that the subsequent withdrawal of SG2 means that a substantial propor-

tion of Stansted’s capital expenditure programme has been deferred until an indeter-

minate time and it would no longer be reasonable to include efficiency savings 

relating to SG2 in the quantification of benefits of divestiture in the short to medium 

term. We have therefore reviewed the capex plans excluding a new runway. 

26. In the absence of new runway developments, Stansted remains a capital-intensive 

operation and can be expected to maintain a large capital investment programme for 

the foreseeable future. During the CC inquiry into the Stansted price control, BAA 
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revised its estimate of SG1 capex in Q5 down from £239 million to £103.8 million8 

and the CC sought advice from expert advisers about the scope for capex efficiency 

assessment based on the revised capex plan. The advice was that ‘between 5.6 per 

cent and 7.0 per cent efficiency savings could be achieved on BAA’s revised SG1 

capex programme’.9 The CC concluded that the appropriate SG1 capex in Q5 was 

£85 million, some £154 million below BAA’s original proposal.10

27. The existing system of economic regulation is designed to compensate for the 

absence of competitive pressures on airports to deliver efficient outcomes in capital 

expenditure. The review of BAA’s capital expenditure plans and efficiency that was 

carried out in the Stansted Q5 price control review forms part of this regime. Given 

the significant scale of the capital expenditure programme at Stansted, relatively 

modest efficiency improvements over and above the outcome achieved under 

regulatory settlement are material in relation to the net relevant costs of divestiture. 

Specifically, Stansted’s capital expenditure is £20–£50 million a year, and may 

exceed £200 million between 2015 and 2020, whereas at the upper end of the range 

of net relevant costs of divestiture, £23 million is equivalent to an annual cash flow of 

£2 million a year at most, and could be significantly lower (see paragraph 

 We understand that 

Stansted’s long-term capital expenditure plans assume investment of £20 million in 

2012/13, £20 million in 2013/14 and in the region of £200 million for 2015 to 2020. 

This indicates that the annual capital expenditure at Stansted is the range of £20–

£50 million a year, and illustrates that Stansted’s management has a margin of 

discretion over the timing and nature of capital expenditure within a quinquennium. 

7). By way 

of illustration, using the upper end of the range for annual capex and divestiture 

costs, a 5 per cent capital expenditure saving over and above the regulatory settle-

ment would deliver benefits in excess of costs. As noted in paragraph 10.110 of the 

 
 
8Stansted Airport Ltd, Q5 price control review, Table 14.  
9Stansted Airport Ltd, Q5 price control review, paragraph 8.102.  
10Stansted Airport Ltd, Q5 price control review, paragraph 8.117. 

http://www.competition-commission.org.uk/rep_pub/reports/2008/fulltext/539.pdf�
http://www.competition-commission.org.uk/rep_pub/reports/2008/fulltext/539.pdf�
http://www.competition-commission.org.uk/rep_pub/reports/2008/fulltext/539.pdf�
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2009 report, we would expect savings to ‘be delivered more quickly and to a fuller 

extent in a competitive environment’ (paragraph 10.110).  

28. There is evidence, based on a review of capital expenditure programmes at 

Heathrow and Gatwick airports, that economic regulation is an incomplete substitute 

for a competitive airports market. For example, subsequent to the 2009 report, in 

February 2011 the CAA published an assessment of capital expenditure and consul-

tation at Heathrow and Gatwick airports in the first two years of Q5, containing the 

findings of an independent consultant, Currie & Brown (C&B) supported by Steer 

Davies Gleave.11

(a) Even within the current system of economic regulation there is evidence that 

capital expenditure could be more efficient. For example, paragraph 2.32: ‘in 

C&B’s view the regulatory process combined with the need to deliver a complex 

programme of capital investment appeared to have driven a development 

focused approach to capex planning rather than an approach driven to achieve 

optimal operating efficiency of all the airport stakeholders’. 

 This report did not explicitly examine capital expenditure at 

Stansted, for which the current price control runs to a different timetable. The 

purpose of this review was to inform the Q6 review for Heathrow and Gatwick and 

offer each airport’s management pointers for improvement that could be made during 

the remainder of Q5. Although the review took place after the change of ownership of 

Gatwick, it considered issues that pre-dated the divestiture, such as the pre-Q5 

planning process. The findings include:  

(b) Indications of a positive impact of change of ownership of Gatwick. For example, 

paragraph 2.18: ‘greater emphasis on short-term operational efficiency improve-

ments to the benefit of the airline community’. 

 
 
11www.caa.co.uk/docs/5/ergdocs/20110209Capex&ConsultationReview.pdf. 

http://www.caa.co.uk/docs/5/ergdocs/20110209Capex&ConsultationReview.pdf�
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29. These findings indicate that there is still scope for improvement in capital expenditure 

efficiency at each of regulated airports, even in the absence of new runway capacity. 

Independent ownership would increase incentives to deliver more efficient outcomes. 

30. We spoke to the new owners of Gatwick and to airline users. Gatwick told us that it 

inherited a capex programme of £985 million from BAA and its challenge was to 

achieve efficiency savings. Gatwick said that it currently considered that it would 

achieve significantly more outputs than BAA had planned for a reduced investment of 

between £900 and £920 million. Overall, Gatwick thought that this would reduce the 

regulatory asset base (RAB) by around £85 million. Gatwick had identified large 

savings in capital projects, and provided specific examples: 

(a) BAA’s original budget for Pier 7 was equivalent to £400 million. The new owners 

of Gatwick had reviewed this project with the assistance of Bechtel and in close 

consultation with the airlines, and was close to agreeing an extension of Pier 6 

that would deliver close to the same outputs for an investment of around 

£150 million. 

(b) BAA had proposed a baggage system investment costing around £120 million. 

Following review, Gatwick is now consulting with airlines about an alternative 

scheme that would combine the renovation of Pier 1 and the installation of a new 

baggage hall, and is forecast to deliver savings of around £50 million over the 

cost of the original projects. 

31. We considered that the initiatives that the new owners of Gatwick have taken with 

respect to the capital expenditure programme that it inherited from BAA provide 

tangible evidence that independent ownership can result in immediate benefits to 

airport users, including the possibility that changes to the capex programme might 

reduce costs and produce outcomes more closely aligned to the needs of customers 

than can be achieved under the existing regulatory regime with airports under 
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common ownership. On this basis we think that it is reasonable to expect that similar 

benefits would flow from independent ownership of Stansted. 

32. We concluded that the net relevant costs of divestiture are small relative to the scope 

for efficiency savings that could be achieved on the approved capital expenditure for 

the remainder of the Stansted Q5 price control, and the subsequent capital invest-

ments at Stansted in future years. In our judgement, independent ownership of 

Heathrow and Stansted would result in greater efficiency in capital expenditure over 

and above that resulting from the existing system of economic regulation. We think 

that independent ownership of Stansted would deliver the same, or greater, outputs 

from an equivalent or lower investment. We think this will result in benefits that are 

greater in magnitude than the net relevant cost of divestiture. 

Operating cost efficiency savings 

33. In paragraph 10.110 of the 2009 report we identified potential benefits from reduc-

tions in operating costs at Stansted through reducing relative pay costs by at least 

20 per cent and scope for reducing absenteeism and its related costs. 

34. The existing system of economic regulation is designed to compensate for the 

absence of competitive pressures on airports to deliver efficient outcomes in operat-

ing costs. The current price control for Stansted includes an assumption for annual 

efficiency savings. During the Stansted Q5 price control review three independent 

assessments of BAAs cost efficiency were undertaken (by Booz and Co, Incomes 

Data Services and KPMG) (Stansted Q5 report, paragraph 9.14). These assess-

ments examined a range of issues including staff costs, rostering, absenteeism and 

management costs and concluded that there was scope for reductions in operating 

costs through efficiency savings in several areas. The Stansted inquiry concluded 

that an annual efficiency savings target for Stansted of 1.5 per cent was reasonable.  
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35. Under economic regulation, Stansted has a commercial incentive to exceed the 

efficiency savings assumed in the price control because it retains the benefit. We 

noted that subsequent to the price control review and the 2009 report, Stansted has 

published its annual report for the year ended 31 December 2009, and this included 

a statement12 that BAA had achieved efficiency savings in operational costs, includ-

ing a saving of 11.7 per cent saving in employee costs. The Stansted annual report 

also indicated that the airport was subject to a cost-plus arrangement for services 

purchased from BAA, and that there was a fall in intra-group charges through 

reduced reliance on such services.13

36. We also discussed IT-related costs with the new owner of Gatwick. It told us that 143 

IT systems were inherited and were originally included in the Transitional Service 

Agreement. However, following completion of the acquisition, 53 applications were 

categorized as obsolete and could be switched off with no significant impact. We 

considered that this represented supportive evidence of scope for efficiency savings 

in IT-related costs at BAA-owned airports, and the benefits that new ownership can 

bring to reviewing the costs associated with operating airports, but we consider that it 

is possible that the IT investments that BAA proposes to make (see paragraphs 

  

9 to 

12) may address legacy system issues at the airports it still owns. 

37. Under conditions of competition that would stem from independent ownership of the 

London airports, the commercial pressures on airport operators to review expenditure 

and to reduce costs would increase, and it is our view that this would deliver 

efficiency savings over and above the current economic regulation regime. We note 

 
 
12Stansted Airport annual report 2009: ‘Financial review: In the year ended 31 December 2009, adjusted operating costs 
decreased 0.5 per cent to £140.6 million (2008 £141.4 million). The main cost savings have been a 11.7 per cent decrease in 
employment costs [representing a decrease of £6.2 million] which related primarily to staff efficiency savings in operations and 
lower pension costs, and a fall in intra-group charges, partly attributable to some BAA Group responsibilities being devolved to 
the airport, such as the commercial management of retail and parking operations, regulatory compliance and market research’.  
13Stansted Airport annual report: Note 1 of the accounting policies also states that ‘BAA Airports Limited also provides 
centralised airport support including IT applications, general business services, procurement and financial accounting. These 
services are charge in accordance with the SSA [signed on 18 August 2008] with a mark-up of 7.5 per cent except for IT 
applications where full costs are recharged to the Company.’ 
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that BAA forecasts operating expenses to be £[] million in 2010/11, and 

£[] million over the Q5 period.14

Comparative competition under current economic regulation 

 The upper end of the estimate for the net relevant 

costs of divestiture is equivalent to an annual cash flow of £[] million per year at 

most. This represents a very small percentage (less than [] per cent) of annual 

operating expenses (see Table 1 above). We concluded that there is a realistic 

expectation that the independent ownership of Heathrow and Stansted will lead to 

further efficiency savings in operating costs, over and above that seen under the 

current system of economic regulation, to such an extent that it would deliver benefits 

that would individually exceed the net relevant cost of divestiture. 

38. In paragraphs 6.64, 6.65 and 6.72 of the 2009 report we noted that under separate 

ownership the CAA would be able to collect three sets of accounts produced by 

independent operators, allowing it to benchmark their performance through a process 

known as comparative competition. We noted (in paragraph 6.72) that this had the 

potential to reduce the costs of regulation significantly and that the improvements in 

service quality as a result of comparative competition could also be significant: 

We anticipate that the improvements in service quality as a result of 

comparative competition could be significant. This is because the CAA 

will be more confident in setting stricter performance targets at 

Heathrow and Stansted if it sees improvements in outcomes at Gatwick. 

As stated above, a diversity of managerial approaches means that 

innovations in service delivery are more likely to occur with Gatwick 

under separate ownership. 

 
 
14BAA submission, Appendix 10. 2007/08. See also Table 1. 
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Price competition 

39. The existing system of economic regulation limits prices by allowing regulated air-

ports to generate a return on the RAB. Although the price is set as a cap (not a floor 

for prices) there is scope for price competition with the existing regulatory regime and 

existing capacity constraints. In Appendix 5.1, paragraph 6 of the 2009 report we 

identified ways in which the airports could compete on price within existing capacity 

constraints, for example using rebalancing charges to encourage use of off-peak 

capacity. Ryanair told us that there was no evidence of any price competition since 

the sale of Gatwick, and that Gatwick had communicated its intention to charge up to 

its regulatory price cap in 2011/12. Gatwick told us that it had introduced an incentive 

scheme, in the form of a rebate on airport charges to providing marketing support for 

the development of long-haul routes and promote better use of available capacity 

without additional runway construction. 

40. Stansted’s forecast aeronautical revenue for 2010/11 is £[] million, based on 

18.1 million passengers.15

 
 
15BAA submission, Appendix 10 (2007/08 prices). 

 This is equivalent to £[] per passenger, which is [] the 

price cap of £6.31 per passenger. Whilst it is not straightforward to quantify the 

benefits of price competition, in the 2009 report we expected that the scope for 

competition on price would be modest (Appendix 5.1, paragraph 4), and that the 

scale of benefits represented less than 2 per cent of passenger charges (paragraph 

10.109). Our updated analysis is based on BAA’s estimate of the yield per passenger 

and for passenger numbers at Stansted. This indicates that the benefits per passen-

ger would only need to exceed 12p per passenger to exceed the upper end of the 

estimate for the costs of divestiture, and could be achieved if there was a small 

reduction in aeronautical revenues per passenger of [] (ie from £[] to £[] in 

2010/11) over 30 years. The increase in capacity that has occurred since the 2009 

report suggests to us that the scope for, and likelihood of, price competition under 
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independent ownership of airports has increased. We concluded that there is a 

realistic expectation that price competition alone would deliver greater benefits than 

the cost of divestiture. 

Other likely areas of benefit but scale and timing uncertain 

41. There are further benefits that are likely to be realized in the longer term. 

Investments in future capacity 

42. As noted in paragraph 25, we examined the potential for capex efficiency in the 

absence of a new runway.  

43. The 2009 report did not envisage a new runway in the South-East until 2017 at the 

earliest (paragraph 10.115), but it identified (paragraph 10.110(a)) ‘potential savings 

of £500 million on the development of a second runway and associated facilities at 

Stansted through capital efficiency (equivalent to 19 per cent saving on the costs put 

forward by BAA)’. 

44. The likelihood of any future expansion in runway capacity, and the timing of such 

development, is uncertain. The change in government policy since the 2009 report is 

an important factor that has delayed any such investment. It is impossible to predict 

whether or how this might change in the future. Based on a discounted cash flow 

methodology, using a real discount rate of 8 per cent, a deferral of a benefit by ten 

years reduces the present value by 54 per cent (a deferral of 15 years reduces the 

benefit by 68 per cent). Given the scale of investment required in a new runway 

investment, whenever further runways are required the potential benefits of delivery 

in a competitive environment are still likely to be substantial in discounted present 

value terms despite a significant period of deferral and these benefits will sustain for 
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a long period of time. In contrast the costs of the divestiture are one-off and very 

small. 

Deregulation 

45. In the 2009 report we noted that independent ownership increased the likelihood and 

shortened the time frame in which deregulation of the London airports could be 

contemplated, but that the divestiture of Gatwick would not be sufficient to deliver 

deregulation. As set out in Appendix 10.1, paragraph 54, of the 2009 report: 

It is possible that the divestiture of Gatwick alone may not be sufficient 

to guarantee the relaxation of regulation. If this is the case, imperfect 

regulation and its associated detriments will remain which would tend to 

minimize the dynamic benefits which divestiture of Gatwick will bring 

(because incentives to bring forward new capacity will depend on regu-

latory factors as well as competition). Therefore, the divestiture of 

Stansted, as well as yielding its own benefits in terms of competition 

with Heathrow, also increases the likelihood that price control regulation 

can be relaxed at Gatwick and Stansted. 

46. The CAA is currently undertaking a two-part review of economic regulation, 

Preparing for a more competitive airports sector. It published an initial consultation 

paper16

 
 
16

 in November 2009. In this consultation paper, the CAA reasserted the widely 

accepted view that: ‘the link between the degree of competition and the need for 

economic regulation is well established’ (paragraph 1.2). The CAA explained that one 

of the motivations for this review was the divestiture of Gatwick and the 2009 report’s 

determination that Stansted and either Glasgow or Edinburgh should also be 

divested by BAA.  

www.caa.co.uk/docs/5/ergdocs/20091105CompetitiveAirports.pdf. 

http://www.caa.co.uk/docs/5/ergdocs/20091105CompetitiveAirports.pdf�
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47. The CAA went on to acknowledge that economic regulation can result in distortions. 

For example, paragraph 1.4: ‘Against this background the CC supported the CAA 

looking into alternatives to the RAB based methodology for setting price controls, and 

recognised the potential for a RAB based approach to price regulation to distort 

investment incentives and competition’. 
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APPENDIX B 

Market conditions 

Summary 

1. This appendix provides a summary of recent developments in the debt and equity 

markets and developments in the commercial performance of European airports 

since the 2009 report. 

2. This evidence demonstrates that market conditions have improved and are stronger 

than when the 2009 report was published. 

Debt markets 

3. Debt market conditions have improved since the 2009 report. 

Corporate bond market index 

4. There has been an improvement in sterling bond market conditions since the publi-

cation of the 2009 report. This can be observed by examining how the ‘spread’ of 

investment grade debt (sterling corporate bonds with a rating of A and BBB) has 

narrowed relative to government bonds (an index of sterling gilts). As illustrated in 

Figure 1, spreads peaked at between 8 and 10 per cent above gilts in March 2009, 

coinciding with the publication of the 2009 report, but have subsequently reverted to 

the levels of late 2007 and early 2008 before the credit crisis. 
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FIGURE 1 

Investment grade corporate bond spreads 
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Source:  Bloomberg (Spreads over Merrill Lynch sterling gilts G0L0). 

Corporate bond issuance 

5. The markets for corporate bond issuance have remained open since publication of 

the 2009 report and have permitted substantial volumes of issuance. Table 1 below 

is a selection of investment grade corporate bonds issued in the UK by non-financial 

issuers since the 2009 report. The selected issuers participate in a number of 

industry sectors that bear similarities with BAA’s activities, including utilities, trans-

port, construction, property and retail, and indicate the relative ease of access that an 

airport purchaser may now have to bond finance. 
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TABLE 1   Investment grade bond issuance by selected corporate issuers 

Issuer name Industry sector Issue date 

Amount 
issued 
(£m) 

Coupon  
% 

S&P 
rating 

Anglian Water Fin  Water 11/06/2009  100   6.75  BBB 
Anglian Water Fin Water 17/05/2010  130   2.26  A– 
Central Networks  Electric—Transmission 10/12/2010  250   5.50  A /*– 
Central Networks Electric—Distribution 10/12/2010  250   5.75  A /*– 
EDF NRG NET EPN Electric—Distribution 12/11/2009  350   6.25  BBB+ /*– 
Eversholt Funding Transport—Rail 02/12/2010  300   5.83  BBB 
Eversholt Funding  Transport—Rail 02/12/2010  400   6.36  BBB 
Eversholt Funding  Transport—Rail 22/02/2011  400   6.70  BBBe 
FirstGroup plc  Transport—Services 08/04/2009  350   8.75  BBB– 
FirstGroup plc  Transport—Services 18/09/2009  200   6.88  BBB– 
Go-Ahead Group Transport—Services 24/03/2010  200   5.38  BBB– 
Great Rolling St ock Transport—Rail 27/07/2010  300   6.25  BBB 
Great Rolling Stock  Transport—Rail 27/07/2010  500   6.88  BBB 
Intercontinental  Hotels & Motels 09/12/2009  250   6.00  BBB– 
EDF LPN Electric—Distribution 12/11/2009  300   5.38  BBB+ /*– 
London & Quadrant Housing Authority 27/01/2010  300   5.50  AA– 
Marks & Spencer  Retail—Major Dept Store 02/12/2009  400   6.13  BBB– 
National Grid Gas Gas—Transportation 04/11/2009  100   1.83  A– 
National Grid Gas Gas—Transportation 04/11/2009  383   4.02  A– 
National Grid Gas Gas—Transportation 03/02/2010  380   4.23  A– 
Northern Gas  Gas—Distribution 08/07/2009  200   5.88  BBB+ 
Northern Gas  Gas—Distribution 23/03/2010  200   5.63  BBB+ 
ENW Capital  Electric—Distribution 21/07/2009  300   6.75  BBB 
ENW Finance  Electric—Distribution 21/07/2009  200   6.13  BBB+ 
Porterbrook Rail  Transport—Rail 09/06/2010  250   6.50  BBB 
Porterbrook Rail  Transport—Rail 09/06/2010  270   7.13  BBB 
Western Power Electric—Distribution 23/03/2010  200   5.75  BBB+ 
Western Power Electric—Distribution 23/03/2010  200   5.75  BBB+ 
Stagecoach Group  Transport—Services 16/12/2009  400   5.75  BBB– 
Southern Gas Net  Gas—Distribution 02/11/2009  300   5.13  BBB 
Scotland Gas Net  Gas—Distribution 02/11/2009  125   2.32  BBB 
EDF Energy Electric—Distribution 12/11/2009  300   6.38  BBB+ /*– 
Scottish & South  Electric—Integrated 30/09/2009  500   5.00  A– 
Scottish & South  Electric—Integrated 20/09/2010  500   5.03  BBB 
Scottish & South  Electric—Integrated 20/09/2010  750   5.45  BBBe 
SOV Housing Cap Building & Construction Misc 10/09/2009  175   5.71  AA– 
Tesco Property Real Estate Oper/Develop 25/06/2009  431   7.62  A– 
Tesco Property  Real Estate Oper/Develop 23/09/2009  565   6.05  A– 
Tesco Property Real Estate Oper/Develop 07/07/2010  958   5.74  A– 
National Grid Gas  Gas—Transportation 03/02/2010  380   4.23  A– 
Tesco Prop Fin 4  Real Estate Oper/Develop 09/02/2011  685   5.80  A– 
United Utilities Water 25/03/2009  375   5.75  BBB+ 
Wales & West Gas—Distribution 10/07/2009  250   6.25  A– 
Wales & West Gas—Distribution 31/03/2010  300   5.75  A– 
Wales & West Gas—Distribution 31/03/2010  100   2.50  A– 
Wales & West Gas—Distribution 31/03/2010  115   6.75  BBB 

Source:  Bloomberg. 
 

 

BAA debt issuance 

BAA credit rating 

6. BAA is an issuer of corporate debt that carries an investment grade credit rating 

assigned by credit ratings agencies. BAA’s senior debt (Class A) is rated A–. The 

Class B debt is rated BBB. The credit ratings are summarized in Table 2.  
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TABLE 2   BAA Funding Limited and BAA (SP) Plc credit ratings 

 BAA 
Funding 
Limited 
Class A 

 

BAA 
Funding 
Limited 
Class B 

 
BAA 

(SP) Plc 

S&P A– BBB N/A 
Fitch A– BBB BB+ 
Moody’s N/A N/A Ba3 

Source:  BAA website. 
 

 

7. An indicator of credit risk is CDS pricing data. The pricing data is set out in Figure 2. 

This shows that the CDS prices fell below the five-year average in late 2010 and are 

substantially lower than when the 2009 report was published. 

FIGURE 2 

BAA CDS prices 
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BAA refinancing since the 2009 report 

8. In the UK airports sector specifically, BAA (SP) Limited (the ‘security parent’ 

company) has been active in both the corporate bond and the bank debt markets 

during 2009 and 2010 with the primary aim of refinancing circa £1.7 billion of 

subordinated debt that was due for repayment in 2011. This refinancing totalled over 

£2 billion in new bank debt, nominal and index-linked bonds. Ferrovial published1

TABLE 3   BAA refinancing in 2010 

 the 

terms on which it completed financing in 2010. The terms indicate that BAA has 

achieved financing at terms that are in line with the broader market. The trends in 

pricing of the corporate bonds indicates that the spread of BAA corporate bonds 

relative to government bonds appears to have narrowed since the bonds were 

issued. 

Item Date Amount 
Spread at issue 

(bps) 
Current 
spread Maturity 

Loan: Class B 20/08/10 £625 million 325 N/A 2014 
Bonds: Class B 01/09/10 £400 million 375 271* 2018 
Bonds: Class A 05/10/10 €500 million 205 180† 2016 
Loan: high yield 26/10/10 £175 500 N/A 2015 
Bonds: high yield 03/11/10 £325 Fixed rate 7.125% 438‡ 2017 

Source:  Ferrovial Annual Report and Bloomberg at 24/2/11. 
 

*Spread over 7y UKT5 03/07/18. 
†Spread over DBR4 07/04/16. 
‡Spread over 6y UKT4 09/07/16. 

9. Investor research commentary indicates that the financial markets are willing to 

invest in debt for UK airports. For example: 

Increasingly stable BAA capital structure: BAA’s class B loan and bond 

issuance in early September replaced the majority of its Holdco 

subordinated debt and part of its backstop loans reducing refinancing 

needs and raising duration … the expiring subordinated debt pays a 

credit margin of 4.5 per cent whereas the new loans pay 3.25 per cent 

in years 1–3 and 3.75 per cent in year 4, although this is more than the 

 
 
1Ferrovial results, January to December 2010, 23 February 2011. 
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2.75 per cent for the original class B loans in July 2008 if the facility was 

drawn by over £1bn. [Source: Credit Suisse, 1 October 2010.] 

BAA’s recent refinancing activities that raised £625m of new Class B 

bank loans, and £400m of new Class B bonds are major positive 

developments for the BAA credit. They confirm that both the bank and 

bond markets are more than willing to provide debt finance to BAA, 

which also means that the new bond supply from BAA this year will be 

considerably less than previously anticipated. The Class B loans also 

represented significant progress in the exercise to refinance BAA’s 

subordinated holding company (‘2nd lien’) loan due in April 2011. With 

decent visibility around BAA’s operational performance and financial 

evolution, and the removal of lingering regulatory uncertainty post the 

formation of the coalition government, refinancing has been the princi-

pal investor concern for BAA bondholders. While this is an ongoing 

issue for the company as it is naturally looking to extend its debt matur-

ity profile and is currently investing heavily, the prospect of new supply 

should no longer weigh on secondary spreads to the extent it has done 

during the course of 2010. [Source: BAA Update: What funding prob-

lem, RBS Investment Grade Credit strategy, 7 September 2010.] 

Gatwick Airport bond issuance 

10. As further evidence that the bond markets open to corporate issuers, in March 2011 

Gatwick Airport Limited issued two corporate bonds of £300 million each. These 

bonds have a BBB+ investment grade rating. The bonds have maturities of 15 years 

and 30 years respectively which represents a significant extension to the maturity of 

the bank debt that was used to complete the acquisition of Gatwick from BAA. The 

bonds pay a coupon of 6.125 per cent and 6.5 per cent and were priced at 205 basis 
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points above the reference gilts. These terms appear to be in line with the broader 

debt market and with the terms BAA achieved on senior debt. 

Equity markets 

11. Equity market conditions have improved since the 2009 report. 

Syndication of equity stakes in Gatwick Airport 

12. On 20 December 2010, Global Infrastructure Partners, the largest shareholder in 

Gatwick under new ownership, completed the syndication of equity in Gatwick. The 

series of transactions broadened the ownership of Gatwick to include a number of 

sovereign wealth funds and pension funds alongside the main shareholder, and 

indicates that there is global interest in UK airports: 

Global Infrastructure Partners (‘GIP’), an independent $5.64 billion 

investment fund, announced today that it has reached agreement with 

the Future Fund of Australia for the Fund to take a 17.2 per cent 

shareholding in Gatwick Airport (‘Gatwick’) as part of GIP’s previously 

announced intention to sell down its Gatwick equity holding. This 

transaction concludes GIP’s equity syndication process of Gatwick with 

GIP retaining a 42 per cent controlling stake. The other shareholders 

are the Abu Dhabi Investment Authority (‘ADIA’), National Pension 

Service of Korea (‘NPS’) and the California Public Employees’ 

Retirement System (‘CalPERS’). [Source: Press release, 20 December 

2010.] 

BAA equity investment by its shareholders 

13. Since the 2009 report, BAA’s shareholders have injected equity into BAA. On 

13 November 2009 Ferrovial issued a press release announcing that alongside the 

other shareholders, it had agreed a £500 million equity injection for BAA at FGP 
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Topco Limited. This was finalized in January 2010. BAA’s shareholders funded the 

equity injection to maintain their pro-rata ownership (ie Ferrovial’s investment was 

£279 million). The announced intention was to strengthen the capital base of the 

group’s regulated airports and to lay the groundwork for BAA to issue bonds. The 

new equity provided debt investors with reassurance that the shareholders were 

willing and able to stabilize the business. 

Ferrovial’s plans to sell a 10 per cent stake in BAA 

14. Since the 2009 report, BAA has also announced that Ferrovial, the largest share-

holder in BAA, is seeking interest for 10 per cent of its equity investment in BAA. This 

indicates that Ferrovial itself has taken the view that the market conditions are 

sufficiently improved for it to be an appropriate time to test appetite for a minority 

stake in BAA. Ferrovial announced:2 ‘The start of this process forms part of 

Ferrovial’s policy to realise the value of its assets, taking advantage of BAA’s now 

solid capital structure and the improvements in its operating parameters and financial 

results.’ Press commentary indicates that there is potential investor interest in the 

10 per cent stake in BAA.3 One market estimate put a value of £300 million on a 

10 per cent stake in BAA.4

Change in share price of European airport operators 

  

15. BAA’s shares are not publicly traded, but equity prices for European airports repre-

sent a cross-check on equity market conditions. Equity valuations for listed European 

airport operators have improved since the 2009 report. Figure 3 and Table 4 below 

show the change in share prices for continental European airport operators. In the 

period since the 2009 report was published and 18 February 2011, the share prices 

of these airport operators have increased by between 61 and 125 per cent. The 

 
 
2Source: Ferrovial results for Jan–Dec 2010, 23 February 2011. 
3Source: Reuters, 8 March 2011. 
4Source: Bloomberg, 9 March 2011 quoting Cheuvreux equity research. 
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performance of equities in the European airports sector has been positive in the last 

one and two years, but only one of the airports (Frankfurt, Fraport) has increased 

relative to the price three years ago. This indicates that the publication of the 2009 

report coincided with a low point in the equity markets. 

16. There are limitations in using share prices for continental European airport operators 

as an indication for equity market conditions. For example, none of the listed oper-

ators runs airports in the UK, and the free-float of the listed European airports is 

reduced by the presence of long-term shareholders.  

FIGURE 3 

Indexed share price for European airport operators 
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TABLE 4   Change in share prices for European airport operators 

 per cent 

Airport Copenhagen Frankfurt Paris Vienna Zürich 

Since 2009 report (19/03/09) 95 125 61 123 65 
1 year 32 42 18 46 21 
2 years 62 98 64 95 67 
3 years –31 2 –13 –35 –13 

Source:  Bloomberg. Share prices indexed from 18 February 2008 and in local currency. 
 
 

Commercial performance of European airports 

17. As set out in Table 5 below, since the 2009 report a number of European airports 

have published financial results for 2010. The 2010 results indicate that profitability 

has increased in the airports sector since the 2009 report. Stansted has maintained 

relatively stable EBITDA margin and an increased EBIT margin between 2009 and 

2010 despite the lack of growth. A comparison of profit margins (EBITDA and EBIT) 

between the airports indicates that the profitability of Stansted, Edinburgh and 

Glasgow airports compares favourably with that of several European airports. For 

example, Stansted Airport achieved higher EBITDA and EBIT margins than 

Aéroports de Paris, Frankfurt Airport and Vienna Airport in 2010. Similarly, the 2010 

EBITDA margin for both Scottish airports was above that achieved at Aéroports de 

Paris, Frankfurt Airport and Vienna Airport in 2010. 
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TABLE 5   Financial summary of European airports 

    Revenue 
(local 

currency) 

EBITDA 
(local 

currency) 

EBIT 
(local 

currency) 

EBITDA 
margin 

EBIT 
margin 

    

Airport Currency Years Type million million million % % 

Stansted  GBP 2010 Actual 230 86*  61   38 27 
 GBP 2009 Actual 243 102*  27   42 11 
         Edinburgh  GBP 2009 Actual 97 46*  20   47 20 
         Glasgow  GBP 2009 Actual 81 33*  8   41 10 

                  Copenhagen DKK 2010 Actual 3,239 1,964   1,472   61 45 
 DKK 2009 Actual 2,923 1,518   1,047   52 36 
         Frankfurt (Fraport) EUR 2010 Actual 2,284 711   431   31 19 
 EUR 2009 Actual 2,096 570   301   27 14 
         Heathrow  GBP 2010 Actual 1,845 875* 482   47 26 
 GBP 2009 Actual 1,735 777* 128   45 7 
         Aéroports de Paris EUR 2010 Actual 2,739 927† 543† 34 20 
 EUR 2009 Actual 2,633 883† 518† 33 19 
         Amsterdam (Schipol) EUR 2010 Actual 1,180 483   297   41 25 
 EUR 2009 Actual 1,154 383   187   33 16 
         Vienna  EUR 2010 Actual 534 168   102   31 19 
 EUR 2009 Actual 502 167   100   33 20 
         Zürich  CHF 2010 Actual 863 436   246   51 28 
 CHF 2009 Actual 820 402   213   49 26 

Source:  BAA results from website. BAA Scottish airports results from companies house. Other airports from annual reports. 
Figures are as reported, unless otherwise stated. 
 

*Adjusted EBITDA per BAA results statements. EBIT is stated as reported (ie after exceptional costs). 
†EBIT = Operating result from ordinary activities before other operating income and expenses. EBITDA - EBIT + depreciation 
and amortization. 
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