
 

1 

 

A potential extension by one year of Q5 
Ref Code: Q5-031-LGW02 Date of issue: 8 March 2011 

Response from Gatwick airport to the CAA’s consultation on 
extending by one year the current price regulation at Heathrow and 
Gatwick airports 

Introduction 

The CAA consulted on 7 February 2011 on whether it should extend by one year the current price 
regulation that applies to Heathrow and Gatwick airports. The current price regulation at both 
airports is due to expire on 31 March 2013. If the extension is implemented, the price controls 
would be extended to 31 March 2014. If the price control is not extended, then the CAA would be 
starting Q6 almost immediately. 

This document sets out Gatwick airport’s response to the CAA consultation document. 

Rationale for extension 

The CAA identifies three key potential advantages for extending the current price controls relative 
to the other two options of i) undertaking the price control reviews under the existing legislation 
without an extension and ii) undertaking the price control reviews under the Government’s 
proposals without an extension. The three key potential advantages identified by the CAA are: 

• It would help deal with the uncertainty of the Government’s legislative timetable for introducing 
its revised framework for economic regulation of airports in the UK, through the Airports 
Economic Regulation (AER) Bill as well as providing an opportunity for the next price control 
review to be conducted under that new framework; 

• It would avoid the need for the regulator and stakeholders to undertake work and analysis 
needlessly; and 

• There could be merit in an extension to provide an opportunity for the CAA to lead a strategic 
discussion as to the purpose of economic regulation in the airports sector. 

We agree with these three potential advantages to arise from an extension. In particular, the 
potential introduction of the AER Bill, with its focus on the interests of passengers and the 
opportunity to conduct the next price control review under that new framework would provide a 
number of significant benefits to passengers as well as to the industry as a whole. In that light, we 
welcome the announcement by the Secretary of State that it intends to bring forward the AER early 
in the next session. 

In addition to the three potential benefits highlighted by the CAA, we would also identify two further 
potentially significant benefits. First, an extension of one year would provide an opportunity for the 
CAA to complete its work relating to increased competition in the airports sector, which it has been 
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progressing under the banner ‘Preparing for a more competitive airports sector’.  Over the past 12 
months, the CAA has been working, with significant stakeholder engagement, to develop 
competition guidelines, setting out the analytical framework for how it will assess competition in the 
airports sector.  In parallel, the CAA, with stakeholders, has developed its thinking on potential 
different approaches to the regulation of airports (where its competition analysis identifies 
competition problems that need to be addressed).  Without an extension to the current price 
controls, the CAA would be limited in its ability to both conduct a full and robust competition 
analysis and to implement economic regulation which is better tailored to specific identified 
competition problems.  Instead, as the CAA recognises, it would need to move immediately to 
considering the detail of its price control architecture proposals, without an adequate 
understanding of competitive dynamics present in the market.  This issue is particularly important 
at this time due to the sale of Gatwick by BAA in December 2009 to Global Infrastructure Partners 
(GIP), which has introduced real competition to the airports market in the south east. 

Second, the Competition Commission (CC) is currently considering whether to continue to require 
the sale of Stansted airport by BAA in response to the adverse effects on competition that the CC 
identified during its Airports Market Investigation. If that sale goes ahead then this would introduce 
a further dimension of competition, intensifying the competitive dynamic in the south east airports 
market, which would need to be properly and fully reflected in future decisions about economic 
regulation.  Moreover, an extension by one year of the price controls at Heathrow and Gatwick 
would result in the price control reviews at all three currently designated airports being conducted 
at the same time, which would allow the CAA to develop a consistent understanding of competition 
in the market and make appropriate and better informed economic regulation decisions. 

Even if a 12 month extension does not allow the CAA to conduct its next price control reviews 
under the proposed new legislation, these additional potential benefits could mean that there would 
continue to be merit in extending the price control reviews by one year. 

Terms of extension 

Section 40(7) of the Airports Act requires the CAA to consult the airport operator concerned when it 
is considering extending the price control period by up to one year.  Where an extension is 
implemented, the price control formula operating in the final year of the quinquennium applies in its 
entirety in the extension period, unless the CAA and the airport operator concerned agree to 
amendments.  

The current price control formula at Gatwick is RPI+2%.  Without amendment, this price control 
formula applies in the extension year 2013/14.  However, as identified by the CAA in its 
consultation document, there are a number of other detailed issues relating to the current price 
controls that will need to be considered when determining the terms of the extension. These 
additional issues are; 

• Capital expenditure triggers; 

• The correction of over- or under-recovery; 

• The security cost pass-through term; 

• The service quality regime (SQR); and 
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• Various public interest conditions, which at Gatwick are the SQR rebates scheme and cost 
information for specified activities. 

The CAA states that, in principle, there is a case for these issues to be dealt with in a manner that 
does not change the overall ‘balance’ of the Q5 settlement.  We agree with this view and consider 
that maintaining the balance of the Q5 settlement should be a strong guiding principle of any 
decisions that the CAA takes to either amend the current price controls, or indeed any decision not 
to amend them.   

We set below out our views on each of the issues identified by the CAA. 

Capital expenditure triggers 

The CAA states that the current capital expenditure triggers would continue in the absence of any 
amendment to the current price control formula.  The CAA states that where capital expenditure 
projects are ongoing, that it considers that there is merit in continuing with the existing triggers for 
the extension period.  However, the CAA considers that there may be merit in removing capital 
expenditure triggers where these are related to projects where the nature and scope has 
fundamentally changed during Q5. This would especially be the case in the event that the airport 
operator and airlines can reach agreement on more suitable triggers tailored to the expected 
capital projects in the extension year. 

As the CAA will be aware, this is an issue of importance at Gatwick.  After the voluntary sale by 
BAA of Gatwick to GIP in December 2009, the new management team undertook a review of all 
capital projects to ensure that they were appropriate for the future ambition of the airport in meeting 
the needs of passengers and our airline customers and that costs were being efficiently incurred.  
After full consultation with our airline customers there was support for two capital projects subject 
to triggers to be either ceased or be subject to fundamental change: namely Pier 7 and south 
terminal baggage. The trigger penalty payments associated with these projects were originally 
meant to be paid from January 2012 and January 2013 respectively, in the event that they were not 
completed by those dates. The trigger monthly penalties were £1.01 million per month for Pier 7 
and £0.53 million per month for south terminal baggage (2007/08 prices).   

Gatwick has indicated that it intends to pay the triggers associated with pier 7 from January 2012 
to March 2013.  This decision is expected to cost £14m in line with the total Q5 payment for that 
project referred to in the CAA’s March 2008 decision.  At the time our decision was taken, we were 
expecting Q5 to end in March 2013 – i.e. prior to the CAA proposing to extend Q5.  Discussions 
have not yet commenced regarding the ST baggage project.  

The CAA set out in its March 2008 economic regulation decision the purpose of the capital 
expenditure triggers1: 

“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.” 

Given the stated purpose of triggers, it would clearly be perverse to continue to apply the trigger 
and require trigger penalty payments to be made for capital expenditure projects where there is 

                                                           
1
 Paragraph 13.13 “Economic Regulation of Heathrow and Gatwick Airports 2008-2013”, CAA Decision, March 2008 
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support that these should be ceased or be fundamentally changed.  Continuation of the trigger 
penalty payments cannot encourage timely and efficient delivery – as all parties have agreed that 
these projects are not appropriate for the future ambition of the airport in meeting the needs of 
passengers and our airline customers. 

We consider, in light of the guiding principle above of maintaining the balance of the Q5 settlement, 
that the purpose of triggers should be central to the CAA’s decision on whether triggers continue to 
apply in the extension year.  Where triggers are related to projects where the nature and scope has 
fundamentally changed during Q5 the trigger should be terminated at the end of 2012/13.  A 
decision by the CAA to continue the Q5 triggers with the existing price cap applying would result in 
the airport operator being faced with under-recover of its cost of capital.  A decision by the CAA to 
extend on this basis would be irrational both in light of the purpose of the extension and the stated 
purpose of the triggers. 

It might be argued by some airlines, as the beneficiaries of the penalty payments, that the triggers 
and associated penalty payments should continue through to the end of the extension year. 
However, in addition to the reasons above, we argue strongly that this should not be the case: 

• Airlines have supported the change in the trigger projects; 

• While we have re-profiled our capital expenditure from that assumed at the time of the Q5 
decision, which provides us with a cash-flow benefit, this does not imply that our airline 
customers have already paid for these ceased capital expenditure projects such that the 
associated triggers should continue to apply in the extension year: 

o As noted above, our review of our capital expenditure programme identified 
significant efficiency savings as well as redundant projects. The monies associated 
with these have been diverted (with airline agreement) to provide additional service 
improvements and capital investment not envisaged in the Q5 decision, to the 
benefit of airlines and passengers; and 

o Out-turn traffic throughout Q5 is significantly below the levels that were forecast and 
as such airlines have not brought enough passengers and have consequently not 
paid enough in airport charges to be able to claim that they have already paid for 
these trigger projects throughout Q5. We predict that our revenues will be around 
£135 million lower throughout Q5 than envisaged by the Q5 decision. This is also 
demonstrated by Gatwick’s returns being consistently below the allowed regulated 
return of 6.5%; 

• There was not meant to be a sixth year of Q5 in which the trigger payments would fall to be 
paid (and the CAA never considered the implication of an extension to the trigger regime). As 
such the prospect and possibility of trigger payments in the extension year is wholly the result 
of an artificial regulatory construct; 

• We will be paying trigger payments to the end of 2012/13; 

• As these capital expenditure projects will not be going ahead in the manner originally 
envisaged, the planned expenditure will not be included in any future regulatory asset base 
(RAB). This means that, to the extent that any future price regulation beyond the extension 
year is based on the RAB, prices will be lower, everything else equal, compared to what they 
would have been; and 
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• Alternative, relevant capital expenditure solutions are proposed for 2013/14 and it is these, or 
other, relevant projects that should be subject to capital expenditure triggers, to ensure that the 
triggers are tailored to the expected capital projects during that year and are meeting the 
original purpose of the triggers as set out by the CAA. 

Although we consider that continuation of trigger payments for non-completion of redundant 
projects into 2013/14 would be perverse and irrational, that is not to say that there should be no 
capital expenditure triggers in that year.  Indeed, in order to abide by the guiding principle above 
that the balance of the Q5 settlement should be maintained, we consider that there should be 
capital expenditure triggers in that year.  We would propose that the terminated triggers would be 
replaced by new triggers, yet to be determined, but to be discussed with our airline customers 
through the Annex G process.  We would also envisage that these replacement triggers should be 
applied to projects that represent in the region of 60 per cent of capital expenditure in that year, as 
this was the proportion of Q5 capital expenditure that was subject to triggers. 

Correction for over- or under-recovery 

We agree with the CAA’s proposal that the correction term should be retained so that maximum 
prices in 2013/14 are adjusted for any over- or under-recovery in 2011/12. 

Security cost pass-through term 

The CAA proposes that the security cost pass-through element of the price control would continue 
into 2013/14. This allows for an adjustment of allowed charges of 90 per cent of an increase (or 
decrease) in costs directly due to changed security requirements, subject to a minimum threshold, 
which is £6 million at Gatwick. We agree with this general principle.  

Service quality regime 

The CAA proposes to roll-forward the SQR as it stands, while noting that it will be a focus of the Q6 
review process.  We agree with this proposed approach. 

Public interest conditions 

The CAA propose to extend the public interest conditions, which were implemented following 
reports by the CC. We agree with this proposed approach. 

Ex post reconciliation  

The CAA recognises that extending the current price control formula at an airport by one year 
might detrimentally impact one party or parties while benefiting others as the terms of extension will 
be conducted with minimal additional analysis e.g. of costs. Therefore, the CAA proposed that it 
might be appropriate to include some form of ex post reconciliation, or true-up mechanism, to 
reduce the potential detriment and benefit to parties. 

In principle, we do not generally welcome retrospective regulatory decisions as they increase 
regulatory uncertainty and can create perverse incentives. Moreover, as recognised by the CAA, 
they can very easily become very complicated.  However, that said we recognise that in the context 
of an extension to the Q5 price controls, there could be merit in having such a mechanism, 
particularly to the extent that it can be kept relatively simple, avoiding undue complexity.  In striving 
to reach such a solution, we would again argue that any such true-up mechanism should seek to 
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maintain, in broad terms, the balance of the Q5 settlement and that it is not necessary, nor 
desirable for the CAA to precisely correct for each and every detriment or benefit that arises. 

Developments since the CAA consultation 

The CAA has indicated that it would be keen to see airline – airport agreement as to the terms of 
the Q5 extension.  Given that Gatwick is also keen to seek agreement with its airlines, we have 
carried out various discussions with our airlines.  While we are not in a position to report 
agreement, we can report that discussions continue.  We have recently made a proposal to the 
airlines that we would agree with the CAA to vary the terms of extension in two ways:  

• The price cap to be set at a level below RPI+2; 

• Q5 triggers to be replaced by 2013/14 triggers. 

Discussions continue.  The CAA should ensure that all parties are given every opportunity to reach 
agreement.   

Separate treatment of Heathrow and Gatwick 

The CAA’s initial view is that it should apply an extension to both Heathrow and Gatwick airports, 
which would mean that it would review the price control at all three currently price regulated 
airports at the same time. The CAA wishes to understand if there are any reasons why the two 
airports should be treated separately. 

In our view, the decision about whether to extent the current price control at Gatwick is largely 
independent of the decision to extend the current price control at Heathrow (and vice versa). The 
case for extension at each airport should be considered and assessed separately on its own 
merits. To the extent that the CAA reaches a different conclusion on the question of an extension at 
the two airports then we consider there would have to be very strong reasons for it to depart from 
its initial conclusions. If there was any reason for differentiation, we would argue that Heathrow 
should be commenced immediately since there might be a case for Gatwick to be considered on 
the same timetable as Stansted.  However, given that Gatwick also competes with Heathrow, then 
we do not consider that this amounts to a compelling case for different timetables.  There is much 
to be said for the CAA carrying out its competition analysis in the London market – and its airports 
– at the same time.    

Contact details 

We hope that you find this response helpful. If you would like to discuss any issue raised or seek 
clarification please use the contact details below. We are happy for you to publish this response. 

Colin Garland 

Senior Manager, Economic Regulation 

01293 505541 

colin.garland@gatwickairport.com 


