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August 9, 2022 Sent Via E-Mail
Paul.Smith@caa.co.uk
Economicregulation@caa.co.uk

Paul Smith

Group Director of Consumers and Markets
Civil Aviation Authority

Westferry Circus

Canary Wharf

London EH14 4HD

RE:  American Airlines Response to CAP2265 — Final Proposals for H7
Dear Paul:

Thank you for the opportunity to respond to the CAA’s Final Proposals covering the H7 regulatory price
control period from 2022 — 2026.

As the 3" largest airline operating at Heathrow, paying Heathrow Airport Limited (HAL) around £80m a
year pre-COVID, American is greatly impacted by the max yield that HAL can collect. Through the
challenges presented by COVID, American provided consumers with multiple flights every single day
during the pandemic. As traffic has rebounded, we have delivered excellent operational performance with
a team that is currently fully staffed to support our customers and the airport, even in the face of numerous
HAL-driven challenges to running an efficient operation at Heathrow.

Executive Summary

Heathrow Airport should be an economic engine for the United Kingdom via the power of connectivity
with the world, connecting people and goods with key markets as an important part of the government’s
vision for an open, outward-looking, and confident Global Britain®. However, as Heathrow’s airport
operator is a monopoly, seeking primarily to maximize financial returns for its shareholders, there is great
danger that it could elevate prices, stifle competition, and chip away at productivity through inefficiency.
A monopoly whose interests are with its shareholders will leave consumers poorer as a result.

Therefore, regulation of this monopolistic entity is in place, and its highest and best use is effective
protection for consumers alone. The regulated company will inherently be looking out for the interests of

! https://www.gov.uk/government/collections/global-britain-delivering-on-our-international-ambition
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its shareholders, and regulation should avoid leaning towards the regulated company’s positions, else
consumers will be left unprotected.

As a result, though we appreciate the CAA’s Final Proposals view that charges should average no more
than £24.50% in 2020 prices, we believe this number remains too high. In the Final Proposals, the CAA has
guided to the floor of the £24.50 to £34.40 range presented in Initial Proposals®, which is a correct
recognition that the Initial Proposals range was inflated, as noted in our response to those Initial Proposals®.
With appropriate adjustments to the inputs as detailed later in this response, we support the airline
community view that a more accurate and realistic price cap target should average no more than £18.53°.

There are several elements of the Final Proposals that we are happy to support:

o Rejection of Heathrow’s inflated proposal, which advocated charges in some instances up to
three times greater than those in Q6

o Symmetrical Traffic risk sharing based upon volume swings

e The approach to operating expenditure and commercial revenues that takes a bottom-up,
analytical view of each element

e Capital efficiency incentives that ensure Heathrow’s capital expenditures are matched with solid
delivery obligations

o Rejection of Heathrow’s appeal for adjustments to the Regulated Asset Base, maintaining
certainty in the framework by not allowing for back-end changes

However, we do not believe the Final Proposals go far enough. Our primary areas of concern in the building
blocks are as follows:

2 CAA CAP2365A, "Economic regulation of Heathrow Airport Limited: H7 Final Proposals - Summary", Table 3:
Summary of our initial proposals for airport charges

3 CAA CAP2265A, "Economic requlation of Heathrow Airport Limited: H7 Initial Proposals - Summary", Table 3:
Summary of our initial proposals for airport charges

4 American Airlines response to CAP2265

5 The community is working with the CAA to finalise calibration within the CAA’s PCM and CTA’s model for
operating costs and commercial revenue, the conclusion of which may adjust this figure within a range of
tolerance; we will further update the CAA upon its conclusion
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e Passenger forecasts remain too low for the H7 period. Recent independent forecasts for UK
aviation show traffic rebounding more quickly, while the CAA remains too reliant on Heathrow’s
overly pessimistic model

e Traffic risk sharing implicitly transfers risk from Heathrow to the airlines. The outer band
undermines key incentives, while the inner band is too narrow

e The cost of capital is inflated by an asset beta that fails to recognise the significant transfer of risk
identified above and over-estimates its starting point in the market

¢ The Regulated Asset Base is inflated by a RAB adjustment that was given in error and on the
basis of service commitments that have not been kept

e Qutcome based regulation results in lower targets than those in place in Q6, an easier ability to
earn bonuses, and omits key aspects of critical infrastructure

Primary Building Block concerns

Passenger Forecast

It is a fundamental concern to us that despite the improvement from the CAA’s Initial Proposals, the CAA’s
passenger forecast is based on outdated information which continues to lag significantly behind wider
industry views. The CAA appears to have taken an overly cautious approach due to influence from
Heathrow’s own internal modeling, which sits in the face of stronger recent forecasts such as the IATA /
Tourism Economics forecast for the UK O-D market, updated in May 2022, which indicates a recovery of
passenger volumes to pre-Covid levels in 2023:

UK O-D market expected to recover pre -crisis level in 2023
ACI Europe expect recovery for region by 2024; CAA LHR forecast lags significantly
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Other independent analyses paint a similar story:

1. The ICAO Economic Impact Analysis was updated on 22 June 2022. The forecast for all 4
scenarios showed European passenger numbers exceeding 2019 levels by July 2022.
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2. The recovery profile of ACI Europe’s forecast for the region was brought forward by one year to
2024 in their May 2022 update®.

FULL RECOVERY BY 2024 (i 2019)

AIRPORTS COUMCIL
INTERATIONAL

European Airport Passenger Traffic
5-year Forecastvs 2019 18%
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Previous (Oct 2021) Forecast saw full recovery in 2025
New forecast assumes limited / no C-19 disruptions =~ °

Macro economic forecasts also support a rapid return of passenger volumes. Despite the impacts of
Covid-19, according to the IMF:

o the UK economy is expected to be around 2.3% larger in 2023 compared with 2019 measured by
real (constant price) GDP;

e per capita incomes are expected to be 0.3% higher measured by real GDP per capita;

e unemployment is expected to remain relatively low at 4.6%, compared with 3.8% in 2019; and

e population is likely to be 1.3 million people higher, moving above 68 million

6 ACI Europe Airport Traffic Forecast: 2022 Scenarios and 2022-2026 Outlook, May 2022 update
7 World Economic Outlook database, April 2022
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Heathrow Airport is also known to be the most resilient large airport in the UK in its ability to rebound
from traffic downturns. According to the CAA’s own data®, for the period from June 2021 to May 2022,
Heathrow handled 45% of its 2019 volume, well ahead of 33% for London Gatwick and above also
Manchester, Edinburgh, and Birmingham.

The CAA Final Proposals mid forecast indicates a recovery to pre-crisis levels for Heathrow by 2025, which
is 1-2 years slower than the IATA and ACI comparators. When taken together with the macro level data
and the evidence presented for Heathrow’s relative ability to recover, it is clear the CAA needs to update
their passenger forecast inputs before making a final determination. We believe a more accurate passenger
forecast is around 396.1m passengers across the license period, roughly 36m more than the CAA’s current
mid-range scenario.

Misalignment of Risk

The CAA is proposing a fundamental shift in risk as part of the H7 framework, introducing a symmetric
Traffic Risk Sharing (“TRS”) mechanism, a new allowance for asymmetric risk, and continuing to use a
“shock factor” to traffic forecasts. Each of these elements taken alone and as a group shift the balance of
risk in favor of HAL’s shareholders and to the detriment of consumers.

On its face, TRS could be reasonable if proper counterbalancing measures are put in place, notably a
substantial reduction in the cost of capital to compensate shareholders more appropriately for the greater
certainty (reduced risk) they are receiving. We have consistently noted this as a precondition for support
for TRS*. As detailed in the next section, we do not believe the CAA has gone far enough in reducing the
cost of capital compensation for HAL shareholders. Further, the over/under scenarios of TRS are
inappropriately weighted in Heathrow’s favor — as currently written in the license and seen very recently,
Heathrow has the ability to unilaterally limit capacity and passenger throughput. Meanwhile, the airport is
capacity-constrained in its upside, and the outer band of 105% gives Heathrow no incentive to seek cost
efficiencies or facilitate traffic growth.

We also note that the introduction of a new allowance for asymmetric risk is excessive given that there is
already a shock factor added to traffic forecasts for unforeseen events. This asymmetric risk allowance is
an additional benefit for Heathrow shareholders and assumes the CAA would not step in in the event of a
major disruptive event such as a pandemic. This assumption is faulty, as the CAA has already very recently
proved willing to step in outside of the license to provide Heathrow with a sizeable RAB adjustment.

In our view, the CAA should adjust the TRS mechanism to account for inappropriately weighting the
rewards in Heathrow’s favor, and it should remove the asymmetric risk factor as being duplicative of other
actual and likely measures to account for unforeseen events.

8 https://www.caa.co.uk/data-and-analysis/uk-aviation-market/airports/uk-airport-data/uk-airport-data-2022/
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Cost of Capital
The significant transfer of risk from Heathrow to the airlines as noted above will have a material impact

on shareholder willingness to invest in Heathrow — making it less likely that shareholders will lose their
investment by virtue of an unexpected drop in traffic. The CAA recognizes this fact by reducing the
WACC by about 140bp from the Initial Proposals to 3.26% (real, vanilla) in the Final Proposals.

However, we believe this amount remains inflated and is undue excess compensation to HAL
shareholders — at the expense of consumers — for the true risk they bear. CEPA has provided expert
advice and support to the airline community through this process (attached, Annex 1). They note that the
CAA has incorrectly applied an uplift in the asset beta, weighting the cost of capital more favorably for
Heathrow. In addition, AlixPartners has undertaken expert analysis on behalf of a number of airlines.
These independent analyses are remarkably similar, yielding (real, vanilla) results of 2.48% from CEPA
and 2.37% from Alix, which show that the CAA should reconsider the significantly higher number
included in the Final Proposals.

Regulated Asset Base (RAB)

The CAA awarded £300m to Heathrow in 2021 to protect financeability and service standards and
indicated it will be introduced via the license modifications being proposed for H7. While the CAA may
believe this decision is final, it is still appropriate for the airline community to reiterate our opposition to
any adjustment whatsoever. Though the CAA made references to expectations on ensuring Heathrow
capacity met demand in 2021, it seems reasonable that the CAA’s ultimate intent was to make certain that
Heathrow was appropriately prepared for when demand did return, whether that be in 2021 or 2022°.

We would call attention to the fact that the airline community was vocal in advocating for the need for
early investment, particularly the re-opening of Terminal 4 to meet demand. Notably, the AOC sent a
letter in November 2021%° that was rejected by HAL as being unreasonably optimistic. Unfortunately
Heathrow was dismissive of our concerns, which led to inaction that directly resulted in capacity
challenges and an unnecessary failure to sufficiently meet returning demand. This has had negative
consequences for airlines and consumers alike. Well-publicized incidents of baggage failures from April
—July 2022 in nearly all terminals, plus lengthy security checkpoint queues, has led Heathrow to demand
that airlines cap outbound seats sold (and thus, revenue) during the peak summer travel period in the first
summer since 2019 when many people were able to travel.

It is clear that Heathrow did not make the necessary investment in service standards as originally
envisioned in the RAB adjustment, and we urge the CAA to conclude a review which we believe will
warrant a removal of the proposed adjustment.

9 CAA CAP2140, "Economic regulation of Heathrow Airport Limited: response to its request for a covid-19 related
RAB adjustment", para 4.13

10 Letter from Nigel Wicking (Heathrow AOC Ltd) to John Holland-Kaye (Heathrow), “LHR 2022 Capacity Plans”,
dated 30 November 2021
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Outcome Based Regulation (OBR)

Through the introduction of OBR, the CAA is seeking to incentivize the proper behaviors from Heathrow
to focus on service standards and their impact on consumer outcomes. While the airlines have shared our
views and positions throughout the development of the OBR framework, unfortunately the Final
Proposals lack some key elements that would forcefully protect consumers. We believe OBR falls short
and require revision from the Final Proposals in the following areas:

Baggage — it is surprising and disappointing that Heathrow is not financially incentivized to deliver
passenger bags to the airlines’ baggage handlers in time for passengers to travel with their bags. A
Vanderlande analysis shows that in a normal pre-Covid year, around 25,200 bags would be left
behind due to problems with Heathrow’s own baggage system. Besides the very high cost of
operating and maintaining this system, airlines have to pay to repatriate these missing bags to our
customers. We have seen in recent months several notable baggage failures that have resulted in
significant numbers of bags not traveling with customers. Many of the in-system issues are within
Heathrow’s control and thus should be part of the OBR scheme

Check-in Measures — availability of check-in infrastructure is a welcome addition to the OBR
framework, but excluding baggage input belt performance is a surprising omission. This is a critical
element of the check-in process that Heathrow controls and should be part of the regulatory
framework for the benefit of consumers

Security targets — the Final Proposals omit some necessary elements in our view and fall short in
other places. It is surprising there is no reference to automated measurement of queues given that
in 2013 the CAA included as a license condition the establishment of automated queue
measurement system — so 14 years later, by the end of the H7 license period, it is possible that this
consumer-benefitting system still may not exist. Also, the SQRB and OBR targets for Security are
each too low. As shown in the data from the attached Community response, Heathrow is already
consistently meeting the SQRB targets set by the CAA, and — while we disagree with the principle
of allowing bonuses — if they are to be established, they should be for exceptional performance.
The OBR bonus thresholds established in the Final Proposals are too low given that Heathrow meet
these standards already. The CAA is thus rewarding Heathrow shareholders — at the expense of
consumers — for performance consumers routinely received in Q6.

Other Building Block concerns

Operating expenditure remains greater than necessary
Commercial revenues are lower than desirable with a weak management stretch target

Capital expenditure was inflated by a poorly-defined ~£1.2bn from the Initial to Final Proposals
to a level that exceeds delivery capability and any likely capital requirements

There are weaker capital incentives compared to other regulated sectors
The asymmetric risk allowance double-counts the risk measurement in the cost of capital

Capping passenger numbers in 2022 will result in consumers paying for Heathrow’s inability to
provide capacity, which is unaccounted for in the CAA’s model
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Procedural concerns

e London Heathrow is already more expensive than comparable European hub airports, and the
Final Proposals do not address this fact, to the detriment of consumers

e Information asymmetries favor Heathrow as airlines are unable to challenge Heathrow’s
modelling. Heathrow has been allowed to submit an RBP Update 2 in its response to Initial
Proposals plus add further submissions during the CAA’s development of Final Proposals. Airlines
have not been able to give this work proper scrutiny, and in some cases we have not even been
allowed to see Heathrow’s work

o Heathrow’s financeability is taken into account at the expense of the consumer, particularly as
shareholders have been happy to receive dividends but not inject capital

e The process of this periodic review has not worked well, with lengthy process delays and a failure
of constructive engagement due to Heathrow’s unwillingness to share detailed information

Conclusion

In summary, we believe the CAA has been overly deferential to Heathrow’s position by accepting many of
their arguments in the Final Proposals, particularly where the airlines’ challenge to Heathrow’s position has
been hampered by a vast information asymmetry. The CAA can properly address the deficiencies in the
Final Proposals model inputs and the flaws in how the price control mechanisms work together. This would
achieve a max yield closer to £18.53, a result that is more appropriate and more beneficial for consumers.

Finally, we include and support the response of LACC/AOC, which represents the entire airline community
at Heathrow.

We appreciate your attention to the points we and the rest of the Airline Community raise and look forward
to your response.

Respectfully,

kb I

Walter Weems
Senior Manager, Airport Affairs & Properties

cc: Robert Wirick — Managing Director, International Government Affairs
Rhett Workman — Managing Director, Europe & Asia Operations
Amanda Zhang — Managing Director, Airport Affairs & Properties
Philippe Serafino — Director of Operations, Heathrow Airport
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