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Dear Sirs,

First of all we would like to thank you for the opportunity of sharing our opinion on the H7
price control period at Heathrow. We appreciate that the Final Proposal is lower than the Final.
However in our opinion charges still should be set on a lower level. | would like to kindly inform
you that a position of LOT Polish Airlines to the H7 price control period at Heathrow is that the
charge level should not be higher than £18.53 on average across H7 Period according to the PCM
model used by the CAA. It is mostly related to the low traffic forecasts, too high WACC calculation
and the £300m RAB Adjustment through the H7 License which is completely inacceptable in our
opinion.

Furthermore what’s related to detailed aspects of the H7 Final Proposal we strongly support a joint
Airline Community response attached.

Pozdrawiam,
Kind regards,

Mitosz Madejski
Ekspert ds. Operacji i Optat Portowych / Airport Operations & Charges Expert
Biuro Operacji Naziemnych / Ground Operations Bureau
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Rejestrze Przedsiebiorcow prowadzonym przez Sad Rejonowy dla m.st. Warszawy, XIV Wydziat Gospodarczy KRS pod nr KRS 0000056844,
o nr NIP 522-000-23-34 i kapitale zaktadowym 203.214.923,28 PLN (optaconym w catosci).
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Timely delivery of departing baggage

Airline response to HAL's proposal that this be a
reputational measure

25t April 2022
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As a point of principle, HAL should be financially incentivised for
Timely Delivery of departing baggage

It is appropriate and entirely reasonable that this is a financial incentive:

The airlines have funded billions of pounds of investment in baggage systems over the last few years and the
product provided by these systems should fulfil its purpose: to accept, process and deliver bags to airlines
for us to load onto our aircraft

— The performance of these high value systems should be held to account from a financial perspective

In consumers’ eyes and from a legal perspective, airlines are responsible for bags which miss flights; we
incur a significant cost when this happens (IATA average: EUR70 — EUR100 per bag); in effect, airlines are
already financially incentivised for our operation (!)

Once our agent puts a bag in the system, we have no control over its system journey and delivery, but rely
completely on HAL

Therefore, If a failure of, or inadequacy in HAL's systems causes a bag not to make it through the system, HAL

should be subject to a rebate; note that this would be nowhere near the level of the cost incurred by airlines
for being unable to fly the bag with the consumer
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The fact that the operating cost for baggage systems is an ORC should
not negate the case for a financial incentive

* HAL continue to be handsomely rewarded through the aero charges for the previous and
ongoing capital investment in baggage systems

* ORCs are established as cost pass-through mechanisms where airlines have little ability to
control service standards

* There are already financial incentives in place for other service aspects which are charged via
ORCs, for example PCA and FEGP

* The current situation is perverse in that if HALs system fails to deliver a bag which
subsequently misses its flight, the airline still pays HAL to cover the cost of the operation,
whilst simultaneously incurring the cost for repatriating the bag
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It is reasonable to agree some exclusions from the measure, but any
perceived difficultly in capturing these should not negate the overall case

 HAL has done a great deal of work to suggest the exclusions which should be made and the
difficulties in capturing them, but this work has been done to rationalise why the measure
should not be financially incentivised, rather than consider positively how exclusions can be
agreed and captured to make the measure work

* Note that HAL's initial view was that “there are a few instances where elements outside
Heathrow’s control may impact a bag’s timely delivery (e.g. bags having to recirculate because
the output has not been kept clear by the handler) in which case the timestamp for delivery is
adjusted accordingly, or excluded as appropriate (e.g. being input too late).” **

* The airline community believes that we can continue to work with HAL to agree the list of
reasonable exceptions, and assist with implementing the necessary approaches to capture them

**Source: OBR work in progress, joint response update, 13/8/21
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HAL's presented concerns about the impact of the need to capture and agree
exceptions can be reasonably refuted

HAL presented two primary concerns:

1. For some exclusions, prioritising a financial Timely Delivery measure adds some cost

— Some costs are inevitable to build a robust measurement process, but these are necessary to
make the measure effective; any new measures would likely incur set-up costs

2. For others, prioritising a financial Timely Delivery measure may not fully align with the End to
End MCR outcome

— Any necessary changes in behaviour would be broadly straightforward, but entirely a positive
improvement to operational management processes and can only benefit consumer outcomes

— It seems incongruous that the need to increase focus on the system elements totally within
HAL’s control might detract from the end-to-end outcome
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Introduction to detailed response

As stated on the previous slides, the airline community regard it a point of
principle that this measure be financially incentivised.

However, we have anyway taken the time over the next few slides to offer

responses to HAL's presented detailed concerns about exclusions, gathered from
conversations with airline operational baggage experts.
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Extra burden on O0G

PREVENTION

Avoiding non-compliant bags in the system:

Now (& TD = Reputational)
The current protection to minimise bag jams is signage
encouraging handlers (and Check-in agents) to put only
compliant bags into the system, and take (or ask
passengers to take) more awkward items to the
appropriate OOG location.

If TD = Financial
Some manual oversight of product input could help
reduce the amount of non-compliant product entering
the system. The emphasis on (and Opex investment in)
system protection could shift the interpretation of
‘nearly-compliant” items to keep them out of the system
— protecting the elements within HAL control, but
increasing the burden on the manual OOG process which
already has a disproportionately high MCR

A proportion of bag jams are attributable to the
system itself, clearly a key aspect upon which the
measure should drive focus

We challenge that the number incidents caused
by non-compliant bags is actually very small

The consumer should be perfectly entitled to
transport non-prohibited items, even if they are
technically non-compliant due to the
requirements of the core baggage system

— This is the very purpose for which the OOG process
exists

The airline community is keen to continue to
work with HAL to improve bag compliance and
the process to handle non-compliant bags

(Y
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Bag-jam clearance takes longer

IDENTIFICATION
Non-compliant bags in the system:
Now (& TD = Reputational)

Any jammed bags are cleared as swiftly as possible by the MIT
(Manual Intervention Team) and the system restarted (with
Technicians’ help as required).

If TD = Financial °
If “Timely Delivery” is a Financial measure, then distinguishing
whether a jammed bag is/isn’t compliant determines whether
the downtime & associated impact is/isn’t down to HAL. The
MIT and Technicians would therefore have to make that
assessment, capture evidence, and report it accordingly. This
would take time, so either add cost, or reduce
responsiveness. The corresponding impact on upstream bags °
would similarly need to be established — a non-trivial data
exercise.

It is right and proper that the MIT are instructed
to clear jammed bags as soon as possible

But equally, it is worrying if bag jams are currently
being cleared without taking note of the root
cause, because this flies in the face of continuous
improvement

Given easy availability of technology (e.g. camera
phones), it would be relatively straightforward for
MIT staff to capture required evidence, with little
impact on bag jam resolution time

This additional time taken would anyway provide
valuable information for the benefit of all parties
The implementation of a financial incentive would

of course maintain HAL's focus on clearing jams as
soon as possible

(Y
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Re-routing from changes mid-build

Now (& TD = Reputational)

Accepting requests for operational changes mid-build re-
routes bags, incurring additional time for individual bags
(& risk to Timely Delivery), in order to accommodate
handler considerations. Requests include:
® Temporary closure (or delay on opening) bag output points to
accommodate absence of handler resource or empty
containers.
® Movement of a flight build to fit onto fewer laterals to fit
available resource, or if there is an issue with road access.
Whatever the reasons are, a process would be required to
capture the reason and identify the degree of impact.
Often, there will not be a material impact... ...but there
will always be a cost in determining this, and if so, the
extent of the impact.

If TD = Financial

This risk to Timely Delivery could be addressed by
reducing the flexibility to accommodate such on-the-day
operational changes — protecting the new metric, but at
risk to the end-to-end process

Flexibility is an essential part of baggage operations;
if the baggage system can’t cope with a reasonable
number of mid-build changes, it is not fit for purpose

A good example of this required flexibility from T3IB:
the batch build window is set for 100 mins in the
plan, but once all product from the EBS has been
called, the airline may want to switch to in-time build
earlier than planned, to improve operational
efficiency and improving the likelihood of the right
consumer outcome

In T3 [VS] and T2 (Menzies), very few changes are
requested in normal operations; the handlers work
constantly and closely with the MUP planner so that
few changes are necessary

We are very happy to work with HAL to monitor the
number of, and reason for changes, and their impact

©ic TE
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Lane fulls and congestion

Now (& TD = Reputational)

When handlers are unable to attend to chutes & laterals, the
sorter acts as a short term buffer, only releasing the bags when
the handler has started to clear the backlog.

For the specific bags unable to be delivered, the Western
Campus (T3 & T5) can distinguish whether this is due to a Lane -
full, or an issue with HAL's equipment, although this distinction
is not currently possible Eastern Campus (T2 & T4).

The delay to bags whose access onto the sorter is hindered
because of high occupancy is not currently apparent in any
terminal.

If TD = Financial
Having Timely Delivery as a Financial measure would require
assessment of dieback & re-routing associated with high sorter
occupancy arising from Lane Fulls, or a blanket exclusion from
the metric of upstream in-system bags during such periods.

We accept that in the current circumstances, we are seeing
more backlogs that normal, due to lack of resources

In normal operations, the number of backlogs is small; note
however that they are sometimes inevitable

Note that a ‘lane full’ could be due to a lack of MUP/lateral
capacity (i.e. the system is too small for the operations which
HAL are scheduling); for example, LH report that they
sometimes do not get enough MUPs to meet operational
needs; this can inhibit the handler’s ability to empty chutes in
sufficient time

The T3/T5 system already provides the insight necessary to
register the need for an exception

The lack of ability to provide this information for T2/T4 is
frustrating and illustrates the inadequacy of the ageing
systems; the requirement will presumably be addressed by
future system improvements/replacements

—  We are happy to work with HAL to agree a reasonable approach
to exclusions for these terminals
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Bag Store overloaded by repeat requests for small batches

Now (& TD = Reputational)

The new baggage system serving T3 gives the handlers

the flexibility to call down batches of bags from the store,

allowing efficient activity when it best suits during the
first part of the build period.

Repeat requests for small batches is not recommended,
as it puts additional strain on the system & store (with
batches overlapping, causing the remainder of the initial
batch to return to the store). With batches prioritised
over Time Critical product, this behaviour hinders release
of the product on the threshold of Timely Delivery

If TD = Financial

This risk to Timely Delivery could be addressed by
reducing the flexibility to request batches under a certain
size - protecting the store’s ability to release Time Critical
product, but sometimes reducing the handler’s ability to
make fullest use of resource.

Even if ‘repeat requests for small batches
are not recommended’, this is the
operational reality in T3

Airlines/handlers don’t do this to be
difficult, but to ensure efficient baggage
delivery and achievement of the
consumer outcome

The system therefore needs to
accommodate this required flexibility

We are happy to work with HAL to
monitor operational behaviours and strive
for improvement where possible

(Y
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Undue compression hindering store release

Now (& TD = Reputational)

Forms of build “compression” reduce the build duration;
Demand Driven Build (DDB) does so commensurate to the
number of bags on a flight. This can make effective use of the
available space, but where the system was not originally
designed for this, it can put the bag store on the cusp of
effective operation.

Wholesale use strains the system to help the operation e.g.
resource considerations in TS may drive to build on fewer
laterals, by shortening build duration. This increases bag
throughput in the store, stressing the system and potentially
“sailing too close to the wind” with timely bag release
compromised across flights. This occurred in 2018 when TS
shorthaul build times were reduced en masse.

If TD = Financial

There is an argument for HAL to take on the lateral planningin
T5, like it does in other terminals. This allows the system to be
duly protected, & also the Timely Delivery metric, but hinders
responsiveness to operational considerations.

BA is surprised that this concern has been
raised, because they have for a long time
worked collaboratively with HAL on DDB
to make improvements to T5 operations
and this has not been flagged

There is no appetite whatsoever to
relinquish T5 lateral planning to a third
part; the current collaborative approach
seems to work well

Also note that build compression is a
standard part of the operational
requirement; this was ‘sold’ to airlines as
the way to increase system capacity

(Y
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Batches of poor tags overwhelm Manual Coding

Now (& TD = Reputational)
When automatic tag readers don’t read a bag-tag, the
unidentified bag is routed to Manual Coding for the
identification by an operator. Bag orientation means
there is always some proportion of clear tags that still
need this intervention.

Transfer bags from some outstations can have tags where
the printing is all poor quality, meaning a large slug of
bags requiring manual input, overwhelming the capacity
to do so, and causing system congestion.

If TD = Financial
Whilst the specific batch of bags requiring Manual Coding
can be identified and excluded from the Timely Delivery
dataset, identifying the bags impacted by such
congestion requires more onerous analysis.

Manual Coding is an unfortunate but
essential part of standard baggage
operations and any baggage system
should be able to facilitate this

This is not thought to be a significant
issue; airline figures on the prevalence of
such bags are being sought

There should be sufficient resilience in the
system to allow for a reasonable
proportion of bags going to Manual
Coding and mitigating the impact on other
bags
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Bag messages not received

e o * The airline community is comfortable
Now = Reputational) . . ]
gigﬂs\:l:)r:getr:ge:zatghees:l::rg::ielgict’i::z:‘l::eEag,llmkssthcruciallk;e that bags Wlthout BSMS ShOUld be

its destination.

When these are not received for incoming bags transferring eXC I u d e d fro m t h e m e a S u re

through Heathrow, the bags require storing until that
information is made available.

These bags would be excluded from the Timely Delivery dataset
irrespective of whether the metric were Reputational or
Financial
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Skewed input overloads DCV system

Now (& TD = Reputationa) * BA teams are encouraged to enter bags

The rail-mounted cart system* transporting bags East-West
between T5 concourses, to Head-of-Stand, and out to/from T3 is H
s el into the baggage systems at the nearest

Effective movement of loaded carts (& recirculation of empty carts) . .
is compromised when loaded heavily on one side, but not the I n p Ut p O I ntS
other, necessitating undue traffic on the low capacity North-South
connections.

The original design was conceived with the users’ resource

 There are occasions where this doesn’t
anagement System stipulating input points for each flight's . .o .
::IansfgrbagstOYZnsure :pproprgiat:bal’;nce, butthiswasnot happen but no Slgnlflca nt Issues for the

implemented.

Excessive imbalance causes DCV stoppages, which are time D CVS h ave b e e NN Ote d

consuming to rectify (as each cart has to be manually positioned
over a Linear Induction Motor to re-start) with downtime

i:pa;tirlmdngea'd—of—Stan.dbags—theveryproductthatisonthe L] We WOUld expect the baggage System to
threshold of Timely Delivery
be able to cope with these changes

* DCV “Destination Coded Vehicle”

If TD = Financial
Regulating and enforcing balanced use of the transfer
inputs would require overhaul of airline Resource
Management Systems, and associated culture change.
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Flexibility (e.g. early check-in)

* Inresponse to the example about LH early
check-in, this is only requested on ¢.30

Now (& TD = Reputational)

When there are operational issues for the community, HAL will

::d::::::S:T;:::::::::Zes regarding Check-In in T2. d ays p e r ye a r’ t h e SO I e re a SO n b e i n g to
el e e e assist with operational efficiency and
3:30am, helping minimise the extent queues as they grow through .

Brimosning. Improve consumer outcomes

However, this early opening means that the system downtime is

esisxlsiogel ol ebslolitia bl st (DO « Surely HALs system maintenance regime
with consequential impact on Timely Delivery
f can be planned so that these requests can
If TD = Financial
Making Timely Delivery a Financial measure will militate against be a CCO m m Od ated ?

flexibility like this that is of benefit to the passenger, in order to
maximise maintenance, prioritising achievement of the Timely

Delivery metric * Aside from this and the examples
mentioned in earlier slides, what other
types of flexibility might be reduced?
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CEPA

ANNEX: COST OF CAPITAL

CEPA has been appointed by IATA to provide advice on cost of capital issues. In this annex, we respond on behalf
of IATA on the CAA’s H7 Final Proposals. Our response is limited to presenting new evidence or responding to
methodological changes from the CAA in its Final Proposals.

While the real vanilla WACC has fallen by c.140bps from Initial Proposals to Final Proposals, this is driven primarily
by a change in inflation. In our view a number of issues previously highlighted are unresolved. In addition, the
CAA'’s Final Proposals have created new issues, with commentary at odds with the parameter estimates chosen.

We would refer readers back to the CEPA response to Initial Proposals for a full description of our views on a
suitable H7 Weighted Average Cost of Capital (WACC) . In that response (Section 2.3), we set out issues for the
CAA under seven themes. The most prominent area of disagreement was around the asset beta, while our view of
the cost of debt differed significantly from the CAA’s estimate.

Combining CEPA’s mid-point asset beta estimate and the CAA’s current view of all other parameters would reduce
the real vanilla WACC to 2.48% (from 3.26%). In our view, the correction of two material errors within the CAA’s
approach that are not supported by precedent and give counter-intuitive results would lead to a more appropriate
WACC. On the asset beta, we suggest that the CAA should reconsider:

e The inclusion of the uplift for relative risk changes in the period pre-2020 and for H7 (excluding enduring
pandemic effects and the TRS), given the CAA’s pre-pandemic asset beta position.

e The use of an enduring pandemic effect that departs significantly from empirical evidence and broader
precedent on beta.

In the remainder of this annex, we provide context by setting out our published cost of capital range in response to
the CAA'’s Initial Proposals. We then discuss how the CAA’s cost of capital range has evolved for Final Proposals
and provide further detail on the issues we identify with its approach.

1.1. CONTEXT
In the table below, we compare the CAA'’s Initial Proposals (IP), CEPA’s response to IPs and the CAA’s Final

Proposals (FP) for H7. We provide the parameter estimates (in real RPI terms unless otherwise stated) and a high-
level summary of the points raised in response to the IPs.

" CEPA (2021) Response to CAA H7 Initial Proposals: Cost of Capital.





CEPA

Table A.1: Comparison of cost of capital estimates and discussion of points raised in response to IP

Parameter

Risk-free rate

(07.V: N |
-1.80%

CAAFP
-2.03%

CEPA response to IP
-2.44%

We did not raise specific issues, although our approach differed to the CAA. The FP
estimate has increased due to market movements and a shorter averaging period.

Total Market Return

5.85% 5.85% 5.20% to 6.00%

We did not raise specific issues, although our approach differed to the CAA. The FP
estimate is unchanged from the IP mid-point.

Pre-pandemic asset beta

0.50 to 0.60 0.50 0.45to 0.50

The core issues raised were around comparator selection, relative risk assessment,
a balanced evaluation of empirical evidence and weight on longer term evidence.
The CAA has now separated out relative risk changes for H7 capacity constraints.

Uplift for relative risk
differential

n/a 0.00to 0.10 n/a

This is new in the FP, so was not discussed in our IP response.

Uplift for enduring
pandemic impact (post-
TRS)

0.02 to 0.07 0.02 to 0.11 0.01 to 0.02

We raised issues with the CAA’s proposed ‘pooled’ beta approach, the assumed
duration and frequency of pandemic scale events. The FP is higher with a longer
assumed duration of pandemic impact.

Risk mitigation impact on
asset beta

0.00 -0.08 to -0.09 -0.04 to -0.08

We asked the CAA to include the impact of risk mitigations on the asset beta. This
has been incorporated for the FP.

Overall asset beta

0.52 to 0.67 0.44 to 0.62 0.38t0 0.48

There was a large difference between CAA IP and CEPA estimates. The FP has
narrowed this gap, but there is limited overlap of ranges and the CAA FP range is
now wider.

Nominal cost of
embedded debt

4.60% 4.14% 2.73% to 3.61%

We proposed a shorter tenor and trailing average period relative to the CAA. The FP
reduced the trailing average period, though did not change assumed tenor.

Nominal cost of new debt

2.24% 3.60% 1.95%

We proposed a tenor consistent with our embedded debt assumption. The FP cost
has increased, largely driven by market movements.

Real cost of embedded
debt

1.98% 0.17% -0.31% to 0.47%

We proposed a daily series of market estimates of inflation, while the CAA IP used
OBR forecasts. The CAA has changed its approach for FP and used updated
inflation assumptions.

Real cost of new debt

-0.37% 0.89% -1.64% to -1.58%

Differences in inflation assumptions are as per embedded debt.

Gearing

62% to 61% 60% 60%

We recommended not basing gearing on prior performance. The FP and CEPA
ranges are now aligned.

Real Vanilla WACC

3.6% to 5.7% 3.26% 1.3% to 2.8%

The differences above resulted in significant difference in cost of capital estimates.
The gap between the CAA and CEPA has narrowed, though the CEPA IP response
does not include recent market evidence on bond yields and inflation.






CEPA

Source: CEPA, CAA. Note: italicised text compares the CAA’s Initial Proposals and CEPA’s response to Initial Proposals.

In the areas where we raised comments, for its Final Proposals:

e The CAA has increased the asset beta, when excluding the risk mitigating impact of the TRS mechanism (which
the CAA has explicitly included within its FP range). The asset beta range has also widened. The CAA has been
explicit in utilising an upwards adjustment for changes in relative risk for the H7 period.

e The CAA has reduced the nominal cost of embedded debt through use of a 13.5yr non-collapsing average
(from 20yrs originally) - the decrease in the cost of embedded debt from this change has been offset by
additional costs of borrowing and an increase in current yields for the nominal cost of new debt.

e The most material change in WACC is due to changes in assumed inflation, which are significantly higher for
the FP estimate relative to the IP estimate.

We discuss each of these points in more detail in the subsequent sections of this annex.

1.2. ASSET BETA

Pre-pandemic asset beta and relative risk assessment

The CAA has created two individual components for the asset beta (excluding any enduring pandemic effects and
new mitigation mechanisms):

® apure pre-pandemic asset beta (CAA estimate = 0.500)

o The pure pre-pandemic asset beta is intended to represent empirical evidence on comparators and an
assessment of systematic risk for Heathrow relative to the comparators. This assessment excludes the
effects of the pandemic and the introduction of Traffic Risk Sharing (TRS).

e an uplift to reflect HAL’s changing risk exposure at H7 relative to comparator airports (CAA estimate = up to
+0.100 uplift).

o The uplift is intended to reflect how the covid-19 pandemic has impacted its relative risk assessment of
Heathrow relative to its comparators (other effects of the pandemic are captured separately).

We agree with the CAA’s decision to reduce the pre-pandemic asset beta and its acknowledgement that Heathrow
faces lower systematic risk than the core comparators used in its empirical analysis. However, the evidence does
not support the use of an uplift above the pure pre-pandemic asset beta proposed by the CAA and we do not
support its use.

We discuss each point in turn below.

Pure pre-pandemic asset beta

In response to the CAA’s H7 Initial Proposals, we (CEPA) proposed a pre-pandemic asset beta estimate of 0.450-
0.500. This included our assessment of relative risk in the H7 period i.e., including any changes in relative risk
arising from the pandemic. The CAA’s Final Proposals estimate of 0.500 sits at the top end of this range, prior to the
CAA’s additional uplift.

We have previously presented arguments in response to CAA H7 consultations around how to arrive at a balanced
estimate of the pre-pandemic asset beta. These arguments include the use of a broader comparator sample, the
choice of relative index and selecting the appropriate time horizon. We do not repeat those arguments here, but we
consider that the evidence indicates that a reasonable point estimate of the pre-pandemic asset beta should be
lower than the CAA’s Final Proposals estimate.

Relative risk exposure for H7

A capacity constraint is the key relative risk driver highlighted by the CAA. The capacity constraint reduces
systematic risk, given the buffer provided by excess demand to absorb downside risks.
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We consider that the CAA’s proposed uplift (up to +0.100) for the impact of the pandemic on risk
differentials from H7 should be removed. The CAA does not reduce comparator betas for the capacity
constraint prior to the onset of the pandemic in a way that is consistent with the proposed uplift.

The CAA’s pure pre-pandemic asset beta includes analysis of empirical comparator betas and an adjustment to
those empirical beta estimates for relative risk. We accept this approach, which is consistent with the approach it
applied to the Q6 price control.

We present in Table A.2 a review of the CAA’s empirical beta evidence and implied adjustment for relative risk at
the Q6 and H7 Final Proposals. This highlights the significantly reduced relative risk adjustment for H7.

Table A.2: Asset betas and relative risk assessment
Asset beta Q6 H7

Empirical betas (mid-points)

Aeroports de Paris 0.595 0.480
Fraport 0.535 0.540
Aena Not available 0.520
Average 0.565 0.513
Regulatory determination (mid-points)

Heathrow 0.470 0.500
Implied relative risk adjustment -0.095 -0.013

Source: CEPA analysis of CAA, Flint. Note. Inclusion of Zurich for a four-comparator sample at H7 increases the range. Inclusion
of Vienna and Sydney brings down the H7 asset beta range.

The CAA has accepted out argument that Heathrow should be considered lower risk than the comparator airports.
It says:

“We have concluded that we agree with CEPA’s assessment that a full analysis of relative risk, excluding the impact
of the pandemic, may suggest an asset beta for HAL below that of the comparator airports considered.” (para 9.60)

The use of ‘may’ in the above CAA statement is not conclusive however, the CAA is more definitive elsewhere:

“In our view, the pandemic has increased the H7 asset beta for two reasons ... it has narrowed the risk differential
that previously existed between HAL and comparator airports.” (para 9.52)

The CAA goes on to explain the logic for this statement — notably that Heathrow had previously benefitted from
excess demand relative to comparator airports, but that Heathrow ‘is not expected to benefit from significantly
greater levels of excess demand than comparator airports in H7 overall.’

The CAA is clear there should be a downward adjustment to initial empirical comparator betas to reflect Heathrow’s
lower relative risk. Taking CAA’s narrative at face value, the onset of the pandemic means that that Heathrow is
lower risk than comparators, but the size of the risk differential has reduced (‘it has narrowed the risk differential’).
However, the CAA’s asset beta estimate is not consistent with its commentary. Our review indicates that the CAA
has applied an initial downwards adjustment of -0.013 to the comparator evidence for H7. Any
corresponding uplift to reflect the onset of the pandemic should then be no higher than +0.013. Instead, the
CAA'’s proposed uplift is as large as +0.100, i.e. almost ten times larger than the theoretical maximum uplift.

If the CAA were to argue that there is an initial downwards adjustment of up to -0.100 from a higher baseline
assessment (i.e., that the empirical evidence supports an asset beta of at least 0.600)?, this would be incompatible

2 There needs to be precision in estimating the asset beta, given the implications for the cost of equity and cost of capital.
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with the comparator evidence. An asset beta of 0.600 would still be inconsistent with the CAA’s asset beta
estimates as it states that any risk differential is narrowed, not that it is eliminated.

The CAA has not presented any evidence to support its uplift of +0.100. Our analysis indicates that any uplift should
be very small, based on an assessment of the capacity constraint being relevant at Heathrow over the holding
period for an equity investment. The CAA uses 10-15yr and 10yr+ indices to set the risk-free rate, it is considering
equity investment horizons longer than a single price control. The CAA’s own presentation of traffic forecasts (the
CAA'’s Figure 1.3) suggests that pre-pandemic traffic levels will be reached in 2024 or 2025 in the majority of
forecasts. Based on these forecasts, it is not unreasonable to assume that, in the absence of a future pandemic-like
event, over a 20yr time horizon that in 17.5yrs of the sample, the capacity constraint would be as relevant at
Heathrow as it was prior to the pandemic. Any risk differential reduction should therefore be minimal.

The CAA’s uplift estimate is also inconsistent with other aspects of its cost of capital estimate. By way of example
we compare the size of the proposed uplift to the reduction in asset beta from the TRS mechanism.

e The TRS mechanism reduces volume risk within bounds by 50% of revenue and by 105% outside of defined
traffic bounds (10% of deviation from traffic forecasts). This is symmetric i.e., it reduces risk on the upside and
downside.

e The CAA’s estimate of the risk reducing impact of the TRS on the asset beta is 0.080-0.090.

e The CAA has not explained why a weakening of the capacity constraint at Heathrow for H7 should be
considered more impactful than the TRS.

Impact of the pandemic

We continue to disagree with the CAA’s/ Flint’s methodology for estimating the size of the pandemic impact on a
forward-looking asset beta. While the approach may appear to be built on reasonable assumptions, the use of a
singular ‘covid window’ and pooling observations creates an inappropriate upwards bias. This is made clear when
looking at two simplified examples?.

Example 1:

For this example, we use Aena as the selected comparator. We consider two time periods:

e Non-pandemic. We use one year’s actual data to the end of January 2020, using daily share prices against the
Eurostoxx index. The resulting asset beta is 0.561. This is akin to the pre-pandemic estimate.

e Pandemic. We use one year’s actual data from 1 March 2020, using the same methodology. The resulting
asset beta is 0.979 (i.e., 0.417 higher than the pre-pandemic estimate).

We focus on a ten-year period including a pandemic in the first year. We use nine years of non-pandemic data
following one year of pandemic data. The non-pandemic data is identical. As such, the period post-pandemic and
pre-pandemic are equivalent.

If we assume that a pandemic occurs for one year in every ten years, intuitively you would expect that the asset
beta to reflect one-tenth weight on the pandemic evidence and nine-tenths evidence on non-pandemic evidence.
Investors are treating the airport asset exactly the same as prior to the pandemic in relative volatility terms.

This gives a weighted asset beta of 0.603 (i.e., 0.9 * 0.561 + 0.1 * 0.979).

The uplift relative to a sample with no pandemic data is 0.042.

3 The simplified example uses indicative assumptions to provide a simplified example. In practice, we do not propose that the
pandemic frequency should be assumed to be ten years, there is sole weight on Aena etc. To reiterate, we do not propose that
one-year asset betas should be the basis for the pre-pandemic beta, but consider that shorter betas can be informative on any
enduring pandemic impact.
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The Flint/ CAA ‘pooled’ approach includes a single sample that replicates the non-pandemic evidence for nine
years and includes one year of the pandemic data. This gives a pooled asset beta of 0.752.

The uplift is therefore 0.191 — almost five times higher than the weighted asset beta estimate of the uplift (0.042).

This is despite empirical evidence being identical to the pre-pandemic evidence for nine consecutive years, where
investors behaviour mirrors exactly pre-pandemic volatility. The higher asset beta estimate in the pandemic year
was only 0.417 higher than the non-pandemic asset beta. So almost half of the single year pandemic event is being
captured in the Flint/ CAA approach for an assumed one-in-ten event.

Example 2:

Our second example is based on the same logic and data as Example 1, using Aena as a singular comparator, and
for simplicity continuing to use a 1-in-10yr pandemic event.

We consider the impacts of adding further data to the sample within this approach. We assume that we are two
years after a pandemic, with one year of pandemic data and one year of non-pandemic data. We are seeking to
understand the impact of a third year of data, where this is a non-pandemic year.

Using the CAA/ Flint ‘pooled’ approach the asset beta we can see the impact of this in Table A.3.

Table A.3: Comparing results with additions of non-pandemic data

Data sample CAA/ Flint Difference Duration of Pandemic Total impact
asset beta VS hon- impact frequency on beta
pandemic

Non-pandemic  1yr non-pandemic 0.561 - - - -
1yr data 1yr pandemic 0.979 0.417 1yr 10% 0.042
2yrs data 1yr pandemic 0.946 0.384 2yrs 10% 0.077

1yr non-pandemic
3yrs data 1yr pandemic 0.906 0.344 3yrs 10% 0.103

2yrs non-pandemic

Source: CEPA analysis, Bloomberg.

The addition of non-pandemic data under the CAA/ Flint ‘pooled’ approach inadvertently lengthens the period in
which there is an observable pandemic impact, with perverse outcomes. We can see from moving from two years
of data to three years of data that the pandemic impact increases. This is despite the addition of a further year of
non-pandemic data. The effects are very significant; moving from a total beta impact of +0.042 with one year of
pandemic data to +0.103 with one year of pandemic data and two years of non-pandemic data. The effect increases
as more non-pandemic years are added to the sample, based on this pooled approach.

In addition to giving counter-intuitive results, the approach is inconsistent with regulatory precedent. Regulators and
competition bodies (e.g., CMA) often consider rolling asset beta estimates. Two-year rolling beta estimates would
decrease to 0.561 with three years of data after the pandemic, from 0.946 with two years of data. The results of this
approach are in conflict with the CAA’s/ Flint’s pooled estimate. We are not aware of regulatory precedent that
supports the use of this pooled approach.

Extending the pandemic effect:

The CAA has exacerbated the pandemic impact error by repeating beta estimates from the start of the pandemic.
Flint creates a 36-month period, based on 24-months of actual pandemic data, half of which repeats.

While the CAA and Flint agree that the pandemic impact period should reflect the time in which beta is impacted,
their approach conflicts with this intention. The CAA’s upper bound assumes no normalisation until late 2023, with
no differentiation between the next 12 months and the pandemic period from early 2020 to early 2022. This is
contrary to the short-term observed evidence and has the effect of increasing the pandemic event uplift. When we
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consider the observed magnitude of the outbreak of the pandemic event on market certainty, this assumption is
unrealistic.

Swiss Economics (SE), on behalf of the Commission for Aviation Regulation (CAR) in Ireland, compared asset betas
in the pre-pandemic period and the post-pandemic period in advising on Dublin Airport’s cost of capital from 2023-
26. SE found that in 2021 the asset beta for Aeroports de Paris (AdP) had fallen by ¢.0.075 and Fraport had fallen
by 0.10, relative to the pre-pandemic period*. Aena’s asset beta increased by 0.14. This contrasts to the CAA/ Flint
approach, which assumes that asset betas for the same airports were elevated by around 0.40 (in this example),
and would continue to be elevated for up to three years. Increasing the length of the assumed pandemic event is
incorrect as there is no evidence that market participants view an airline stock as they did at the start of the
pandemic, and is particularly impactful when combined with the pooled approach to estimating beta.

The CAA’s discussion of linearity of investor expectations is misleading and misses the point. The OLS method is
already giving very high weighting to individual days in the sample for the pandemic event (as illustrated by our
previous winsorization results), as noted by the CAA - this itself is not linear.

When we consider investors directly, we do not consider that they would use pooled betas over 10yr horizons (the
CAA/ Flint approach actually uses a hypothetical pooled beta over periods from 20yrs to 50yrs). The CAA has
placed no weight on the weighted asset beta approach and full weight on the pooled approach proposed by Flint.
The choice of method here makes a significant difference and the CAA’s approach gives a non-intuitive result that
is not supported by the observed evidence.

Other points:

We do not repeat our critique around the CAA’s assumed duration and frequency of a pandemic-like event, but
consider that these are still valid.

We continue to consider, as per our Initial Proposals response, that the pandemic uplift to the beta should
be in the range 0.01-0.02, not the 0.02-0.11 estimate used by the CAA.

Impact of the TRS mechanism

We welcome the explicit adjustment to the asset beta from the introduction of the TRS mechanism. Structurally the
approach developed by the CAA is similar to our proposals in response to the Initial Proposals. Accordingly, our
response focuses on the individual parameters included in the calculation. We note below how the CAA’s approach
compares to our proposals:

e The CAA’s post-pandemic, pre-TRS asset beta is higher than ours (as discussed above).

e The CAA’s network utility asset beta benchmark is identical to our proposals i.e., average of Ofgem and Ofwat
asset betas.

e The proportion of difference ascribed to traffic risk is 50-90%, compared to our 50-100% range.

e The proportion of traffic risk mitigated by the TRS is 50%, compared to our 50-64% range.

We consider that the CAA’s assumed proportions could reasonably be higher and generate a slightly larger risk
mitigation impact, however we generally agree with the basis for the calculation. We also note that if the CAA
reduces the starting post-pandemic, pre-TRS pandemic asset beta, the size of the adjustment from the TRS
mechanism will naturally fall.

4 For clarity, we are not proposing that the CAA should adopt the Swiss Economics approach, but use this to indicate the
extreme nature of the CAA’s approach to estimating an enduring pandemic-based uplift to beta.
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1.3. OTHER COST OF EQUITY INPUTS

Total Market Return (TMR)

We agree with the CAA that the TMR is unlikely to be perfectly stable / fully independent of the risk-free rate and
inflation. While the CAA has given described this this uncertainty is considered in arriving at their point estimate, we
would consider that it would have been preferrable to reflect this directly in the calculation of the TMR and Market
Risk Premium (MRP).

We do not present new evidence on the TMR, but through retaining its Initial Proposals approach the CAA has not
resolved the issues we highlighted (we note that its point estimate sits in our proposed range).

Risk-free rate

On the risk-free rate, the CAA has switched to using a 1-month averaging period (with a corresponding change on
the cost of new debt) from a 6-month averaging period. We observe that yields on index-linked gilts have been very
volatile in early 2022, with an upwards trend. We note that this will change the level of the risk-free rate and cost of
new debt to be closer to current conditions, but as an approach it will lead to larger changes in regulatory
allowances than a smoothed longer profile.

Debt beta

We do not present new evidence on the debt beta and did not previously raise issues with the proposed CAA
range.

1.4. COST OF DEBT, INFLATION AND GEARING

Inflation — general position

In our response to Initial Proposals (and response to other CAA H7 consultations), we have utilised market
measures of inflation, as opposed to professional forecasts®. When setting a real RPI WACC, RPI breakeven inflation
means that there is direct comparability to the CAA’s real RPI cost of debt framework and method of asset base
indexation.

Consumers pay charges to Heathrow that are directly indexed to inflation. This means that consumers bear risk on
outturn inflation. We consider that it is appropriate for those same consumers to pay a real cost of debt that

subtracts any inflation risk premium to reflect the protections of the regulatory framework® - this avoids consumers
facing two costs; first through facing the inflation risk, and second through a higher than required real cost of debt.

We generally agree with the structure set out by the CAA to minimise expected inflation risk within period through

separate deflation approaches for index-linked debt and nominal fixed rate debt. We will discuss these separately,

however the approach is premised on setting an accurate view of expected inflation over the five years of the price
control (for the nominal fixed rate debt component) and reflecting real ‘on the day’ estimates of inflation to capture
real coupons on index-linked debt.

If we look at five-year breakeven inflation compared to five-year outturn inflation since the start of 1997, we find that
breakeven inflation forecasts have underestimated outturn inflation by 10bps (over the equivalent time horizon). An

5 We note that our approach did not distinguish between inflation-linked debt and nominal fixed rate debt, favouring simplicity
and capturing the real returns framework. Our proposed approach was structurally to the approach used by Ofgem in the RIIO
price controls, albeit with a difference in the selected inflation forecast measure.

6 We note that with nominal fixed rate debt, Heathrow pays the nominal cost of debt with an embedded inflation risk premium.
The argument may therefore involve a judgement of who should bear the inflation risk premium. If consumers implicitly pay the
inflation risk premium on all debt and face outturn inflation risk, the CAA would need to ensure that there are benefits accruing
to consumers at least to the same extent from the chosen framework.
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evidence-based review of inflation forecasts versus outturn does not indicate that using breakeven inflation is
problematic or asymmetric. We discuss this further in more detail below.

Real cost of embedded debt — general

The CAA’s Final Proposals use a fixed 13.5yr trailing average of iBoxx GBP A/ BBB rated non-financial 10yr+
indices for embedded debt. We welcome the move from a collapsing 20yr trailing average to ensure that a notional
approach does not materially over-compensate Heathrow’s actual debt costs. We consider that a collapsing
average is more representative of the notional company’s debt costs.

We have not had sight of the CAA’s more detailed analysis of Heathrow’s actual debt costs (including their
derivative portfolio)’, so are limited in our ability to assess how the allowance compares to Heathrow’s embedded
debt costs. We understand that the CAA has had regard to these costs in reaching its Final Proposals.

Real cost of embedded debt — index-linked debt

We agree with the CAA’s use of expected inflation at the time of issuance, to deflating nominal yields. This provides
a daily series of real yields that should minimise inflation risk in the given regulatory framework. As noted by the
CAA, the real coupon on these instruments is based on inflation expectations at that time, over the term of the debt.
Higher than expected inflation would increase accretion in the debt balance, but is offset by an equivalent increase
in the debt RAV.

The CAA states that “it is difficult to estimate whole-life inflation expectations at each point in time, given limitations
on data availability.” (para 9.220) This is surprising, as market-based daily breakeven inflation estimates are
available over different time horizons.

A CAA statement that RPI inflation expectations were 2.50% up until 2014 (with a figure of 2.73% to deflate nominal
yields) is incompatible with market evidence and understates inflation expectations. Use of 10yr breakeven inflation
would increase inflation assumptions by 21bps (2.94%) compared to the CAA’s assumption, while use of 20yr
breakeven inflation would indicate a 54bps differential (3.27%)32. Higher inflation assumptions reduce the real cost of
debt. We consider that the CAA should change its approach to use market-based inflation estimates.

This should be considered separately to any index-linked premium, which we discuss further below.

Real cost of embedded debt - fixed rate debt

Our comments for embedded fixed rate debt are consistent with the points raised above. The CAA uses OBR
forecasts to estimate current expected inflation for the H7 price control. The OBR forecasts yield a lower inflation
figure on average over the five years of H7 (4.56%) than the average 5yr RPI breakeven inflation estimates from
March 2022 (4.74%), i.e., an 18bps difference. This gives a higher real cost of debt.

Real cost of new debt

The CAA’s real cost of new debt estimate is based on nominal costs from the iBoxx GBP non-financials BBB index
in March 2022. This is deflated by different measures for index-linked debt and nominal fixed rate debt. Index-linked
debt is deflated by a view of long-term forward-looking inflation, which falls to 2.17% in 2026.

Heathrow still has a senior debt credit rating of A- from Fitch and it is unclear that a BBB index is required to reflect
debt costs over the five years of H7.

The CAA’s inflation estimate of 2.17% across H7 is incompatible with market expectations. If we use RPI breakeven
inflation over 15yr and 20yr horizons, we can infer 15yr inflation in five years’ time. The interpolation method finds

7 We would want to ensure that the shifting of interest costs into H7 from the pandemic period has not been incorporated into
these assumptions, otherwise it creates perverse incentives and allows the regulated company to ‘game’ the system.

8 Calculations are made from 1%t August 2008 to 30" June 2022.
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the implied RPI inflation forecast is 3.98%, based on March 2022 data — this does not indicate the significant fall in
expected inflation posed by the CAA. The CAA should use market-based inflation expectations here.

Premia included in cost of debt allowance
Index-linked premium

Where there is a higher spread on index-linked debt compared to nominal debt, we do not oppose the use of a
premium in theory. However, it is only suitable and consistent to the extent that a market measure of inflation is
used to deflate a cost of debt allowance for index-linked debt. In our view the CAA has failed to identify a balanced
holistic view, which means that the real cost of debt is overestimated.

HAL-specific uplift (i.e., negative halo effect)
The CMA has previously ruled against the application of a positive halo effect from Ofwat at PR19°:

“Given the difficulty of measuring an exact comparison of bonds, tenor and credit rating between a relatively small
sample of company bonds and a broad index, differences of 6bps as measured by Ofwat (with an acknowledged
sample skew above the notional credit rating) and 1bps as measured by KPMG (both in terms of bonds -5 to +5
years relative to the benchmark average) are not in our view strong evidence of a ‘halo effect’.”

The CAA’s sample is smaller as it includes one company rather than the number of companies in the water sector.
The CAA’s estimation of a negative halo effect i.e., a HAL-specific premium, is not built upon robust evidence and
should not be applied for either embedded or new debt.

When discussing the HAL specific premium in respect to new debt, the CAA states that: “Consistent with our
position in respect of the equity beta for H7, we do not consider that data from during the pandemic period
represents a useful benchmark for the H7 period. The circumstances that underpinned the observed issuance
spreads are unlikely to persist throughout H7, and there are signs that pandemic-related premiums have already
significantly abated.” (para 9.332)

However, we can see in Table A.4 that the large amount of debt issued during the pandemic under an unweighted
average approach is underpinning the CAA’s estimate of a HAL specific debt premium i.e., negative halo effect.

Table A.4: CAA’s analysis of HAL specific premium

Unweighted average Weighted average

spread spread
All data -7Tbps +8bps
Pre-2020 debt only -23bps -9bps

Source: CEPA analysis of CAA.

Two-thirds of debt instruments in the full sample exhibit a positive halo effect, and an unweighted average of
spreads finds a positive halo effect of 7bps. Excluding the pandemic, there is a positive halo effect of 9-23bps. This
differs to the negative halo/ HAL specific premium of 8bps used by the CAA.

When we examine the methodology applied for estimating the halo effect, there are effects ranging from -134bps to
+81bps on individual bonds. The more concerning issue is where we observe a difference in halo effect estimates
on the same day —13™ April 2021- when we see two bonds with halo effects that differ by 63bps. A difference of this
magnitude must raise questions around the estimation approach or Heathrow’s treasury strategy. The CAA must be
certain that the 8bps HAL specific premium is consistent with recognising efficient debt costs. The variance in the
halo effects should, in our view, have led to the rejection of any HAL specific premium.

There are further technical issues to note around the methodology:

8 CMA (2021) Final report. PR19 redetermination. Paragraph 9.750.
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e We understand from discussions with the CAA that it has chosen iBoxx tenor ‘buckets’ to most closely match
the underlying tenor of the bond has an impact. For example, we understand it has used a 7-10yr tenor for 10yr
debt, rather than a 10-15yr tenor.

e CAA also applies an 8bps HAL specific uplift on new debt, despite using a BBB only benchmark debt index.
The CAA states that: “Our updated analysis suggests that the issuance spreads on HAL’s Class A debt in 2020
and 2021 were, on average, 16bps above the spreads on the average of the A and BBB rated iBoxx
nonfinancial 10+ years indices. They were around 7bps above the spreads on the BBB rated iBoxx non-
financial 10+ years index.” (para 9.331).

Given the statements made in paragraphs 9.331 and 9.332, the use of an 8bps uplift on new debt above a BBB
index is inconsistent with the CAA’s stated intent.

Other cost of debt inputs
Weight on fixed vs IL debt

We do not provide specific comments on the 70% weighting on nominal fixed rate debt and did not raise issues in
our Initial Proposal response.

Share of new vs embedded debt in H7

We do not provide specific comments on the assumed weight on embedded debt in H7 and did not raise issues in
our Initial Proposal response.

Issuance and liquidity costs

We included an allowance of 10bps for issuance and liquidity costs in our response to the CAA’s Initial Proposals.
We do not provide comments on the CAA’s assumed 11bps.

Allowance for excess cash costs

The CAA has proposed a cost of funding pandemic-period cash balances of 7bps within its Final Proposals. This is
intended as a one-off allowance. We are unclear on the basis for applying this in the context of setting a forward-
looking cost of capital, and so suggest that it should not be allowed.

Gearing

We have no new arguments around the assumed notional gearing level and consider that the move to the lower
60% notional gearing is better supported than the slightly higher Initial Proposals figure.

1.5. AIMING UP/ PERCENTILE CHOICE

We welcome the CAA’s use of the mid-point of the range, following a considered approach, rather than assuming
an automatic aiming up.
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Supporting the Airline Community
Heathrow AOC Limited

Room 2040-2042, D’Albiac House,
Cromer Road

Cromer Road

+44 (0) 20 8757 3936

lavers@iata.or
Gensec@aoc-lhr.co.uk

Civil Aviation Authority
Sent by email to: economicregulation@caa.co.uk

9t August 2022

Re: Response to Economic Regulation of Heathrow — CAP2365 H7 Final Proposals

Thank you for the opportunity to respond to the CAA’s above consultation, setting out the CAA’s final
proposals regarding the future H7 price control period at Heathrow (“Final Proposals”).

This submission is made jointly by the London (Heathrow) Airline Consultative Committee (“LACC");
Heathrow Airline Operators Committee (“AOC”) and International Air Transport Association (“IATA”),
collectively referred as (the “Airline Community”); and is supported by Airlines UK and the Board of
Airline Representatives in the UK. It sets out agreed principles and outcomes that we believe the CAA's
policy should aim to address. Individual airlines, groups and alliances may make their own submissions
detailing their specific views on the CAA’s proposals.

In responding, we have broken our response across four sections including supporting
documentation, as follows:

A. Summary, Context and General Comments: This section sets out our broad, high-level
position on the Final Proposals and some more general comments;

B. The Level of Charge set out by the CAA remains Incorrect: This section identifies a number of
issues across several of the building blocks where we believe errors have been made which
has continued to lead to an incorrect level of charge being proposed. We also set out here
our own interpretation and rationale;

C. Other Matters for Consideration: This section addresses other new, key points raised within
the Final Proposals not covered under Section B on which the Airline Community comment.
This broadly follows the structure within the consultation documents; and

D. Appendices and Annexes:

a. Appendix 1 — Breakdown of Airline Community calculations as to the proposed level
of charge

b. Annex 1 - CEPA: H7 Final Proposal WACC Analysis.

c. Annex 2 — Airline feedback to CAA: “Timely Delivery on Departing Baggage”

This submission focuses on new evidence or developments within the Final Proposals. Previous
Airline Community responses, including positions and comments within, still stand unless updated
herein. These should be read alongside and are hereby incorporated into this response, particularly
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the Airline Community consultation responses to CAA Initial Proposals® as well as presentations
made to the CAA Board?, referred herein as (“Previous Submissions”).

A. Summary, Context and General Comments

A.l Summary

As set out in Previous Submissions, Heathrow is already one of the world’s most expensive airports.
Whilst noting the downward trend of charges in the Final Proposals, it must be seen in the context of
a significant rise in 2022; views and the impacts of which, particularly for consumers, have been
shared through our Previous Submissions. As set out below, the proposed charge still, in our view,
ultimately remains above the level it should be.

At the Initial Proposals stage, the Airline Community used the CAA’s PCM model and, based on
analysis from both CAA and the Airline Communities’ independent consultants, calculated a level of
charge between £11.30 - £14.72 (2022 pricing) — the full analysis of which can be found in the Airline
Community’s response to the Initial Proposals®.

In addressing key issues set out within the Final Proposals and taking into account updated
information since the Initial Proposals, we believe the evidence shows the level to be no more than
£18.53* on average across H7.

Such findings are as per the rationale and evidence set out in Sections B and C of this response; and
summarised in Appendix 1, but are largely based on addressing four fundamental errors we have
identified within the Final Proposals:

1. Traffic Forecast: Whilst the CAA’s Final Proposals have seen an upward recalibration in the
passenger forecast, we note compelling evidence, including both actual data as well as more
recent updates to forecasts on which the CAA have relied upon, of a stronger recovery and
greater passenger forecast total than the Final Proposals suggest. In particular, we note that
the CAA’s Final Proposals suggests: (i) a ‘near-term’ view that does not reflect actual figures
being seen; and (ii) a view on recovering to 2019 levels (which the CAA does not expect until
2025), that continues to be contradicted by wider industry analysis. Based on new evidence
since Initial Proposals, the Airline Community have reviewed our own forecast and believe
that the current CAA total (Mid-case) figure to still be in the range of circa 36m passengers
lower than the evidence suggests it should be. The Airline Community forecast this figure
should be 396.1m across the period.

We note the CAA’s have committed to reviewing the passenger forecast where evidence
shows retaining the proposals as set out in the Final Proposal would create a significant
bias®. Given the evidence set out further within this response we believe this bar has been
reached and a review of the CAA’s forecast is clearly warranted.

L Airline Community responses to: CAA CAP2265 (Initial Proposals); CAA CAP2274 (OBR Working Paper); and
CAA CAP2275 (H7 License Modifications)

2 Joint Airline CEO meeting with CAA Board re H7, 4™ May 2022

3 CAA CAP2265: H7 Initial Proposals

4 NB: The Airline Community are 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; the Airline Community will further update the CAA upon its conclusion.

5 Paras 108 and 109, CAA CAP2365A: H7 Final Proposals
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Cost of Capital: Despite movement towards the lower range of the proposed cost of capital,
we note that this has largely been driven by inflationary factors. As evidenced by the work
undertaken on behalf of the Airline Community by CEPA (“CEPA Report”), included as Annex
1, further adjustments are still required. The CEPA Report demonstrates at the very least
and by just addressing the main areas of difference between CEPA and the CAA, a return of
2.48% (real vanilla WACC) would be more appropriate. When correcting for additional
factors including those raised by AlixPartners on behalf of a number of airlines, such expert
opinion closely calibrates at 2.37%, and which the Airline Community have therefore used in
our own analysis.

The balance of Risk: The CAA has significantly shifted the balance of risk for the H7
regulatory framework. Notably, the CAA has:

O introduced the symmetric Traffic Risk Sharing (“TRS”) mechanism;
o continued with a ‘shock factor’ to traffic forecasts;

o aimed up on the WACC to address ‘welfare effects’; and

O introduced an allowance for asymmetric risk

Each of these features positively skews the expected outcome for HAL and, in our view, has
been applied incorrectly and in a manner not in keeping with the CAA’s primary interest to
consumers and efficient pricing.

In addition to the comments on traffic forecasting and WACC set out above and Section B of
this response, the Airline Community note in relation to TRS that, in its current form:

(i) whilst the risk transfer has now been accounted for in the WACC, a further
downgrade is still required; and

(ii) it leads to both an asymmetric variance between the under and over forecast
scenarios; and also has a significant risk from mis-calibration to HAL's benefit in the
outer band (105%).

In terms of the inclusion of an asymmetric risk allowance, given the other risk mitigation
measures already in place, an additional allowance to address a negative asymmetry is
clearly neither required nor justified. Historically the CAA has also not included any
adjustment on the WACC for asymmetry so, as well as this not evidentially being in the
consumers’ interest, it also creates concerns around regulatory predictability and stability.

In order to closer reflect the actual balance of risk between HAL and consumers, the CAA
should in both our, and experts’ opinion, address the issues raised within this response on
TRS and remove the unnecessary and unjustified asymmetric risk allowance.

The RAB adjustment: Finally, we note the CAA are seeking to implement the £300m RAB
Adjustment through the H7 License, as set out within the Final Proposals. The Airline
Community continues to strongly contest this. Whilst it may have seemed reasonable and
proportionate at the time, notwithstanding other issues, HAL's subsequent failings to
provide sufficient capacity to meet returning demand despite warnings of such has clearly
impacted airlines and consumers and therefore must be removed.
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In addition to the above, we also note that positions taken on Outcome Based Regulation (“OBR”)
have in our view, shown a lack of operational understanding that underpin consumer outcomes with
airline evidence ignored or not sufficiently considered. This also appears to have led to a lack of
sufficient challenge on targets and measures and will, in our view, ensure poorer consumer
outcomes than should otherwise be the case. This is exampled by the CAA proposing consumers
now pay HAL a bonus for meeting the same level of performance in departures and transfers
security that they experienced during Q6.

Notwithstanding the above and other points described further within this response, we are broadly
supportive and welcome the inclusion of several aspects within the Final Proposals which we think
will provide for better outcomes for consumers. Notwithstanding and without prejudice to more
detailed comments within, this includes the introduction of ex-ante and Delivery Obligations to
capital incentives, although further work is required for the capital plan; movement to a marginal
cost base approach for Other Regulated Charges (“ORCs”); and commitments to review and enhance
governance arrangements in conjunction with airlines, as well as seeking greater reporting
requirements on HAL.

Full details on these, and other key points, are set out further within this response with the offer of
further discussion, as required.

We firmly believe that both the new evidence and observations set out within this response shows a
need for further adjustments in advance of the CAA’s final determination but by reflecting and
correcting for the points raised, will ensure a better outcome for consumers.

A.2 Context and General Comments

The Airline Community have consistently found and stated to the CAA that the H7 process to date
has been problematic.

In particular, we would note HAL's continued failings in producing sufficient plans and information as
clearly required and expected by the CAA; full details on which are set out in our Previous
Submissions and with further examples within this response.

Despite this, the CAA appear to have ultimately relied upon much of this information in reaching
certain positions; and in some cases, going further towards HAL than their own independent advice
suggest. We note this particularly in relation to assessment and allocation of aspects of the
operating costs, commercial revenues and the capital plan, as described further in Section C of this
response, and where in many cases airlines and the Airline Community have not had visibility of such
information.

In addition, there remains an ongoing concern that the challenges of Covid and the financial impact
on HAL is casting a ‘shadow effect’, with short-term challenges having a disproportionate bearing on
the longer term and which appear to have had undue influence. For example, setting a passenger
forecast which continues to appear particularly pessimistic when compared to broader industry
analysis, or inclusion of unjustified asymmetric risk allowance. The effect of this appears to create a
layering of measures and assessments that, as set out in Section B, compound to create a higher
level of charge.

Notwithstanding addressing the particular points set out further within this response, the Airline
Community believe that, given the on-going challenges and behaviours faced, as well as some of the
outcomes proposed within the Final Proposal, that a review of the regulatory process and
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framework is required for H8, particularly in relation to the promotion of competition of airport
ownership and operation. We look forward to engaging further on this with the CAA in due course.

B. The Level of Charge Proposed by the CAA remains Incorrect

Despite the welcome movement to the lower end of the CAA’s initial range, the Airline Community
believe the CAA has made several errors in a number of key aspects of the regulatory building blocks
which ultimately results in an incorrect level of charge being recommended within the Final Proposals.
In particular:

B.1 Passenger Forecast

We fully concur with the CAA’s assessment that developing “appropriate forecasts of passenger
numbers is a fundamental step in allowing [the CAA] to properly discharge [its] statutory duties,
including furthering the interests of consumers®”

It is therefore a fundamental concern to the Airline Community that, despite the revision upwards
since the CAA’s Initial Proposals, the CAA’s passenger forecast is based on outdated information;
continues to lag significantly behind wider industry views, despite the CAA’s comments that the
recovery profile remained central to its decision’; and has taken an overly cautious approach, with
limited visibility to airlines on the drivers that sit behind this.

We note however the CAA’s comments within the Final Proposals for a further review of evidence
on the passenger forecast® and provide the following evidence which, when taken into account,
should support the CAA in concluding on a more appropriate level.

B.1.1 Clear Evidence of an Improved Industry Outlook

Despite the upgrade to the forecast for Heathrow issued in the Final Proposals, the recovery profile
over the regulatory period still looks very slow in comparison other industry forecasts and given the
developments in key drivers of passenger traffic for the UK generally. The IATA / Tourism Economics
forecast for the UK O-D market updated in May 2022 points to a recovery of passenger volumes to
pre-crisis levels in 2023. The recovery profile of ACI Europe’s forecast for the region was brought
forward by one year to 2024 in their May 2022 update®.

6 Para 1.2, CAA CAP2365

7 Para 1.24, CAA CAP236

8 Para 49, CAA CAP2365

% https://www.aci-
europe.org/downloads/resources/Airport%20Traffic%20Forecast%202022%20Scenarios%20%202022-
2026%200utlook%20-%20May%202022.pdf




https://www.aci-europe.org/downloads/resources/Airport%20Traffic%20Forecast%202022%20Scenarios%20%202022-2026%20Outlook%20-%20May%202022.pdf

https://www.aci-europe.org/downloads/resources/Airport%20Traffic%20Forecast%202022%20Scenarios%20%202022-2026%20Outlook%20-%20May%202022.pdf

https://www.aci-europe.org/downloads/resources/Airport%20Traffic%20Forecast%202022%20Scenarios%20%202022-2026%20Outlook%20-%20May%202022.pdf
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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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Chart B.1

Firstly, we note that the CAA Final Proposal Mid-case forecast indicates a recovery to pre-crisis levels
for Heathrow by 2025 which is 1-2 years slower than the IATA and ACl comparators. This is at odds
with the developments in key drivers of traffic for the UK and the evidence of Heathrow’s relative
resilience, as outlined in Chart B.2 below.

Notwithstanding the massive impact of Covid-19, according to the IMF:

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

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

= the unemployment rate is forecast to remain relatively low at 4.6% compared with 3.8% in
2019; and

= population is likely to be 1.3 million persons higher, moving above 68 million.

All of these factors are supportive of a strong recovery in air passenger demand approaching pre-
crisis levels in 2023 rather than the gradual and protracted recovery indicated by the CAA FP mid
scenario.

Moreover, as documented in Figure 9 of the Airline Community Response to H7 Initial Proposals
(reproduced as Chart B1.2 below), Heathrow has proven to be relatively resilient to shocks in the
past. During the Great Financial Crisis of 2008-9, the impact on traffic at LHR was less pronounced
than for other large UK airports.

10 World Economic Outlook database, April 2022
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Terminal pax: yoy % growth, 3-month moving average
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Evidence of this resilience is also apparent when looking at the relative pace of recovery out of the
COVID pandemic. According to CAA data®! for the 12-month period from June 2021 to May 2022,
Heathrow handled 45% of 2019 passenger volumes, well ahead of the 33% for Gatwick and above a
number of other large UK airports-. This supports the industry expectation of a recovery for
Heathrow that is in advance of, not lagging behind, the UK market on average.

The CAA also lists a number of traffic forecasts produced by external bodies in the Final Proposals
Traffic Forecasting section. We would note that two of these external forecasts, ICAO and ACI
Europe have recently been updated since the CAA’s deliberations on the forecast within the Final
Proposals. As further set out below in Chart B.3 and B.4, the update reflects a more optimistic
outlook for when traffic will recover to 2019 levels. We would also note an additional forecast not
used by the CAA in its Final Proposals, from the USA’s Federal Aviation Authority (FAA) and shown as
Chart B1.5 also supports a full recovery in traffic by 2024 or earlier.

ICAO Forecast
The ICAO Economic Impact Analysis (ICAO Effects of Novel Coronavirus (COVID-19) on Civil Aviation:

Economic Impact Analysis) was updated on the 22" June 2022. Under all 4 scenarios the forecast
now shows European passenger numbers exceeding 2019 levels by July 2022.

1 https://www.caa.co.uk/data-and-analysis/uk-aviation-market/airports/uk-airport-data/uk-airport-data-

2022/
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ACI- Europe Forecast

The ACI Europe forecast was also updated recently and now shows a full recovery for European
airport traffic to 2019 levels by 2024 — a year earlier than the previous forecast utilised by the CAA in
its Final Proposals.

ACI Europe AIRPORT TRAFFIC FORECAST 2022 Scenarios & 2022-2026 Outlook May 2022

FULL RECOVERY BY 2024 (t0 2019)

AIRPORTS COUMCIL
INTERRATHORAL

European Airport Passenger Traffic

5-year Forecastvs 2019

18%

AIRPORTS COUNCIL

9%
-10%
-22%
2022 2023 2024 2025 2026

Previous (Oct 2021) Forecast saw full recovery in 2025
New forecast assumes limited / no C-19 disruptions

8
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13 Reference: https://www.aci-europe.org/economic-forecasts.html
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FAA Total Passengers forecast

During our research we also discovered a recently released airline traffic forecast by the USA’s
Federal Aviation Authority (FAA). This forecast is for international traffic to and from the U.S and
again forecasts airline traffic recovering to 2019 levels before 2025. (With the exception of the
Pacific — U.S traffic).

FAA 28 June 2022 — lllustrating Total passengers on international markets (except for the Pacific) will
have exceeded 2019 passenger numbers by 2025...ie full recovery in 2024 or earlier.

FAA Aerospace Forecast Fiscal Years 2022-2042

Total Passengers To/From the U.S.
American and Foreign Flag Carriers
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B Atlantic* ®L. America ®Pacific ®Canada Transborder

Source: US Customs & Border Protection data processed and released by Department of Commerce; data also
received from Transport Canada
* Per past practice, the Mid-East region and Africa are included in the Atlantic category.

Chart B1.5%*

B.1.2 Updated Airline Community Forecast for H7

As part of our assessment on the appropriate level for the passenger forecast, the Airline
Community have supported Virgin Atlantic in their undertaking of a ‘bottom up’ review of a
Heathrow forecast, the output of which correlates closer to actual and industry forecasted data and
is fully endorsed. It has also been used as the forecast, as set out below, for our own adjustment to
the level of charge.

14 Reference: https://www.faa.gov/dataresearch/aviation/faa-aerospace-forecast-fy-2022-2042
10




https://www.faa.gov/dataresearch/aviation/faa-aerospace-forecast-fy-2022-2042



ﬁ'
©

.'A I A Supporting the Airline Community

2022 2023 2024 2025 2026 Total
Passengers 65 80.4 82 83.6 85 396.1
(m/pa)
% of 2019 85% 99% 101% 103% 105%

Full details are provided in the response from Virgin Atlantic but have been summarised below:

LHR Passenger Forecast for 2022 and Q1 2023

The following section summarises work led by Virgin Atlantic Airways (VAA) for a LHR-wide traffic
forecasting in the period from 2022 to 2023, whilst also highlighting concerns around the current
methodologies and assumptions used by the CAA and HAL in their own annual passenger forecasts
ahead of price setting for the H7 travel period.

VAA's approach to passenger forecasting is based on applying modelled load factors to on sale
capacities where available, and then to forecasted capacities beyond the current on sale period.
Overlays for suppressed demand owing to Covid-19 restrictions and the Russia-Ukraine conflict have
been applied alongside overall market dampening.

LHR's average annual load factor since 2005 stands at 74% and typically follows the same peak
pattern throughout the calendar year. Q2 2022 (an average load factor of 76%*°) has been used as a
baseline to forecast load factors for the remainder of 2022, applying a monthly weighting to map to
historic patterns and a recovery rate factor based on 2022 vs 2021. As such, in VAA's forecast, the
load factor across all LHR flights for 2022 is 73% (vs 79% in 2019%¢),

On sale capacity for the remainder of 2022 has changed markedly over Q2 2022. This is owing to
various market caps and external pressures. Applying forecasted load factors to on sale capacity as
of May 2022 yields forecasted annual passenger figures of 65.1 million for 2022. Reductions in
capacity as of July 2022 now equate to forecasted annual passenger figures of 61.9 million. The
figures are based on applying forecasted load factors to on sale capacity as was in May 2022 versus
on sale capacity as of July 2022.

On sale capacity for Q1 2023 currently stands 3% higher than for Q1 2019Y”. We have seen in the
case of the United States that demand recovers quickly after the lifting of travel restrictions. Travel
restrictions have recently been removed in key markets such as Australia and Singapore, and the
forecast assumes that in these markets demand will be at 60% of equivalent 2019 monthly levels
within 3 months of restrictions being removed. In addition, more than 30% of passenger journeys to
the United States from LHR began at an airport other than Heathrow. A greater number of itineraries
will be available as more countries continue to ease restrictions, which will further drive passenger
demand.

In VAA's LHR-wide forecast, the assumption has been made that available capacity to destinations in
China and Hong Kong will remain constant as of July 2022. This is due to China and Hong Kong
retaining significant Covid-19 restrictions, which include quarantining on arrival. Combined, China
and Hong Kong only accounted for under 2% of available seat capacity at LHR in 2019. Similarly,
routes to Russia and Ukraine were around just 0.6% of LHR overall 2019 capacity. Taking a cautious

15 DIIO Capacity Data July 2022
16 HAL reports / traffic statistics July 2022 and DIIO Capacity Data July 2022
17 DIIO Capacity Data July 2022
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approach, the routes servicing these four locations (ie, China, Hong Kong, Russia and Ukraine) have
been excluded from the passenger forecast for this exercise. In addition, certain route and carrier
combinations which require Russian overflight rights have had no uplift applied in the 2022 and 2023
period.

For 2023, the forecast models annual passenger numbers at 80.4 million. As above, this assumes
little to no change to capacity in markets affected by strict Covid-19 travel regulations as well as no
change to markets and/or routes affected by the Russia Ukraine conflict. In the event China and
Hong Kong remove travel restrictions between now (ie early August 2022, being the date of this
response) and 2023 with Chinese carriers maintaining Russian overflight rights, the forecast gives
annual passenger numbers of 81.1 million, which is slightly above 2019 levels.

Table [V1] - Heathrow wide passenger forecast 2022 & 2023 vs 2019 (monthly)'8

VS LHR Monthly Pax Forecast 2022 & 2023 vs 2019
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Table [V2] - Heathrow wide passenger forecast 2022 and 2023 vs 2019 (monthly

breakdown)
Jan Feb Mar Apr May  Jun Jul Aug Sep Oct Nov Dec Total
59m 5.5m 6.5m 68m 68m 72m 78m 7.7m 68m 70m 6.2m 6.7m 80.9m
2.6m 2.9m 42m 5Im 53m 60m 70m 7.1m 62m 6.5m 59m 6.3m 65.1m
58m 5.3m 6.4m 68m 6.7/m 74m 7.7/m 75m 70m 6.7m 65m 6.6m 80.4m

Forecasted data denoted by shading

12
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Passenger forecasts from 2023 onwards

Recovery prospects

Despite the amendments to the forecast for LHR issued in the CAA's Final Proposals, the recovery
profile projected by the CAA over the regulatory period still looks very slow in comparison to other
industry forecasts and given the developments in key drivers of passenger traffic for the UK
generally. The IATA / Tourism Economics forecast for the UK O-D market updated in May 2022
points to a recovery of passenger volumes to pre-crisis levels in 2023. The recovery profile of ACI
Europe’s forecast for the region was brought forward by one year to 2024 in their May 2022
update.19

Forecast for 2023 onwards

In order to forecast passenger numbers from 2023 to end of the H7 period in 2026, passenger data
from 2015 to 2019 was used as a growth baseline. The average year on year growth for this period
averages out at 2% year on year.

Applying this annual growth factor to the 2023 forecast number results in 85.3 million passengers in
2026. As has been the case throughout the consultation period, the airline community have been
conscious of ensuring forecasting has been done robustly, using a combination of third-party,
industry-recognized forecasts and data sets in combination with live “real world” data, and an
appreciation of the current operational landscape. [To this end, the forecast is capped at 85.0
million passengers in 2026 in line with HAL's current overall maximum terminal capacity.]

Table [V3] below shows how the LHR-wide forecast compares to other industry forecasts as well as
the “mid case” forecasts from HAL and CAA. It should be noted that by 2026 all forecasts, with the
exception of that put forward by HAL (and excluding the Oxford Economics unconstrained UK growth
forecast) are within 4% of our forecast. This serves to further highlight HAL’s overly pessimistic view
on the whole H7 period and unwillingness to align with the industry consensus.

It should be noted that this pragmatic approach to forecasting yields passenger figures which are in
line with recognised external passenger forecasts.

Table [V3] -Annual forecasted passengers per the different forecasts

2022 2023 2024 2025 2026 H7
HAL (mid-case) 43.2 58.4 68.2 73.1 74.8 317.7
CAA (mid-case) 45.6 60.2 72 79.4 82 339.2
IATA 69.6 82.5 84.2 85.9 87.6 409.7
OE?® (UK Growth) 69.9 82.9 89.7 93.3 96.4 432.2
"OE (with 85m cap) 69.9 82.9 85 85 85 407.8
VAA forecast 65.1 80.4 82 83.6 85 396.1

% https://www.aci-
europe.org/downloads/resources/Airport%20Traffic20Forecast%202022%20Scenarios%20%202022-
2026%200utlook%20-%20May%202022.pdf

20 Oxford Economics UK Air Travel Demand Growth Forecast, [May 22]
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B.1.3 Errorsin the CAA’s approach to Passenger Forecasting

In addition to the further evidence as set out in this Section B.1, the Airline Community remain
particularly concerned on the on-going reliance of HAL's model (which the CAA correctly note) the
Airline Community have not had access to.

Our previous challenges on the shock factor still stands, particularly given specific references to
potential headwinds which again produce an undue bearing. It is worth reiterating that the CAA’s
justification of a shock factor is to account for any such risks that might arise during the regulatory
period — by taking regard of these risks now is likely to be a ‘double count’. Dealing with these
headwinds in particular, we would point to our comments under B1.1 with regards to the
comparison of 2019 and the latest economic expectations for 2023

We note the CAA’s own concerns on the passenger forecast within the Final Proposal and think it is
entirely right that this is an area in particular the CAA have remained open to receive further
evidence on.

B.1.4 Passenger Forecasting Conclusion

Given the above, we believe there is strong evidence highlighting ongoing errors and judgements in
both the CAA’s approach to the near, and longer, term forecasts that materially underestimate the
expected level of passenger volumes likely to travel through Heathrow during H7. With input from the
Airline Community and other airline resource, the Airline Community’s updated assessment shows
correcting for the latest available information the CAA’s forecast should be uplifted.

B.2 WACC

Throughout this process, CEPA have provided expert advice and support to the Airline Community on
the WACC, the analysis of which was presented as part of our Previous Submissions. CEPA have
subsequently undertaken a review of the Final Proposals, the findings of which are attached as Annex
1 (CEPA Report)

The CEPA Report sets out why, in their expert opinion, whilst the real vanilla WACC has fallen by
¢.140bps from Initial Proposals to Final Proposals, this is primarily driven by a change in inflation and
there are a number of issues that CEPA consider are unresolved. In addition, it notes the Final
Proposals have created new issues and areas where the commentary is at odds with the parameter
estimates chosen.

In reviewing the CEPA Report and in further analysis undertaken on behalf of some of our airline
members, we believe the CAA have erred in their judgement. We agree with the findings within the
CEPA Report including the overarching theme that the CAA’s approach has further areas that must be
addressed as, currently, the CAA proposals do not appropriately reflect the risk HAL is exposed to.

The CEPA Report notes that just correcting the issues on asset beta, would suggest a level of at least
2.48% (real, Vanilla). Correcting for additional factors outside asset beta, this would be lower still.
Indeed, we note AlixPartners have, on behalf of a number of member airlines, undertaken their own
analysis, the details of which are provided within individual airline response(s). Such expert opinion
suggests a similar figure of 2.37%, which the Airline Community have used as our base WACC figure.
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B.3 Misalignment of risk measures

The CAA has significantly shifted the balance of risk by for the H7 regulatory framework. Notably, the
CAA has:

o introduced the symmetric Traffic Risk Sharing (“TRS”) mechanism;
o continued to use a ‘shock factor’ to traffic forecasts;

o0 aimed up on the WACC to address ‘welfare effects’; and

o introduced an allowance for asymmetric risk

Each of these features positively skews the expected outcome for HAL and, in our view, has been
applied incorrectly and in a manner not in keeping with the CAA’s primary interest to consumers and
efficient pricing.

In addition to the comments on traffic forecasting and WACC set out within this response, the Airline
Community note the following issues on two key elements to the CAA’s approach to balancing risk.

B.3.1 Traffic Risk Sharing

The Airline Community have consistently stated that any support for Traffic Risk Sharing (“TRS”)
would be subject to an appropriate reduction on the WACC. Whilst noting the CAA have now
partially corrected for this error we believe, based on further analysis undertaken by AlixPartners on
behalf of some airline members and submitted as part of their responses to the CAA, there is further
opportunity for a downward adjustment to the WACC.

In addition to the above, the Airline Community also have deep concerns on the proposed structure,
and the extent to which the CAA have considered the impacts of TRS on consumers and airlines. Two
primary matters in relation to this being:

1) Whilst the CAA have set the TRS symmetrically between the ‘over’ and ‘under’ scenarios, the
reality is this is not the case, not least where HAL have, and recently shown, a significant
degree of influence in capping capacity. As such there are unintended ‘incentives’ that need
to be addressed by reflecting this imbalance.

2) The CAA have also moved the outer band to 105%. In the event of such a downside event,
which, given HAL has a capacity cap which is expected to be reached within H7 yet no such
downward limitation; such a level provides no incentive on HAL to look for cost efficiencies
or facilitate traffic growth at a time most needed. In order to address this concern and
potential damaging impact to consumers, the CAA should review the level, and need
altogether, for such a banding.

Further evidence of the materiality of these issues is provided through some member airline
responses based on the work undertaken by their expert consultant, Alix Partners, on which we
strongly support the CAA’s consideration of.

B.3.2 Asymmetric Risk

We continue to disagree with the CAA’s inclusion of the asymmetric risk allowance. While we agree
that the CAPM is a mean-variance model that assumes symmetrical distribution of outcomes, the
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CAA has not demonstrated that an asymmetry exists for Heathrow Airport under the H7 regulatory
framework.

For the H7 regulatory framework, the CAA has:

o introduced the TRS mechanism;

o included a ‘shock factor’ to traffic forecasts to address potential risks; and

o aims up on the WACC to address ‘welfare effects’?! e.g. the CAA do not ascribe a given value
to this impact.

Each of these features positively skews the expected outcomes for Heathrow. An additional
allowance to address a negative asymmetry for Heathrow is clearly not required. Historically, the
CAA has not included any adjustment on the WACC for asymmetry, so this creates concerns around
regulatory predictability and stability.

The asymmetric risk allowance is premised on two central assumptions that do not hold in practice:

1) All risks excluding pandemic risks are symmetric.

2) That the CAA would take no action/ would take symmetric action in a given price control.

For this first assumption, we consider that risks excluding the pandemic are likely to be positively
skewed for HAL. The CAA has ignored relevant upside risks in their assessment and have
demonstrated that their calibration of individual building blocks is above the central case. For
example:

o The upwards bias on WACC from welfare effects.

o Conservative (i.e., upward-biased estimates) on regulatory building blocks, including opex,
commercial revenues and the WACC.

o There may be other potential long-term upside risks, or option value held by HAL, for
example, technological progress or the ability to expand on an existing site.

o HAL may also have informational asymmetry advantages over the regulator that allow it to
make higher returns; this is a phenomenon that has been observed across regulated sectors
since privatisation.

The CAA numbers are also premised on no further action to address a pandemic event. We consider
that this is unlikely in practice. The CAA permitted a RAB adjustment in relation to the current price
control, above and beyond what was set out in regulation. The largest impacts from the asymmetric
risk allowance are when a pandemic hits at the start of a price control. This is also the time where a
regulator is most likely to step in and change regulatory arrangements. In the most extreme case,
where traffic went to zero in the first year of the price control, would the CAA make an explicit
absolute statement that it would not step-in, as the pandemic risk is being covered ex-ante by this
asymmetric risk allowance? If HAL are given the allowance and the regulator steps in to increase
revenues, consumers are compensating HAL multiple times.

The CAA’s framing of the problem is akin to an insurance premium, in estimating the magnitude of
the risk and the expected probability. However, pandemic risks are typically not considered to be
insurable by the industry. If insurance experts cannot provide this, it is unclear why the CAA
considers that their approach is appropriate.

21 This is offset by asymmetry on the WACC parameters, so we do not have a value for this.
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We have previously set out our views on the assumed magnitude of the shocks, including that the
size of the traffic shock, duration of the pandemic and frequency of the pandemic are all overly
generous to Heathrow. This leads to the allowance being set too high.

The CAA has therefore mistakenly applied an allowance that should not exist given incorrect
assumptions. Even if the assumptions were to hold, the allowance is excessive.

B.3.3 Misalignment of risk mitigation measures Conclusion

Given the above, the Airline Community strongly believe that it is in the consumers’ best interest to
remove the unrequired asymmetric risk allowance, as per the Airline Community assessment in
Appendix 1; and address the issues raised in relation to the proposals for TRS.

B.4 RAB Adjustment

Whilst noting the CAA’s statement that “The April 2021 RAB Adjustment Decision was intended to be
our [CAA] final decision?®” it is also correct in further stating that this will be introduced via the
license modifications being proposed for H7. It is therefore appropriate for the Airline Community to
firstly reiterate our opposition to the adjustment.

Whilst we do not disagree with the CAA’s stated view that rating agencies put weight to the stability
and supportiveness of the regulatory framework®, it is worth reiterating that the CAA themselves
set out an expectation that this decision could be under review with the possibility of a downward
adjustment?*, Given this clear condition, we believe it reasonable that any such removal would not
have an impact on credit rating views on the notional entity, on which such decisions are assessed
against by the CAA.

Whilst references made by the CAA relate to expectations on ensuring capacity met demand in 2021,
we are firmly of the view the CAA’s intent was not to lock in on specific dates, but fundamentally
that HAL was appropriately prepared for when demand did return. Indeed, in the last CAA
consultation there are clear references to the high degree of uncertainty with forecasts at the time?®

Notwithstanding the above comment, the Airline Community would highlight in any case the need
for early investment, particularly the re-opening of Terminal 4, was raised with HAL in 2021, most
notably by the AOC to meet forecasted demand?®. This was rebutted by HAL, the details of which
having previously been shared with the CAA?’. Notwithstanding other pressures, such inaction
directly led to capacity challenges and an unnecessary failure to sufficiently meet demand returning
with negative consequences for airlines and consumers.

22 para 10.61, CAA CAP2365

23 Para 10.77, CAA CAP2365

24 pPara 4.22, CAA CAP2140

2> Para 4.21, CAA CAP2140

26 | etter from Nigel Wicking (Heathrow AOC Ltd) to John Holland-Kaye (HAL), “LHR 2022 Capacity Plans”, dated
30" November 2021

27 Letter from Nigel Wicking (Heathrow AOC Ltd) to Sir Stephan Hillier (CAA), “HAL’s late re-opening of capacity
in 2022 causing consumer harm”, dated 6™ April 2022
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It is imperative that the CAA conclude on its proposed review which we firmly believe warrants the
removal of the proposed £300m RAB adjustment, as the Airline Community have done in our own
assessment.

B.5 Conclusion

In determining a correct level of charge the Airline Community have made several evidenced based
adjustments as described within this Section B, as well as some specific adjustments set out further in
Section C of this response.. we believe leads to a financeable profiled yield no more than £18.53%, on
average across H7.

The summary details of the adjustments made are summarised in Appendix 1. The Arline Community
would also note that the adjustments made are, in our view, conservative judgements that are:

1) focussed on either new evidence since the Initial Proposals and / or where the Final Proposals
have updated; and

2) there are errors or inconsistencies that have a material bearing; and
Unless explicitly stated herein, preclusion of an adjustments does not:

1) diminish any comments on any other particular issue raised within this response, or
previously provided as part of our Previous Submission not included in the Airline
Community assessment; nor

2) does it imply any acceptance with the CAA’s response to any previous point raised.

28 NB: The Airline Community are 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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C. Other Matters by Building Block

C.2 Outcome Based Regulation

The Airline Community have written extensively on its views and positions of the development of the
OBR framework. In the interest of brevity, we note these previous comments still stand and have
looked to focus on new or specific issues within the Final Proposals, as set out further in this Section
C.2.

Our overarching view is that the Final Proposals have shown a lack of operational understanding that
underpin consumer outcomes with airline evidence ignored or not sufficiently considered. This also
appears to have led to a lack of sufficient challenge on targets and measures and will, in our view,
ensure poorer consumer outcomes than should otherwise be the case. This is exampled by the CAA
proposing consumers now pay HAL a bonus for meeting the same level of performance in security that
they experienced during Q6.

We strongly urge the CAA to address these matters if not now, then as part of the mid-term review;
the scope and path towards which we believe needs further development over the coming months.

C.2.1 Baggage

It is categorically in the consumer’s interest that HAL should be financially incentivised for ‘Timely
Delivery from Departing Baggage System’. We justified this position in detail in our paper dated 25%
April 2022 “Airline response to HAL's proposal that this be a reputational measure” and this paper is
also attached as Annex 2%°

Instead, we present further analysis below, showing that although the majority of passengers travel
with their bags, there are still a significant number of passengers who do not.

Taking 2019 as a busy but ‘normal’ year of operation, the overall missed bag ratio was 9.9 per 1,000
pax. This means that nearly 1m passengers flew without their bags. Note that the current missed bag
ratio is 13.2 per 1000 pax. This would equate to nearly 1.1m missed bags at 2019 passenger levels.

HAL need to be held accountable by the OBR scheme for delivering bags to the airlines’ baggage
handlers in time for passengers to travel with their bags. HAL’s own analysis has shown that a
significant number of “in system baggage failures” do occur. The below analysis by Vanderlande
presented to airlines by HAL details that:

29 Airline presentation to the CAA, “Timely delivery of departing baggage”, dated 21 April 2022
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Chart C.1

In 2021 (a very low volume year for departing bags due to COVID-19), there were 133,066 missed
bags (“Not Loaded Bags”) of which 12,676 were classified under in-system categories, of which 6,469
were attributable to incidents and the system.

Factoring up to a normal 2019 level year this would equate to ~25,200 bags not travelling with their
passenger due to issues with HAL's baggage system. Equally, some of the “out of System
Categories” shown in the complex graphic above could actually be caused by poor system
performance or HAL's baggage operations. These would be picked up by the Timely Delivery
measure and further investigation will demonstrate the magnitude of these categories.

This is very poor customer service from a system costing circa £500m per terminal. Repatriating
these bags to passengers would have cost airlines of the order of £4.0m in 2019 and there would be
further passenger compensation costs to be paid on top of this estimate.

Impact of the failure of HAL’s baggage system in an exceptional year

In an exceptional year such as 2022 when there have been multiple baggage system incidents the
number of bags not travelling with their passenger due to baggage system failures could reach
significantly more than the 25,200 estimated above.

Chart C.2 below illustrates the increased missed bags both direct (blue shaded) and transfer (beige
shaded) that have occurred in 2022. There is an overall increase that can be seen as a trend
upwards, but there have also been a number of major incidents — that can be seen as spikes in
missed bags in April, May, June and July 2022 in each of T2, T3 and T5.

20





.'A I A Supporting the Airline Community

2019 2022

T2- 2019 T2 - 2022

13-2018 13-2022

T5 - 2019 T5-2022

Chart C.2
Baggage Conclusion:

The above analysis has shown that although the vast majority of passengers travel with their bags
there are still a significant number of passengers who do not and as such it should be in the
consumers interest to provide a financial incentive for HAL to improve this performance area.

CAA states that the distinction between reputational and financial incentives should be made based
on “the degree of control that HAL is likely to have over specific aspects of service quality”. If we
reasonably allow for defined exceptions, the in-system performance for the vast majority of bags is
totally within HAL’s control. Non-timely delivery from the system directly causes a negative
consumer outcome.

C.2.2 Check-In Measures

We are pleased that the Final Proposals confirm the implementation of a new financially incentivised
measure for ‘Availability of Check-in Infrastructure’®’. However, we are extremely disappointed that
this new measure will not include baggage input belts within its scope. There is no explanation as to
why this fundamental element of the check-in product is excluded, other than it addresses HAL's
concerns. We assume these concerns are those as articulated in the Frontier Economics review,
commissioned by HAL in December 2021.

Analysing these concerns in the source document, there is no direct reference to baggage input belts
being part of the measure. There are general concerns stated about the overall measure (e.g. not fully
within HAL's control; being prescriptive about the output rather than the outcome), but the Final
Proposals reject these concerns and confirm that the measure will be implemented.

We urge the CAA to reconsider the inclusion of baggage input belts within the scope of this measure.
We believe it is extremely important to do so for the following reasons:

30 para 3.49, CAA CAP2365
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e Of all elements of the check-in product, the baggage input belts are fully in HAL’s control. They
are a piece of airport infrastructure, installed and maintained by HAL. There is no interaction
with airlines systems or software.

e They are a relatively simple piece of hardware, for which the airline agent’s interaction is also
simple (i.e. pressing a button to send the bag into the baggage system).

e They are arguably the most tangible piece of check-in infrastructure in the eyes of the
consumer, who sees the baggage input belt as the initial vehicle through which their bags are
despatched to their flight.

e There are regular belt failures, which cause operational issues and consumer anxiety. If a
passenger’s bag cannot be injected at the desk at which they check in due to a failed belt, it is
a poor experience and concerning for the passenger who is asked to move their bag to another
belt/desk.

e If a failed belt is not fixed quickly (and this is often the case), check-in capacity is reduced
because the desk is taken out of service. This creates a consumer impact at peak times (when
all desks are normally needed) and resulting operational difficulties.

e The baggage input belts are in effect the first key gateway to the most fundamental of
consumer outcomes: “a predictable and reliable journey” (or alternatively “my flight will
depart on time together with my checked baggage”, the outcome suggested/preferred by the
airline community).

e HAL already has detailed data on baggage belt failures within its engineering fault reporting
system; faults are always reported immediately by airline staff because the belts are so
fundamental to the check-in operation and airlines are powerless to fix faults given HAL’s
ownership of the infrastructure.

C.2.3 Automated measurement method for passenger security queues

We are surprised and disappointed that there is little reference to this important aspect of OBR in the
Final Proposals. Moreover, licence modifications in the Final Proposals mean that HAL's licence now
has no reference whatsoever to automated measurement of security queues. This is a worrying step-
back from the licence condition imposed on HAL for Q6, whereby HAL were compelled to introduce
an automated per passenger method to measure security queues. Equally, the licence modifications
shown in the Initial Proposals showed a holding section under section 3(b), which at least mentioned
the potential installation of automatic queue measurement.

This is even more worrying when there is now an automated queue measurement and monitoring
system (QMM) installed and operating at LHR already (T2 immigration). Unlike in Q6, where work was
still being done to find and choose a system, we now have a system available

The proposed H7 licence simply compels HAL to develop and consult on amendments to the service
quality regime, one of which could presumably be an automated queue measurement system. There
is no obligation for HAL to implement such a system, nor to do any work on its scoping and
development. This is disappointing and weakens a previously positive and reasonable regulatory
position, which would have enabled an improved consumer outcome. Every passenger matters, yet
the current manual queue measurement system cannot show airlines the queue time for an individual
passenger. The richness of data that is potentially available through an automated system would not
only enable robust assessment of HAL's security performance minute-by-minute, but would give HAL's
operational management invaluable insight into their security operation and more easily drive
continuous improvement.

22





.'A I A Supporting the Airline Community

We acknowledge that automated queue measurement is listed as a change that will be considered in
the OBR Framework mid-term review. Until more work is done, we are concerned that the promise of
this review has little regulatory weight and HAL will therefore have no compulsion to progress further
with QMM in H7.

As it stands therefore, the lack of an H7 licence obligation could very well mean that there is no
automated queue measurement system in place in 2027, some 14 years after the CAA was compelling
HAL, via the license, to implement such a system. The Airline Community ask the CAA what
consultation and evidence has been undertaken to have moved away from such a position?

Equally, the capital plan as presented in the Final Proposals has removed the budget line for QMM.
This previously sat under the Efficient Airport programme (hence its demise), but in any case the
Airline Community has proposed that it should sit within the Regulated Security programme It is a
small amount of spend in the context of the £825m budget for Regulated Security and naturally falls
under the auspices of that programme. We urge the CAA to specify this as a component of the
Regulated Security budget within the Final Decision.

As well as the budgetary reference as suggested above, we also urge the CAA to incorporate the
following licence modification in its Final Decision, which probably most fittingly sits as a new clause
under Draft licence modification to Schedule 1, paragraph 3.18. For simplicity, we have proposed the
following text but rely on the CAA’s expertise to craft this appropriately:

e The Licensee shall continue to develop an Automated method of data collection to measure
Security Queue Time for passengers and shall implement this method at each search area in
accordance with the governance arrangements required under Condition F1.1(a)(iv).

(Note that this proposed text is also shown in section C.8 below in our comments on licence
conditions).

We believe that this modification would obligate HAL to progress with the important process of
system development but enable the timing and phasing of implementation to be discussed and agreed
appropriately with airlines and the Airline Community under the usual governance arrangements, and
as was done so in Q6. This would have the benefit of enabling a fuller understanding of how the
technology would best be implemented as part of the security transformation work.

C.2.4 General Targets Comments

OBR Targets for Security performance

The below charts (collectively Chart C.3) are the performance data presented by Arcadis in their
report to the CAA on whether the 5mi and 10 min security performance targets are achievable in H7.
On reviewing the past performance Arcadis state that HAL have consistently exceeded the targets
across Q6 (see below data to support this). Arcadis then conclude that the targets, if unchanged, are
achievable in H7. The airline community understand that the CAA have some trepidation in setting
higher targets across H7 as they believe there may be some disruption risk on roll out of the new
security equipment. The airline community strongly disagree with this assessment and have already
made that point in our response to the IP’s.
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OBR Bonus targets for Security performance and cleanliness
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Notwithstanding our existing and repeated objections to the CAA paying any bonuses to HAL and
without prejudice to that position we would make the following statements on the proposed H7

Bonus structure:
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Security Bonus targets

The Airline Community completely disagree with the CAA’s approach to setting bonus targets for H7
for security Central Search, 5 and 10 minute standards. The CAA have set the below targets:

Table 3.2 Proposed bonuses

Measure Maximum bonus Lower Upper performance
(% of airport performance threshold
charges revenues) threshold
Clzanliness 036 435 465
Wayfinding 0_36 4 .40 470
Security queue time — central 0.54 g7.0 99.0
search

{gueues = 5 minutes)

Security gueue time — fransfer 0.18 o7.0 59.0
search
{queues = 10 minutes)

These standards of between 97% and 99% for both 5 and 10 minute performance at Central Search
are just not sufficient to stretch HAL, do not represent exceptional performance and should not be
set as the bonus standard for H7. As can be seen from the Arcadis reports, HAL have met or
exceeded these standards across the whole of Q6. These bonus standards will result in the consumer
paying bonuses to HAL across the whole of H7 for standards of service that were no better than that
experienced in Q6!

A much better bonus standard that could result in improved consistency of performance across H7 is
one of:

Central Search target of zero days in the month when queue time is over 5 mins more than 2 x 15 min

periods in the day.

Transfer search target of zero days in the month when queue time is over 5 mins more than 2 x 15

min periods in the day.
Cleanliness Bonus Targets:

The Airline Community completely disagree with the CAA’s approach to setting bonus targets for H7
for cleanliness.

The standards of between 4.35 and 4.65 are just not sufficient to stretch HAL in all terminals, do not
represent exceptional performance and should not be set as the bonus standard for H7. As can be
seen from the Arcadis reports, HAL have met or exceeded these standards across the whole of Q6
for T2. These bonus standards will result in the consumer paying bonuses to HAL for T2 across the
whole of H7 for standards of service that were no better than that experienced in Q6.
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Cleanliness Weighted MAA score by terminal Jun 2014 to Dec 2021
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The target proposed by HAL at
4.05 would have been exceeded in
each terminal in every month
since 02 2014 on an MAA basis
suggesting this target is too low
and therefore justifiably a subject
for stretch for H7.

When considering the IP target on
a MAA basis, the IP target of 4.15
would have been exceeded every
month since Q4 2015 across all
terminals.

3.90

T3 is the lowest performing
terminal scoring between 4.15 to
4.20 for much of the period Q4
2015 to the period of the
pandemic. Placing too much
emphasis on the operational
period during the pandemic
should be avoided as it is likely to
not be reflective of true
performance levels.

Jun14
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Dec-14
Sep-15
Dec-1!

Mar-15
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Dec-16

Mar-18
Sep-18
Mar-19
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Sep-19
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Mar-20
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Mar-21
Jun-21
sep-21
Dec-21

T4  —T5 HAL H7 Target CAA IP Target

Source: HAL data, Arcadis analysis - It should be noted that due to Covid, reporting and sample sizes have been compromised, so as an example the T4
score in February 2021 is not considered reliable as the sample size in March 2020 was too small to be statistically relevant.

Source: Arcadis report to CAA

The Airline Community would accept that the proposed bonus target levels are appropriate for T3,
T4 and T5, but that a separate standard be set for T2 of 4.50-4.70.

C.2.5 Mid-Term Review

Important areas for mid-term review:

If a mid-term review is to occur “before the half-way point of H7” — then it needs to occur in 2023
and addressed the following:

Understand whether moving to daily performance measures is beneficial to the consumer

To understand whether demand is driving security (and control post) performance, and therefore
answer the question as to whether moving to a daily performance standard would drive an increase
in Op Ex — or whether improved performance could be achieved at no extra cost by moving to a daily
standard we need to analyse the data that is available. If we find that security and control post
performance varies at the daily level when the same levels of demand are placed on the system,
then performance variations are not being driven by external factors. We can therefore be
confident that introducing a daily standard would incentivise the management team to produce a
more consistent daily performance, at the same cost as today and to the overall benefit of
consumers.

Summary of evidence to date:

HAL provided 2019 security performance data at the daily level — so eg; for T5 CSA we were given
the number of 5 minute queue performance breaches and the number of 10 minute queue
performance breaches on each day of 2019. From the BA data we also had the number of
passengers entering T5 CSA in each hour for each day for 2019. ICF reported on their work with
time series decomposition to investigate the correlations between the SQRB breaches and the
number of passengers going through security. ICF showed that they had found no significant
correlation between SQRB breaches and the number of passengers going through security. We then
outlined how we should be analysing demand and SQRB performance at the 15 minute level to
completely understand whether there is a correlation and we highlighted how this should be
explored further as we conservatively estimated moving to daily performance targets could benefit ~
600,000 consumers per year.
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When the airline community requested that data from HAL we were told by HAL that “At an overall
level, the level of detail you are requesting is much more granular than we have ever provided to the
Airline Community and includes a lot of detailed assumptions on issues such as resource planning.
Many of these issues are our responsibility to manage within the bounds of service quality
requirements and cost envelopes set by the CAA. Given this, we do not think it would be appropriate
to share this level of detail.”

On receipt of the lower level data we are confident ICF can provide a revised report rapidly — which
should then fully answer the question as to whether moving to a daily performance standard will
require an increase in Op Ex and how many consumers are likely to experience improved levels of
service.

In light of HAL's response we are requesting that the CAA instruct HAL to provide the below data
within a CAA specified timeframe so that we can move forward on this issue in time to properly
review it within the timeframes of the mid-term review.

The list of the data required is as below:
Data required:
For the whole of 2019:

For each terminal (central search, staff search, transfer search),

At a 15 minute level:

No. of trays per passenger, No. of trays, No. of images per passenger, No. of lanes open, No. of
security staff, No. of passengers, No. of trays in check lane, Average queue time, ATP gate data to
show the exact time each passenger passes through the ATP gate (anonymised)

For each control post

At a 15 minute level:

No. of trays per person, No. of trays, No. of images per person, No. of lanes open, No. of security
staff, No. of people, No. of vehicles, No. of trays in check lane, Average queue time, Actual queue
time for each vehicle (anonymised).

Unbalanced approach to Mid-term review of Targets

It is unclear why the CAA have chosen to state in the Final Proposals that it will review the OBR
framework for any targets “that now appear unachievable for reasons outside of HAL's control” but
in the opposite case “would not generally expect to make any adjustment if a target appears
potentially too low”. The Airline Community question how this in the best interests of the consumer
and ask what evidence the CAA has that this approach is in the best interests of the consumer?

The Airline Community do not support this approach as in our view it is not in the best interests of
the consumer and we have seen no evidence from the CAA to support it.

The Airline Community also note the need to develop a clear scope, timescales and necessary steps
towards the Mid-Term review in order to avoid debate and / or missed opportunities at that time.

27





.'A I A Supporting the Airline Community

C.2.6 Automated measurement of passenger security queues

Whilst we acknowledge that automated queue measurement is listed as a change that will be
considered in the OBR Framework mid-term review, we are concerned that the promise of this review
has little regulatory weight and HAL will have no compulsion to progress further with QMM in H7. HAL
must be obligated by licence to continue working on automated measurement in advance of the mid-
term review, at which point we would expect a timetable for implementation of the technology across
all terminal search areas to be agreed and instigated. Section C.2.3 gives more details of our concerns
and proposed approach.

C.3 Operating Expenditure

C.3.1 Approach and Assessment of Operating Expenditure

The Airline Community have been supportive of using independent consultants, in this case CEPA /
Taylor Airey (“CTA”), to better understand actual operating expenditure requirements as well as
setting stretching, but achievable, targets. We also note that the CAA have, correctly, moved on
from its ‘range’ based approach.

Notwithstanding the above, we note the significant increase in operating expenditure the CAA have
allowed for, notably under utilities and security (a combined total increase of circa £460m) and have
two fundamental concerns:

(i) We note the CAA’s comments that “CTA updated its analysis across all categories of
opex since our [CAA] Initial Proposals, primarily based on new information from HAL3;
however this has not been made available to the Airline Community. We are therefore
not able to validate nor provide critical insight as we would have expected to be able to
do so; and

(ii) The CAA have been clear that CTA have still had to make a “...large number of
assumptions of the detail of HAL’s cost base®?” on which there has been minimal
engagement with the Airline Community on

The CAA have applied an on-going efficiency and used the passenger forecast profiles of 2019 and
2025 (when the CAA forecast a return to such levels) as a proxy to triangulate its assessment of a
benchmark in order to validate the position taken within the Final Proposal . We believe however
that this characterisation is incorrect as, in real terms, this actually remains below those 2019 levels,
and questions the validity of this assessment as the CAA describes within the Final Proposals®.

Given the above, we therefore strongly encourage the CAA to revisit the level of challenge within the
proposed level of operating expenditure.

C.3.2 Security Costs and Future Transformation

As well as the more general points on efficiencies set out in C.3.1 above, the Airline Community note
the specific removal of efficiency savings for security, totalling an increase of £331m. Whilst other

31 para 4.61, CAA CAP2365
32 para 4.62, CAA CAP2365
33 para 4.63 & 4.64, CAA CAP2365
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benefits need to also be considered, this assessment raises serious concerns on the case for the
‘transformative’ elements of the Security Programme, to which the CAA have agreed to HAL's
proposed total budget. A significant element of the benefit for this element was to provide
operating efficiency savings but these no longer appear applicable in the CAA’s H7 proposals.

Given the materiality we therefore believe this supports:

(i) a reinstatement of a security efficiency to ensure HAL are incentivised to seek security
efficiencies during H7, and likewise are now not unduly ‘rewarded’ by bringing forward
such elements (and therefore retain the benefit); and / or

(ii) a review of the specific security costs presented as part of the capital gateway lifecycle,
with any such savings presented and agreed at G3 being returned to consumers by way
of rebate into the charge.

Further comment on the Security Programme can also be found under the capital section of this
response, C.5

C.3.3 Business Rate Review

Whilst noting the situation with regards to business rates during H73*, given the provisional £0.5bn
expenditure over H7, the Airline Community are particularly concerned that the CAA’s approach fails
to properly incentivise HAL and is likely to be too subjective. The CAA’s own assessment, and the
Airline Community comments through Previous Submissions, of ex-post reviews highlights the
challenges in assessing after the event and the CAA have suggested a very high bar with the caveat
that a further review would be on the basis of “material concerns” and yet with no further
gualification.

Given such concerns, the Airline Community would therefore suggest that airlines have the right to
place their own experts within a governance framework that obligates HAL to update an agreed
group on progress, impacts and strategy on a monthly basis with such airline representatives to any
discussions with the VO. We believe this would strengthen the proposed approach

Notwithstanding the above, the CAA must make clear how the Airline Community will be made
aware, and can input, into the review proposed by the CAA®,

C.3.4 Pension Arrangements

The Airline Community, and airlines, have raised through our Previous Submissions that consumers
should not bear HAL’s deficit repair costs

We note, and welcome, the CAA’s comments that HAL’s pension scheme is now in surplus3 . That
being the case, and taking onboard the above comments, we strongly believe that HAL must now
remain fully liable for any future deficit and repair costs in line with other businesses. In order to
ensure HAL are fully incentivised this must be an explicit within the CAA’s final determination for H7.

Given the surplus situation, the Airline Community have removed the pension repair costs from our
assessment of the level of charge.

34 paras 4.67 — 4.69, CAA CAP2365
35 Para 4.69. CAA CAP2365
36 para 4.70, CAA CAP2365
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Notwithstanding the above, the CAA must make clear how the Airline Community will be made
aware, and can input, into the proposed review set out by the CAAY .

C.3.5 PRS Costs

The Airline Community fully concur with the concerns raised by the CAA of HAL’s conflation of
passengers defined as “PRM” and those that may require additional services, who HAL has referred
to as “PRS”3. The Airline Community are supportive of working with HAL in improving passenger
services however, given the strict legal definition and requirements, it is important that a clear
distinction remains.

C.4 Commercial Revenues

C.4.1 Approach and Assessment of Commercial Revenues

As set out under C.3 (Operating Expenditure) above, the Airline Community have been supportive of
using independent consultants, in this case CEPA / Taylor Airey (“CTA”), to better understand actual
commercial revenue requirements as well as setting stretching, but achievable, targets. We also
note that the CAA have, correctly, moved on from its ‘range’ based approach.

Notwithstanding the above, we note the significant downward adjustment the CAA have allowed
for, and have two fundamental concerns:

(i) We note additional information has been provided by HAL to CTA and the CAA however
this has not been made available to the Airline Community. We are therefore not able to
validate nor provide critical insight as we would have expected to be able to do so;

(i) The CAA have not taken account of all the evidence from CTA which would suggest a
higher management stretch of up to 2% would be more appropriate® . This is further
supported where we note a discrepancy in the assessment of the Terminal Drop Off
Charge where the CAA have excluded this from any management stretch as it is deemed
as a “non-controllable cost” by the CAA%, yet the CAA have allowed HAL the ability to
manage this revenue stream through setting of charges with only a requirement to
‘consult’ with other parties (covered further under C.4.2). Given the variation, the Airline
Community have applied a conservative yet more challenging stretch of 1.5% in our
assessment.

C.4.2 Terminal Drop Off Charge (TDOC)

In addition to the reference to TDOC in C.4.1 the Airline Community remain particularly concerned
that the CAA are only seeking HAL to “notify” CAA or airlines of any price increases above 10%. The
Airline Community have long been concerned on the possibility for significant price increases upon
the conclusion of the H7 settlement, noting the CAA also has such concerns®'. However, even with a
risk share element, this in itself is unlikely to deter levels that could have implications to future
traffic demand. Furthermore, unlike car park revenues where the entire risk / reward is with HAL, it

37 para 4.72, CAA CAP2365
38 para 4.73 & 4.74, CAA CAP2365
39 para 4.81, CAA CAP2365
40 para 5.36, CAA CAP2365
41 para 5.73 CAA CAP2365
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is entirely appropriate for a requirement to seek any agreement from those sharing in the risk. We
strongly note therefore that the requirement to seek agreement from airlines is incorporated into
the final determination to address such concerns of potential abuse.

We would also note that, in our view, the CAA forecast of TDOC revenues is overly pessimistic. We
have previously shared our forecast for 2022 with the CAA (Chart C that was based on current
performance data shared by HAL on ratios such as the % of consumers paying the TDOC first time, vs
those having to pay the PCN etc. We have developed the TDOC revenue forecast below based on the
airline community's passenger forecast (assumptions are detailed in the table). All assumptions are
taken from the HAL Surface Access Stakeholder Meetings, of which the CAA are an invited party, and
reflect current TDOC performance. Over the H7 period our forecast is £87m higher than that of the
CAA’s forecast detailed in the Final Proposals, and we would urge the CAA to reconsider its TDOC
revenue estimate®.

TDOC Revenue Forecast: Using Airline Pax forecast
2022 2023 2024 2025 2026

pax numbers (m) 65 20.4 22 236 85.3
TDOC charge £5 £5 £5 £5 £5
Transfer ratio 20% 30% 30% 30% 30%
Pwt Vehicle+Taxi mode share 65% B65% B65% B65% B65%
Pax per drop off 17 17 17 1.7 1.7
Compliance rate Q3% 3% 3% 3% 93%
Departing Pax {m) 26.0 28.1 287 293 299
Mo. of drop offs (m) 994 10.76 1097 11.19 11.42
Drop off revenue (£m) faa £50 £51 £52 £53
2% TDOC consumers subject to PCN 7% 7% 7% 7% 7%
% TDOC consumers paying PCN 52% 52% 52% 52% 52%
% paying discount PCN rate (£40) Q4% Q4% Q4% Q4% 94%
2% paying full PCN rate (£80) 6% 6% 6% 6% 6%
no. of consumers paying PCN (m) 0.362 0.392 0.399 0.407 0.416
PCN Revenue (£m) 153 166 169 173 176
Total
Total TDOC Revenue after VAT (£m) £53.8 £58.3 £59.4 £60.6 £61.8 £294.0
Chart C.4

42 NB: This uplift is not included within the Airline Community assessment of the level of charge
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C.5 Assessment of Capital Expenditure and Capex Incentives
C.5.1 Limited information from HAL and failure to address specific comments

The Airline Community fully concur with the CAA’s assessment that the limited level of information
has made the capital process difficult, summarised in the CAA’s own words below, and there is a
clear need for HAL to produce better quality plans going forward®.

“Overall, we recognise the efforts of HAL’s team to expand on its response to Initial
Proposals through additional written submissions and a series of “deep dives” sessions.
However, the information that HAL has provided frequently still falls short of our
expectations”*

In doing so however we also note on the need for clear consequences should HAL continue to fail in
addressing this requirement from the CAA. To date and in our experience, this has not proven to be
the case, and indeed, as set out below, the CAA have still progressed with much of what HAL have
proposed, despite these clear failings.

The issues experienced to date only further enhance the need for the proposed changes to the
governance and engagement framework, as set out further in this Section C.5

C.5.2 Level and Make Up of the Capital Plan

We note the CAA’s significant uplift since the Initial Proposals of the proposed capital plan. As set out
further, the Airline Community does not believe the overall level and make-up of the capital plan
within the Final Proposals is justified but is instead based on a number of inconsistencies and lack of
challenge on HAL.

As set out in C.5.1 above, it is clear both Arcadis and the CAA have struggled to access meaningful
information from HAL that sufficiently validates the figures with a high degree of confidence. It also
appears, notwithstanding certain benchmarking activities, that Arcadis’s, and subsequently the CAA’s,
assessment has been against the requirements or assumptions HAL have set out.

Furthermore, the CAA have subsequently accepted much of HAL’s request despite guidance from its
own independent analysis, or lack of explanation. By way of primary example:

- the CAA’s consultant Arcadis in its report suggested a range for Asset Management and
Compliance of between £1,375m and HAL’s full request of £1,829m with the CAA settling on
£1,715m with little explanation or rationale as to how the CAA has arrived at such a decision;

- Arcadis have not been able to review any of the costs associated with ‘transformation’ as part
of the Security Programme but suggested in their report increasing the allowance “some
way”*. Despite this lack of clarity, and as well as removal of incentives on security operating
costs (one of the primary drivers of case for transformation and as set out further in C.3.2
above), the CAA have allocated the total amount requested by HAL; and

43 Para 6.71, CAA CAP2365
44 Para 6.46, CAA CAP2365
4 Slide 37, Arcadis Annex Report, CAA CAP2365
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- ltis clear from the Arcadis and CAA assessment that much of the Carbon and Sustainability
programme remains undefined and there are concerns on those sampled cost estimates that
suggests a level higher than should otherwise be the case. Despite this the CAA have allocated
the total amount requested by HAL.

Instead, the CAA’s primary challenge on HAL's capital programme has, to a large extent, sought to
challenge HAL by removing costs from the Efficient Airport and Commercial Revenue programme.

The Airline Community would highlight an inconsistency in application of guidance. Despite the
comments on Carbon and Sustainability re a lack of definition, the CAA have taken a ‘judgement call’
over and above the Arcadis review and comments based on the importance they see consumers place
on this. However, for the Efficient Airport programme, it appears the CAA have given no further
consideration to such possible requirements above the Arcadis comments. This is despite evidence (as
the CAA themselves have relied upon in reaching a conclusion on the Final Proposals) that show the
operational improvements are ultimately important to consumers, for example, addressing issues that
improve punctuality.

The Airline Community are frustrated that failings by HAL, as set out within the Final Proposals, has
led to this outcome. This also highlights the challenges in both the H7 and ‘within Q' process on the
reliance on HAL, and their absolute ability, to prioritise expenditure.

For the avoidance of doubt, the Airline Community are supportive of sustainability initiatives that
deliver evidenced based environmental benefits, such as improvements to Pre-Conditioned Air, and
support a wider strategy and package of initiatives that address carbon and broader sustainability
initiatives. However, it is also important to stress here that, in the context of the capital plan, such
initiatives may be better with alternative delivery and charging models, such as working with third
parties to deliver vehicle charging infrastructure and services. Likewise, a number of initiatives that
provide operational enhancements are likely to have sustainability benefits as well. For example,
improving airfield efficiency would, by its nature, reduce a number of metrics that would also have
sustainability benefits such as reducing aircraft taxiing and holding times.

Focusing more broadly on the elements of the almost-eliminated Efficient Airports Programme, the
Airline Community believe that it is essential to maintain some of the key projects within the H7 plan.
Examples include parts of Passenger Process Automation and Airfield Optimisation. The former will
provide significant consumer benefits; the latter will deliver significant operational improvements. We
need to find an approach to prioritise the important projects which were previously listed within this
Programme and work through the details to arrive a mutually acceptable plan, mindful of the overall
capital envelope.

Another important project for which capital budget must be provisioned is QMM technology (Queue
Measurement and Management) . Crucially, this will enable automated per passenger measurement
of security queues, a project on which HAL and the airline community have already done a great deal
of work. Although this project/budget previously sat under the Efficient Airport programme (hence its
demise), the Airline Community has proposed that it should sit within the Regulated Security
programme anyway. It is a small amount of spend in the context of the £825m budget for Regulated
Security and naturally falls under the auspices of that programme. We urge the CAA to specify this as
a component of the Regulated Security budget within its Final Decision.
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Note that full details of our concerns and proposals about automated security measurement are
articulated at section C.2.3.

Stepping back from the programme assessment, the CAA have also used the Q6 level of expenditure
as validation for the overall level it has arrived at. We would question that conclusion, given: (i) the
significant difference the CAA is suggesting in passenger volumes between Q6 and H7; and (ii) the
ramp up challenges Arcadis and the CAA have also noted in the Final Proposals leading (and in the
case of 2022, experiencing) into H7 as a result of the Covid pandemic and more general, construction
pressures.

Whilst the capital governance process does allow for a degree of management of the capital
expenditure, this does not discharge the CAA its duty to be confident in the level of expenditure, both
by programme, and in totality, both forecasted and allowed for in H7.

In conclusion, the Airline Community remain concerned that the CAA’s proposals not only have errors
of judgement within but will be taken by HAL as ‘pseudo approval’ or specific endorsement of
expenditure.

Even with the adjustment mechanisms in place, consumers will ultimately be paying for such decisions
and we therefore believe it is necessary for the CAA to consider and be clear in its final determination
on: (i) the degree of confidence, and therefore expectation, of such levels of expenditure; as well as
(ii) how the changes to current governance arrangements, particularly with regards to the assessment
of requirements and benefits (as set out further in C.5.8) might help better validate information and
support decision making for HAL, airlines and the CAA.

Furthermore, and notwithstanding the comments above relating to the overall level, the Airline
Community are strongly of the view on the need to review the overall prioritisation and initial
allocation of the capital plan, within the proposed level, excluding any marginal allowance increase (as
described for in Paras 7.126 & 7.127). For the avoidance of doubt, the Airline Community are not
agreeable nor see any justification to addressing this simply through a further increase on the CAA’s
proposed level of capital.

C.5.3 Uncertainty Mechanism

The Airline Community was open to the introduction of an ‘uncertainty mechanism’ that would allow
for an agreed uplift to the capital plan later in H7, particularly given the ongoing uncertainties
expressed by the CAA on passenger volumes. However, we believe, in setting the capital level as it
has, the CAA has made an error of judgement and, in part, an inconsistent logic. In particular:

(i) the CAA’s own assessment suggests levels above being proposed by HAL would not be
deliverable*® —though we note the CAA’s plans begin to get close to HAL's initial ask;

(i) there are still a number of challenges in assessing the true level of the required capital,
particular the latter years of some programmes when utilising the uncertainty
mechanism appears more appropriate; and

%6 para 6.40, CAA CAP2365
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(iii) that the CAA awarded most of what HAL has asked for and missed an opportunity to set
a more challenging level initially that would also incentivise HAL to meet the CAA's
requirement of providing better quality information in the future®’.

C.5.4 Coverage of Capex Incentives Ex-Ante

The Airline Community believe that, with the proposed enhancements within the governance
arrangements including the introduction of Delivery Obligations, the approach and logic to ex-ante
that the CAA has developed, as set out in Paras 7.88 — 7.92, can and should be applied to all projects
that have yet to pass through G3. We agree that, by following the capital gateway process including
approval at G3, HAL should have sufficient confidence and control to be held to account and that
this is the same for all projects.

C.5.5 Incentive Rate

In relation to the incentive rate, the Airline Community believe the CAA’s views set out in Para 7.41
(that rates are typically higher in other sectors and, whilst “likely to influence HAL’s behaviour”, the
CAA are applying “caution”) and 7.43 (that asymmetric rates are applied elsewhere are not
appropriate) shows an over-degree of protection to HAL at the expense of the consumer, particularly
where asymmetric risk is being proposed and justified by the CAA in other elements of the Final
Proposal. This should be reconsidered now rather than at the next H8 price control period.

C.5.6 Delivery Obligations and Implementation

The Airline Community broadly concur and support the introduction of Delivery Obligations as
proscribed within the Final Proposals.

We agree with the CAA’s assessment that by setting Delivery Objectives at G3 (the timing of which is
within HAL’s control as part of their overall programme / project management) HAL must by this
point have sufficient information and confidence to progress. This process is applied to all projects
HAL undertake and therefore it is not reasonable or justified to treat projects differently. By
assigning Delivery Obligations to the ‘project’ or ‘tranche’, this in our view, addresses any concerns.

As the CAA are aware, airline representatives have been working with HAL on the future structure of
the capital governance, particularly where HAL are seeking to move to a ‘programmatic approach’.
During these discussions the Airline Community have been clear, and see workable, Delivery
Obligations alongside and as part of the overall governance framework.

The area of greatest concern, and where we believe the CAA have not gone far enough, is on the
definition of quality assessment which the CAA appear to have limited to delivery against
‘requirements’ as opposed to ‘benefit realisation’.

We note the CAA’s consideration of some of the Airline Community’s previous concerns, particularly
with regards to delivery of category level benefits (as described further in Paras7.114 and 7.115). It is
disappointing that, whilst acknowledging this, it appears more a matter for the CAA in H8.

We believe that such commitments and incentives should be possible as part of the overall
programme business case. We do not believe this requires a change to what the CAA are proposing
but would welcome further discussion on this and the above ‘quality assessment’ point as part of the

7 para 6.71, CAA CAP2365
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broader governance arrangements and think that this further supports a future formal review, as set
out furtherin C.5.8

C.5.7 Timing Incentives and Triggers

As set out in the Final Proposals the Airline Community are strongly supportive of triggers though
had been open to reviewing timing incentives within H7. Through the CAA’s development of the
capital incentive framework, the CAA Airline Community have formally raised our concerns on the
CAA’s approach on timing incentives and triggers, particularly where a core element was being lost.
We include the full text of our last written correspondence on the matter (set out in the Airline
Community response to CAA CAA2265) but note this issue has continually been raised in our
responses to CAA CAP2139 and CAA CAP1940

“We are also concerned on the CAA’s approach to timing incentives in that it loses a core
function of the current triggers process whereby HAL do not earn a return (by way of rebate)
where benefit is not being delivered past a date, ultimately determine by HAL. Whilst the
CAA have proposed a ‘back-stop’ timing mechanism we do not believe this sufficiently
addresses this issue and, having explained this further, welcome further consideration by
the CAA on this.”

Despite these concerns, the Final Proposals intends to remove triggers altogether, a step further
than the Initial Proposals, without clearly addressing the Airline Community concerns, either by way
of amending the approach to the ‘timing incentive element’ or justifying its exclusion.

The CAA’s decision appears largely based on HAL’s argument that new incentive arrangements
“removes the need for, and potential double jeopardy to HAL, of also retaining triggers.”*%. The
Airline Community disagrees with this assessment and believe it does not warrant the removal of
triggers mechanism for three key reasons:

(1) By incorporating as part of the Delivery Obligations and applying a weighting against other
criteria, this brings an element of ‘trade-off’ with other benefits. We do not disagree with
this balance, but believe the underlying intention is more appropriate where timing is key to
delivery of the benefits itself;

(2) The rebate HAL pays is on the return it receives for capital expenditure, not any overspend as
would be the case being proposed; and

(3) the current ex-post review process shows a clear precedence and distinction between capex
efficiency incentives, undertaken as part of the ex-post review, and payment of trigger
rebates. By way of example, the CAA noted in CAP1996 that it would assess the efficiency of
the Main Tunnel project upon its completion with no reference or link to the trigger rebates
currently being made. We are not aware of any assessment undertaken by the CAA, nor
argument made, that in the event capital expenditure is deemed to be inefficient and
thereby removed, that this is offset by any trigger rebate payments that may have been
made.

We note the CAA’s continued reference to triggers within the Final Proposal as ‘penalties’ which was
an issue formally raised by the Airline Community to the CAA in our response to CAA Consultation
CAP1940. We reiterate our position here that trigger payments are ‘rebates’. By way of support, we

“8 para 7.59, CAA CAP2365
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point the CAA to the governing document for triggers, “Q6 Capital Investment Triggers Handbook”,
where they are described as such.

We remain concerned that continued referenced to ‘penalties’ by the CAA further evidences a
misunderstanding in the role triggers play and believe this has had an undue bearing in the CAA’s
decision to remove them altogether.

In summary, we: (i) do not believe the CAA has sufficiently considered nor responded to the
concerns raised in the removal of triggers altogether; and (ii) would seek their reinstatement, as
suggested within the Initial Proposals, for the reasons outlined previously and above.

We remain agreeable to explore further any required alleviation to address any outstanding
concerns either HAL and / or the CAA may have.

C.5.8 Enhanced governance and transparency

The Airline Community have made extensive comments on both issues with the current governance
processes to be addressed, as well as changes required to meet the CAA’s new capital incentive
framework; all of which remain valid and hereby incorporated including those set out in our
response to CAA CAP1951. In summary these primarily focused on the need for improvements to:

- Ensure a sufficient level of definition and commitment to in the development of business
cases, particularly in relation to benefits that HAL are accountable for delivering;

- The ability for airlines and the Airline Community to validate requirements, scope and
associated costs proposed by HAL;

- Reporting and provision of information by HAL; and

- Engagement with procurement, including benchmarking activities.

In addition to the above we have also highlighted the need for a full review on the value and
treatment of Leadership & Logistic and management of risk.

Whilst we look forward to working on the details further with the CAA and HAL over the summer, we
would note here the CAA’s acknowledgement that under the CAA’s proposals the G3 will have an
increased emphasis®.

The Airline Community propose the enhancement of airlines utilising independent, expert support,
particularly in relation to Bullets 1 and 2 above which are largely outside the remit of the IFS. We
believe this could be funded within capital plan (as opposed to increasing) and that should also
provide benefit and further confidence to the CAA in their own assessments.

Whilst current governance arrangements do not preclude the Airline Community utilising the
support of third-party expertise, and there is precedence of such®®, the effectiveness is largely
contingent upon HAL’s engagement and information provision.

Not only would the formalisation and implementation help the Airline Community, acting on behalf
of the consumer, to make more informed judgements, it should also help HAL in both its own
business case and solution development, as well as provide further assurances for the CAA. We

49 Para 7.70, CAA CAP2365
50 HAL funded a specialist ‘Fuel Infrastructure’ SME to support the Airline Community assessment of HAL’s
future fuel farm plans under the Expansion Programme
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welcome further discussion with both the CAA and HAL on this and welcome its inclusion in the
CAA’s final determination.

C.5.9 Promoting Economy and Efficiency

We welcome the CAA have specifically commented upon promoting economy and efficiency as well
as identifying some particular areas of possible concern®l. We would propose that, rather than
waiting for evidence to be found, as suggested by the CAA in Para 7.143 and 7.144, that the CAA
commits to undertake such a review on the capital arrangements, as it did in Q6. This proactive
approach should h. This would allow for not only the CAA assuring itself that consumer interests are
being served, for instance that HAL are providing the level of savings information and acting upon it
in future, as per CAA’s expectations in 7.141, but also ensure any findings are addressed both within
the rest of H7 as well as a better ‘glide path’ into H8.

We would particularly note the point raised on information transparency and the path into H8 given
the issues of such within Q6 and the apparent challenges taken to implement the CAA’s proposals
for H7.

The Airline Community would be available to develop this detail with the CAA as part of the broader
governance discussions.

C.5.10 Implementation

Notwithstanding specific points raised elsewhere in C.5 to be addressed, the Airline Community
concur with the CAA’s rational logic and approach to implementation, including a ‘go live’ in 2022, as
set out in Paras 7.145 - 7.147.

C.6 Other Regulated Charges

C.6.1 Marginal Cost Approach

We agree with the CAA that there are advantages to the consumer in setting ORC’s on the basis of
the marginal costs of the services provided. The benefits outlined in the Initial Proposals remain valid
and the Airline Community continue to strongly support this approach for H7.

In addition, we continue to support the CAA’s approach to add back the non-airline fixed costs and
annuities relating to non-airline costs due to staff car parking, electricity and water. It is clearly
unreasonable for the consumer to face a further cost of £90m via the Aero Charges over the period
of H7 to finance these costs. We would also highlight that HAL already have systems in place that
provided differentiated costs for ORC’s (eg based on individual airlines pre notification rates for
PRM’s). We therefore do not believe that it would be a significant issue for HAL to implement this.

C.6.2 Bus and Coach

In its Initial Proposals®? the CAA stated that “There may be some advantages to moving to
commercial arrangements”... "however we note that airlines and other stakeholders have not had an

1 para 7.141 & 7.142, CAA CAP2365
2 para 13.28, CAA CAP2365
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opportunity to provide a formal view on this proposal. We will, therefore, reserve our position on
these matters until stakeholders have an opportunity to comment on HAL’s proposals”.

The Airline Community would note that we have not had any details on HAL's proposals and have
therefore not had any opportunity to comment on them, other than the previous comments made
in the response to the Initial Proposals where we stated “we would welcome the opportunity to
comment further” and we would want assurances that the impact on commercial revenues should
be “modelled consistently across all other building blocks” .

We would also note that there has been no written application from HAL to the CAA that has been
made public to the airlines on this matter (either in the Initial Proposals or between the Initial
Proposals and the CAA’s release of its Final Proposals).

We would therefore express our opposition to the CAA deciding without consultation to support
HAL’s proposal to remove Bus and Coach services from the ORC framework.

C.6.3 Reflection of Operating Cost and ORC Revenue Treatment

The Airline Community have been unable to validate but raise as a question to the CAA the
assurance that changes to ORC revenues reflect the treatment for utility and PRM costs,

C.7 License Implementation

The CAA have correctly set out the need for a correction factor to deal with the over-recovery of
2020 and 2021 charges® however, given the scale of the over-recovery, it is entirely inappropriate
for this to be at HAL's discretion. Instead, it should be based on a joint agreement with airlines.
Whilst going some way to address the shortfall, and we do concur that the application of RPI
inflation and RPI real WACC is a more appropriate uplift mechanism for each year delay than the
Treasury Bill discount rate, the CAA should look to amend this position to require HAL to consult and
reach an agreement.

C.8 License Conditions

We have a number of comments to make on the proposed changes to the Licence Conditions and list
them below :

Conditions C2.2 and 2.3

We support the introduction of condition C2.2 and C2.3 which allow the CAA after a period of
consultation to amend the cost allocation methodology outlined by HAL in September of each
regulatory year. Clearly it is in the best interests of consumer to endure that the allocation
methodology is reasonable and fair to all users of the services concerned.

Condition C2.4

We support the introduction of condition C2.4 which specifies that HAL shall facilitate and pay for an
independent review of the cost allocation methodology reporting to the CAA. The airlines have
requested a number of times that independent reviews be conducted during Q6 and to date HAL

3 para 14.17, CAA CAP2365
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have not complied with these requests. Introducing this condition will provide additional protection
for the consumer in ensuring that the cost allocation methodology used by HAL is fair and
reasonable. We would also recommend that the independent review audit the cost allocation
mechanisms used to ensure that the processes adopted to allocate the costs are robust, properly
checked and not producing any significant errors.

Condition C2.5, C2.6 and C2.7

We support he amendment to this condition. It is important that cost and revenue transparency is
enhanced in H7 so that users can ensure that the charges are reasonable, represent value for money
and that the allocation methodology has been applied fairly and correctly. During Q6 the airlines
have requested that HAL provide further detail on charges in a number of cost categories. It has
been difficult to get agreement from HAL to provide those details and these amended conditions
along the amended governance arrangements will provide clear guidance to HAL that these details
should be provided.

Deletion of “or their representatives”

We note that the phrase “or their representatives” has been deleted from conditions C2.7, C2.8, and
C2.12. We would request that this phrase is reinstated as without this phrase, authorised
representative bodies (for example the Heathrow AQC, airlines’ alliances and IATA) would not be
able to fully participate in the ORCG as representatives of some or all the airlines at LHR. Conditions
C2.9,C2.10and C2.11

We support the creation of a self-modification procedure for amending the list of specified facilities
covered by ORC’s where there is written agreement between HAL and the Heathrow AOC. This is a
sensible condition to include in the licence.

Condition C2.12

We do not support the removal of the “facilities for bus and coach operators” from the list of
specified facilities (see section on Treatment of Bus and Coach ORC services above for our reasons
why we oppose this change).

Condition F1.1

We support the amendment to this condition which requires HAL to seek agreement on governance
arrangements for ORC'’s. It is important to establish clear rules, processes and information
requirements, including consultation requirements, to allow airlines and other parties to scrutinise,
challenge and collaborate with HAL to drive efficient costs and appropriate service levels and to
propose and, where relevant, agree amendments to ORC’s. In Q6 when airlines and HAL jointly
renegotiated the baggage contract this collaboration worked to great effect. However that has not
occurred on all Q6 ORC contract renegotiations and this condition will ensure that during H7 there is
consistent collaboration between HAL and the airlines on ORC charges to ensure the most efficient
outcome for consumers.

Section C11

We do not agree with the proposal to change the name of the SQRB scheme to the “MTI” scheme.
The scheme is substantially the same as was utilised in Q6 with largely the same measures and
structure. The SQRB scheme is known throughout the airport community, changing the name to
“MTI” will cause unnecessary confusion for no real reason and to no gain. We recommend that the
SQRB name is continued in H7.
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Section C14

We do not agree with the new provision set out in Annex 3 to Schedule 1 that allows the CAA to
make a binding decision on the application of a specific exclusion. The CAA has presented no
evidence that this new provision is required. There is actually good evidence that this new provision
is not required as there have been no instances during the whole of Q6 where it has been shown
that the Heathrow AOC have made an unreasonable decision or an unjustified decision on
exclusions.

Schedule 1, Section-3.18

We would recommend that an additional requirement is included in the section that defines how
the defined method of data collection should be agreed locally. There should be a requirement that
this is agreed on an annual basis or whenever the queue configuration is changed. It is likely that the
configuration of security queue areas in particular will be changing regularly across the H7 period so
it is important that these measurements are made correctly to an agreed standard.

As a separate point, we recommend the insertion of a new sub-paragraph here as follows: “The
Licensee shall continue to develop an Automated method of data collection to measure Security
Queue Time for passengers and shall implement this method at each search area in accordance with
the governance arrangements required under Condition F1.1(a)(iv).

The rationale for this recommendation is shown in detail in section 3.2.3 above.
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Appendix 1: PCM Calculations of the Airline Community Level of £18.53

Charge*

Current adjustments to CAA Figures:

(i) Removal of Pension Repair Costs (as noted in Section C.3)
(ii) 0.5% improvement in Commercial Revenues to reflect proposed Management Stretch (as

noted in Section C.4)
(iii) Reversal of the £300m RAB adjustment; (as noted in Section B.4)
(iv) Removal of the Asymmetric Risk (as noted in Section B.3)
(v) Adjustment to the WACC to reflect the Airline Community 2.37% (as noted in Section B.2)
(vi) Adjustment to the Passenger Numbers to reflect the Airline Community assessment (as

noted in Section B.1)
Opex £'m CPl-real 2020 1,102 1,117 1,165 1,200 1,182 5,767
Opex bonus (+ve)/ penalty (-ve) £'m CPl-real 2020 370 - - - 3.70
Regulatory depreciation £'m CPl-real 2020 841 879 918 970 1,022 4,629
Return on year average RAB £'m CPl-real 2020 403 412 415 415 417 2,061
Revenue allowance for tax £'m CPl-real 2020 - - - - - -
Equity issuance cost allowance £'m CPl-real 2020
Asymmetric risk allowance £'m CPl-real 2020 - - - - - -
Total revenue requirement £'m CPl-real 2020 2,346 241 2498 2,585 26211 12461
Non-aero (inc ORCs) £'m CPl-real 2020 (852) (955) (1,052) (1,115) (1122) (5.006)
Non aero revenues bonus (+ve) / penalty (-ve) £'m CPl-real 2020 - - - - - -
Cargo revenue £'m CPI-real 2020 (45) (28) (18) (11) (11) (114)
Net revenue requirement £'m CPl-real 2020 1448 1,429 1,428 1,459 1487 7.251
Passengers m ppa f5 80 82 84 85 396
Unprofiled yield per pax £'m CPl-real 2020/ pas 22.28 17.77 17 41 17.44 1750 18.31
Profiled yield per pax £m CPl-real 2020/pas  27.39 22.07 17.67 1417 11.36 18.53
NB:

* This table is provided to support the statement for £18.53. The Airline Community are
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.

** Other suggested changes within Sections B and C not referenced within Appendix 1 have

not been included in this current assessment

Annexes:

1.

2.

CEPA: H7 Final Proposal WACC Analysis.

Airline Feedback to CAA: “Timely Delivery on Departing Baggage”
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