
Economic Regulation of Heathrow Airport Limited: policy update

Response from Richmond Heathrow Campaign
18 August 2020   

INTRODUCTION
1. This is a written response of the Richmond Heathrow Campaign (RHC) to the CAA’s

consultation titled ‘Economic Regulation of Heathrow Airport Limited: policy update, CAP
1940, June 2020'.

2. The Consultation covers the following topics (Appendices are those of the CAP 1940 Report):

a. Developing the H7 Programme and responses to the April 2020 Update (Chapter 1)
b. Developing HAL’s revised business plan (Chapter 2)
c. Efficiency incentives: capital expenditure (Chapter 3)
d. Financeability and the cost of capital (Chapter 4)
e. Regulatory treatment of HAL’s early expansion costs (Appendix C)

The Consultation report also includes appendices on the following but questions appear not to
be raised on these topics:

f. IPCR of early expansion costs incurred in 2018 (Appendix D)
g. Financial resilience and ring fencing (Appendix F)
h. Alternative proposals for expansion by Heathrow West (Appendix G)

3. RHC represents three amenity groups in the London Borough of Richmond upon Thames: The
Richmond Society, The Friends of Richmond Green, and the Kew Society, which together have
over 2000 members. The members of our amenity groups are adversely affected by noise from
Heathrow Airport's flight paths, poor air quality and road and rail congestion in west London. 
We acknowledge Heathrow's contribution to the UK economy and seek constructive
engagement in pursuit of a better Heathrow. We are an active participant in the Heathrow
Community Noise Forum.

4. Our premise is that it would be preferable to aim for a better Heathrow rather than bigger
Heathrow and to capitalise on the world beating advantage of London's five airports, in
particular by improving surface accessibility to all five airports, which would be a major benefit
to users. Our approach is to continue supporting the case for no new runways in the UK and
we believe this is well supported by the evidence produced by the Airports Commission and
the DfT in relation to the Airports National Policy Statement.

5. Over recent years we have undertaken extensive research on Heathrow and submitted a large
number of papers to the Airports Commission, the DfT, CAA and others - all of which can be
found at www.richmondheathrowcampaign.org

6. RHC has responded to eleven CAA consultations on economic regulation - CAPs 1510, 1541
in 2017, CAPs 1610 and 1658 in 2018 and CAPs 1722, 1769, 1782, 1812 and 1832, in 2019
and Caps 1871, 1876 in 2020.  The responses and other material are on the RHC website.

7. On 27 February 2020 the Appeal Court handed down its decision that the Airports National
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Policy Statement (APNS) approved by parliament in June 2018 is unlawful because it does not
adequately take into account the UK’s commitment to the Paris Agreement on Climate Change
that requires signatories to demonstrate how they will reduce carbon emissions. The Supreme
Court has scheduled 7 & 8 October to hear HAL’s appeal. HAL has said it will work with the
Government to fix the issue and demonstrate how Heathrow’s expansion will satisfy UK policy
on climate change. The Government has said they will not appeal the decision.

8. It is too early to assess how HAL’s determination to add a 3rd runway will develop under the
new circumstances.  The Court’s decision must have reduced the chances of a 3rd runway taking
off and at least it seems likely to delay the Development Consent Order (DCO) application and
the first flight from a 3rd runway. HAL has advised RHC and others that they expect their
application to appeal will defer the DCO application by 18 to 24 months from the previous
target of end 2020. The climate change ‘ceiling’ meanwhile is reducing almost by the day
making it harder to justify aviation growth. CV19 and the depressed demand further reduces
the likelihood of a 3rd runway. 

9. RHC urges the Government, CAA & Heathrow airport to abandon plans for a 3rd
runway and instead advance a new aviation strategy that allows & encourages other UK
airports to take a greater share of recovery & economic growth.

Contact details:
Peter Willan, BSc Eng(Hons), MBA, ARSM, FCMA, FEI, HonRCM
Chair, Richmond Heathrow Campaign
action@richmondheathrowcampaign.org 

Continued/
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RICHMOND HEATHROW CAMPAIGN RESPONSE TO CAP 1940

Chapter 1    Developing the H7 Programme and responses to the April 2020 Update 

9. The CV19 impact on aviation and the Court of Appeal’s judgement that the Airports National
Policy Statement 2018 had not been lawfully produced (although now subject to appeal by
HAL in the Supreme Court) has caused the CAA to refocus its economic regulation of HAL.
In particular, the CAA’s April 2020 Update (CAP 1914) outlined its proposal to continue work
on HAL's next price control (“H7”), but with a focus on a "two runway" airport, with the
intention of having a new price control in place from 1 January 2022 on the expiry of the
existing regulatory arrangements. This has lead the CAA to consider changes to the regulatory
programme and timetable, to use scenarios for  exploring uncertainty and a more flexible and
interactive process between HAL and its airline customers.

10. RHC notes HAL’s pause of its expansion plans while it continues to keep the 3rd runway
expansion on the table.  We urge the Government and CAA and indeed HAL and the airlines
now seriously to consider abandoning an additional  runway at Heathrow or anywhere in the
UK and instead to advance a new aviation strategy that allows and encourages other UK
airports to take a greater share of recovery in demand and subsequent growth. 

11. We have argued this case extensively over a long period of time on economic and
environmental grounds, as can be seen from our many reports to the CAA and Government on
the RHC website. We do not intend repeating the grounds in any detail here but attach a brief
summary prepared in September 2019 in the Annex, which may need some updating but
remains broadly representative of our views.  We believe now is the time to look at the bigger
picture and reset Heathrow’s economic regulation on a new path that considers consumer
interests across the UK and not just those in the Heathrow catchment area.  Otherwise the
issues and solutions considered by this CAP 1940 and related work streams will miss the real
issues facing UK aviation. Our analysis in the Annex takes account of the regional balance,
purpose of travel, connectivity and international-to-international transfers and all within the
context of an ever lowering climate change ceiling.  

12. Whichever way the Supreme Court decision on Heathrow expansion goes in October, there is
an overwhelming need to revisit the assumptions supporting a 3rd runway at Heathrow and
especially the economic costs and benefits to the UK, not least on account, in our view, of the
over-estimated value of Heathrow’s hub status and the so called scarcity rent and the under-
estimated environmental costs concerning carbon, air pollution and noise. RHC’s position
clearly is at odds on these matters with HAL’s response to the CAA’s April 2020 update.  

13. We support the CAA’s focus on the interests of consumers and as mentioned above we urge 
the extension to consumers across the UK.

14. We support the airlines in not introducing light-touch regulation of HAL and we go further in 
seeking a reduction in HAL’s monopoly power with the service of demand dispersed across
the UK. 

15. We note that HAL is distancing itself from the Western Rail and Southern Rail surface access
projects. Our view remains that improving surface access to all five London airports should be
a priority and the evidence we have produced, which is on the RHC website, is that HAL
substantially under-estimates the cost of inadequate surface access even in a 2-runway scenario.
We urge the CAA to consider ways of including surface access to a greater extent in its
regulatory assessments - after all, surface access is important to the consumer.
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16. We broadly support the development of scenarios in dealing with uncertainty and risk and a re-
appraisal of the allocation and mechanisms for preventing, avoiding and mitigating risk and
the sharing of residual risk.  CAP 1940 points out that the scenario outcomes are important and
we go one stage further and say that levers need to be introduced to respond to uncertain
outcomes. This applies to operational and financial risk. 

17. We stress, as in the past, the need to avoid the Government and tax payer bearing the risk in
whatever way that might be. We remain concerned that HAL continues to benefit from interest
tax relief on relatively high levels of debt that are only available on account of HAL’s excess
profits (at least in the past) derived from its monopoly power.  Furthermore, we do not think
HAL and other airports should be exempt from thin capitalisation tax rules. 

18. HAL and the airlines continue to seek a reduction in Air Passenger Duty (APD) and this we
oppose. The aviation industry is undertaxed as a sector. Furthermore, we believe there is no
case for continuing the exemption of international-to-international transfer passengers from
APD. We appreciate that tax and APD are not directly the responsibility of the CAA, but APD
directly affects the consumer. Also, there is direct involvement by the CAA in its choice of the
Weighted Average Cost of Capital (WACC) as being either pre- or post tax. Furthermore, tax
and APD are important economic parameters.

19. In its Interim Business Plan, HAL clearly sees carbon offsets as the means for its escape from
carbon restrictions.  We say more on this subject in the Annex. We wholly disagree with this
approach and we urge the CAA to consider how carbon taxes might become key to the
industry’s response to climate change. The H7 control period will be critical in finding
solutions to aviation’s contribution to climate change.

20. We continue to urge the CAA to build stronger mechanisms into the regulatory process for
dealing with air and noise pollution.

21. We support retention, at least for the time being, of a 5 year H7 control period from 2022. 

22. We support the CAA and  the industry examining ways of transferring risk, for example, by
price re-openers. We have previously suggested consideration be given to establishing a
financial reserve to absorb some of the uncertainties and shocks, although now is probably not
the time to establish such a reserve. Admittedly, depreciation of the Regulatory Asset Base
provides a smoothing of variably impacts. Possibly some of the demand risks could be off-
loaded to the public markets using financial instruments. It is not clear whether the aviation
industry has used the insurance market for business interruption insurance, for example.

23. Removing the uncertainty of a 3rd runway would have a significant impact on the economics,
not just of Heathrow but other UK airports and in turn could potentially simplify the regulatory
process. We note that the proposal for H7 is for two runways but 3rd runway issues still remain.

Chapter 2    Developing HAL’s revised business plan (RBP)

24. Stakeholders views are invited on the issues raised in this chapter and, in particular, how best
the CAA can continue to engage with HAL and other stakeholders to ensure that HAL has the
best opportunity to develop a meaningful and high quality RBP this Autumn.

25. We note that HAL’s Interim Business Plan (IBP) was published in December 2019 on the basis
that expansion would proceed. Given the changed circumstances, the IBP is substantially out
of date and HAL has committed to producing a Revised Business Plan (RBP) in the Autumn
of 2020.
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26. We have not spent much time reviewing the IBP and therefore please treat our comments on
the IPB with some caution.  In the past we have had considerable doubt on the finceability of
Heathrow’s expansion if aero charges are to remain unchanged in real terms,  as required by
the APNS.  The IBP seems to support our reservations, and we would argue is reason enough
to drop the idea of a 3rd runway. Even were it possible to balance affordability and
financeability of an expanded Heathrow, in our view the incremental expansion will dilute the
rate of return on equity, which begs the question why would the shareholders want Heathrow
expanded.

27. Our concerns relate not just to HAL’s corporate financeability but to the WebTAG economic
benefit to the UK from expansion, which in our view has always been negative.  HAL has
spread out the expansion over time in the IBP, presumably to improve its financeability but this
funadamentally alters the economic value to the UK and this underpinned the APNS placed
before parliament in June 2018. It seems very likely the economic value would be reduced -
ending up with a substantially negative net present value . If the 3rd runway project re-emerges
then the economic value to the UK will surely need to be re-assessed and every year of delay
means the climate change ceiling has greater restriction and the economic value of expansion
reduces.

28. Turning to the 2-runway scenario and the RBP, we have on many occasions said we believe
HAL has been making excess profits from the Heathrow cash cow, notwithstanding economic
regulation. This has been evidenced by inter alia the substantial dividend stream paid to
shareholders.  However, HAL’s results to 30 June 2020 show the damage to revenue and profit
caused by CV19. In normal times, HAL maintains a  highly geared balance sheet with relatively
high financial risk since its financial strength relies on a strong operating cashflow. So it was
fortunate that just prior to CV19 HAL raised short-term finance originally designated for its
expansion, which has meant its liquidity can carry the company into 2021.  But the balance
sheet weakness will remain for years to come unless shareholders inject more equity.

29. Under the circumstances, we are of the view that the shareholders should support the airport
during the recovery and it should not be the consumer or government that provides the support. 
We refer further to this in our later commentary on the WACC for H7.

30. We have discussed risk sharing and scenarios, etc. above, which should all be part of the
emerging RBP. We have also discussed other UK airports sharing in the demand recovery and
subsequent growth and this should be reflected in the RBP. The other issues raised in our
response to Chapter 1 are also relevant to the RBP.

31. We suggest that the bond and credit rating parameters will be particularly important and
deterministic in developing the RBP in the current economic and CV19 climate. HAL’s
freedom and flexibility in planning its future have been significantly curtailed.

32. Broadly we support the CAA’s approach to the emerging RBA.

Chapter 3  Efficiency incentives: capital expenditure 

33. RHC broadly supports the CAA’s approach to capex incentives and governance.   There are
choices on the level and quality of service at Heathrow and capex can vary considerably
depending on whatever is decided on service. We broadly support the approach of core and
development capex.  While maintenance is an operating cost, it may equal core expenditure in
amount and we suggest should be monitored along with core capex.  It is important to relate
expenditure with revenue in assessing efficiency and effectiveness of expenditure.
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34. We are not privy to Heathrow’s procurement and cost and management accounting processes
so are unable to comment further on these issues and on the governance.

Chapter 4   Financeability and the cost of capital 

35. We have seen HAL’s approach to the cost of capital in the IBP and also in the Flint Report and
the subject has been discussed on previous occasions.

36. We note HAL seeks a higher WACC than suggested by PWC and others, which is no surprise. 
The operating and financial risks have risen as a result of CV19 and arguably therefore the
WACC should be increased. Our view, as expressed above, is that the existing shareholders
should bear the risks and the WACC should not be increased. Furthermore, if new shareholders
replace existing shareholders then the WACC should not be increased to attract the new
shareholders - the exiting shareholder should accept the market return from a sale.  If additional
equity is required to support HAL in these difficult times then the WACC should not be
increased except in exceptional circumstances.   

37. As mentioned above we believe HAL has been making excess profits and that other things
being equal the WACC for H7 should be less than that for Q6.  It will of course be essential
to determine the affordability taking account of airline economic woes and the price elasticity
of demand.  HAL and the CAA have consistently argued that there is a scarcity rent at
Heathrow on account of Heathrow being full and that  removal of the rent (i.e. lower ticket
prices) is a major reason for expansion of Heathrow  We have argued, as has IAG and PWC,
that there is little or no scarcity rent.  It would be interesting to see whether ticket prices fall
in these depressed times when Heathrow’s capacity is substantially underutilised, which would
be the prediction of the  scarcity rent argument. 

38. We believe it important that dividends are restricted - this is probably the case at the moment 
anyway due to loan covenant restrictions.  HAL has paid substantial dividends in previous
years leaving HAL with negative equity reserves.

39. We discussed gearing levels and tax above.

40. As we said above, the bond holders and credit agencies will probably have more impact on the
financials than in less depressed times.  HAL will need to retain its credit rating.

41. It is premature to conclude an appropriate WACC for H7 or the value of its components -
equity, debt and Beta returns, but we tend to side with the lower returns calculated at this stage
by PWC than those proposed by HAL.

Appendix C Regulatory treatment of HAL’s early expansion costs 

42. Views are invited on any of the issues relating to the regulatory treatment of early expansion
costs and, in particular, the CAA’s proposals to add in the region of £500 million of these costs
to HAL’s RAB, subject to a final efficiency review. These are costs incurred by HAL up to end
February 2020.  Previously costs were classified as category B up to DCO approval followed
by category C up to first operations, including some early category C costs prior to DCO
approval.  The CAA has merged the categories since the previous consultation in December
2019. Most of the £500 million refers to category B costs as previously defined.

43. The £500 million needs to be placed in the context of HAL’s finances. For example, in 2018
HAL’s aero charges were £1.2 billion, total revenue was £3 billion and Regulated Operating
Profit £1billion.  Average Regulated Asset Base (RAB) was £16 billion resulting a return of
6.4%pa.
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44. HAL has substantially increased its estimates of category B expansion costs.  In previous
responses we have taken a negative view on HAL recovering these costs because (a) we think
they are excessive and (b) we suspect HAL of seeking to spread its costs so it can spread the
aero charge and thereby keep the peak low in the longer term.  A low aero charge is welcome
in itself but in these circumstances it means current passengers and freight are having to pay
a cost for expansion from which they will not benefit but from which other users will benefit
in future years;  furthermore, if expansion does not take place consumers  will bear a stranded
cost. Normal accounting practice does not start depreciating an asset until it is in use and we
are disinclined to support charging consumers before the first flight from a 3rd runway.

45. The issue is about which stakeholders should bear the risks of category B costs and if
ultimately it is the consumer when should they bear the higher ticket price.  HAL argues the
whole £500 million should be recovered from the consumer and therefore included in the RAB
model, while the airlines argue HAL shareholders should bear the cost of any stranded category
B costs.

46. Unfortunately, this debate of who should bear the risk is occurring now after expansion has
been delayed and with the increased  possibility of the cost being stranded because expansion
never takes place due to court and parliamentary decisions and/or lack of economic benefit.

47. We note that the CAA now proposes the whole £500 million be recovered from the consumer
but not until H7.

48. A company that seeks development and risked its capital in the process theoretically would
have to balance its cost of capital with its revenue, taking account of any inefficiencies and
risks in seeking expansion. In the same way, HAL needs to increase aero charges but only to
the extent needed to provide a sufficient return on capital needed to retain its equity investment. 
Until CV19, we would have argued that HAL was making excess profits and that the
shareholders should bear the £500 million cost and its risks and not the consumer.  We
continue to believe that HAL’s shareholders should bear the costs of CV19 and not the
consumer or government and that only to the extent this becomes impossible should some of
the cost and risk be loaded onto the consumer.  

49. It is to early to have much confidence in predicting the outcome of CV19 but we appreciate that
HAL and the airlines want this matter resolved as soon as possible.  Under the circumstance, 
might not the £500 million cost be shared between HAL’s shareholders and the consumer with
provision for a retrospective adjustment over the next 10 years depending on affordability and
financeability over those 10 years and whether or not expansion takes place.   We are not in
favour of the CAA’s current approach of loading the full £500 million onto the consumer at
this time even after allowing for the fact that the £500 is spread over time by depreciation of
the RAB.

END
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