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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'.

The Consultation coversthe following topics (Appendices are those of the CAP 1940 Report):

Developing the H7 Programme and responses to the April 2020 Update (Chapter 1)
Developing HAL' s revised business plan (Chapter 2)

Efficiency incentives: capital expenditure (Chapter 3)

Financeability and the cost of capital (Chapter 4)

Regulatory treatment of HAL' s early expansion costs (Appendix C)

©OoO0 o

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)
s} Financial resilience and ring fencing (Appendix F)
h. Alternative proposals for expansion by Heathrow West (Appendix G)

RHC representsthree amenity groupsin the London Borough of Richmond upon Thames: The
Richmond Society, TheFriendsof Richmond Green, and the K ew Society, which together have
over 2000 members. The membersof our amenity groups are adversely affected by noisefrom
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.

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 surfaceaccessibility toall fiveairports, whichwould beamajor benefit
to users. Our approach is to continue supporting the case for no new runways in the UK and
we believe thisis well supported by the evidence produced by the Airports Commission and
the DfT in relation to the Airports Nationa Policy Statement.

Over recent years we have undertaken extensive research on Heathrow and submitted alarge
number of papersto the Airports Commission, the Df T, CAA and others- all of which can be
found at www.richmondheathrowcampaign.org

RHC hasresponded 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.

On 27 February 2020 the Appeal Court handed down its decision that the Airports National


http://www.richmondheathrowcampaign.org

Policy Statement (APNS) approved by parliament in June 2018 isunlawful becauseit doesnot
adequately takeinto account the UK’ scommitment to the Paris Agreement on Climate Change
that requires signatoriesto 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 theissue and demonstrate how Heathrow’ sexpansion will satisfy UK policy
on climate change. The Government has said they will not appeal the decision.

8. Itistoo early to assess how HAL’s determination to add a 3 runway will develop under the
new circumstances. The Court’ sdecision must havereduced the chancesof a3 runway taking
off and at least it seemslikely to delay the Devel opment Consent Order (DCO) application and
the first flight from a 3" 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. CV 19 and the depressed demand further reduces
the likelihood of a 3 runway.

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

Contact detalils:

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 responsesto the April 2020 Update

0.

10.

11.

12.

13.

14.

15.

The CV 19 impact on aviation and the Court of Appeal’ sjudgement 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.
Inparticular, the CAA’sApril 2020 Update (CAP 1914) outlined itsproposal to continuework
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. Thishaslead the CAA to consider changesto theregulatory
programme and timetable, to use scenariosfor exploring uncertainty and a more flexible and
interactive process between HAL and its airline customers.

RHC notes HAL’s pause of its expansion plans while it continues to keep the 3" 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
airportsto take a greater share of recovery in demand and subsequent growth.

We have argued this case extensively over a long period of time on economic and
environmental grounds, as can be seen from our many reportsto 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 isthetimeto 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 streamswill missthe 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.

Whichever way the Supreme Court decision on Heathrow expansion goesin October, thereis
an overwhelming need to revisit the assumptions supporting a 3 runway at Heathrow and
especially the economic costs and benefitsto 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.

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

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

We notethat HAL isdistancing itself from the Western Rail and Southern Rail surface access
projects. Our view remainsthat improving surface accessto 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-estimatesthe cost of inadequate surface accessevenin a2-runway scenario.
We urge the CAA to consider ways of including surface access to a greater extent in its
regulatory assessments - after al, surface accessisimportant to the consumer.
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Webroadly support the devel opment of scenariosin dealing with uncertainty and risk and are-
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 areimportant and
we go one stage further and say that levers need to be introduced to respond to uncertain
outcomes. This appliesto operational and financial risk.

We stress, as in the past, the need to avoid the Government and tax payer bearing therisk in
whatever way that might be. Weremain concerned that HAL continuesto 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.

HAL and the airlines continue to seek areduction in Air Passenger Duty (APD) and thiswe
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 theresponsibility of the CAA, but APD
directly affectsthe consumer. Also, thereisdirect involvement by the CAA initschoiceof the
Weighted Average Cost of Capital (WACC) as being either pre- or post tax. Furthermore, tax
and APD are important economic parameters.

Inits Interim Business Plan, HAL clearly sees carbon offsets as the meansfor 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.

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

We support retention, at least for the time being, of a5 year H7 control period from 2022.

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 reserveto absorb some of the uncertainties and shocks, although now is probably not
the time to establish such areserve. 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.

Removing the uncertainty of a 3" runway would have a significant impact on the economics,
not just of Heathrow but other UK airportsand in turn could potentially simplify theregulatory
process. We notethat the proposal for H7 isfor two runways but 3" runway issues still remain.

Chapter 2 Developing HAL srevised business plan (RBP)

24,

25.

Stakeholders views areinvited on the issuesraised in this chapter and, in particular, how best
the CAA can continue to engage with HAL and other stakeholdersto ensurethat HAL hasthe
best opportunity to develop a meaningful and high quality RBP this Autumn.

Wenotethat HAL' sinterim Business Plan (IBP) was published in December 2019 onthebasis
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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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, asrequired by
the APNS. TheIBP seemsto support our reservations, and we would argue is reason enough
to drop the idea of a 3 runway. Even were it possible to balance affordability and
financeability of an expanded Heathrow, in our view theincremental expansion will dilutethe
rate of return on equity, which begs the question why would the shareholders want Heathrow
expanded.

Our concernsrelate 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 timeintheBP, presumably toimproveitsfinanceability 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 asubstantially negative net present value . If the 3" 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.

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' sresultsto 30 June 2020 show the damageto revenueand profit
caused by CV 19. Innormal times, HAL maintainsa highly geared balance sheet withrelatively
high financial risk sinceitsfinancial strength relies on a strong operating cashflow. So it was
fortunate that just prior to CV 19 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.

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

We have discussed risk sharing and scenarios, etc. above, which should all be part of the
emerging RBP. We have al so 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.

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.

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
devel opment capex. While maintenanceisan operating cost, it may equal core expenditurein
amount and we suggest should be monitored along with core capex. It isimportant to relate
expenditure with revenue in assessing efficiency and effectiveness of expenditure.
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We are not privy to Heathrow’ s procurement and cost and management accounting processes
so are unable to comment further on theseissues and on the governance.

Chapter 4 Financeability and the cost of capital
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Wehave seen HAL' sapproach to the cost of capital inthe IBP and alsoin the Flint Report and
the subject has been discussed on previous occasions.

Wenote HAL seeksahigher WA CC than suggested by PWC and others, which isno surprise.
The operating and financial risks have risen as aresult of CV 19 and arguably therefore the
WACC should be increased. Our view, as expressed above, is that the existing shareholders
should bear therisksand the WA CC should not beincreased. Furthermore, if new shareholders
replace existing shareholders then the WACC should not be increased to attract the new
sharehol ders- the exiting sharehol der should accept the market returnfromasale. If additional
equity is required to support HAL in these difficult times then the WACC should not be
increased except in exceptional circumstances.

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) isamajor 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
inthese depressed timeswhen Heathrow’ scapacity i ssubstantially underutilised, whichwould
be the prediction of the scarcity rent argument.

We believe it important that dividends are restricted - thisis 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.

We discussed gearing levels and tax above.

Aswe said above, the bond holders and credit agencieswill probably have moreimpact on the
financias than in less depressed times. HAL will need to retain its credit rating.

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

Appendix C Regulatory treatment of HAL s early expansion costs

42.

43.

Views are invited on any of the issues relating to the regulatory treatment of early expansion
costsand, in particular, the CAA’ sproposalsto add in theregion of £500 million of these costs
toHAL’sRAB, subject to afinal efficiency review. Thesearecostsincurred by HAL upto 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 refersto category B costs as previously defined.

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 hillion, 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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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 iswelcome
initself but in these circumstances it means current passengers and freight are having to pay
acost for expansion from which they will not benefit but from which other users will benefit
infutureyears; furthermore, if expansion does not take place consumers will bear astranded
cost. Normal accounting practice does not start depreciating an asset until it isin use and we
are disinclined to support charging consumers before the first flight from a 3 runway.

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 berecovered from the consumer and thereforeincluded inthe RAB
model, whiletheairlinesargue HAL sharehol ders should bear the cost of any stranded category
B costs.

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

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

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
theextent needed to provideasufficient return on capital neededto retainitsequity 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.

Itisto early to have much confidencein predicting the outcome of CV 19 but we appreciatethat
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 shareholdersand the consumer with
provision for aretrospective adjustment over the next 10 years depending on affordability and
financeability over those 10 years and whether or not expansion takes place. Wearenot in
favour of the CAA’s current approach of loading the full £500 million onto the consumer at
thistime even after allowing for the fact that the £500 is spread over time by depreciation of
the RAB.

END



The Impact on Aviation of a UK Net Zero Greenhouse Gases Target
Prepared by Richmond Heathrow Campaign
13 June 2019

Background

1. The report by the Committee on Climate Change (CCC) ‘Net Zero: The UK’s contribution
to stopping global warming May 2019 'recommends to Government a new omissions target
for the UK which is net zero greenhouse gases by 2050. The target fully meets the Paris
Agreement, 2015 which has been committed to by the UK. The report says this is necessary
and achievable, and in doing so it excludes international credits and includes international
aviation. The main component of greenhouse gases (GHG) is long-lived CO2 but the target
also includes short-lived gases such as methane. The prime Minister now seeks to set the
UK target in law through a statutory instrument. The new target replaces that set in law in
2008 which targeted a UK reduction of GHG by 80% from 800 MTCO2e'in 1990 to 160
MTCO2e in 2050. There have been successes, particularly in power generation, with the
UK’s total GHG emissions, including aviation and shipping, reduced to 503 by 2017.

2. The CCC says current pledges around the world would lead to warming of around 3°C by
the end of the century. This is well short of the Paris Agreement's long-term goal to limit
the rise to well below 2°C and to pursue efforts to achieve 1.5°C.

A UK net-zero target requires deep reductions in GHG emissions, with any remaining
sources offset by removals of CO2 from the atmosphere (e.g. by afforestation). Net
emissions, after accounting for removals, must be reduced by 100%, to zero.

2

4.  The current CCC estimates are in the form of three options - Core, Further Ambition and
Speculative. The CCC’s Core estimates see GHG emissions reducing to around 210
MTCO2in 2050 0r 195 MTCO2e net. The Further Ambition scenario sees GHG emissions
of around 90 MTCO2e or net 35 MTCO2e by 2050. The CCC believes that with speculative
policies and efficiency improvements it should be possible for the UK to reach net-zero by
2050.

Aviation

5. Aviation remains one of the *hard to reduce’ sectors. The target set in 2008 was for aviation
emissions to be no higher in 2050 than in 2005, i.e. 37.5 MTCO2e. Aviation GHG
emissions have more than doubled since 1990 and stood at 36.5 MTCO2e in 2017. The
majority of aviation emissions are from long-haul flights (96%) measured as emissions from
departing flights (UK international arrivals are for the account of other territories).

6. Chapter 6 of the CCC’s Net Zero Report focuses on Aviation and Shipping and says that
there will be a further report in 2019 but it is not clear what might be added.

7. The topic is important in relation to the Government’s Green Paper on Aviation Strategy
that seeks to establish the relationship between UK aviation growth and environmental
sustainability. It is also crucial in defining the planning conditions for any DCO approval

MTCO2e is metric tonnes of carbon dioxide including equivalent tonnage for other greenhouse gases.
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11.

of Heathrow’s NWR expansion, whereby capacity is only released as environmental
constraints are satisfied.

The CCC’s Core options are aligned to the 2008 planning assumption, i.e. aviation 37.5
MTCO2e by 2050. The CCC says in Chapter 6 page 173 of its report that these aviation
emissions could be achieved through a combination of fuel efficiency improvement of
around 0.9% per year, limited use of biofuels (i.e. 5% in 2050), and by limiting growth in
UK passenger demand to 60% above the 2005 level of 230 million passengers per annum
(mppa), i.e. 368 mppa in 2050.

The CCC’s Further Ambition options identify additional opportunities to reduce aviation
emissions below the Core options, to 30 MtCO2e in 2050 (29.0 MTCO2e from international
flights). The assumptions are that fuel efficiency improvement rises to 1.4% per annum and
biofuel uptake rises to 10% in 2050.

The CCC’s Speculative options examine two scenarios - scenario one, where UK passenger
demand is constrained to 40% above 2005 levels, i.e. 322 mppa in 2050, which saves
around 4 MTCO2e (compared to the 60% option), and scenario two, where UK passenger
demand is constrained to 20% above 2005 levels, i.e. 276 mppa, which saves around 8
MTCO2e (compared to the 60% option). Actual UK passengers were already 267 mppa in
2016. The Speculative options could reduce aviation emissions to 22 MTCO2e.

Clearly aviation itself will be far in excess of net zero emissions by 2050. The use of the
UK’s negative emissions (e.g. afforestation) to offset aviation’s gross emissions may not
be the most effective or efficient use of the offsets. For example, choices may have to be
made between offsetting long-haul flights for leisure and offsetting agricultural emissions
that are also ‘hard to reduce’.

Aviation Demand Management

12.

13.

14.

Besides fuel efficiencies and use of biofuels, the CCC advises the Government to manage
aviation passenger demand. The DfT’s 2017 passenger demand forecasts (DfT 17) were
used in support of the Airports National Policy Statement (APNS), which parliament
approved in June 2018 in support of Heathrow’s northwest runway expansion (NWR). The
passenger estimates for 2050 were 410 mppa in the Do-Minimum case and 435 mppa in the
NWR case. The Government said the planning limit of 37.5 MTCO2e in 2050 could be
met by a variety of abatement measures. But it would appear that achieving the limit also
depended on including the price of purchasing global carbon credits. Almost exactly the
same passenger numbers were modelled by the Airports Commission in 2015 in its AON
carbon traded scenario.

The CCC has now advised against the UK relying on global credits and the use of global
credits is excluded by the CCC when modelling of UK net zero target emissions. This
suggest aviation passenger demand will have to be managed down to the CCC’s target of
passenger growth of no more than 60% between 2005 and 2050 in order to limit aviation
emissions to 37.5 MTCO2e, i.e. a maximum of 368 passengers in 2050.

To examine the consequences of deeper demand management, we refer to the Airports
Commission’s forecasts 2015 (see Table 2 below). The so called AON CC (carbon capped
case) was the central case prepared by the Commission. There are no carbon credits
assumed but a carbon price is applied to tickets so as to constrain demand and achieve
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aviation emissions of 37.5 MTCO2e in 2050. In the Do-Minimum case demand is
restricted to 386 mppa. This is higher than the CCC 60% growth limit or 368 mppa in
2050, but it achieves the same 37.5 MTCO2e of emissions.

As we have pointed out above, it will be necessary to reduce aviation emissions to much

lower levels than 37.5 MTCO2e and the equivalent 368 mppa passengers in order for the
UK to achieve net zero emissions. But the reduction needed will depend on allocation of
the negative emissions between aviation and other sectors of the economy. In addition, a
contingency requiring further reduction in demand growth is needed to cover the
uncertainties in mitigation of emissions, not only from aviation but other sectors of the
economy.

Under the above circumstances, there is no justification for Heathrow’s NWR expansion.
If expansion proceeds there is a large risk that demand will have to be restricted to such an
extent that the project becomes financially at risk. However, as we see from forecasts by
the DfT and Airports Commission, demand management reduces growth at other UK
airports and not at Heathrow. This has a seriously negative impact on the north-south
economic balance.

The Impact of Aviation Demand Management on the Balance of Regional growth

17. Table 1 shows the allocation of passenger demand between airports in the Base Case (Do-
Minimum) in 2050 using the DfT'17 forecasts. = NWR expansion, due to carbon costs
through the purchase of credits or otherwise, results in a reduction in growth at other
airports, particularly at the regional airports, as shown in the Table 1.

Table 1 DfT 2017 Passenger Demand Forecasts with and
without Heathrow’s northwest runway (NWR)

Million Passengers per annum Base 2016 Base 2050 NWR 2050 NWR-Base 2050

Heathrow 76 93 136 43

London ex Heathrow 86 112 112 0

Larger Regional airports 81 151 143 -7

Other Regional Airports 23 53 44 -10

Total UK 267 410 435 26

I-I Transfers 24 5 21 16

UK Terminating 243 405 414 10

18.

19.

London ex Heathrow comprises Luton, Gatwick, Stansted and London City airports. Larger
Regional Airports lose growth of 7mppa by 2050 and other Regional airports lose 10 mppa.
So while the NWR services 43 mppa by 2050 only 26 mppa are added to the UK as a whole.

Compared to the case using the DfT 17 forecasts, the Commission’s carbon capped
forecasts reduce total UK passengers to 369 mppa in 2050 with the NWR expansion.
Heathrow’s NWR expansion adds 41 mppa but reduces total UK passengers by 17 mppa.
London ex Heathrow airports lose growth of 14 mppa, Larger Regional airports lose 28
mppa and Other Regional airports lose 16 mppa (see Table 2).



Table 2 Airports Commission Passenger Demand Forecasts 2015
with and without Heathrow’s northwest runway (NWR)

Million Passengers per annum Base 2016 Base 2050 NWR 2050 NWR-Base 2050

Heathrow 76 94 135 41

London ex Heathrow 86 107 93 -14

Larger Regional airports 81 133 105 -28

Other Regional Airports 23 52 36 -16

Total UK 267 386 369 -17

I-1 Transfers 24 8 30 22

UK Terminating 243 378 339 -39

20. From the above analysis it is clear that NWR expansion causes significant harm to the UK

21.

22.

aviation market by scavenging passenger growth from other airports and in particular the
regional airports. This leads to negative impact on the regional economic balance with the
south east.

Still deeper demand reductions required to satisfy the UK net zero carbon emissions are
likely to cause still greater scavenging of growth from other airports than indicated by the
Commission’s AON carbon capped case, illustrated above.

The only possible viable conclusion, if the UK is to achieve net zero carbon emissions, is
for Heathrow’s NWR expansion to be abandoned. Heathrow is the UK’s largest single
source emitter of greenhouse gases of around 18 MTCO2e per annum and its GHG
emissions need to be reduced and not increased with the NWR expansion.

The Impact of Abandoning Heathrow’s NWR Expansion on Purpose of Travel

23.

24.

25,

The impact of reducing demand is illustrated by comparing the Do-Minimum and NWR
expansion cases. Abandoning the NWR expansion and reducing demand actually is neutral
or positive on most aviation accounts. We have shown above this to be the case in
maintaining the north-south economic balance. Other neutral or positive outcomes relate
to the purpose of travel and connectivity. We discuss these below.

Table 3 shows the impact of the NWR expansion on the UK aviation market based on the
DfT17 forecasts. Abandoning the NWR expansion has the reverse impact to that shown
in Table 3. So Heathrow would not add 43 mppa by 2050 but other UK airports would not
lose growth of 17 mppa. The UK would lose 26 mppa of additional passengers. But 16
mppa of these are international-to-international transfer passengers, which we argue later
provide no value to the UK anyway. The overall result from abandoning the NWR
expansion is a loss of UK terminating passengers of just 10 mppa out of 410 mppa in 2050
and restoration of grow at regional airports.

Table 3 shows that UK wide business travel in not materially impacted by abandoning the
NWR expansion. There is a small loss of 2 mppa leisure foreign resident passengers (e.g.
inbound tourists). The loss of 6.4 mppa of leisure UK resident passengers is relatively small
and in any event has a positive balance of payments outcome.



Table 3 2016 Do-Minimum 2050 Increment LHR
NWR-DM 2050
million passengers per annum Total Heath Rest of | Total Heath Rest of | Total
UK row UK UK row UK UK
Business UK resident, international
Short-haul 15.0 7.1 21.2 283 3.3 -2.6 0.7
Long-haul OECD 1.8 25 0.8 3.2 0.1 -0.1 0.0
Long-haul NIC 1.8 3.7 1.1 4.7 0.1 -0.1 0.0
Long-haul LDC 0.2 0.4 0.0 0.4 0.0 -0.0 0.0
Total Business UK resident, international 18.7 13.6 23.0 36.6 3.4 2.7 0.7
Business foreign resident, international
Short-haul 13.4 7.6 16.5 241 3.1 -2.9 0.2
Long-haul OECD 1.7 2.1 0.4 25 0.1 -0.1 0.0
Long-haul NIC 1.5 33 0.6 3.9 0.0 -0.0 0.0
Long-haul LDC 0.1 0.2 0.0 0.2 0.0 -0.0 0.0
Total Business foreign resident, international 16.7 13.2 17.5 30.7 3.2 -3.0 0.2
Leisure foreign resident, international 51.2 221 56.1 78.2 6.9 -4.9 2.0
Leisure UK resident, international 124.8 39.4 170.5 2099 13.0 -6.6 6.4
Business domestic end-end 15.1 0.7 22.7 23.4 0.4 -0.3 0.1
Leisure domestic end-end 16.2 0.6 25.2 258 0.4 0.1 0.5
International-to-international transfers 23.9 3.8 1.1 4.9 15.8 0.0 15.8
Total 266.6 93.4 jle.l 409.5 43.0 -17.3 258

The Impact of Abandoning Heathrow’s NWR Expansion on Connectivity

26.

27.

The DfT 2017 forecasts demonstrate that the NWR expansion results in a net loss of just
one destination from the UK, based on 394 destinations. There is a loss of 3 short-haul and
a gain of 2 long-haul destinations. So abandoning the NWR expansion would have no
material impact on the number of destinations from the UK.

We conclude that the increase in frequency of flights at Heathrow as a result of the NWR
expansion is likely to benefit the already popular routes with diminishing marginal benefit
and without much if any increase in the frequency on Thin routes. Furthermore the regional
airports seemingly reduce route frequency. So abandoning the NWR expansion would
benefit frequencies from regional airports and have no material loss from reduced
frequencies at Heathrow.

International-to International (I-I) Transfer passengers demand reduction

28.

Most I-I transfers arise at Heathrow, (e.g. in 2016: Heathrow 20.7 mppa, Gatwick 2.1 mppa,
other 1.1 mppa). Without NWR expansion the [-] transfers are priced out of Heathrow, given
the lower charging competitors such as Schipol. The I-I transfers at Heathrow decrease to 3.8
mppa by 2050. But the NWR expansion results in an increase of 15.8 mppa I-I transfers at




Heathrow by 2050, compared to the Do-Minimum. By far the greatest beneficiaries of
NWR expansion are the international-to-international transfers, as shown in Table 3.

29. The Commission and DfT17 give weight to the importance of I-I transfers supporting new
long-haul destinations with potentially rich business opportunities. However, we question
whether these transfers support thin destinations or business passengers and we question the
diminishing returns from adding frequency to already popular routes serving the leisure
market and other high frequency routes.

30. In December 2017 RHC examined the DfT’s dis-aggregated data set published as part of the
DFT 17 forecasts. Our assessment is that the additional I-1 transfers from the NWR expansion
option have a substantial negative impact on the aviation market and on the UK economy.
The assessment can be seen on the RHC website www.richmondheathrowcampaign.org
‘Revised Draft Airports National Policy Statement’.

31. In our December 2017 response to the Revised draft NPS, we concluded the following in
regard to I-I transfers:

a. I-I transfers add no economic benefit to the UK and the webTAG valuation in the
Revised draft NPS erroneously includes £5.5bn (present value) in “Passenger Benefits™
for I-1 transfers - resulting in an overstatement of the NWR incremental value by like
amount.

b.  Only 1% of I-I transfers in 2016 were on thin long-haul destinations from Heathrow (a
thin route being defined as less than one departure and one arrival a day). Out of 36 such
destinations, there were only 8 that had any I-I transfers and our examination suggested
that even these would be viable without transfers because there were sufficient
terminating passengers to maintain the frequency of service or to provide at least a
weekly service. Analysis of a similar data set for 2011 provided very similar results. The
figures are annual averages so that in practice with variations in demand over the year,
there could be occasions where I-1 transfers do contribute to sustaining an otherwise
unviable service. But we pointed to further evidence in the DfT17 forecasts, which
showed that a forecast reduction in Heathrow’s I-I transfers from 21 million passengers
per year (mppa) in 2016 to 4 mppa in 2050 in the Do-Minimum case does not seem to
harm the growth in terminating business passengers from 14 mppa to 27 mppa over the
same period.

c. Table 4 shows the distribution of I-1 transfer passengers between long-haul and
short-haul destinations and between thin and thick destinations in 2016. There were just
317,000 I-I transfer passengers to thin long-haul destinations out of 24 million I-I
transfer passengers (i.e.1%). Conversely, 99% travelled to thick destinations, including
short-haul.

Table 4 Heathrow International Destinations in 2016 I-I Transfer passengers (‘000)
Source CAA Long-haul Short-haul Total

Thin destinations 317 0 317

Thick destinations 13,091 10,560 23.651

Total 13,408 10,560 23,968

Thin destinations: under 2 movements per day (arrival & departure); Long-haul: 3,500km and over




32.

d. Most I-I transfer passengers travel to popular destinations that already have high

frequency service as demonstrated by Table 4. For example, adding more passengers,
say, to the 28 daily departures from Heathrow to New York (JFK and Newark) has little
marginal benefit in terms of convenience.

e. People preferdirect flights and direct flights produce less CO2 and noise emissions. The

NWR expansion concentrates noise pollution over an already heavily polluted London,
not only from the 17 mppa taken by Heathrow from growth dispersed across other UK
airports but also from 16 mppa unnecessary I-I transfers, together representing 77% of
the NWR capacity.

f.  RHC’s analysis shows that the NWR expansion adds 15.8 mppa I-I transfers by 2050:
1.0 mppa are on journeys in which both legs are short-haul, 13.0 mppa are on journeys
where one leg is long-haul and the other is short-haul and 5.6 mppa are on journeys
where both legs are long-haul (i.e. 19.6 transfers in total). The point here is that the
short-haul leg takes up Heathrow’s capacity for no direct benefit. It is claimed that
Heathrow’s capacity is best used for long-haul. The short-haul does feed the long-haul
leg, where there is one, so we need to examine the long-haul segments. NWR expansion
adds 9.3 mppa long-haul I-I transfers by 2050.

OECD Destinations. There are 5.0 mppa additional long-haul I-1 passengers travelling
to/from OECD countries by 2050. But the NWR expansion only adds 1.8 mppa
terminating Direct international and Domestic interliner passengers by 2050 to the
OECD destinations (i.e. around 73% of additional passengers to the USA, Canada and
Australia are I-I transfers)..

NIC Destinations. NWR expansion adds 3.5 mppa long-haul I-I transfers to NIC
countries by 2050. But the NWR expansion adds only 1.5 mppa terminating Direct
international and Domestic interliner passengers by 2050 to the NIC destinations. (i.e.
around 70% of additional passengers to the Far East, India, Latin America, Middle East
and South Africa are I-I transfers).

LDC Destinations. NWR expansion adds 0.8 mppa long-haul I-I transfers to LDC
countries by 2050. But the NWR expansion adds only 0.1 mppa terminating Direct
international and Domestic interliner passengers by 2050 to the LDC destinations. (i.e.
around 90% of additional passengers to Africa are I-I transfers).

We submit there is little or no economic value to the UK from the additional I-I travel
to OECD, NIC or LDC countries and the outcome is highly inefficient use of
Heathrow’s additional NWR capacity

Table 5 below shows that the NWR expansion results in only 0.8 mppa additional
terminating long-haul passengers for the whole of the UK by 2050. We should place the
matter into context - the forecast number of passengers in 2050, assuming the NWR
expansion, is 136 mppa for Heathrow and 435 mppa for the UK as a whole. The table
demonstrates how the additional NWR capacity is wasted on I-I long-haul transfers.



Table 5 Incremental (LHR NWR minus Do-Minimum) Passengers, 2050
mppa Heathrow Rest of UK Total UK Heathrow I-1 UK Terminating*
Long-haul 12.8 -2.7 10.0 93 0.8
Short-haul 295 -14.4 15.1 6.5 8.6
Domestic 038 -0.2 0.6 na 0.6
Total 43.0 -17.2 258 15.8 10.0

Note: There are rounding differences. *excludes de-minimis impact of the NWR expansion on the
relatively few I-I transfers at airports other than Heathrow.

33. Regarding short-haul destinations, an additional 8.6 mppa terminating short-haul passengers
are serviced by the NWR expansion. But the UK has ample existing and planned short-haul
capacity for the foreseeable future. It does not need the highly expensive NWR expansion
to service this segment of the market. Moreover there are 6.5 mppa short-haul I-I transfers
of no economic value to the UK.

34. Moreover, unlike passengers terminating in the UK, I-I transfers are exempt from Air
Passenger Duty. The Terminal Five Public Inquiry was informed that an increase in transfer
passengers reflected a new airline strategy. The adoption of this strategy, which diverges
from the likely passenger preference for direct flights, may have been influenced by two state
interventions in the early 1990s:

* In 1993 the ““use it or lose it” rule was introduced for airlines holding slots at Heathrow
and other major airports, whereby slots have to be used for not less than 80% of the
allocation or surrendered (with no compensation) for re-allocation to competing airlines.

* In 1994 Air Passenger Duty was introduced with an exemption for transfer passengers
for the specific purpose of encouraging transfers at UK airports (primarily Heathrow).
Sir John Cope MP (Paymaster General) said “We are concerned to maintain the
international position of the British air transport industry particularly that of Britain’s
hub airports, such as Heathrow, and to help the airlines serving them, by preventing

the tax from acting as a disincentive to passengers changing planes in Britain.”
(Hansard, 31 Jan 1994, Col. 643).

24. Abandoning the NWR expansion would reduce the I-I transfers but as explained above there
would be no loss to the aviation market or the UK economy. RHC proposes that reducing
[-I transfers through proper taxation would also be an effective and efficient way to reduce
UK demand without negative consequences and in doing so it would reduce UK aviation
emissions. It is surely preferable to reduce I-I transfers than UK resident terminating
demand in a demand constrained environment.
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