APPENDIX D

Capital investment and construction inflation

Introduction

This appendix considers BAA’s capital investment performance and capital
programme for the fifth quinquennium (Q5). It sets out BAA’s actual investment in Q4
compared with the expected spend as detailed in the CC’s 2002 report and
subsequent CAA decision. It also describes BAA'’s planning processes and standards
and BAA’s current capex plans for Q5. Discussions on these plans and capex
triggers are still ongoing. This appendix reflects the status of the negotiations
between BAA and the airlines at the time of writing. This appendix also summarizes
the findings of a number of consultants’ studies, in particular two studies on capex
carried out by Currie & Brown in 2004 for the IATA and in 2007 for the CAA and a
report produced by Experian for the CC on construction inflation.

Capital investment in the fourth quinquennium

2.

Table 1 presents BAA’s actual expenditure compared with the CAA Decision of
February 2003.

TABLE 1 Capital expenditure forecast for Q4*

£ million, nominal prices

FY 2003/04—  FY 2006/07—-  Forecast

2005/06 2007/08 total Q4
Actual expenditure
Terminal 5 2,567 1,216 3,783
Other Heathrow 1,035 627 1,662
Heathrow total 3,602 1,843 5,445
Gatwick total 337 190 527
Regulatory settlement (rolled
forward by construction inflationt)
Terminal 5 2,157 1,358 3,515
Other Heathrow 775 653 1,428
Heathrow total 2,932 2,011 4,943
Gatwick total 291 343 634
Regulatory settlement (rolled
forward by RPI)
Terminal 5 2,068 1,264 3,332
Other Heathrow 742 608 1,350
Heathrow total 2,810 1,872 4,682
Gatwick total 278 319 597

Source: BAA.

*Not on a like-for-like basis, as some spend was reclassified from Terminal 5 to Other Heathrow (explained further on in the
analysis) subsequent to the 2002 CC report.
tUsing the September Construction Output Price Index (COPI) produced by the Department for Business Enterprise and

Regulatory Reform (DBERR).

FRPI calculated as a financial year average.

3. Overall spend at Heathrow is expected to be higher than previously forecast and has

been occurring earlier. BAA told us that it was the result of accelerated spend on
Terminal 5, the increase in the Terminal 5 budget resulting from the Single Terminal
Occupancy (STO) strategy (although this was to some extent compensated for by
reduced expenditure elsewhere), the requirements to achieve compliance with the
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DfT directive on Segregation’ (this applies to both airports) and expenditure to
deliver the various memoranda of understanding signed with major airlines/airline
alliances.

Spend at Gatwick is anticipated to be £106 million? lower than forecast in 2002. BAA
told us that this was due to lower passenger forecasts, the change in fleet mix from
long-haul to short-haul aircraft and the deferral of much of the previously forecast
North West Zone works.

Heathrow

Terminal 5

5.

The budget for the Terminal 5 project has undergone a number of changes since
2002. The £3.978 billion budget® shown in the CIP 2002 (which was the basis of the
CC report) reflected BAA’s initial estimate of the potential costs of the planning
permissions and conditions. Further work and analysis carried out between April
2002 and March 2003; the move of the expenditure lines of HAL Integration and
London Underground (LUL) CTA improvements (representing £230 million) from the
Terminal 5 budget and into the budget for the rest of Heathrow; and a £0.2 billion
budget reduction in respect of the sale of the baggage system resulted in a revised
budget of £3.909 billion, which was approved by the BAA board in March 2003.

The budget was increased in November 2003 by £100 million (2003 prices), being
the additional cost of BAA’'s STO agreement with BA, along with £150 million
accelerated from Q5 to Q4, announced in November 2003. The STO strategy
required the provision of additional facilities to provide the additional capacity to allow
the single occupancy move, at an estimated cost of £45.5 million; and an allocation
of £54.5 million for the redesign of facilities, the cost of which BAA was not able to
estimate accurately at the time of the decision to increase the budget. Since 2004
BAA has removed the assumption on the sale of the Terminal 5 baggage system and
there has also been some relatively minor increases in scope, most notably with
respect to the fuel hydrant system, that have necessitated an increase to the control
budget.

The budget established in 2003 (expressed in 2003 prices), adjusted to reflect
approved scope changes was as follows.

TABLE 2 September 2003 Terminal 5 budget

£m
Budget set by the Board in March 03 (Jan 03 prices) 3,909
STO increase 100
Removal of the baggage sale assumption 200
Approved scope changes (January 03 prices) 39
Inflate to September 2003 prices 105*
Current Control Budget at September 2003 prices 4,353

Source: BAA.

*Applying an inflationary factor of 2.95 per cent.

"The allowance made in the 2002 settlement was for horizontal segregation. BAA told us that to comply with the Directive, and

following debate with the DfT, it had had to implement vertical integration instead. This resulted in the increase in the

segregation costs at Gatwick in Q4 from £38 million to £90 million.
22002 programmes inflated by the general Construction Output Price Index published by DBERR.
3£393 million had already been spent. The forward spend was £3.585 billion.
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A comparison of this budget to current forecast spend, expressed in September 2003
prices shows that the current budget for Terminal 5 is £30 million below the above
control budget.

TABLE 3 Terminal 5 actual spend to 2006/07 and July 2007 forecast for remaining years

£m
Sept 2003
prices™

Pre-2002 420

2002/03 283

2003/04 731

2004/05 706

2005/06 967

2006/07 674

2007/08 (forecast) 325

2008/09 (forecast) 56

2009/10 (forecast) 137

2010/11 (forecast) 23

Total 4,322
Source: BAA.

*Deflated using September COPI up to 2006, RPI+1 for 2007/08.

9.

10.

11.

bmi commented, however, that the Terminal 5 budget included a £600 million contin-
gency, which had been spent in its entirety and concluded that there had been
overspend on Terminal 5. Virgin was also concerned that the budget for Terminal 5
had been ‘padded’ more than would normally be the case. IATA commented that the
‘image space’ in Terminal 5 did not have any apparent purpose and was a good
example of BAA’s gold plating. BAA told us that a contingency allowance of
£422 million had been included in the CIP 2002 budget. The total budget scheme
had to be modified subsequently to accommodate changes brought about by the
conditions attached to the planning permission (eg twin rivers diversion, construction
logistics to minimize impact). Following these changes, the contingency allowances
were set in the March 2003 budget at £92 million. This contingency has now been
eroded through a series of events relating to scope gaps and design integration
issues.

Although BA was fully involved in the development of Terminal 5 and had assumed
that the building would be sufficiently large for all its services, the airline told us that it
realized only in 2006 that the terminal would only be capable of accommodating
90 per cent of its operations, due to the growth in its operations, and that it would
need to carry 2 million passengers from Terminal 3. BA considered that this was
evidence that the building was not future proof. We note that BA’s unexpected
decision to transfer long-haul operations from Gatwick to Heathrow during Q4 may
have worsened the capacity issues identified by BA and could not have been
anticipated by BAA.

BA was also dissatisfied with the level of pier service available until Terminal 5C
opens. However, we understand from the Heathrow AOC and BAA that acceptance
by BA of less than 90 per cent pier service was a tenet of the STO agreement and
had been identified as part of the joint BAA/BA STO study carried out in 2003. The
agreement, when the STO strategy was instituted (based on this assessment), was
that Terminal 5C would not be delivered until spring 2011 and was signed off in the
BA relocation agreement.
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Other Heathrow projects

12.

BAA told us that spend on non-Terminal 5 Heathrow projects had exceeded the
regulatory settlement by £234 million (in nominal prices). This is primarily due to the
reclassification of the Terminal 5/HAL integration project and the LUL CTA Improve-
ments project which accounted for £241 million in nominal prices. In fact,
acceleration of spend on Terminal 5 has been compensated for by a decrease in the
spend on other Heathrow projects, as shown by Table 4.

TABLE 4 Comparison of non-Terminal 5 Heathrow Q4 Capex between April CIP 2007 and CIP 2002

£ million, nominal prices

CIP 02 planned  Spend actually = Spend on new  Total actually

spend* incurred projects spent
Terminal 5 integration 241 87 0 87
Terminal 4 projects 63 17 2 19
Terminal 3 projects 289 267 7 338
Terminal 2 projects 8 0 0 0
Terminal 1 projects 178 55 78 133
Airside projects 258 192 63 255
Connectivity projects 230 22 61 83
HET 0 0 63 63
Group IT/Rail 0 0 200 200
Other major projects 309 60 57 118
Minor projects 349 366 0 366
Slippage —-152 0 _0 0
Total 1,772 1,067 595 1,662
Source: BAA.

*Rolled forward using September COPI up to 2006 and RPI+1 for 2007/08. Numbers do not tie up with Table 1, due to a
change in phasing between CIP 2002 and the Regulatory Settlement.

13.

Taking each terminal in turn, the following were the key changes to the spend profile.
Terminal 1:

e increase in the cost of Terminal 1 southern extension due to scope changes
during design and delivery;

¢ increase in spend on Pier 4 extension and gateroom due to increase in project
scope in light of BMI’s requirements;

e plans for vertical segregation and/or redevelopment of Pier 3 were stopped in
favour of demolition and replacement by a new vertically segregated terminal pier
on a north-south alignment in Q5 as part of the Terminal 1 Star programme;

¢ plans for a three-bay extension of the Europier have been replaced with plans for
development of a mid-field pier which will initially connect to Europier but eventu-
ally replace Europier with a mid-field pier aligned north-south as part of the long-
term Eastern Apron ‘toast rack’ development strategy; and

¢ additional spend on various projects to meet the requirements of the Star Alliance
including landside arrivals concourse and forecourt redevelopment.

Terminal 3:
e increased spend on Pier 5 extension and segregation, but postponed Pier 5 re-

configuration to coincide with the latest A380 delivery forecasts and Terminal 3
requirements;
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reduced spend in check-in and baggage system;

increased costs on Pier 6 reconfiguration due to the enabling works requirements
identified following the cancellation of check-in and baggage system;

accelerated spend on Terminal 3 arrivals development and baggage reclaim to
provide A380 baggage reclaim facilities for 2006 and to meet Terminal 3 peak
requirements in latter years of Q4; and

additional spend on various projects including Southwing extension, forecourt
upgrade and chilled water upgrade.

14. Terminal 4: spend has been rephased and put back to Q5 and Q6, particularly in
relation to Terminal 4 departure check-in, general refurbishment and arrivals reclaim.

15. Other projects include:

decrease in spend on MSCP Structural Works & Upgrade to align works with
future car park strategy for Heathrow (including creation of new MSCP CTA
West): scope reduced to cover MSCP1 only. MSCP4 works to be undertaken in
reduced scope when Terminal 4 occupancy reduces following Terminal 5 opening;

commercial transport/ground operations projects: significant decrease in spend,
due to lack of business cases or because the projects were not required any more
due to Terminal 5 developments;

connection projects: delay of replacement of hold baggage screening [<] to align
with expected introduction of new technology solutions for HBS; increase in spend
on the Terminal 4 baggage system upgrade as a result of scope changes identi-
fied during development; baggage connection projects consolidated and planned
for Q5 (some spend was planned for Q4), in compensation for the acceleration of
the Terminal 5 delivery; spend on baggage hall environment reduced and post-
poned to Q5;

airside projects: changes in scope and/or project timing of certain projects;
reduced costs due to adoption of ‘crack and seat™* technology and other initiatives
to improve efficiency. The overall spend on airside projects remained broadly in
line with CIP 2002;

Terminal 5/HAL integration costs reduced following advancement of project
definition;

rail project costs increased due to additional tendering required and increased
project scope; and

additional spend on various projects including the western taxiway rehabilitation,
Royal Mail decommissioning, Terminal 3 Transfer Passenger Modifications and
Pier 6 Jumbo Extra Large (JX) stands.’

“Method which involves cracking the concrete pavement at intervals, then seating it with a roller before overlaying it with

asphalt.

®Stand specification designed to accommodate aircraft with a maximum length and/or wingspan of 80 metres.

D5



Gatwick

16. Table 5 shows a high level analysis of the differential between the forecast spend
and actual spend at Gatwick during Q4.

TABLE 5 Comparison of Gatwick Q4 capex, April CIP 2007 vs CIP 2002

£ million, nominal

CIP 02 Spend Spend Total

planned actually on new actually
spend* incurred projects spent
South terminal 119 40 70 110
North terminal 87 80 42 122
Airside 229 0 34 34
Other 114 102 51 154
Minor projects 99 106 0 106
Slippage =19 _0 _0 _0
Total 629 329 198 527

Source: BAA.

*Rolled forward using September COPI up to 2006 and RPI+1 for 2007/08. Numbers do not tie up with Table 1, due to a
change in phasing between CIP 2002 and the Regulatory Settlement.

17. Table 6 shows the breakdown of planned projects which were subsequently
cancelled.

TABLE 6 Breakdown of forecast Q4 spend for projects no longer featured

£m,
nominal prices

North West Zone project 143.90
South Terminal Pier 2 24.89
Car park decking projects 33.36
Stands/taxiways 26.88
Cargo 21.55
Airfield operations 19.87
Midfield pier 16.51
Other 65.96
Total 352.92

Source: BAA.

18. BAA presented the rationale for the changes to the capex programme to the ACC in
June 2004: traffic growth had been slower than forecast in 2002 (at the time of the
regulatory settlement), with lower growth in long-haul and charter flights and
increasing demand for short-haul and domestic, both scheduled and low-cost
services. This resulted in less funds available for capital investment projects and a
change in priorities:

o ‘Big ticket’ projects would continue: [<] Pier 6 (including the erection of the
bridge), the latter being a CAA trigger project.

o Q4 priorities were: [<], Pier 6, Customer Service, Refurbishment and upgrade of
Facilities, The Legal Agreement (environmental and community initiatives), Health
and Safety issues and A380 enabling.

o There would be less of a requirement for major new infrastructure, but increased
funding to improve and sustain the quality of the existing infrastructure. The ten-
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19.

20.

year plan shown in 2004 did not include an extension to the North Terminal or a
midfield satellite.

o Overall there would be a reduction in capital required in Q4 and Q5, although
expenditure had exceeded the regulatory settlement by £70 million in the first two
years of Q4.

BAA told us that the reprioritized list of projects was issued to the airline community
in the CIP document of 2004 for the purposes of consultation. It is unclear how
extensive the consultation process was in practice.

We note that out of the 13 major projects with a total projected spend of
£812.3 million identified in the CC 2002 report, nine projects representing a total pro-
jected spend of £611.9 million were subsequently cancelled. The largest of these
were:

o The North West Zone project (total projected capex: £133.3 million) had four
phases and involved the construction of new stands within the North West Zone,
taxiway connections and necessary relocation. BAA told us that this project had
been cancelled as a result of lower than expected traffic forecasts and the move
of BA’s long-haul operations from Gatwick to Heathrow, which negated the need
to expand the North Terminal and reduced the demand for stands.

o The Midfield Pier (including the Tracked Transit System (TTS)) project (total
project capex: £243.8 million) was intended to ensure an appropriate level of pier
service to cater for future North Terminal traffic. It was due to start in 2007/08, with
most of the expenditure incurred in Q5. Its removal from the CIP 2004 was driven
by lower than anticipated passenger forecasts, a change in BA strategy and
greater requirement for vertical segregation.

e The stands/taxiways project (£64 million) was expected to provide taxiway
enhancements and additional remote stands.

Investment planning

Master plans

21.

22.

The 2003 White Paper recommended that airport operators maintain a master plan
document detailing development plan proposals in a 30-year time horizon. Whilst
such plans do not have any statutory basis, the Government envisages that they
should provide a clear statement of intent on the part of an airport operator that will
enable its future development to be given due consideration in local and regional
planning processes.

BAA produced such a plan for Gatwick in 2005, the Gatwick Master Plan, which is
due to be updated in 2008. The Heathrow Airport Interim Master Plan was published
in draft form in 2005 for consultation, but not finalized. BAA told us that following the
anticipated consultation on mixed mode and Runway 3, the Heathrow Master Plan
will be revised to take into account the responses to the consultations and re-issued.

Project and investment evaluation

23.

BAA told us that the key issues which underlay its investment decisions were:
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24.

25.

26.

e an accurate assessment of forecast demand/opportunities including key
assumptions;

o the options considered, including those which may not require capex such as ‘do-
nothing’ and ‘do-minimum’;

e a proposed solution which was most appropriate to meet the business need and
which maximized shareholder value, or alternatively minimized loss of shareholder
value in the case, for example, of asset replacements;

o the appropriate balance between cost (capital and future revenue), time (delivery
programme) and quality of facility to be provided with the resulting impact on
customer service, with supporting benchmarks against previous comparable
projects where possible;

e a thorough and systematic risk assessment, including the mitigation strategy
proposed. Sensitivities should be performed to gauge the impact of cost and
income fluctuations on the financial appraisal;

¢ availability of headroom within previously agreed capital budgets;

¢ the value that is added to (or subtracted from) the Group after taking into account
all relevant cash flows and the payback period;

¢ the effect on the Group’s profit and loss account; and

e a clear understanding of how the business benefits and performance of the
investment is measured against predefined targets, using the Investment
Performance Review (IPR) process.

BAA told us that it assessed the financial dimensions of each investment decision
using typical discounted cash flow (DCF) techniques, the key results being the NPV
and the internal rate of return (IRR), which was then compared with the appropriate
test discount rate or hurdle rate which has been set for individual parts of the
business.

BAA told us that the basic hurdle rate was 12 per cent average (post-tax nominal)
which could be increased by 3 per cent for business cases with a high cost risk or a
high dependence upon traffic forecasts; and reduced by 3 per cent for low-risk areas.
BAA told us that the hurdle rate is informed by the cost of capital established by the
CAA, but set at a higher level, reflecting BAA’s incentive to pursue projects which
have the potential of adding value to the business.

All airport infrastructure projects are assessed against these hurdle rates which
represent the currently desired long-term rate of return. However, BAA told us that
they were only part of the assessment criteria as there were a number of often
diverse factors which influenced BAA in its decision-making on capital investments,
particularly at its regulated airports in south-east England where customer service
levels featured prominently in the regulatory reviews, such that the achievement of
set hurdle rates and positive NPVs was often not the sole or critical criterion used.
BAA told us that the foundation for the current discount rates was the 7.75 per cent
pre-tax real cost of capital set by the CAA for the Q4 period. BAA added that if the
cost of capital set by the CAA for the Q5 period was different from the current rate,
the hurdle rate may be reassessed, but would not necessarily be changed.
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27.

The payback period of a project as well as the effect on earnings is also taken into
consideration by BAA.

The project planning and development process

28.

29.

The current BAA project planning process was introduced in January 2004. This
involved a change programme focusing on culture change, training and changes to
the organization and roles. A revised operating model was also introduced.

The Capital Planning, Design and Implement Great Solutions Processes (Capital
Value Process) is the framework used by BAA for accommodating the spectrum of
value and risk inherent in the capital plan. It consists of three distinct parts:

o Capital Planning, where the capital plan is prepared and managed on an ongoing
basis throughout the year.

Design Great Solutions (DGS), which consists of three sequential activities, the
sum of which aims to ensure that the solution to be provided is the best value
technical and implementation scheme. The activities are:

— Explore: choices are explored and the best approach(es) for the business

expenditure are selected. The solution may consist of an operational, tech-
nology or construct solution or a combination of these approaches. This stage
culminates in a decision point (Brief Decision) at which point the best brief to
meet the capital plan and business strategies is selected.

Options Development: the options relating to the selected approach are
worked up and the best value solution is selected. This stage culminates in a
decision point (Option Decision) at which point the option representing the
best value of space and the best opportunity for value for money is selected.

Scheme Design: the selected solution is worked up into the best value
technical scheme. This stage culminates in a decision point (Construction
Decision) at which point the option is recognized as representing the best
value for space and great value for money.

Implement Great Solutions (IGS): once DGS has been successfully completed the
solution enters into IGS which consists of three further sequential activities:

— Production Design: detailing the technical solution and work up the delivery

plan. This stage culminates in a decision point (Targets Confirmation) at which
point the targets to be met by the project are confirmed to the decision body.

Manufacture and Assembly: delivery of the project. This stage culminates in a
Completion Confirmation.

Integrate and Learn: the project is integrated into the operation and the right
value is realized. This is also the stage at which the learning from using the
facility is obtained and an evaluation of its contribution to the business is
developed. This stage culminates in the completion of an Investment
Performance Confirmation.
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Minor capital investment

30.

31.

32.

Projects below £2 million at Gatwick and £3 million at Heathrow are consolidated
within the CIP in a single ‘Other Projects’® line for each airport. This category
includes ‘local projects’, which are defined by a low level of business value and a low
level of corresponding risk.

Local projects include: the replacement and refurbishment of existing assets, minor
developments related to increasing airport capacity, minor projects which are
primarily revenue generating, expenditure necessary for safety/security and
environmental purposes, expenditure on process improvements/increasing productiv-
ity, expenditure needed to improve service standards and other general expenditure,
such as expenditure on community projects, staff facilities etc.

In order to determine what level of ‘local projects’ capital expenditure is required for
the future, an assessment is made of the total level of expenditure each airport
requires and the residual level of capital expenditure for minor projects is calculated
by deducting those major projects that are known to be needed in the future from the
total airport capex.

Planning standards

33.

When it plans new developments, BAA told us that it safeguarded service standards
by applying planning objectives and facilities guidelines for the facilities required. In
addition, BAA’s traditional approach to sizing airport facilities has been
complemented in the last year by the use of the Comprehensive Airport Simulation
Tool (CAST) computer system, an airport simulation modelling tool and by the
Quality Facility Monitor (QFM), a passenger-opinion survey which explores facility-
related issues.

Planning objectives

34.

BAA'’s stated aims in relation to airport planning are to:
o deliver appropriate levels of capacity to passengers, airlines and other users;
o deliver appropriate levels of service to passengers, airlines and other users;

e enable efficient airport operations (whether undertaken by BAA, airlines, handling
agents or other organizations);

o deliver value for money for all parties in terms of optimizing all parties’ capex,
opex and income;

e recognize the different needs of different passengers, airlines and other
stakeholders;

e recognize BAA’s own business needs which include safety, security and
sustainability in addition to customer service and financial objectives;

®This category is also referred to as ‘clean, working and friendly’ expenditure, ie expenditure required in order to maintain basic
standards of quality and function within the terminal environment.

D10



e allow for flexibility to accommodate change, including changes in business
relationships, operational needs and technological progress; and

e recognize learning points from other experience.

35. BAA seeks to achieve ‘time-based and space-based objectives’ in relation to arriving
and departing passenger processes, transfer processes and other processes. BAA
told us that the purpose of these objectives was to provide assistance to its
managers as they assessed the scale of facilities required for a given level of hourly
passenger throughput and that the planning objectives were never intended for use
in operational monitoring.

36. Table 7 shows BAA’s planning objectives for arriving and departing passenger
processes.

TABLE 7 Planning objectives for arriving and departing p nger proc

Standing Sitting

Facility Waiting time* Spacet spacet space§ Seatingq
% m? m? %
Check-in 95 up to 12 minutes 15 minutes
Departures concourse 1.0 1.0 10 where passengers

do not have to wait
50 where passengers

have to wait
Passenger search and First process: 95 up First process: 0.6
passport control to 3 minutes 5 minutes

Second process: Second process:

95 up to 1 minute 1 minute
Departure lounge 1.0 1.0 60
Satellites, gate lounges 1.0 1.0 70
Gaterooms 1.0 100
Immigration—UK/EU 95 up to 4 minutes 12 minutes 0.6
Immigration—others 95 up to 12 minutes 30 minutes 0.6
Buffer hall 1.0 1.0 40
Baggage Maximum 25 0.6 1.0 5

minutes

Source: BAA.

*Per cent of passengers within stated time.

tSpace for passengers up to the stated time.

Personal space per standing person.

§Personal space per sitting person.

{[Seating for stated per cent of people present (these represent the best estimates of the seating needed for a seat to be
available for anyone who wants one).

37. Table 8 shows BAA’s planning objectives for transfer processes.
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TABLE 8 Planning objectives for transfer processes
Process Objective

Transfer desks ¢ 95% of passengers should queue for less than 6 minutes
e 0.6m? queue space per passenger plus interqueue space

Security * 95% of passengers should queue for less than 3 minutes
e 0.6m? queue space per passenger plus interqueue space

Seating/waiting areas e Seats to be provided for all passengers who require a seat at any time
« 1.0m” queue space per passenger for both standing and sitting passengers plus a 100% allowance
for circulation

Walking distance ¢ A maximum of 250m without mechanical assistance and up to 650m with walkways (of which not
more than 200m unaided)
o Transport should be provided for unbroken point to point journeys of more than 500m

Coaching » Passengers should wait no longer than 10 minutes between arriving at the bus station and the
coach leaving the terminal

Minimum connection e Minimum connection times of 45 minutes for intraterminal connections, and 60 minutes for
interterminal connections (lower values may be achievable where airlines introduce special
passenger and baggage handling arrangements)

Source: BAA.

38. Table 9 shows BAA'’s planning objectives for other processes.

TABLE 9 Planning objectives for other processes
Process Objective

Car parks 100% availability of car parking spaces on airport for anyone seeking a space
Queuing at car park entry: 95% up to 1 minute
The total queue time at exit (prepayment or cashier exit): 95% up to 4 minutes

Forecourts  95% chance of finding a space

Piers Pier service for at least 90-95% of passengers in each terminal
Walking distance maximums of 250m unaided and 650m with walkway (of which no more than 200m unaided)
Transport should be provided for unbroken point to point journeys of more than 500m

Source: BAA.

39. BAA also told us that it took into account the following specific ‘checks and balances’,
to ensure that planning took into account the realities of the operational and business
implications:

o different needs of different segments of the airline industry require different
treatment;

e strict compliance with a set of standards can imply inappropriate capacity
limitations;

o the overall benefits (including service quality, financial and other benefits) should
outweigh the overall costs (including capital and operating costs for both BAA, its
airline customers and business partners);

¢ technological change or process improvement may lead to different approaches
being required;

o BAA, its airline customers and its business partners are often jointly responsible

for delivered service performance, and planning standards, targets and guidelines
must take account of this; and
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CAST

40.

41.

42.

QFM

43.

o the need to obtain planning consents, and government policy objectives, may
affect the eventual development solution.

This system was developed specifically for BAA in order to improve facility planning.
It allows BAA to simulate the flow of passengers from arriving at the airport right
through to departing from the gate, and from arriving at the gate right through to
leaving the terminal, using flight schedules and passenger information to predict the
flow. It also allows scenario analysis, such as the impact on flow of adding or moving
certain facilities. CAST can either assess the delivered service level for a given set of
facilities, or it can assess the level of facilities required to achieve a given level of
service.

CAST requires the creation of a forecast flight schedule and the adoption of a set of
service targets. BAA told us that it sought to create flight schedules which were
aligned with the forecast Busy Hour Rate measure of passenger flow, which had also
been used in its more traditional spreadsheet-based facility or capacity assessments.
The service targets will typically be based on BAA’s planning objectives but may be
adjusted to take account of local needs, eg the recognition of other operational
service quality targets such as those contained in the SQR scheme. CAST also
provides a tool to explore the impact on service at peak, rather than merely busy,
periods.

BAA considered that the CAST simulation had enabled it to target investment in its
infrastructure better than the spreadsheet approach traditionally used, thus resulting
in a more effective allocation of investments.

The QFM is a suite of data and surveys which gathers qualitative and quantitative
data on passengers’ functional and emotional needs in order to inform the terminal
design requirements for an airport facility. Areas that have been covered by QFM
include security, departure concourse, departure lounges, piers and gaterooms,
arrivals piers, immigration hall and baggage reclaim.

The annual planning process

44,

45.

46.

BAA told us that the process started with the existing forecast for expenditure (as
contained within the airports’ preceding CIPs), against which benefit of changes to
the plan were to be assessed. Inputs to the plan can arise from a number of different
sources, eg airport vision, future forecasts, masterplans, input from airlines through
the Constructive Engagement process, and requirements from each department via
the business case tool system.

Projects are prioritized using workshops held with airlines as part of the Strategic
Choices workstream within Constructive Engagement, and also, in the short term and
internally within BAA, through the application of the Portfolio Optimisation tool.

The process for submitting and reviewing each location’s capital investment plan

commences in November of each year with guidelines and templates for completion
by individual businesses. The process culminates with each location submitting
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47.

capital forecasts; these are subsequently reviewed and revised following executive
scrutiny in January. The output from these sessions is then progressed to form
business plan/CIP/GSM’ submissions.

The total expenditure can be broken down into seven categories, which are used for
reviewing the proposals for investment in capital projects as part of the business
planning cycle and for recommending an annual capital budget to the management
committee: safety, security and environmental (SSE); capacity; service quality;
revenue generating; replacement/refurbishment of existing assets; process/productiv-
ity improvements; other, eg community projects, staff facilities.

TABLE 10 Gatwick and Heathrow airports: classification of capex, 2006/07

£ million, 2006/07 prices

Terminal Heathrow
Heathrow 5 Rail IT total Gatwick

SSE 10.9 0.0 0.4 0.0 11.3 6.1
Capacity 94.4 795.0 1.6 0.0 891.0 325
Service quality 19.5 0.0 1.1 0.0 20.6 0.9
Revenue generating 3.8 0.0 0.0 0.0 3.8 1.0
Replacement/refurbishment 78.4 0.0 1.1 18.5 98.0 49.0
Process/productivity 0.0 0.0 0.1 4.4 4.5 2.2
Other _0.0 _00 0.0 00 00 1.0

Total 207.0 795.0 4.4 229 1,029.1 98.7
Source: BAA.

TABLE 11 Gatwick and Heathrow airports: classification of capex, 2006/07

per cent, 2006/07 prices

Terminal Heathrow
Heathrow 5 Rail IT total Gatwick

SSE 5 0 10 0 1 6
Capacity 46 100 37 0 87 33
Service quality 9 0 25 0 2 1
Revenue generating 2 0 0 0 0 1
Replacement/refurbishment 38 0 26 81 10 50
Process/productivity 0 0 3 19 0 2
Other 0 0 0 0 0 7
Source: BAA.

48. BAA commented that these generic categories were relatively abstract constructs,

which did not provide any insight into the relative priorities of each location’s strategic
objectives. BAA added that throughout Q4 each of the south-east airports had
increasingly employed locally defined programmes to categorize and articulate their
investment plan and that this classification of expenditure was increasingly irrelevant.

Consultation with the airlines on capex

49.

In paragraph 3.63 and Annex 4 of its Decision of February 2003 on the Economic
Regulation of BAA’s London Airports, the CAA set out the agreement reached with
BAA on enhanced information disclosure and consultation. It also indicated that it
would expect in due course to review performance under these arrangements. In

"Group Strategic Model.
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50.

51.

2006, the CAA appointed a previous CAA Director of Economic Policy and
Regulation, Bob Cotterill, to carry out this review. He concluded that starting from a
low base prior to Q4, BAA’s information disclosure and consultation had generally
improved, particularly since 2005 following the CAA’s Constructive Engagement
initiative. He observed that at Heathrow and Gatwick the whole dialogue between
BAA and its airline users had begun to be transformed and concluded that, taken in
the round, progress over the four years had been acceptable. Bob Cotterill
applauded the recent agreements between BAA and the airlines to extend
Constructive Engagement beyond the current regulatory review.

Bob Cotterill suggested that going forward, a more integrated approach to
consultation should be taken and the following steps be adopted:

e joint airport/airline vision and establishment of an initial broad set of capital
investment/infrastructure development priorities;

e testing of the initial plan and the timing of its implementation for bottlenecks or
undue over-specification against demand forecasts produced at a sufficiently
disaggregated level;

o further iterations of the plan until demand (in terms of both capacity and service
quality) and the provision of new infrastructure is in reasonable balance; and

e broad investment plan taken forward at a more micro level by considering and
evaluating, through effective airport/airline dialogue, the range of feasible
alternative ways of achieving the required outputs with the costs (capital and
subsequent airport/airline operating costs) and benefits of each being evaluated
as far as is practical.

Bob Cotterill also commented that BAA’s CIPs and associated consultation
processes had improved between 2003 and 2006, but made the following
observations:

e the Ready Reckoner,® which gives airlines the ability to evaluate individual full-life
NPVs through a DCF analysis, was not considered by the airlines to be able to
provide an overall picture of the pricing implications of the plan;

e absence of other financial data necessary to understand in a meaningful way the
costs of the plan and future pricing implications, for example offsetting non-
aeronautical revenues flowing from particular capital expenditure, non-regulatory
charges remunerating particular capital expenditure; and reduction in BAA’s
operating costs resulting from the relevant capital expenditure;

¢ virtually no quantification of the implications of capex on subsequent operating
costs;

¢ the outputs from the individual projects have been provided in narrative form and
from an engineering driven perspective; and

¢ an insufficient attempt has been made to break down annual traffic forecasts in a
manner better suited to an assessment of the need for particular infrastructure.

A spreadsheet designed by BAA which allows airlines to explore the impact of different capex assumptions on airport charges.
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52.

53.

We asked BAA and the airlines whether the Constructive Engagement process was
working: BAA recognized that Constructive Engagement was in its infancy and that
some improvement was needed. It accepted that it should have shared its HET
proposal with the airlines earlier and said that it would now try to consult the airlines
earlier in the process. The Heathrow AOC considered the Constructive Engagement
process to be a great success and marked a significant improvement in BAA’s
consultation with the airline community. In particular, the Constructive Engagement
process had allowed the airlines and BAA to create a vision for the future and had
been good at reaching agreement on the path towards a level playing field in relation
to various elements of the infrastructure. Star Alliance clarified that the views of the
Heathrow AOC did not fully reflect its own: it considered Constructive Engagement to
have merely been a success and pointed out that neither the Star Alliance nor Virgin
had endorsed the final Constructive Engagement document. It added that the past
12 months had been a difficult and time consuming path, where Star Alliance has
had to resign itself to things that might not provide a level playing field. BA also
supported the Constructive Engagement process for its ability to provide a structured
framework for dealing with BAA, a result of which had been the agreement on the
occupancy strategy. However, BA also considered that the process suffered from
limitations which needed to be dealt with. BA considered that Constructive
Engagement was undermined where BAA failed to consult or share information with
airlines. This had been the case in relation to several important inputs to the current
price control review, namely project specific costs, on-costs and risk monies, capex
at Heathrow (including HET, pier service and the Eastern Apron development, capex
at Gatwick and non-regulated charges). BA also noted that Constructive Engagement
itself could not procure implementation of agreed actions and that therefore there
should be an annual review by the CAA of BAA’s performance in relation to actions
agreed as part of Constructive Engagement. IATA commented on the lack of
transparency of the Constructive Engagement process and in particular the lack of
business case in relation to HET. oneworld strongly endorsed continuing the
process. bmi was concerned that future spend on Terminal 5 had been excluded
from Constructive Engagement discussions. The airline had not taken part in the
process, as it lacked the resources needed and did not believe that the process
would deal with its main concerns: achieving smaller increases in charges and better
delivery of service, with differential charging for differential facilities. easyJet
commented that the Gatwick Constructive Engagement was becoming unravelled.
Virgin commented that too much reliance had been put on the new process.

We are of the view that Constructive Engagement has provided a useful platform for
consultation and that is should be continued throughout Q5. We have had, however,
some concerns about certain aspects of the process and have sought the CAA’s
views on the following issues:

e how the Cotterill recommendations would be implemented during Q5: the CAA
told us that it has invited BAA to put forward a proposal in September 2007 to
expand the Annex 4 agreement, incorporating, where appropriate and relevant,
Cotteril's recommendations. The CAA told us that some recommendations,
however, could not readily be codified in a written statement, as they pointed to a
change in emphasis and approach by BAA;

o whether a dispute resolution mechanism should be built into the Constructive
Engagement process: the CAA clarified that the Constructive Engagement pro-
cess had been set up to enable the parties to work towards resolving differences
without the intervention of the regulator. Looking forward, the CAA intended to
establish, in its regulatory policy statement, the standards for consultation which it
would expect BAA to adhere to. The CAA also told us that BAA operated and was
expected to continue to operate a dispute resolution mechanism and that, in
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addition, any airport user might bring a case to the CAA for it to apply conditions
on the airport to prevent or remedy any unreasonable discrimination on the part of
the airport operator;

whether the significant information and resource asymmetry between BAA and the
airlines allowed BAA to ‘divide and rule’: the CAA pointed to the well-established
committee structures at each airport, through which airlines could share infor-
mation among themselves, discuss proposals from BAA, and represent airline
community views back to BAA;

how BAA arbitrates between various airlines’ views: the CAA noted that it had not
received any responses from the airlines repudiating the description, recorded in
each airport’'s Constructive Engagement report, of the airline positions on the
capital investment plans. Referring to the letters sent by BA and the Star Alliance
to BAA (described in paragraphs 84 to 87), the CAA added that it was not
surprising that individual airlines would seek to promote their own commercial
interests by emphasizing those aspects of, and enhancements to, the capital
investment plants which they favoured;

whether the voices of the non-aligned airlines were adequately taken into account:
the CAA told us that those airlines were members of the airline consultative com-
mittees and relevant Constructive Engagement groups at each airport and that it
had not received any complaints that the views of such airlines were not ade-
quately represented;

the extent to which BA is in a privileged position: the CAA pointed to the acceler-
ated development of HET and refurbishment of Terminal 3 and Terminal 4 during
Q5 as evidence that BAA was responding to the commercial needs of a broad
range of airline users and not giving undue preference to BA;

the consequences of bmi not taking part in the process: the CAA commented that
this was a commercial decision made by bmi and that bmi was represented in the
Constructive Engagement process via the Star Alliance;

the causes of the significant increase in capex ambitions, late in the consultation
process and during the Q5 regulatory review: the CAA believed that at Heathrow
this was primarily due to requests by the Star Alliance and the airlines occupying
Terminal 3 for additional capex in order to increase the degree of competitive
equivalence across the Heathrow campus and that at Gatwick the increase in
spend was the result of higher traffic forecasts;

whether airlines have received information in a timely manner so as to be able to
assess it properly: the CAA commented on the impact of the regulatory process
and its arbitrary deadlines on the smoothness of the Constructive Engagement
process;

the extent to which the conclusions of Constructive Engagement are undermined
by the lack of discussion of the implication of the capex options for airport charges
and for operating costs: the CAA considered that the airlines had had access to a
number of sources of information, from BAA and the CAA, to help them form a
view on the implications of capital investment on airport charges; and

whether the process should also involve a top-down discussion, starting with a
target spend and target airport charges and the prioritization of projects within
these targets: the CAA told us that this approach had been open to BAA and the
airlines at each airport but that the approach actually taken was more logical. The
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CAA was also doubtful that the level of target spend could be set at each airport
and that because of the interaction between capex and airlines’ operating costs
resulted in complexities which would not be best tackled through the
establishment of top-down capital budgets for each airport.

BAA'’s capital engagement strategy

54.

55.

56.

BAA told us that in Q4 it had selected all its design and construction first-tier
suppliers based on capability, stability and price and that the selection process had
resulted in 35 framework agreements with design and construction suppliers. This
approach aimed at reducing risk and had been embodied in the Terminal 5
Agreement. BAA told us that it was in the process of implementing a new capital
engagement strategy, based on a tailored approach aligned to risk, complexity and
evolving industry capability. There were four reasons for moving to a new approach:

¢ many frameworks were approaching the end of their life;

e supplier feedback was mixed;

e greater capital efficiency was needed; and

¢ lessons from Terminal 5 suggested that a new approach was required.
Under the new system, BAA has identified four segments:

e For complex projects (eg HET, pier development), the Terminal 5 model of
supplier management will continue: [<] framework agreements will be signed,
BAA will own and manage the risk and collaboration between BAA and the sup-
pliers is expected to drive value.

e For technical/business critical systems (eg fire alarms, security systems, baggage
systems, lifts etc), framework agreements will be for up to ten years, joint invest-
ment will be promoted, and joint-venture/special-purpose vehicles may be formed
to promote innovation.

o For commodity projects (eg car parks, minor refurbishment works, asset renewals
etc), framework agreements will be for three to five years, BAA will transfer the
risk, fixed-price contracts will be sought and there will be a greater number of
suppliers.

e For consultants, there are no current plans to change the approach.

Although it did not review BAA’s framework agreements in its 2004 report to IATA
(see paragraphs 116 to 127), Currie & Brown commented on BAA’s new approach:
BAA’s new commercial model meant that there was more emphasis on setting
challenging but achievable targets and, if appropriate once risks were fully quantified,
fixing contract values. It added that a degree of competitive tendering incorporating
framework and non-framework suppliers had been successfully trialled in the
Edinburgh Airport South East Pier project to test market capability and competitive-
ness.

Future capital investment

57.

In line with the CAA’s policy on stand-alone regulation, BAA does not present its
airport investment strategy at a portfolio level.
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Heathrow

Overview of investment programme

58. The April 2007 CIP included no capex on mixed mode or Runway 3 in either Q5 or
Q6. The document presented the following investment priorities for Q5, as developed
jointly by BAA and the airlines who participated in Constructive Engagement:

Asset renewal: maintain cost-effective levels of service, as appropriate.

Level the field by 2012. This will ensure that by 2012 all passengers have an
excellent Terminal-5-like experience and all airlines and alliances can operate
efficiently. The main components are:

— bring phase 1 of Terminal 5 into service in March 2008 to provide the airport
with a world-class terminal;

— co-locate the Star Alliance in Terminal 1 and then in HET post-2012;
— co-locate the other airlines and alliances in Terminal 3 and Terminal 4;

— implement existing and revised memoranda of understanding which support
the co-location of airlines and alliances;

— renovate Terminal 3 and Terminal 4;

— complete Terminal 5’s second satellite, Terminal 5C;
— shut Terminal 2, which is over 50 years old;

— construct phase 1 of HET by 2012; and

— develop baggage systems and connectivity to provide a world-class level of
performance for general airport infrastructure.

Enable growth within existing limits, including the regeneration of the CTA for
general airport infrastructure.

Terminal 5

59. The Phase 1 of Terminal 5 construction is now 90 per cent complete. It comprises:

the main terminal building (Terminal 5A), the first satellite (Terminal 5B) and
associated stands, taxiways and roads;

underground connections linking the above;
other connection infrastructure;

landside infrastructure, including MSCP, hotel, coach and bus station, forward
coach park and petrol filling station; and

airside infrastructure including new control tower, fuel farm, control posts and
energy centre.
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60. The second phase of construction will include the construction of the Terminal 5C
satellite including the extension of the Terminal 5 terminal baggage system and the
TTS, 14 aircraft stands and a taxilane. The substructure up to and including apron
slabs is complete. Detailed design is to be progressed during 2007.

61. The ‘T5live’ division is responsible for the successful opening of Terminal 5 on
27 March 2008 and operation until March 2009. It is also responsible for the
integration of Terminal 5 into the wider Heathrow infrastructure, including the imple-
mentation of systems and process migration and connectivity resulting in changes
and additions to non-Terminal-5 infrastructure where necessary.

BAA IT

62. 63 per cent of the IT budget is for asset replacement, while 32 per cent of the budget
is yet to be allocated, but is expected to be dedicated to business improvement.

BAA rail

63. From 2009/10, the rail capex is focused on strategic projects, with an allocation of

[5<] made to Airtrack? and Crossrail."® BAA recognized that there was some un-
certainty surrounding these two projects, but believed that on balance it was approp-
riate to include them in the capex programme. BAA told us that Heathrow would
undoubtedly require significant investment in surface access infrastructure in Q5 and
could redeploy the monies forecast if needed.

Airline relocations

64.

The move of BA into Terminal 5 will create ‘spare’ capacity in the existing terminals,
particularly in Terminal 1 and Terminal 4. Consultation with the airlines on how best
to use this capacity resulted in the identification of three key success factors: parity of
services and opportunity for growth; equal distribution of capacity for growth across
the airport; and minimization of inter-terminal transfer of passengers. Co-location of
the maijor alliance groupings by terminal and distribution of the non-aligned airlines to
manage the balance was the strategy that emerged to deliver these success factors.
memoranda of agreements with each alliance crystallized the following allocation of
terminals to the alliances.

°A proposal to create a new direct rail link between Heathrow's Terminal 5, scheduled to open in 2008, and the South West
Trains suburban rail network to the south and west of the airport.

"°A project to build a new railway connection linking Maidenhead and Heathrow in the West right across the capital into Essex
and Kent in the East.
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TABLE 12 Heathrow co-location strategy
Alliance Airlines

Terminal 1 and Star Alliance* Air Canada*

later HET Air China*
Air New Zealand
All Nippon Airways*
Asiana Airlines
Austrian Airlines
bmi
Croatia Airlines
LOT Polish Airlines
Lufthansa
SAS*
Singapore Airlines*
South African Airways
Swiss Airlines
TAP Air Portugal
Thai International®
Turkish Airlines*
United Airlines

Terminal 3 oneworld American Airlines
British Airways
Cathay Pacific
Finnair
Iberia
Japan Airlines
Qantas
Royal Jordanian

Terminal 4 Skyteam Aeroflot
Air France
Alitalia
CSA Czech
KLM
Korean Air

Terminal 5 oneworld British Airways

Source: BAA.

Note: Only some of the Star Alliance airlines are to move to T1 in the short term. STAR alliance carriers marked with an
asterisk will remain in Terminal 3 until HET phase 1 opens in 2012.

65. In addition, Virgin, as the largest non-aligned carrier at Heathrow, signed a
memorandum of understanding regarding its continued presence in Terminal 3.
Finally, the closure of Terminal 2 in October 2008 to facilitate the construction of HET
(discussed below) will necessitate the move of 18 airlines, mostly to Terminal 4.

66. In February 2007, the airline move sequence and key infrastructure changes required
in order to ensure parity of service—in particular, pier service levels throughout the
period 2008 to 2012 and growth opportunities for all airlines—was agreed with the
airlines. The move sequence involves five phases:
¢ BA moves into Terminal 5: March/April 2008;

o Star (part) moves into Terminal 1: May/June 2008;
¢ all airlines leave Terminal 2 and oneworld co-locates in Terminal 3: October 2008;
¢ non-aligned carriers move from Terminal 3 to Terminal 4: March 2009; and

e Star moves from Terminal 1 and Terminal 3 to HET: June 2012.
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Interim Terminal 1 and Eastern Apron development

67.

68.

HET
69.

70.

The work will include:

o refurbishment of existing Terminal 1 facilities to accommodate the increase in
long-haul operations, in particular check-in, arrivals reclaim and arrivals con-
course;

o Eastern Apron developments of new stands, taxiways and taxi lanes to meet the
traffic mix of the Star Alliance and the other non-aligned carriers (for which outline
planning permissions were given in June 2006);

¢ alterations to provide passenger segregation within some of the existing piers;

¢ demolition of existing assets and the provision of a new midfield pier and facilities;
o alterations and upgrades of the baggage systems;

¢ relocation of the 10cm radar to a new site adjacent to Terminal 4; and

e road and forecourt alterations.

Facilities are also being developed to support the airline relocation plan.

BAA’s stated ambition is to open this new terminal with a capacity of 30 million
passengers to replace Terminal 1 and Terminal 2 in time for the 2012 Olympics. The
terminal will be designed to accommodate long-haul traffic, with feeders from short-
haul and domestic flights, primarily for Star Alliance. It is planned to start construction
in October 2008, to open a major part of the facility in 2012 and to complete the pro-
gramme by 2015/16. The aims of the project are to enhance the passenger
experience, increase operational efficiency and reduce the environmental impact. It
also provides BAA with an opportunity to redevelop the central airport area.

BAA emphasized in the course of the CC review that the construction activity in the
HET area and eastern apron was extremely complicated and heavily impacted by the
need to carry out the developments in a live operational space. Although BAA is
experienced in delivering projects in live operational environments (eg Pier 6 and its
airbridge at Gatwick), the scale of what is proposed at Heathrow in Q5 will clearly
pose new challenges to the company.

Terminal 3 development

71.

72.

The intention of this programme is to provide a comparable level of service to
Terminal 5 and HET.

The programme of work includes:
o the reconfiguration of the check-in area to provide improved circulation and
processes, ie linear check-in, enhanced vertical circulation, improved lines of sight

and self-service kiosks;

¢ the replacement and development of Pier 7 and the extension of the new Pier 6;
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e to support the airline move and the redevelopment of Pier 7, a number of stand
and taxiway works are proposed on the Western Apron such as ‘MARSIing'"" of
stands to increase flexibility of operation;

o to support the airline relocation project, reconfiguration and development of CIP
lounges and other facilities;

¢ refurbishment of Immigration, Pier 6 Departures and Check In; and

¢ replacement of current baggage facilities by an integrated baggage system.

Terminal 4 development

73. Following the relocation of BA to Terminal 5, the passenger throughput of Terminal 4
will reduce from approaching 17 million to approximately 4 million, which will provide
a window of opportunity to carry out the following programme of work at Terminal 4:

¢ in order to support the airline relocation strategy: alteration of check-in facilities to
accommodate the requirements of 39 airline operations; stand, gate and arrivals
enhancements to facilitate the operation of A380 aircraft; and a significant recon-
figuration of existing CIP lounges, ramp and office accommodation;

o refurbishment of ageing facilities, ie Arrivals piers, Immigration, Transfers,
Security Search, Departures and Check-in; and

e upgrading of baggage facilities.

Baggage and connectivity development

74. This programme deals with both passenger and baggage transfer between terminals,
except works to Terminal 1 and HET which are included in their own respective
programmes. The programme includes:

o the provision of new coach and terminal facilities that will allow the transfer of
Terminal 5 passengers to/from other terminals;

e an interterminal tunnel-based baggage system, including the extension of the
operational life of the Terminal 1 to Terminal 4 transfer baggage system, a tunnel
between Terminal 5 and the Central Terminal Area and the provision of new inter-
face buildings and adjoining baggage system links; and

e a number of smaller IT system and mechanical equipment replacement projects.

Airfield development programme

75. This programme (which does not cover mixed mode or Runway 3) includes the
following projects:

"Refers to the provision of Multi Aircraft Ramp System (MARS) stands to cater for aircraft with a wingspan of 65 metres and up
to but not including 80 metres, and an outer main gear wheel span of 14 metres and up to but not including 16 metres. A380
aircrafts fall within this category.
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e the completion of the substantial programme of work that has been delivered in
Q4 to prepare the airfield for Code F'? operations;

e provision for other airfield associated assets, such as power supplies and sub-
station renewal, airfield ground lighting works and provision for the implementation
of pre-conditioned air across the airport; and

o asset replacement and renewal.

Q5 and Q6 planned spend

76. Overview of spend in Q5 and Q6 as presented in the July 2007 CIP, following
consultation with the airlines, is summarized in Table 13.

TABLE 13 Overview of Heathrow July 2007 CIP breakdown of proposed capex

£ million, 2007/08 prices

Total
Total remaining

AFC spend 2007/08 Q5 Q6

Terminal 5 (end of phase 1
and phase 2) 390 260 0
BAAIT 24 112 108
BAA rail 11 151 275
Terminal 5 Live 113 94 72 23 0
Airline relocations 133 133 22 111 0
Interim Terminal 1 131 112 59 53 0
Eastern Apron 982 951 44 652 255
HET programme 2,052 2,037 57 1,204 776
Terminal 3 futures 58 35 35 0 0
Terminal 3 piers 381 380 0 31 349
Terminal 3 refurbishment 307 259 27 146 85
Terminal 5 piers and aprons 33 33 0 5 28
Western Apron 18 15 6 8 0
Terminal 4 programme 199 185 21 111 53
Airfield (excluding EA & WA) 336 236 10 60 166
Connectivity 393 384 19 352 14
CTA redevelopment 135 135 0 23 112
Other* 700 _39 234 427
Total 837 3,635 2,648

Source: BAA.

*IT, property, retail, surface access car parks, security, utilities, minor projects.

77. Consultation with the airlines between April and July 2007 has resulted in a
£735 million increase of the proposed capex over Q5 and Q6.

78. Table 14 breaks down the proposed changes by key area of spend.

"?Facilities to cater for aircraft with a wingspan of 65 metres and up to but not including 80 metres, and an outer main gear
wheel span of 14 metres and up to but not including 16 metres. A380 aircrafts fall within this category.
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TABLE 14 Differential between the April CIP2007 and the July CIP2007

£°000, 2007/08 prices

Total over
Q5 and Q6 Q5 Q6
Terminal 5 -8,333 -8,333 0
Terminal 5 Live 1,123 1,123 0
Airline relocations 93,001 93,001 0
Interim Terminal 1 -10,704 -10,704 0
Eastern Apron 124,769 217,864 -93,095
HET programme 352,276 106,367 245,909
Terminal 3 futures 0 0 0
Terminal 3 piers 0 0 0
Terminal 3 refurbishment 30,159 146,468 -116,309
Terminal 5 piers and aprons 33,000 5,000 28,001
Western Apron 8,329 8,329 0
Terminal 4 programme 6,615 6,615 0
Airfield (excluding EA & WA) 18,129 10,495 7,635
Connectivity 3,332 -10,668 14,000
CTA redevelopment 0 0 0
Other* 82,965 40,760 42,205
Total 734,661 606,315 128,346

Source: BAA.

*IT, property, retail, surface access car parks, security, utilities, minor projects.
79. These changes have been driven by the following:

e accelerated delivery of Terminal 5 resulting in its completion by 2010, an
£8 million decrease in spend on Terminal 5 and the introduction of a new project
to follow the delivery of Terminal 5C to increase the number of stands from 10 to
14;

e in its April 2007 CIP, BAA envisaged that the refurbishment of Terminal 3 would
take place following the opening of HET, as the terminal would then be operating
below its potential capacity and the work would have less of an adverse effect
upon the operation of the terminal. Most of the expenditure was therefore planned
for Q6. Following the latest round of negotiations, expenditure of £146 million has
been brought forward to Q5 and the total budget has increased from £277 million
to £307 million;

e the increase in HET capex due to the addition of a baggage system and the
costing of an automated baggage system link from the midfield pier to HET. In
addition, funds for early works related to phase 2 of HET and the building of
MSCP East have been brought forward;

¢ increased spend on airline relocations. The number included in the April CIP was
described by BAA as purely a budget figure. As a result of the agreement of the
move sequence, individual programmes of works have now been defined resulting
in a total cost estimate of £133 million, of which the main items are: airline offices
(£28.2 million), airline ramp (£13.7 million), CIP accommodation (£27.5 million)
and IT (£26.4 million);

e Eastern Apron: new investment in the outer pier north and the redevelopment of
the maintenance base in Q5. Spend on the midfield pier centre brought forward
from Q6 to Q5;

e anew £43 million provision for multiple jetties on stands by the end of Q6; and
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¢ in relation to the ‘other’ category, the introduction of a new provision for upgrade
to the energy infrastructure of the airport and the increase of the provisions for
minor and security projects.

Constructive Engagement final report

80.

81.

82.

83.

The Joint Steering Team’s final report on Constructive Engagement suggested that
broad agreement had been reached on the revised capex programme. In particular,
the construction of HET (with its new integrated baggage system) by 2016; the
construction of an automated interterminal baggage system; the redevelopment of
the Eastern Apron, including the enabling works for the maintenance base, the early
delivery of Terminal 5C, the redevelopment of Terminal 1, Terminal 3 and Terminal 4;
the extension of Pier 6 and provision of a new Pier 7 by 2016 and the airline move
sequence have been agreed.

The report identified remaining issues in relation to: the investment plans for baggage
connectivity; the timing of delivery of several aspects of the plan; the scope of HET,
which the Star Alliance believed to be insufficient; the automated transfer of passen-
gers between Terminals 3 and 5; the lack of clarity regarding the scope of T3 re-
developments; and the need for modifications to be made to Terminal 5B to increase
flexibility.

Discussions are still taking place in relation to the implications of the HET and
Eastern and Western Apron developments for the scale and timing of the re-
distribution of airlines in Q6 between the Eastern and Western Apron; the income
streams associated with the HET project, which the airlines believe have been under-
stated; impact of the pedestrian link to the midfield pier on the design of the HET
building; the assumptions behind the provision for the ‘multiple jetties’; the energy
strategy and BA'’s view that an allowance should be included for Terminal 5 remedial
work.

It is difficult to quantify these disagreements in monetary terms, as they relate to the
timing and overall size of investment, rather than whether the projects should take
place. In addition, the debate does not appear to be polarized between BAA and the
airlines.

Remaining issues

84.

Star Alliance issues

Since the publication of the Constructive Engagement report in July, we have seen a
letter from the Star Alliance to BAA, which highlights the alliance’s concerns that the
current plans will not provide competitive equivalence with BA’'s Terminal 5 and
identifies the following issues:

e concerns relating to the timing of baggage connectivity on the HET campus and
the higher priority given to the interterminal baggage system;

e concerns relating to HET’s reliance on the Terminal 1 baggage system in the
interim. Star Alliance gave us a report produced by Ashcote Consulting Limited,
which suggests that utilising the existing Terminal 1 baggage system may restrict
the developments at HET, which are necessary to build the new baggage system.
The report states that lack of evidence that this issue has been considered by
BAA raises concerns that the transition period, with its associated higher opex for
Star Alliance airlines, will extend beyond what is necessary;
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85.

86.

87.

88.

concerns relating to the space taken by retail in HET, compared with Terminal 5,
as opposed to the space allocated for transfer provisions;

the size and location of a short-term car park and how it interfaces with the main
terminal for both Terminal 5 and HET;

passenger connectivity facilities at Terminal 5 compared with those proposed for
HET in Q5; and

the size of HET in phase 1 and the lack of concrete evidence, for example based
on CAST modelling, that a four-bay-wide building will be sufficient.

Star Alliance also alleged that it had been given only 2 hours to comment on the final
draft of the Constructive Engagement report and that the comments raised within
those 2 hours were not then included.

BA

We also saw a letter from BA to BAA about its disagreement with certain aspects of
BAA’s Q5 capex plans. This centres on:

the timing of investment and the need to allocate an additional £64 million to
Terminal 5 and the Western Apron; and

the need for a realistic assessment of the business case (extra retail revenues
and operating process improvements) from Terminal 5 and HET.

In particular, BA's support for BAA's capex programme is contingent on the following
key changes:

Whilst it agreed with BAA’s plans to accelerate the building of Terminal 5C to
open in April 2010, it also considered that the £28 million currently allocated in Q6
for the building of an additional four pier-served stands should be brought forward
to avoid a fall in Terminal 5 pier service in the 2012 to 2015 period.

The Terminal 5-Terminal 3 section of the interterminal baggage system should
open in 2010 to coincide with the opening of Terminal 5C.

In order to support its operation in Terminal 3, it requested the acceleration of the
Terminal 3 redevelopment to complete in 2010 rather than 2012.

The airline suggested that 2 per cent of Heathrow capex (say £16 million) should
be allocated to Terminal 5 post-commissioning remediation for two years. BA
stated that it would support a similar allocation to HET post-commissioning
remediation.

It considered that BAA’s proposed funding for improving jetty access to pier-
served stands was insufficient and suggested the addition of £20 million to provide
jetty service to notionally pier-served stands in Terminal 5.

Other views

In the course of our inquiry, we sought views on BAA’'s Q5 capex plans from other
interested parties:
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o |ATA expressed concerns over the lack of a business case for HET and although
it expressed support for the interterminal baggage system, it commented that
further consultation was needed. IATA was also concerned that HET was given
the highest priority by BAA, but that it had not even been included during the initial
Constructive Engagement priority setting exercise between the airlines and BAA.
Indeed some projects that had been included in the original priority setting
exercise, for example redevelopment of Terminal 3, were no longer being given
the high priority originally agreed during the exercise.

e oneworld and American Airlines were concerned that investment in Terminal 3
had been deprioritized and saw the delayed upgrade of the Terminal 3 baggage
system to Q6 as a particularly worrying issue since the system was old and would
not be of an operationally equivalent standard to other terminal baggage
systems.™ oneworld was also concerned that automated baggage connectivity
would not be delivered until one year after the opening of Terminal 5C, which was
not in keeping with oneworld’s view or expectations from its agreed memorandum
of understanding with BAA. American Airlines would prefer the HET investment to
take place after the Olympics and was concerned that building HET would distract
BAA from investing in Terminal 3. American Airlines saw the investment in the
Terminal 5-Terminal 3 baggage system as a priority, because of the high
proportion of its passengers who transferred to BA services at Heathrow. BAA’s
approach to pier segregation (particularly Pier 7) was also criticized.

e The Heathrow AOC told us that because Star Alliance as part of competitive
equivalence required passenger and baggage system connectivity across the
HET campus as per Terminal 5, it now supported the inter-terminal baggage
system, so long as the use and timing of capital was aligned with where demand
and economics showed most need, with hub alliance locations clearly being to the
fore and requiring delivery in 2012. Star Alliance added that gaining baggage and
passenger connectivity on the HET campus by 2012, to align with that on
Terminal 5 (provided in 2008) should be to the fore, alongside Terminal 5 to
Terminal 3 for oneworld, in terms of economics, use, environmental issues and
timing of what might be constrained capital spend. Star Alliance concluded that
whilst it supported the principle of intraterminal connectivity, a wholly uneconomic
proposal for the automated interterminal baggage connectivity could not be
supported and had been formally rejected by BAA. Whilst these economics
remained to be validated, Star Alliance saw no reasons to lend support to
uneconomic inter terminal automated connectivity expenditure.

o The Heathrow AOC reported that there was agreement in principle with the HET
concept but that lack of detailed costing or a cogent business case remained an
issue. The AOC was also concerned about the decrease in the size of the HET
building and the reliance on the Terminal 1 baggage system.

o bmi told us that it expected HET and its associated projects to be included in the
capex projections and that there had been no business case to support the
automated inter-terminal baggage system. It remained of the view that BAA
should proceed on the basis of a road based inter-terminal system and that any
Terminal 5-Terminal 3 link should be funded by direct licence. It was concerned
that there had been no consultation with the airline community on the increased
spend on Terminal 5 and future Terminal 5 spend. bmi was also not convinced
that the smaller HET building would be able to meet the needs of the Star

This issue has now been addressed by BAA, as shown in the comparison of the April CIP and the July CIP.
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Alliance. bmi was concerned that BA would have a significant competitive
advantage over the next four years, as a result of the STO agreement at Terminal
5 and the redevelopment of the Central Terminal Area.

Currie & Brown’s report

89.

90.

In July 2007, the CAA commissioned Currie & Brown to review the elements of
BAA’s Heathrow programme where consensus had not yet been reached through
Constructive Engagement and provide advice on the efficiency' and effectiveness,
in terms of scale, design, sequencing and timing of capital investment.

Based on meetings with BAA and the airlines and the review of available information,
Currie & Brown identified the following issues:

e The programme was ambitious, particularly given concerns regarding the limited
information available on programme resilience and buildability issues. Gearing the
Q5 capital investment plan to the London 2012 Olympics deadline posed a
significant but unquantifiable risk.

e The linear sequence of work relied heavily on key target programme dates being
met.

o BAA had not considered the provision of an enhanced (4.5 bay or larger) check-in
envelope (L-shaped) HET footprint within the available Phase 1 site area. Currie &
Brown was of the view that the 4-bay layout would have an impact on the landside
areas, particularly the check-in concourse. The proposed internal layout was likely
to suffer some deficiencies during peak loading conditions pertinent to way
finding, physical navigation and traffic flows. In addition, Currie & Brown were
concerned that projected demand of 30 per cent transfer traffic (with a
predominant intra-alliance element) did not appear to be matched by the spatial
provisions for intraterminal transfer facilities.

e There was limited information available to demonstrate physical access to
facilitate the construction/installation of the HET baggage system following the
opening of the new terminal without frustrating live operational logistics of the
adjacent terminal and apron areas.

e There was no buildability information to demonstrate that a 2013 delivery date for
HET's short-term car park was achievable. The area identified by BAA for
construction of the car park was in the heavily congested south-west area
adjacent to HET and in Currie & Brown’s opinion, there was significant doubt that
such a car park could be provided until much later, possibly not even until after the
Q6 period.

e The configuration of the HET mid-field pier did not have the flexibility to
accommodate any potential future security or operations related requirements for
dedicated enclosed pre-boarding gate areas. Extending the body of the midfield
pier (north and south concourses) to the edge of the outermost contact stand
positions to provide a more generous and consolidated boarding product should
be considered.

“Currie & Brown’s comments on efficiency are shown in paragraphs 116 to 127.

D29



Conclusions

91.

In the absence of quantified recommendations by Currie & Brown, we have adopted
BAA'’s capex assumptions, resulting in a £3.5 billion investment programme over Q5.
We recommend, however, that the CAA consult the airlines and require that BAA
carry out further work on the design of HET and the feasibility of a 4.5 bay L-shaped
HET in Q5; on the possible extension of the HET midfield pier; on buildability issues
associated with retrofitting the HET baggage system within a live operational
environment; and the implications of postponing the new eastern MSCP to Q6. The
CAA should ensure that sufficient consideration has been given to these issues by
BAA before approving the capex programme.

Mixed mode and Runway 3

92.

93.

94.

95.

96.

The 2003 White Paper supported further development at Heathrow, including a
further runway and additional terminal capacity to be delivered as soon as possible
(within the 2015—2020 period) after the new runway at Stansted, but only if stringent
environmental limits could be met.

The programme of work for the expansion of Heathrow, encompassing mixed mode
and Runway 3, has been managed through a DfT-led project called PSDH (Project
for the Sustainable Development of Heathrow). According to BAA, the work carried
out to date suggests that mixed mode and Runway 3 may be technically feasible
within the air quality standards limits and without an increase in the total 57 dBA
noise contour area compared with summer 2002.

A Government consultation exercise is anticipated to take place in late 2007. BAA
estimated that the planning and airspace change approval processes would take up
to five years and that infrastructure development would take a further three to four
years. BAA anticipated that the full benefits of mixed mode would be achieved from
around 2017 onwards and that mixed mode could be introduced incrementally from
2012/13. It estimated that the earliest Runway 3 could be operational was 2020. BAA
told us that the airlines had complained that Stansted G2'® was prioritized over
Runway 3 and mixed mode, but pointed to the complexity of the technical work.

BA told us that it would be possible to introduce some form of mixed-mode operation
within one year of the Government giving its outline policy support which it expected
to be next year. This would result in a reduction of delays at Heathrow and a more
robust operation and could be achieved within the existing ATM limits. BA believed
that a very realistic target date for Runway 3 was 2015 and that the runway and its
related infrastructure could be fully on stream by 2017/18.

Because of the uncertainties surrounding these investments, the July 2007 CIP does
not include a provision for either mixed mode or Runway 3. BAA proposes that a
series of ‘escalators’ be developed and agreed with the community and the CAA as
part of the regulatory settlement to allow the development costs of mixed mode to be
recovered. The CAA told us that it was not supportive of a general presumption in
favour of reopening the price cap during Q5 to deal with the implications of any
positive government policy decision in favour of Heathrow capacity expansion via
mixed mode or a third runway. Its current preference (subject to further discussions
with BAA and the airlines, and sight of more information on the potential scale and
timing of expansion costs) was to establish via the regulatory policy statement a

*Plans for a second runway at Stansted.
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mechanism by which reasonable costs of expansion (including a return on the capex)
could be ‘logged up’ during Q5 for inclusion in the opening RAB at the start of Q6,
which would thus provide a means for their repayment over time. BAA expressed its
preference for a pass-through (and return) following consultation and scrutiny by the
airlines and the CAA.

Gatwick

Gatwick airport development strategy

97.

98.

BAA’s April 2007 CIP consultation document stated that the following investment
drivers had been agreed through Constructive Engagement:

e maximizing airfield and runway capacity, in particular via changes to the airfield
infrastructure to facilitate the introduction of larger aircraft to Gatwick and to pre-
pare for delivery of additional pier service;

e accommodating additional capacity in the North Terminal, as opportunities for
growth are assessed to be greater than in the South Terminal;

e improving service quality and the provision of adequate facilities for existing capa-
city in South Terminal, for example via improvements in Pier 1 as well as the main
check-in area and expansion of the departure lounge; and

o refurbishment of assets through an asset renewal programme, focused on ensur-
ing the safety and integrity of the assets and consistent operating performance.

BAA identified the key projects and programmes with the CIP and the key investment
driver each supported.
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TABLE 15 Key April 2007 CIP Gatwick projects*
Projects

Maximizing airfield and runway capacity Stand reconfiguration
North West Zone
A380 facilities

Accommodating additional capacity in the  Landside departures capacity
North Terminal Arrivals
Pier 6 enabling works
Pier 6 extension
Pier 6 phase Il stands and short term parking
Short-term car parking

Improving service quality and the Departure lounge capacity
provision of adequate facilities for Arrivals extension (STAX)
existing capacity in the South Terminal Check-in capacity

Pier 1

Aesthetics airside

Check-in improvements
Forecourt improvements
Baggage enhancements

Asset renewal programme South Terminal fire protection system
Airfield programme
Loading bridges programme
Flight information display system strategy
Telecomms programme (data and voice)
Inter terminal transit system
Refurbishment of commercial property

Source: BAA.

*Excludes projects phased to occur within Q4.

99. Investment also continues to be made through the asset replacement programme
and the customer service (minor capex, works, direct purchases) capital allocation.
Additional investment in security is also carried out.

100. The investment plan totalled £437 million in Q5 and £415 million in Q6 (in 2007/08
prices).

The 2007 Constructive Engagement process and issues

101. Since the publication of the April CIP 2007 document, there has been an increase in
the proposed Q5 capex to £848.5 million driven by:

¢ additional scope requirement of the North West Zone;

¢ the replacement of investment in Pier 6 by investments in Pier 7;
e increased investment in the South Terminal baggage system;

e increased investment in the South Terminal forecourt;

o Pier 3 and Pier 4 segregation;

o full North Terminal extension check-in, extension reclaim and baggage sorter
brought forward from Q6;

o the bringing forward from Q6 and additional scope requirement of stand recon-
figuration of the North West Zone; and
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102.

103.

104.

105.

e roadway improvements.

BAA told us that when finalizing the 2006 CIP GAL and the airlines agreed that there
were a number of uncertainties about Open Skies, fleet mix changes and potential
airline consolidation. As a result it was agreed to classify a number of projects as
‘overlay’ items of the development programme, the need for which would be kept
under review. These totalled some £200 million over and above the £420 million in
the core programme. In preparing the 2007 CIP, through the Constructive
Engagement discussions held from March 2007 onwards, it was agreed that a
number of the overlay items should be included in the Q5 plan and, as further clarity
was gained, the development programme incorporated other capacity and service
related projects into Q5. Concomitantly, BAA’s forecasting and capacity assessment
assumptions were updated and subjected to multiple discussions with airlines. These
included increased use of CAST which helped assess in more detail the capacity
needs going forward.

BAA told us that as a consequence of the above and informed by increased clarity on
airline future fleet plans, the resulting impact upon peak demand for facilities, notably
pier served stands, necessitated a rephasing of projects from Q6 into Q5.

The airlines we talked to during our consultation process had not yet had time to
reflect on the implications of the increase in capex but made the following comments;
Virgin told us that the proposed investment at Gatwick was biased toward North
Terminal investment and that the South Terminal needed significant investment to
improve customer experience and operational efficiency. easyJet and Virgin agreed,
however, that the most appropriate investment for capacity expansion was in the
North Terminal, where there was still scope to increase capacity. The oneworld
alliance supported the BA/LGW airlines passenger forecast figure of 38.2 million by
the end of Q4 as submitted in the joint JST/GAL submission to the CAA in July 2007
and told us that part of the increase in spend at Gatwick was driven by the need to
increase the capacity in the North Terminal to utilize the maximum space on the
runway and the maximum size of aircraft that can be operated. easyJet wondered
whether BAA had brought forward capex to compensate for the lower than expected
cost of capital assumptions put forward by the CAA. It said that the investment pro-
gramme was not sufficient to bring the South Terminal to the same standard as the
North Terminal.

Despite some divergence of views between BAA and the airline community, agree-

ment appeared to have been reached for projects representing £577.4—
£661.4 million (including savings) by July, as summarized in Table 16.
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TABLE 16 Q5 Gatwick capex: agreed projects and areas of debate
£ million, 2007/08 prices

Airlines (Phased
Airlines (no Pier Q5/Q6 Pier 7

GAL 7 development) development)

Agreed projects
Full North Terminal extension: check- 56.0 56.0 56.0

in
North Terminal refurbishment of 15 1.5 1.5

Immigration in existing footprint
Full North Terminal extension: reclaim 27.0 27.0 27.0

and arrivals concourse
Airline relocations 5.0 5.0 5.0
South Terminal baggage 97.0 97.0 97.0
North Terminal baggage sorter 12.4 12.4 12.4
North Terminal short term car parking 25.0 25.0 250
North West Zone 46.0 46.0 46.0
Stand reconfigurations 40.0 40.0 40.0
South Terminal check-in environment 18.0 18.0 18.0
South Terminal forecourt 49.0 49.0 49.0
Early bag store 11.2 11.2 11.2
Pier 4 segregation 0.9 0.9 0.9
Pier 3 segregation 22.4 22.4 22.4
South Terminal airside 10.0 10.0 10.0
Roadway improvements 10.0 10.0 10.0
Potential savings
South Terminal baggage factory 37.0 37.0 37.0
Pier 3 segregation 10.0-17.4 10.0-17.4 10.0-17.4
Allocate funds 200-230 200-230 200-230
Total agreed 577.4-661.4 577.4-661.4 577.4-661.4
Areas of debate
Pier 7 187.0 90.0
Pier 6 additional stands (West) 20.0 20.0
Pier 1 mothball 0.1
Pier 1 refurbishment 15.0 15.0
Pier 2 Gate lounge size 10.0 10.0
Total of debate areas 187.1 45.0 135.0
Total Q5 capex options 848.5 706.4 796.4

(to 779.7) (to 622.4) (to 712.4)

Source: BAA.

106. The July Constructive Engagement report suggested the following key differences
between the airlines and BAA:

o Pier service: BAA is proposing to invest £187 million in Pier 7 stands, with an
expected completion date of 2011, in order to maintain pier service levels above
the 90 per cent target. The airlines proposed an alternative, phased approach to
the development of Pier 7, with the enabling work for Pier 7 carried out in Q5 at a
cost of about £50 million and the main structure opening in Q6. Airlines believe
that new pier-served stands produce a lower return than similar projects at
Heathrow because congestion occurs only at peak times. The airlines favoured an
alternative approach focused on Pier 6: they believed that pier service levels could
be maintained by building two more Medium (M) stands,'® or one M stand and
one JX stand. The airlines also proposed refurbishing four stands on Pier 1 in
South Terminal (which BAA proposes to decommission) and investing £10 million

'®Stand specification designed to accommodate aircraft with a maximum length of 48 metres and/or maximum wingspan of
44 metres.
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in Pier 2. The airlines believed that the Q5 savings resulting from this different
approach were £95 million. BAA believed that due to the location of South
Terminal, there was little scope for increasing pier capacity in that terminal, and
that the airlines’ proposal of a staged North Terminal pier development over Q5
and Q6 was potentially inefficient in terms of capital investment and would not
deliver improved service levels. BAA disagreed that a small development on Pier
6 was sufficient to bring the level of pier service back to the SQR target.

e Sources of savings: the airlines believed that there were reductions to be made to
the risk allocation in the CIP of £50 million as the major projects at Gatwick would
use ‘BAA standard products’. The airlines believed that another major saving
would come from the proposed South Terminal ‘baggage factory’, thereby saving
£37 million. The airlines also believed that leasing, particularly of the interterminal
transit system, could result in £80 million savings. However, BAA told us that it
had considered this option and concluded that it was not viable.

¢ The airlines believed that they could not be satisfied about the viability of a project
without obtaining estimates of the expected commercial revenues from BAA, but
said that BAA had refused to share this information.

e A380: this has not been discussed, as no spend is planned for this in Q5. Costs
have been provisionally included in Q6. Airlines do not believe that such
provisions should be made unless there is a sound business case. No airlines
have announced plans to operate A380 aircraft at Gatwick.

o Capex efficiency: the airlines have asked for greater involvement in the early
project stages and greater transparency of risk measurement at Gatwick. BAA has
agreed to this. The airlines expressed the hope that the forthcoming work
commissioned by the CAA from Currie & Brown would clarify whether the 5 per
cent savings on historic costs had been achieved.

107. The CAA told us that the airlines supported the hybrid option involving the upgrade of
pier 6 and preparatory work on Pier 7 in Q5. This would bring the total Q5 Gatwick
capex to between £712.4 million and £796.4 million.

Currie & Brown report

108. In July 2007, the CAA commissioned Currie & Brown to review the elements of
BAA’s Gatwick programme where consensus had not yet been reached through
Constructive Engagement and provide advice on the efficiency'” and effectiveness of
the programme, in terms of scale, design, sequencing and timing of capital
investment.

109. Having reviewed two possible alternatives to the development of Pier 7 in Q5, ie the
addition of two gates to Pier 6 and the full build-out of Pier 6 in lieu of the Pier 7
initiative, Currie & Brown judged the development of Pier 7 in Q5 to be an optimal
solution providing maximum benefits in terms of capacity and passenger service
within the Q5 timeframe. Currie & Brown also noted that there were suggestions that
the airlines would be proposing alternative solutions to pier service quality levels by
reviewing the optimum distribution of traffic between terminals.

""Currie & Brown’s comments on efficiency are shown in paragraphs 116 to 127.
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Conclusions

110.

Given the airlines’ strong opposition to an increase of airport charges at Gatwick and
continuing uncertainty as to whether all possible alternatives to the development of
Pier 7 have been explored by BAA; given that in Q4, the capex programme was
significantly scaled down due to unforeseen changes in market conditions and given
that there remains much uncertainty in relation to the impact of Open Skies on future
traffic at Gatwick we decided to assume a £712 million capex programme (ie phased
Q5/Q6 Pier 7 development) in our model of Gatwick airport charges. Before making a
final decision, we recommend that the CAA should give full consideration to solutions
that the airlines may be proposing as alternatives to the building of Pier 7 in Q5.

Capex triggers

111.

The Constructive Engagement final report on Heathrow identified 18 triggers for
further consideration, as shown in Table 17.

TABLE 17 Potential triggers for Heathrow, summary updated 31 August 2007

Programme Project Milestone Date
Terminal 5 Phase 1 Commercial operation commences Apr 2008/09
Terminal 5 Satellite C Substantially complete* Q1 2010/11
Terminal 3 Integrated Baggage System Full system operating to agreed SLAt Q3 2012/13

(any bag to any chute)

Terminal 4 Check-in extension phase 2 Operational Q4 2009/10

HET Phase 1 Building weather-tight ?

HET Phase 1 Practical completion of construction Q12012/13

HET/MSCP MSCP East Substructure completed No programme

yet
Terminal 1 Facilities for non-aligned carrierst Operational Need to define
milestone

HET enabling Terminal 1 bmi Nose Building bmi occupation of new facility Q3 2008/09
Facility

Eastern Apron Mid-field Pier North Practical completion of construction Q4 2009/10

Eastern Apron Mid-field Pier Centre Practical completion of construction Q12012/13

Eastern Apron Passenger connectivity to Mid-field Practical completion of construction Q12012/13
Pier

Eastern Apron Outer midfield pier northern section Practical completion of construction Q4 2009/10

Eastern Apron Heathrow maintenance area Diversion of East Church Road Q4 2009/10
enabling work

Connectivity Terminal 5-Terminal 3—Terminal Terminal 5-Terminal 3 system Q12011/12
1/HET operational (first commercial bag)

Connectivity Terminal 5-Terminal 3—Terminal Terminal 3—-Terminal 1 system Q4 2011/12
1/HET operational (first commercial bag)

Connectivity Baggage connectivity HET to Enabling works (define) No programme
midfield pier yet

Connectivity Terminal 4-Terminal 1 Substantially complete Q4 2008/09

CTA masterplan

Airline moves

refurbishment
CTA—surface access strategy

JST to debate milestones

Need to define

milestone
Key airline moves milestones to be Need to define
selected by ARWG milestones

Source: Constructive Engagement final report on Heathrow (July 2007), updated by BAA 31 August 2007.

*Practical completion based on architect certification of work done.

tService level agreement. A form of agreement between BAA and individual airlines setting performance standards. These are

generally not legally binding.
FFurther definition required to identify specific infrastructure deliverables.

112.

The Constructive Engagement Joint Steering Team agreed that the number of
triggers should not exceed 20. In its September update to the CC BAA stated that:
attempts were made with the airlines to identify key milestones and that the aim was
to agree circa 10 triggers; that the dates, which were based on CIP 2007, were only
aspirational; that BAA and the airlines were considering appointing an independent
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113.

114.

arbiter to provide judgement as to the achievement of a trigger; and that BAA and the
airlines were discussing how these triggers should affect capex.

The Constructive Engagement report for Gatwick identified the following triggers,
proposed by the airlines:

full North Terminal extension check-in and reclaim delivered by June 2011 with a
‘best endeavour improvement target’ of Oct 2010;

South Terminal baggage system by Dec 2010;
North West Zone by June 2010;

Pier 1 refurbishment (date tba);

[<];

South Terminal forecourt/rail plaza (date tba); and

Pier 7 ground works by March 2012.

Little progress on developing these triggers appears to have been made since July
2007.

Capital efficiency

115.

The costs of construction projects are typically broken down into four separate
categories:

Base costs: the standard cost of manufacturing, assembling, delivering, installing
and commissioning the asset in normal working hours. This is also called the
clean cost.

Project-specific costs, which comprise location costs, ie costs associated with the
physical nature of the site; and specific operational costs, which in the case of a
BAA airport project'® includes: phasing, abnormal working hours, airside working,
airport safety and security, site logistics and revisions to BAA standards. '

Design and management costs (also called on-costs), which include, inter alia,
development management, design management, building control, project
management and commercial management.

Risk costs, for example design/development uncertainty, inflation risk, business
risks and construction risk.

Currie & Brown facility benchmarking review

116.

In 2004, IATA commissioned a review of the cost of delivering facilities at Heathrow

from Currie & Brown, a firm of construction consultants. The aim was to establish

benchmarks that could be used for these types of facilities. The analysis focused on
a small number of project types, which were considered to be particularly relevant for

"®The list of items to be included was agreed by BAA as part of the benchmark review carried out by Currie & Brown.
“Standard designs, standard components or standard products.
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117.

118.

119.

120.

121.

the forthcoming capital investment programme, both in terms of value and standard-
ization/repeatability of product. The projects chosen were:

e MSCP;

o pier facilities;

¢ international departures lounges (IDL);
e apron works/taxiways; and

e baggage systems.

Comparisons were sought for base costs. Because of their unique nature, project-
specific costs were excluded from the benchmarks. On-costs were included in the
benchmarks, but Currie & Brown stated that further work was required to provide a
clear split between BAA business costs and those costs which would normally be
included in projects and were directly comparable to the market. Risks were excluded
from the benchmarks and dealt with separately.

Currie & Brown reached the following general conclusions in relation to each
category of cost.

Benchmarks for base costs could be set for MSCP, pier facilities and apron works,
but it was difficult to establish benchmarks for the IDL and baggage systems. Currie
& Brown considered that where benchmarks had been agreed, they represented a
transparent basis for cost targeting; demonstrated, in some instances, a real meas-
ure of performance against the market, particularly MSCPs and pavement works;
were generally set at realistic levels for base costs, which should be a focus for
continuous improvement over time; and represented a real improvement on recent
past performance.

On-costs varied considerably from 15 to 42 per cent and it had been very difficult to
establish benchmarks. Currie & Brown noted that there was a potential for design
costs to overlap with base costs, depending on the chosen procurement route. Currie
& Brown added that further work was required to provide a clear split between BAA
business costs and those costs which would normally be included in projects and
were directly comparable to the market.

Currie & Brown noted that whilst establishing benchmarks for on-costs was very
difficult, BAA was nevertheless looking at applying the following specific ranges
(each including a common charge of 3 to 5 per cent) to future CIPs.

TABLE 18 Proposed on-cost ranges

% of base and
project-specific costs

Terminals 20-25
Pier and satellites 15-20
MSCP 13-18
Pavement and infrastructure 12-17

Source: Currie & Brown.

122.

Currie & Brown was of the view that benchmark targets should be at or around the
bottom end of this series of ranges and that any movement beyond this should be

justified in the context of project complexity and project specifics. The consultants
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123.

124.

125.

126.

concluded that against external benchmarks, on-costs per project were typically 1 to
2 per cent higher on a like-for-like basis.

Project-specific costs were very high due to the challenges posed in working with
existing assets in an operational environment, but also because of the airlines’ desire
to have as little disruption as possible. Currie & Brown recommended increased
consistency in identifying and capturing these costs. Currie & Brown also identified
the risk that the application of benchmarks to base costs would result in the shifting
of costs to the project specifics category and recommended that the need for these
costs be interrogated and explained to the airline community on a project-by-project
basis.

In line with other organizations, BAA’s approach to risk allocation to a given project
involves the gradual reduction of the allocation over time, as greater certainty in the
outcome of the project emerges. The risk allowance of 25 per cent made by BAA at
the planning stage of the projects was considered by Currie & Brown to be in line
with peer groups, but Currie & Brown commented that experience showed that risks
of 25 per cent were rarely, if ever, realized. Currie & Brown noted that it should be
possible to review this on a facility-by-facility basis, allocate risk more rigorously in
the light of the benchmarking exercise and increase focus on standardization. For
example, Currie & Brown believed that the risk allowance at the options development
stage could be reduced following the detailed analysis carried out during the
benchmarking exercise for pier products. Currie & Brown also suggested that a
further refinement of the current approach to risk management would be to reduce
the amount of risk held at project level and retain funds at a portfolio level.

Currie & Brown also reviewed BAA’s framework supplier rates and concluded that
some were competitive but others less so.

Turning to each facility benchmark that was reviewed, Currie & Brown concluded
that:

e The MSCP facility benchmark base costs of £8,948/space were considered to
represent good value for money, but the on-costs of £1,342 or 15 per cent of base
costs were considered high. There was no clear reason for uplifting the design
and management costs from the levels of 10 per cent which had been achieved at
the comparator airport (Edinburgh).

e The pier facility benchmark base level was set at a level that compared well with
historical performance and external benchmarks and showed a reduction of
around 10 per cent against previous figures. It was considered to represent good
value for money, although the rates for preliminaries within Mechanical &
Electrical costs appeared to be generous at 28 per cent and a more challenging
target should be 20 per cent. Currie & Brown was unsure whether on-costs of
18 per cent were appropriate given the environment at Heathrow.

e The apron works benchmark base levels, at around £180/m? for traditional
construction and £150/m? for crack and seat technology, represented reasonable
value, but on-costs remained an area of concern that would need further
discussion.

o The IDL facility benchmark base cost of £1,515/m? was considered to represent
value for money, but because of the high level of risk and project specific costs,
Currie & Brown had reservations over the potential application of the benchmark
within the context of the future CIP.
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o Whilst not able to benchmark baggage systems as such but having reviewed
BAA'’s approach to procurement, Currie & Brown concluded that BAA’s approach
had improved and that better value was obtained as a result.

Currie & Brown noted that a significant amount of change was taking place in BAA’s
approach to the management of project costs, including the introduction of better
processes and the injection of a greater degree of commercial rigour. However,
Currie & Brown believed that if the facility benchmarks as reviewed by its study were
reflected in the 2006 CIP, then the improvements identified should equate to about
5 per cent against historical data. Similarly a more detailed review of on-costs should
generate some benefits, particularly if greater use was made of standardized
products. Currie & Brown recognized that it would be difficult to predict precisely what
the benefit might be but believed conservatively that a reduction of between 1 and
2 per cent of the CIP was a realistic target.

Application of the findings by BAA

128.

129.

130.

BAA told us that the 2006 CIP was costed on the basis of the facility benchmarks (for
base costs) reviewed by Currie & Brown and that for the 2007 CIP, it had further
developed the range of facility benchmarks, adopted common facility benchmarks
and allowances across the investment programme and made adjustments to reflect
regional economics and project complexity. BAA told us that it had carried out an
internal review, which showed that 87 per cent of Heathrow’s CIP 2007 projects and
51 per cent of Gatwick CIP 2007 projects in value terms had gone through a process
of assurance to ensure application of the agreed benchmarks.

BAA stated that the application of these benchmarks across its Q5 capital investment
programme represented an improvement of about 5 per cent in historical capital
efficiency. It is, however, not possible to establish the size of the improvement as the
make-up of the CIP changes considerably from one year to the next and construction
inflation assumptions add to the difficulty in tracking costs over time. In their report to
the CAA, Currie & Brown also relayed that they had received no evidence that
demonstrated that these savings had been achieved. Currie & Brown noted that the
mere application of benchmarks did not in itself reduce costs but should be tested in
relation to the final out-turn cost of projects.

Based on Currie & Brown’s analysis and recommendations, BAA has developed its
own methodology for on-costs. This approach is meant to reflect the type, complexity
and impact of geographic location on each facility type. BAA stated that the rates
applied were at the bottom of the norm ranges (as presented in the Currie & Brown
report) for standard projects and the mid-point for complex projects.

TABLE 19 BAA CIP 2006 and CIP 2007 on-cost assumptions

per cent of base and project specific costs

Standard  Complex

project project Heathrow Gatwick
Terminals 20 23 19 20
Piers and satellites 15 18 17 16
MSCP 13 16 18 18
Pavement and infrastructure 12 15 15 14
All projects 18 17

Source: BAA, CC analysis.
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132.

133.

134.

BAA told us that a more efficient use of supplier services over the last 18 months had
resulted in lower on-costs. Average on-costs have gone down from 19 per cent in the
2005 CIP to 17 per cent in the 2007 CIP for Heathrow projects and from 22 to 17 per
cent for Gatwick projects.

In relation to project-specific costs, BAA has used the common set of definitions
agreed with Currie & Brown in order to capture such costs and grouped those under
clearly identifiable headings to ensure that costs are applied consistently across all
projects.

As for risk management, BAA told us that it had implemented the following actions in
response to the Currie & Brown and Scott Wilson reports:°

¢ utilized an updated and consistent approach to the application of risk provisions
within the capital planning process;

¢ appointed a dedicated capital projects risk manager;
¢ developed and implemented an enhanced approach to risk management;

¢ established a process whereby allowances for risk can be attributed to actual risk
affecting an individual project; and

e developed an efficient mechanism for holding monies for risk at portfolio level.
This has, however, not been implemented in CIP 2007.

BAA continues to apply a risk provision allocation of 25 per cent of the combined total
of base, project-specific and on-costs at the outset of the project and which is
reduced over the course of the project to reflect increased certainty of outcome. The
risk allowance is constructed as follows.

TABLE 20 BAA'’s current risk allowances

% of base, project-
specific and on-costs

Design development 10

Contingency 10

Risk 5

Total 25

Source: BAA.

Observations

135. We analysed the Cost Advisory Sheets for all Heathrow and Gatwick projects over

136.

£10 million and made the following observations.

Benchmarks for base costs have been inflated by various rates since 2006. BAA told
us that benchmark rates for base costs had generally been inflated from year to year,
using EC Harris (ECH) National Tender Price Indices. The benchmark costs were
consequently 4.1 per cent higher in the CIP 2007 than in 2006. In relation to this, we
note that, after a peak in 2005/06 construction inflation slowed down significantly in

®Report on the efficiency of BAA’s programme for the developing the use of the current single runway at Stansted, prepared by
Scott Wilson for the CAA.
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138.

139.

140.

141.

2006/07 and that commercial building output price inflation has generally been lower
than RPI.

We also note that the benchmark cost per m? used for the HET terminal building has
increased from £3,019 in the April CIP to £3,201 in the July CIP. This constitutes a
6 per cent increase. BAA told us that this was due to the dynamic state of the design
process, but we are unclear why this would affect the benchmark base cost per m?.

The cost advisory sheet for Terminal 5 phase 2 (£292 million) suggests that
benchmarks have not been applied to this project. BAA told us that this was because
the project was now at a stage beyond the direct use of standard BAA benchmark
rates and that the base costs summarized in the cost advisory sheet was developed
from the pricing of detailed designs and related directly to other Terminal 5
components.

BAA told us that inconsistency in the benchmark rates may appear in that the core
base cost benchmarks are adjusted by a ‘Location Factor’ which is designed to
reflect the impact of regional location on construction prices.

In their September 2007 report to the CAA, Currie & Brown observed that the
following projects had excessive project-specific costs:

e In relation to the Heathrow: Hold Baggage Screening VIVID Replacement
Programme, and A380 Southern Taxi Roads (West) and Overlay Runways.

¢ In relation to Gatwick: Stand Reconfiguration for Larger Aircraft, South Terminal
Departure Lounge Capacity and Enabling works for Fleet Change.

We also observed that on-costs were generally high and did not appear to have been
applied consistently across BAA'’s projects:

o Commenting on BAA'’s proposed MSCP benchmark in their 2004 report, Currie &
Brown considered that on-costs of 15 per cent of base costs were high and that
the reason for uplifting the design and management costs from the level achieved
at Edinburgh (10.93 per cent) needed to be explained, as the advantages of a
standardized product did not appear to be realized. It is unclear why the level of
on-costs applied to MSCPs in Gatwick and Heathrow’s CIP 2007 is even higher at
18 per cent (BAA told us that this is due to the operational complexity of Heathrow
and Gatwick).

e In 2004 Currie & Brown had also commented that on-costs of 18 per cent for piers
and satellites were high, but considered that this might be a reflection of the
complex operational environment in which these piers are likely to be constructed.
We note that this has been reduced by 1 per cent at Heathrow and 2 per cent at
Gatwick.

o On-costs for baggage systems appear to range between 19 and 23 per cent.
Currie & Brown did not review on-costs for these types of investment, but
commented that the three key suppliers provided full design, management,
procurement and installation service and that a key part of the process had been a
move towards standardization of equipment and systems. BAA told us that the
high level of on-cost was due to their installation in operationally live ‘airside’
conditions.

e The on-costs allocated to some pavement and infrastructure projects appear to be
higher than the upper bound allowances set by BAA, eg for Heathrow: A380
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143.

144.

145.

146.

Southern Taxiroads West (16 per cent), South East Taxiways (18 per cent), T1
Eastern Apron Airside Road and Taxi Lane Underpass (18 per cent), Eastern
Apron mid-stands and taxi lanes (18 per cent), Midfield Pier NW Stands and
Taxilanes (18 per cent), Midfield Pier NE Stands and Taxilanes (18 per cent),
Midfield Pier SW Stands and Taxilanes (18 per cent), North East Taxiways (16 per
cent), T4 JX Stands phase 2 (20 per cent). BAA commented that this was due to
the need to build in ‘live airside’ environments. We accept that this could bring
these costs towards the upper end of the relevant on-cost range, but do not
accept that this is a sufficient explanation for applying a rate higher than BAA’s
own upper boundaries.

e The high level of on-costs for other types of projects may also require some
justification to the airlines, eg for Heathrow: Eastern Apron VCR (23 per cent),
HBS Vivid replacement programme (21 per cent), IT major projects (18 per cent),
T3 CIP lounge developments (23 per cent), T4 refurbishment (21 per cent) and
Utilities Infrastructure Upgrade (24 per cent). Again BAA pointed to the difficulties
of implementing these projects in live environment situations.

In their report to the CAA, Currie & Brown also identified some inconsistencies.

We note that in 2004 Currie & Brown was of the view that BAA's 25 per cent risk
allocation across all projects could be reduced, as benchmarking should lead to the
reduction of risk. A risk allowance of 25 per cent is nevertheless still applied by BAA
across most projects and in their latest report to the CAA, Currie & Brown stated that
it was not possible to ascertain whether the allowances were realistic or not due to
lack of information. Currie & Brown added that potential Scope Change was identified
as a risk that did not appear reasonable, as the budgetary allowances should relate
to specified scopes of work.

We note that some of the new projects introduced to the CIP since April have
significantly lower risk allowances (eg jetty provision, stands and taxilane). This sug-
gests that a review of the risk allowances project by project could lead to significant
savings.

We conclude that BAA has not satisfactorily demonstrated that its implementation of
benchmarks has delivered a 5 per cent reduction in costs against historical
performance.

We are also of the view that BAA should carry out audits of projects post-completion
and that such audits should clearly identify the size of the contingency used for the
project and the circumstances under which the contingency was called upon. Holding
contingency monies at portfolio level and putting in place controls over access to
such funds is a first step in this direction.

Construction inflation

147.

Construction inflation was not reviewed in detail by the CC in 2002 and the CC
adopted BAA’s assumptions. The CAA applied the following assumptions in its
model:

e RPI+1 for years 2002/03, 2003/04 and 2004/05;

o RPI for years 2005/06 to 2007/08; and

¢ RPI was assumed to run at 2.5 per cent a year.
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BAA’s submission

148.

149.

150.

151.

152.

153.

In its submission to the CC, BAA put forward of the following arguments in support of
a construction inflation assumption of RPI+2.

It argued that at the last regulatory review the exogenous nature of construction
inflation had been recognized. An allowance for a construction inflation-related ‘uplift’
had subsequently been incorporated into the agreement and the capex programme
was inflated by RPI+1 for years 2002/03 to 2004/05 and RPI for years 2006/07 and
2007/08.

BAA added that over the last five years construction inflation had been well above
the inflation allowance of RPI+1 that had been agreed at the outset of Q4, as
illustrated by COPI. The construction price inflation assumption built into the model at
the outset of Q4 had cost BAA £300 million.

Inflation in the construction industry was increasingly more volatile than general
inflation. Based on observed output prices since 2000, BAA believed that there was a
structural change in what had previously been a relatively steady relationship
between RPI and construction price inflation.

BAA argued that inflationary pressure tended to be more pronounced in the South-
East of England where construction activity was greatest.

Based on the following construction forecasts provided by ECH and Davis Langdon
(DL), BAA believed that the following allowance would be conservative: RPI+1 for the
remainder of the Q4 period and RPI+2 for Q5.

TABLE 21 Construction inflation forecasts put forward by BAA

Year

2007
2008
2009
2010
2011
2012

per cent
ECH DL BAA Q5
forecast  forecast RPI allowance
5.0 6.1 2.9 3.9
5.0 6.1 2.6 4.6
4.9 6.3 2.7 4.7
4.8 6.0 2.5 4.5
4.8 5.9 2.5 4.5
53 5.5 2.5 4.5

Source: BAA’s submission to the CC.

154.

We note that:

¢ BAA has not provided any evidence that its suppliers were able to negotiate price
increases above RPI over Q4. Its allegation that the construction price inflation
assumption built into the Q4 settlement cost it £300 million was derived from
applying general construction price inflation to BAA’'s programme. As demon-
strated in paragraphs 160 and 161 below this may have overstated the inflationary
pressures BAA was under during Q4.

o Both ECH and DL forecast tender price indices (TPIs) rather than out-turn prices.
There is a time lag between the two. The latter is more representative of what
customers actually pay. In addition, both firms and DBERR told us that TPIs did
not capture adequately prices paid in the context of framework agreements.
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o DL'’s forecast is for buildings only and can therefore not be fully representative of
BAA’s construction activities which involve an element of civil engineering work.
ECH’s forecast is a blend of buildings and infrastructure forecasts.

o ECH'’s forecast for BAA is an average of forecasts from various firms, regardless
of the methodology used by each firm or the particular type of construction
inflation that the forecasts attempt to measure. Both ECH and DL told us that their
forecasts were based on surveys of opinions rather than econometric models.

We also note that Currie & Brown in its reports to the CAA commented that inflation-
ary and programme delay risks were perceived to be most likely in the period 2010 to
2011 and early part of 2012 due to the concurrency of the London 2012 Olympic
construction programme with other major private and public sector programmes
during the same period. Currie & Brown, however, also noted that the UK construc-
tion industry was mature and resilient enough to respond to peaks of demand
provided that suppliers and manufacturers were able to plan well ahead and did not
get late unplanned demand from construction clients. Currie & Brown added that it
was important that robust operational and construction plans were prepared as early
as possible to mitigate potential industry implications arising from late client decisions
and project approvals. We are of the view that in deciding on the appropriate level of
construction inflation risk to build into its model of airport charges, the CAA should
assume that BAA is putting in place sufficiently robust plans to avoid late project
approvals and related inflationary pressures.

Historic trends in construction inflation

156.

157.

158.

159.

There are two categories of construction price inflation measures.*’

TPIls measure the movement of prices in competitive tenders for building contracts.
They include contractors’ overheads and profit and the real costs of labour, plant and
materials that the contractor is seeking to recover through the tender. DBERR pro-
duces TPIs for the public sector and road construction. The Building Cost Information
Service? (BCIS) produces a large number of TPIs across both the public and private
sector. DL produces a general building TPI. ECH produces both general building and
civil engineering indices. Other firms of quantity surveyors also produce TPlIs.

DBERR and BCIS produce indices that measure the movement of prices of
construction work being carried out, and are derived by lagging the trends of TPIs.
DBERR produces a COPI for infrastructure work which encompasses the utilities-
and transport-related construction activities, including all types of airport construction
activities (ie building and non-building).

Construction output price inflation, as measured by COPI and RPI, follow a broadly
similar pattern, although COPI is significantly more volatile.

#"There are also indices measuring the costs of construction, but we do not propose to review these in detail. Cost drivers are
discussed, however, in the context of construction price forecasts.
#BCIS Ltd, a subsidiary of the Royal Institute of Chartered Surveyors.
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FIGURE 1

Long-term trends in construction inflation and RPI
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Source: DBERR, ONS, CC analysis.

160. Over recent years, construction price inflation has been significantly more
pronounced for housing projects than for commercial and infrastructure projects.
Housing price inflation appears to have been the main driver behind the change in
the construction inflation trend identified by BAA in its submission.
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FIGURE 2

Trends in construction output price indices for different types
of construction projects
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161. Particularly due to the impact of the housing sector inflation on the general COPI
over the last five years, we consider it more appropriate to measure the inflationary
pressures that BAA is under by analysing trends in the infrastructure COPI and the
commercial building COPI. We consider that although the infrastructure COPI (as
measured by DBERR) captures all categories of airport investment including building,
it may be biased towards civil engineering projects (due to the inclusion of sectors
such as water, railways, harbours, road and electricity in the DBERR index) to be
fully representative of BAA’s construction activities. Between 2002 and 2006, infra-
structure output prices and commercial output prices in Greater London have grown
at annual rates of 3.4 per cent and 2 per cent® respectively.

162. Our analysis of DBERR data shows that over the long term (ie 20 years),
construction inflation for both infrastructure and private commercial buildings has
grown at a rate below RPI.

Bgource: Experian.
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FIGURE 3

RPI and construction output price inflation, 20-year trendlines
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Source: DBERR, ONS, CC analysis.

163. Excluding the downturn of the late 1980s, the infrastructure COPI has exceeded RPI
by 0.8 per cent and the commercial building COPI has exceeded RPI by 0.5 per cent.
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FIGURE 4

RPI and construction output price inflation, 14-year trendlines
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164. Although the infrastructure and private commercial COPIs have been volatile over
the last five years, they have not been more so than in previous quinquennia. Based
on past trends alone, there is little reason to believe that private commercial and
infrastructure COPIs will consistently grow faster than RPI over the next quin-

quennium.
FIGURE 5
RPI and relevant COPIs, 1994 to 2007
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Forecasts

165.

166.

167.

168.

169.

ECH commented that there were a number of very sound reasons for thinking that
construction inflation would continue to rise at a pace faster than retail price inflation:

e continued shortages of skilled workers as fewer school leavers sign up for
apprenticeship courses and older skilled workers retire;

o possibility that construction workers currently in the UK from Eastern European
countries may return home as the economies of those countries pick up;

¢ continued high levels of demand for construction materials from China and India;

e continued targets for inflation in the economy, compared with little control over
inflation in the construction sector;

o continued requirements around health and safety, likely to push up contractors’
costs;

¢ changes in building regulations, fire safety, energy performance and the 2008
planning gain supplement will involve changes to comply with the new legislation,
pushing up costs through changes in building design;

¢ the landfill tax to rise by £8 per tonne each year from 2008 to 2011, while further
legislation around green issues and the environment can be expected to create a
knock-on effect on costs;

¢ the ‘Olympics effect’ providing a catalyst for the regeneration of large parts of East
London; and

e development of the Thames Gateway will see the creation of 230,000 jobs and
construction of 120,000 homes with the appropriate health, education and infra-
structure, including two possible Thames bridges by 2016.

We commissioned Experian® to advise us on likely inflation trends over the next five
years, using the econometric model it had developed for the Office of Government
Commerce (OGC) in 2005.?° BAA welcomed the appointment of Experian by the CC.

Experian was of the opinion that output prices provided a better measure of inflation
of the actual cost of construction than tender prices because they equated to actual
rather than forecast, costs, which was important given the range of uncertainties in
the construction process. The particularly wide scope of the DBERR output survey
meant that it was more likely to be representative of the industry as a whole than
surveys carried out by other companies, eg ECH, DL and BCIS.

The model developed by Experian for OGC provides forecasts based on wage levels
determined by labour supply and demand; materials prices determined by costs and
energy prices; and mark-ups determined by output levels.

Experian told us that international inward migration would continue to constrain wage
increases in unskilled labour, but that wages for skilled labour was likely to rise more
strongly as the industry contends with shortages in some occupations. Experian

*Experian acquired Business Strategies Ltd and its subsidiary, Construction Forecasting and Research in July 2002.
%2005-2015 Construction Demand/Capacity Study, June 20086.
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believed that the global market for professional construction labour would to some
extent limit the inflationary impact of this shortage. Material costs increases were
forecast to moderate as demand from China and India stabilized. In addition both
countries were also expecting to increase their export offering of raw materials.

170. In terms of construction output, Experian told us that the UK industry was expected to
perform strongly over most of the forecast period and that increased activity in the
infrastructure sector would be one of the main drivers of industry growth. Commercial
output was initially expected to enjoy boom-like conditions but post-2012 the sector
was likely to experience something of a post-Olympics hangover.

171. Based on its model and the latest data available to Experian on the various drivers,
Experian derived the following forecasts for output price inflation in Greater London.

TABLE 22 Greater London construction output price inflation forecasts

Annual % change, real terms

2006 2007 2008 2009 2010 2011 2012
Actual Forecast Forecast  Forecast Forecast Forecast Forecast
Infrastructure 4.6 8.5 5.6 1.2 0.2 0 1
Commercial 0.3 7.2 6.8 0.9 0.6 -0.2 24
New work 1.7 7.4 6.4 1.9 1.6 0.8 0.1

Source: OGC, Experian.

172. This translates into compound annual growth rates of 2.7 per cent for infrastructure
inflation and 2.1 per cent for commercial building inflation until the end of 2012; and
compound annual growth rates of 3.1 per cent and 3.0 per cent respectively until the
end of 2011.

173. In order to test the reliability of these forecasts, we asked Experian to compare its
2006 forecasts to actual inflation.?® The analysis showed that the forecasts and his-
torical data had been close for each of the construction sectors modelled by
Experian, with the exception of private housing. Across sectors, Experian’s inflation
forecast was 0.5 per cent below actual inflation, which Experian considered to be a
good level of accuracy from the model.

174. Experian told us that the main risks to its forecasts were on the upside. Upside risks
to materials prices included another major increase in oil prices and strengthening
rather than slowing demand for construction materials from China. In terms of labour,
with EU structural funds and other foreign direct investment pouring into eastern
European countries there was the threat that eastern European workers would
choose not to enter the UK construction industry or even decide to exit from it in
favour of working closer to home. Downside risks included a collapse of the Greater
London offices market.

175. BAA was very critical of Experian’s analysis: it questioned the quality of the
methodology and underlying assumptions used by the company and criticized the
report for reaching conclusions that were so at odds with the prevailing view of
companies working in the construction industry and the forecasts that the industry
was itself actually using. BAA alleged that the model relied on only one year of data
and was therefore not robust and contrasted this with ‘established and recognised

%As the model is relatively recent, there is only one set of forecasts that can be compared with actual historic data.
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indices, developed by construction specialists’, referring to the TPl forecasts
discussed in paragraphs 153 and 154 above. In particular, BAA commented that
quantity surveyors, unlike Experian, were aware of large projects in the pipeline
which clients were planning but which were not in the public domain and on which
project teams had signed up to confidentiality agreements. BAA added that the
model could not take into account that only a limited number of contractors could
undertake large, complex projects, such as the ones commissioned by BAA. BAA
also considered that Experian had underplayed the potential impact of risks and that
therefore the company’s forecasts were at the low end of possible outcomes. BAA
also criticized the use of DBERR data as not being wholly reflective of the construc-
tion industry due to the exclusion of certain elements of cost, ie subcontractors, archi-
tects and consultant fees, which, according to BAA, can equate to anything up to
about 70 per cent of a typical construction project.

Taking in turn each of BAA’s criticisms, we made the following observations:

o Experian has significant credentials in construction forecasting: Construction
Forecasting and Research Ltd was established 15 years ago to continue the work
of the Construction Department of the National Economic Development Office
when the Government disbanded the organization. It was later acquired by
Business Strategies, an economic consultancy specializing in economic forecast-
ing and subsequently Experian. Experian’s client base includes ConstructionSkills,
the Royal Institute of Chartered Surveyors, the Bank of England, DL and ECH,
among others.

o Many of BAA’s criticisms of Experian’s methodology suggest that BAA may have
misunderstood Experian’s model: BAA focused on three individual factors
(demand, shortage of skills, materials prices) and questioned why each variable
did not have a larger effect on the output, ignoring the fact that the output would
be the result of the interaction between these variables and other ones (as
described by Experian in their report to the CC) and that there would therefore be
no direct and simple correlation between changes in one variable and the model’s
output.

o Experian told us that its model had been tested over longer periods than one year.
The analysis of 2006 data requested by the CC provided a genuine forecast
evaluation rather than simple statistical evaluation, and thus provided an
additional test of the model’s robustness.

e By contrast, when we asked ECH and DL for a comparison of their forecasts to
out-turn costs, DL told us that they had never carried out such an analysis and
ECH told us that out-turn costs had in the past diverged from their forecasts
significantly. Both firms told us that their forecasts were arrived at, not using
econometric modelling, but through surveys of their surveyors’ views, from which
the companies derived a consensus forecast. ECH told us that there was often a
wide disparity at the start of the discussions.

o We also noted an academic paper produced by Glasgow Caledonian University
on the accuracy of TPI forecasts: the researchers tested the forecast accuracy of
the BCIS index, which they described as the most popular index for UK
professional users due to its breadth of coverage in the marketplace. They
concluded that: ‘the TPI forecast produced by the BCIS is generally overoptimistic
[ie an overestimation of inflationary trends], leading to systematic forecast error. A
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naive model, in which the value of the TPI in a quarter before the current one is
assumed to be the forecasts for the current period and over “the next eight
quarters, has better prediction accuracy...”.?” The researchers noted that organiz-
ations in the industry responsible for construction price level forecasts depended
mainly on judgement and professional experience and that quantity surveyors, the
industry’s custodians of construction price information lacked forecasting tools.
Based on the conversation we had with ECH and DL, we have no reason to
believe that the approach taken to TPI forecasting has changed since this study
was carried out.

¢ Quantity surveyors’ knowledge of their clients’ planned large projects give them an
indication of their own future workload, not of demand across the UK overall.
Since they are not able to disclose this information due to confidentiality agree-
ments, it is unclear how this knowledge can be used to derive a collective view of
future demand. Incidentally, we also understand that Experian has access to
confidential information from OGC’s stakeholders and is able to build into its
model the latest plans of government departments (eg the DfT).

¢ In relation to BAA’'s comment that only a limited number of firms have the expert-
ise to deliver large scale projects, we note that nine firms from across Europe
(Laing O’ Rourke, Balfour Beatty, Ferrovial, Carillion, Skanska, Taylor Woodrow,
Costain, Morgan Ashurst and Mace) have bid to sign framework agreements for
Heathrow. We consider that this level of interest by suppliers should ensure that
BAA is able to negotiate favourable terms, including in relation to construction
inflation.

o Experian had clearly stated in their report to us that there were more risks on the
upside than on the downside and quantified the impact each risk would have on
construction inflation, leaving it to the CC and the CAA to decide whether to take
into account these risks in the context of the review of airport charges. Recogniz-
ing that it could not foresee the future perfectly, Experian carried out a number of
scenarios for the CC but was of the view that the base forecasts (presented in
Table 22) were the most likely outcome.

e ECH and DL appeared to attach a high probability to each of these risks
materializing and cumulatively resulting in sustained levels of construction inflation
over the next five years. This suggests that the forecasts may be at the very high
end of possible outcomes and is consistent with the research carried out by
Glasgow Caledonian University.

¢ Since DBERR’s COPI is the official measure of output price inflation in the
construction industry and in the absence of evidence from BAA that TPIs would be
a more appropriate measure for its specific construction output, we do not con-
sider it appropriate to use TPI forecasts instead of COPI forecasts. We note that
historically TPIs have been on average 1.5 percentage points higher than
DBERR'’s general COPI.? TPI forecasts could therefore be expected to be 1.5
percentage points above COPI forecasts.

e Experian recognized that its forecasts covered broad categories of output price
inflation and acknowledged that there were limitations in applying these forecasts
specifically to BAA’s programme. To illustrate this point, Experian noted that BAA

ZConstruction Management and Economics (1995): The Accuracy and optimal linear correction of UK construction tender price
index forecasts.
%according to Experian’s analysis.
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177.

had opted to pay a premium to attract good quality labour in the past and should
the Olympic Delivery Authority and Transport for London adopt a similar policy,
the labour premium BAA pays could be inflated, but in the absence of more
information on BAA’s approach to supply chain management and historical cost
profile, Experian was not able to take a view on this matter. We note that similarly
other BAA policies (eg the use of framework agreements) and BAA'’s position as a
large ongoing customer of construction services may reduce the inflationary risk
affecting its capex programme to below normal market levels. In any event, this
issue applies equally to the general forecasts ECH and DL provided to BAA.

o Experian told us that BAA’s criticisms of DBERR’s output survey were largely
without foundation:

— The value of work done by subcontractors of any type is indirectly included in
DBERR'’s survey, the lead contractor reports the full value of the project that is
billable to the client. This includes the value of any payments made to labour
only sub-contractors. Sub-contractors do not report prices to DBERR in order
to avoid double counting.

— Architects and consultant fees are not included in the DBERR survey but
Experian’s review of the Construction Industry Council’s three Construction
Professional Services surveys suggests that inflation on the professional side
broadly mirrors inflation in the contracting side as can reasonably be expected.

Finally, Figure 6 below illustrates that the two sets of forecasts (ECH and DL) put
forward by BAA appear overoptimistic (the sustained level of inflation that they are
suggesting would be unprecedented since construction price data started to be
collected in 1981), whereas Experian’s forecasts look plausible.
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FIGURE 6

Construction inflation (historic and forecasts)
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We therefore conclude that Experian’s forecasts and scenarios provide a better tool
for the CAA to establish a reasonable level of construction inflation to build into its
model than quantity surveyors’ TPI forecasts. Given the company’s credentials in
construction forecasting and the company’s description of its methodology, we have
no reason to doubt the quality of its model and related output but recognize that
modelling should be regarded as a tool for decision-making rather than an accurate
predictor of the future. Although we agree with Experian that TPIs provide a useful
indicator of current prices, we have reservations about quantity surveyors’ approach
to price forecasting and in the absence of further evidence from BAA, we remain of
the view that such forecasts are likely to be positively biased.

Experian’s scenario analysis

179.

Experian explored the impact of what it considered to be the three main risks facing
the construction industry in the near future: the bringing forward of Crossrail to 2008,
the net outflow of the East European workers (assuming that 6,000 workers com-
pounded each year to a maximum of 30,000 workers leaving the construction
industry in the UK from 2008 onwards) and a 10 per cent increase in materials prices
per year between 2008 and 2011. Table 23 shows that taken individually, these risks
could increase the annual infrastructure inflation until 2012 by 0.1 to 0.4 per cent. If
one assumed that all risks materialized, the worse case scenario would result in an
increase in the annual inflation rate of 0.4 per cent.
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TABLE 23 Impact of Experian's scenarios on infrastructure inflation

per cent

6-year COPI-RPI
2007 2008 2009 2010 2011 2012 CAGR differential

Base case 8.5 5.6 1.2 0.2 0.0 1.0 2.7 0.1
Crossrail scenario 8.5 5.7 1.3 0.3 0.3 1.3 2.8 0.2
Outflow scenario 8.5 5.8 1.5 0.6 0.4 1.3 3.0 0.4
Materials scenario 8.5 59 1.6 0.6 0.7 1.7 3.1 0.5
Worst case scenario 8.5 5.9 1.6 0.6 0.7 1.6 3.1 0.5

Source: OGC, Experian, CC analysis.

Note: RPI assumptions: 2.85% in 2007; 2.63% in 2008; 2.70% in 2009 and 2.50% in the following years.

180.

Table 24 shows that taken individually, these risks could increase the annual
commercial building inflation until 2012 by 0.1 to 0.3 per cent. If one assumed that all
risks materialized, the worse case scenario would result in an increase in the annual
inflation rate of 0.3 per cent.

TABLE 24 Impact of Experian’s scenarios on commercial building inflation

per cent

6-year COPI-RPI
2007 2008 2009 2010 2011 2012 CAGR Differential

Base case 7.2 6.8 0.9 0.6 -0.2 —2.4 21 -0.5
Crossrail scenario 7.2 6.8 1.0 0.6 -0.1 2.1 2.2 -0.4
Outflow scenario 7.2 6.9 1.2 1.0 0.2 -2.1 2.4 -0.3
Materials scenario 7.2 6.9 1.3 1.0 0.3 -1.8 2.4 -0.2
Worst case scenario 7.2 7.0 1.3 1.0 0.3 -1.8 24 -0.2

Source: OGC, Experian, CC analysis.

Note: RPI assumptions: 2.85% in 2007; 2.63% in 2008; 2.70% in 2009 and 2.50% in the following years.

181.

182.

BAA’s capex programme for Q5 involves more investment on the building and
refurbishment of terminals and piers, than pure infrastructure work (eg taxilanes,
stand reconfiguration or roadway improvements). In addition, large elements of the
programme, such as investment in IT and baggage systems, are unaffected by
developments in the construction industry. Our analysis of BAA’s capex programme
across Heathrow and Gatwick shows that 48 per cent of it is for general building
construction; 16 per cent is for infrastructure and the balance for non-construction-
related capex. We asked Experian to use this information to derive a construction
inflation forecast, which reflects BAA’s capex mix. We have used this analysis as
another piece of evidence in our review of construction inflation and do not regard
this as an accurate forecast of the inflation pressures BAA is under.

Table 25 shows that taken individually, these risks could increase construction
inflation relating to BAA’s mix of construction activities until 2012 by 0.1 to 0.2 per
cent. If one assumed that all risks materialized, the worse case scenario would result
in an increase in the annual inflation rate of 0.2 per cent.
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TABLE 25 Impact of Experian's scenarios on BAA's COPI

per cent

6-year COPI-RPI
2007 2008 2009 2010 2011 2012 CAGR Differential

Base case 59 5.1 1.6 1.2 0.8 -0.1 2.4 -0.2
Crossrail scenario 59 5.1 1.7 1.3 0.9 0.1 2.5 -0.1
Outflow scenario 5.9 5.2 1.8 1.5 1.1 0.2 2.6 0.0
Materials scenario 59 5.2 1.9 1.5 1.2 0.3 2.6 0.0
Worst case scenario 59 5.3 1.9 1.5 1.2 0.3 2.6 0.0

Source: OGC, Experian, CC analysis.

Note: RPI assumptions: 2.85% in 2007; 2.63% in 2008; 2.70% in 2009 and 2.50% in the following years.

Inflation risk in project budgets

183.

184.

185.

In its 2006 report Currie & Brown identified inflation risk as one of the risks allowed
for in the risk allowance included in construction project budgets. At the early cost
planning stages BAA applies a risk allowance of 25 per cent, which Currie & Brown
believed to be in line with its peer groups. The report does not specify what
proportion of this allowance is for inflation risk. In its April 2007 CIP documents, BAA
reiterated that the risk allowance applied to projects was 25 per cent, but did not
identify inflation as one of the risks.

BAA told us that a construction inflation provision is applied centrally by BAA in its
financial forecasts and is not factored into projected costs for specific projects in the
CIP or in the accompanying CAS sheet. It added that within the general 25 per cent
risk allowance made in the early stages of the project, part of the allocation might be
available to provide against extraordinary inflationary pressures over and above the
centrally applied construction inflation provision, for example high vulnerability to a
particular aspect of the construction market or paying a premium for a skill in short
supply. BAA added that it would only be able to contain these extra-ordinary
pressures if other facets of risk were commensurately lower.

In order to test this further, we have reviewed the information provided on Q4
projects. Whilst not all business case files provided by BAA included the detailed cost
breakdown, some showed the make-up of the risk allowance, including the inflation
risk.

TABLE 26 Inflation risk allowance over the life of the project in a selection of Q4 projects

Base and project-  Inflation allowance (%

specific costs of base and project-
£000 specific costs)
Pier 3 Phase 1 Horizontal Segregation 33,030 5.4
Pier 6 80,919 2.0
ST Arrivals Extension 25,406 29
T3 Remote JX Stands 7,243 3.4
A380 Acceptance—Southern CTA Taxiways 42,641 1.9

Source: BAA, CC analysis.

186.

BAA told us that the information presented in Table 26 was prepared for the Capital
Projects Committee (CPC), a governance body established to monitor the delivery of
capital projects. BAA told us that capital costs included within the CPC papers were
in out-turn prices, whereas the costs shown in Cost Advisory Sheets were in constant
prices at the point at which the CIP was prepared, with no uplift for anticipated levels
of future inflation. BAA told us that the allowances included for inflation covered the
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impact of future inflation beyond the base date used in the estimate and adjusted
current prices to likely out-turn costs which were used for business planning and
control purposes. BAA concluded that the inflation allowance included within the CPC
paper did not therefore fully represent the impact of construction inflation on the
capital costs of a project in relation to that project’s costs as stated in a CIP. BAA
added that any impact that inflation has had on cost between the time the CIP was
originally published and the time of the preparation of the CPC paper would have
already been factored into the base case of the project.

187. Currie & Brown also noted in their report to the CAA that a selection of projects
included an allocation for inflation and business risk within the overall risk allowance.
Currie & Brown advised that detailed analysis should be carried out in order to allay
the CAA concerns of potential double counting of inflation risk within the modelling for
the CIP investment for Q5.

188. We found BAA'’s responses on this issue particularly difficult to follow, despite several
requests for clarification. In the absence of a clear and unambiguous response on
this issue, we conclude that the project risk allowance provides BAA with adequate
protection against the construction inflation risks that have been identified by
Experian.

Which project costs should construction inflation be applied to?

189. In the final report on Constructive Engagement at Heathrow, the airlines sought
assurance that the only costs subject to indexed inflation were the base construction
costs themselves.

190. To assess the validity of the airlines’ view, it is useful to review the make-up of the
project costs and the extent to which each type of cost is likely to be affected by
construction price inflation:

o Base costs represent the average construction cost and are most likely to be
affected by construction inflation.

e Project-specific costs encompass abnormal working hours, site specifics, loca-
tional costs etc. These costs will be impacted by construction labour cost inflation
but not the inflation caused by raw material cost inflation. These types of costs
may therefore be less susceptible to construction price inflation?® than base costs.

¢ On-costs include BAA's internal costs, consultants and insurance premiums. BAA
commented that all components of a project, including insurance premiums,
eventually translated into either material or people costs which are subject to
inflation measures. We are of the view that, because of their nature, on-costs
(possibly with the exception of some consultant costs) are generally subject to
normal inflation, a proxy of which is RPI (although it could be argued that CPI
would be more appropriate).

¢ Risk allowances, as noted above, already include some measure of construction
inflation risk. Applying a construction inflation premium to this category of costs
may therefore result in some double counting. Since BAA did not provide us with a
split of risk allowances by type of risk, we were not able to conclude whether any
construction inflation premium (above RPI) should be applied to it.

®COPI and TPI measures include contractors’ overheads and profit and the real costs of labour, plant and materials.
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191.

The CC is of the view that in principle an estimate of on-costs should be deducted
from the capex programme before applying any construction inflation premium.
Based on our analysis of project cost sheets, we estimate that on-costs represent
about 12 and 13 per cent of the total capex at Gatwick and Heathrow respectively.
We have not, however, made this adjustment to the model.

The impact of frameworks agreements

192.

BAA told us that framework agreements applied to only 20 per cent of its suppliers
and therefore could be used to mitigate the inflation risk for only a limited proportion
of its capex. The framework agreements, however, provide a useful insight into
BAA'’s ability to mitigate the inflation risk via its procurement policies.

TABLE 27 Inflation assumptions built into BAA’s framework agreements

Complex build integrators Annual update of staff rate by CPI+1%

Biennial re-baseline of staff rates to actual costs

Hold baggage system suppliers Capital cost of screening machines—fixed for 10 year term

Labour, spares and warranty costs—annual update at RPI or 3%, whichever is lower

Design consultants Annual update of staff rates against CPI

Range of annual adjustments from CPI-5% to CPI+3%, dependent on sensitivity to
potential market influences

Typical 1% Tier Supplier ([3<]) Fixed rates at start of agreement and updated annually by a factor linked to both RPI and

performance. Increases can range from 0 to RPI+2% maximum depending on
performance. Also needs to demonstrate the precise basis for any increase that it seeks
to pass on to BAA

Other costs managed by third There is usually a requirement within the framework agreement that the 1** tier supplier will
parties on BAA’s behalf manage any cost increases within RPI and/or other inflation risk provisions included

within project budgets

Source: BAA.

193.

This analysis suggests that framework agreements shelter BAA from short-term
volatility in construction inflation.

Approaches of other regulators

194.

To inform our thinking we have also asked two other regulators, Ofgem and Ofwat,
what construction inflation assumptions they have built in their most recent price
reviews:

o Ofwat: In its 2004 review of prices, Ofwat based the construction inflation uplift on
the long-term differential between RPI and construction inflation. This resulted in a
‘Relative Price Effect’ of 0.4 per cent a year, which it applied to all companies.

e Ofgem: Gas distribution engineering contracts most commonly use the Baxter
Civil Engineering Index. As there are no forward projections available for the
Baxter index, Ofgem studied the historical relationship between the Baxter Index
and the ECH TPIs). The forward-looking ECH TPIs was then used to estimate the
real price effects for contractors in the next price control period. On average,
between 2000 and 2006 real growth in the Baxter index was 0.8 per cent above
the national TPI index. Applying the 0.8 percentage point uplift to the projected
real growth in the ECH index of 1.1 per cent resulted in a construction inflation
uplift of around 2 per cent above RPI.
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195.

196.

Since there is no equivalent to the Baxter Civil Engineering Index for airport construc-
tion contracts and since BAA provided us with evidence that different assumptions
are built in its various framework agreements, the approach taken by Ofgem appears
inappropriate in the context of this inquiry.

We see merit in Ofwat’s approach, in that it provides both clarity and predictability
and should leave the regulated company in a neutral position over the medium term.
This approach also avoids the reliance on potentially inaccurate forecasts. We also
consider that to a certain extent short-term volatility in construction inflation (in so far
as it is not controlled via framework agreements) is already dealt with via project risk
allowances. Based on this approach the analysis we have carried out suggests that a
premium of 0.5 to 1 per cent above RPI would be appropriate for the type of con-
struction activity carried out by BAA (ie a mix of infrastructure and commercial
building construction). Although higher, we do not consider our assumptions to be out
of line with Experian’s forecasts: the period of high inflation started in 2005 and
Experian forecasts that this will continue until the end of 2008, at which point
Experian forecasts that prices will decline for a sustained period of time to compen-
sate for what will have been a long period of inflation by historical standards. The
effect of this is that over the entire 2007 to 2012 period, Experian’s model results in a
lower than average construction inflation rate. We note that 48 per cent of BAA’s
capex programme across Heathrow and Gatwick is accounted for by commercial
buildings, with infrastructure representing 16 per cent (the balance being accounted
for by non-construction projects), which would point to an inflation assumption
towards the bottom end of the above range.

Conclusion on construction inflation

197.

Taking into account all the evidence, including the scenario analysis provided by
Experian, we have decided to adopt a construction inflation assumption of RPI+0.75,
which we have applied to all project costs.
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