APPENDIX G

Operating expenditure

Introduction

1.

This appendix discusses BAA’s operating expenditure performance in Q4, its
projections for operating expenditure in Q5, the CAA’s recommendations for the level
of operating expenditure that should be allowed for in airport charges and our
assessment of these. It also outlines the consultants’ studies on which the CAA’s
recommendations were based. The appendix highlights issues that are disputed by
BAA and the CAA and/or BAA and the airlines.

CC assessment

2.

Our assessment is that the incentive to reduce operating expenditure built into the
RPI-X system has not operated effectively enough in Q4, particularly at Heathrow.
We therefore believe that the CAA is right to set BAA challenging operating
expenditure targets for Q5.

We support the methodology developed by the CAA and consider that it should be
used in determining the amount allowed for operating expenditure in airport charges.
Like the CAA we have estimated a baseline level of trend operating expenditure,
after excluding a number of items that we have analysed separately, and then
adjusted this baseline to derive an operating expenditure allowance for future years
by increasing it by an allowance for forecast growth and reducing it (in real terms) by
an annual adjustment for improved efficiency. We have then allowed for a number of
additional items that we have analysed separately.

During our inquiry BAA made two sets of substantial changes to its cost projections.
Nonetheless, in the light of BAA comments on the CAA’s methodology received at a
late stage in the inquiry, we have revised the detailed assumptions that the CAA
made in its calculations. First, we have modified the CAA’s calculation of the baseline
level of operating expenditure to exclude business rates, which we have analysed
separately.

Secondly, we do not consider that the CAA’s assumption that there is scope for 1 per
cent a year improvement in baseline operating efficiency is sufficient. We believe that
several pieces of evidence suggest that there is scope for faster efficiency gains.
These include the consultancy studies commissioned by the CAA, the work carried
out by McKinsey for BAA and the pre-acquisition business plan prepared by
Ferrovial. In addition, we believe that some of the suggestions for improving BAA’s
efficiency made by various airlines are worth considering. BAA might, in particular, be
able to achieve the faster improvements in its efficiency we believe possible by
improved rostering, tackling its high levels of absenteeism, making its working prac-
tices more flexible, improving the structure of the incentives given to its executives
and market testing more services. We have therefore applied an efficiency adjust-
ment of 1.5 per cent a year to baseline operating expenditure (with effect from
2005/06) and to security costs and the net costs of opening Terminal 5 and closing
Terminal 2 (both with effect from 2008/09).
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10.

Thirdly, we have accepted the CAA’s method of increasing the level of operating
expenditure to allow for growth but based the resulting adjustment on our latest
forecasts of the passenger numbers at Heathrow and Gatwick.

We consider that the CAA’s treatment of the cost items that it allowed for separately
(for example, security costs, the net cost of opening Terminal 5 and closing Terminal
2, night-noise costs, the cost of the Heathrow Express and pension costs) is broadly
sound, although we have revised the treatment of several of these cost items mainly
to take account of more up-to-date information. We have also allowed for a number
of further ‘one-off’ cost items, namely business rates and the operating costs of:

(a) BAA’s ‘fix-the-basics’ programme, which provides for improved maintenance and
cleaning (at both airports);

(b) opening Satellite C of Terminal 5 at Heathrow;

(c) opening HET and closing Terminal 1;

(d) bussing associated with the proposed outer pier at Heathrow;

(e) one-off retail arrangements associated with opening Terminal 5 and HET;

(f) the impact of the increased capital programme at Gatwick on maintenance costs;
(g) the EC Environmental Performance of Buildings Directive at both airports;

(h) CAA and CC costs associated with the Q6 regulatory review of both airports;

(i) noise compensation associated with the community buildings noise insulation
scheme at Heathrow and the night noise scheme at both airports; and

(j) the full allocation of central costs to BAA’'s businesses, which affects both
airports.

Although our projections allow for BAA’s latest estimate of the operating costs
associated with the above items, BAA’s claim for many of these costs to be treated
as additional one-off items was received at a late stage in the inquiry. There has
consequently been no independent verification of some of the costs. We therefore
consider that they need further detailed scrutiny by the CAA with the assistance of an
accounting firm before they are allowed for in the final price determination. In future
reviews, such claims for ‘one-off’ items should be subject to similar detailed verifi-
cation at an earlier stage of the process.

In the case of the net cost of opening Terminal 5 and closing Terminal 2, we have
applied a 1.5 per cent a year efficiency adjustment to BAA’s cost estimates with
effect from 2008/09. We have allowed in full for BAA’s latest estimates of the costs of
business rates, utility services, and the Heathrow Express.

We have based our estimate of security costs on BAA'’s latest estimates. We have,
however, in the light of work carried out for us by Booz Allen Hamilton, applied an
annual efficiency adjustment of 1.5 per cent to security costs with effect from
2008/09. Finally, our treatment of pensions costs is described in Appendix H.
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Performance during Q4

11. We first consider BAA’'s performance at Heathrow and Gatwick during the last
quinquennium.

12. Both Heathrow and Gatwick are projected to overspend the Q4 operating costs
allowed for in the CAA’s 2003 price determination in absolute terms and on a per-
passenger basis. BAA told us that its increased costs in Q4 were largely driven by
exceptional items. In out-turn terms, Heathrow is expected to overspend by
£383 million and Gatwick by £91 million. Table 1 shows operating expenditure and
projections for Q4 at out-turn prices compared with projections made by the CAA in
2003.

TABLE 1 BAA operating expenditure in Q4
£ million, out-turn prices

2003/04 2004/05 2005/06 2006/07 2007/08 Total

Heathrow*

Determination 441.0 462.8 490.7 511.9 534.9 2,441.3
Out-turn/forecast 457.9 496.8 554.1 599.8 716.1 2,824.7
Variance 16.9 34.0 63.4 87.9 181.2 383.4
Percentage variance (%) 3.8 7.3 12.9 17.2 33.9 15.7
Gatwick

Determination 174.6 183.0 195.8 211.9 224.9 990.2
Out-turn/forecast 184.3 193.7 2234 2254 254.2 1,081.0
Variance 9.7 10.7 27.6 13.5 29.3 90.8
Percentage variance (%) 5.6 5.8 141 6.4 13.0 9.2

Source: BAA, based on BAA regulatory accounts and CAA decision 2003.

*Inclusive of Heathrow Express.

13. Table 2 shows the operating expenditure variances for Q4 in out-turn prices broken
down by input cost categories.
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TABLE 2 Comparison between actual Q4 operating expenditure and CAA regulatory projections
£ million, out-turn prices
CAA Variance
determination Actual* Variance %

Heathrow
Staff 780.6 939.9 159.2 204
Police 182.4 134.8 —47.6 -26.1
Rent & rates 313.0 280.7 -32.3 -10.3
Utilities 247.3 287.6 40.3 16.3
Maintenance and

equipment 289.0 328.2 39.2 13.6
Rail 180.2 213.4 33.2 18.4
Other opex 448.7 640.1 1914 42.7

Total opext 2,441.3 2,824.7 383.4 15.7
Gatwick
Staff 382.1 420.0 37.9 9.9
Police 81.0 61.1 -19.9 -24.6
Rent & rates 93.6 98.9 5.3 5.7
Utilities 104.4 104.5 0.1 0.1
Maintenance and

equipment 110.1 111.9 1.8 1.6
Other opex 219.0 284.6 65.6 30.0

Total opext 990.2 1,081.0 90.8 9.2
Source: BAA.

*Includes forecast for 2007/08.
t1Before depreciation.
Note: Subject to rounding differences.

14.

15.

16.

The overspend at Heathrow, which is still growing, is significantly greater than that at
Gatwick, which is now falling. BAA told us that these overspends were mainly caused
by higher staff costs related to increased DfT security requirements, higher utility
costs caused by increased energy prices, higher pension costs and higher ‘other’
operating costs, owing to the exceptional redundancy costs associated with BAA’s
change programmes in the finance and engineering functions.

BAA added that maintenance costs at Heathrow and the cost of the Heathrow
Express were also significantly higher than projected. Heathrow maintenance costs
increased as a result of greater rechargeable maintenance costs for baggage
systems, a change in the accounting treatment of vortex and noise costs (which were
previously capitalized) and higher terminal maintenance activities early in Q4.
Heathrow Express costs increased as a result of the introduction of the Heathrow
Connect service (which had not been provided for by the CAA), additional Terminal-
5-related costs and higher staff and engineering costs. These increases were partly
offset by savings from ending the Paddington check-in service. Heathrow costs were
further increased by an exceptional item for Terminal 5 operational readiness in
2007/08. BAA told us that exceptional one-off items in Q4 totalled £127 million at
Heathrow (including the Heathrow Express) and £29 million at Gatwick, both at
outturn prices.

In 2006/07, average staffing levels at the two airports were 556 man years higher
than the regulatory forecasts at Heathrow and 121 man years higher than forecast at
Gatwick. This increase resulted mainly from increased security staffing following
various government security directives and was net of a reduction associated with
the Delivering Excellence change programme (see paragraph 91). As a result,
Heathrow’s staff costs were forecast to exceed the CAA forecasts by £159 million
over Q4 and Gatwick’s staff costs were forecast to exceed the CAA forecast by
£38 million.
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17.

18.

Police costs for the two airports were lower than projected as anticipated requests for
increases from local police forces had not materialized. The forecast business rate
increase, associated with the last revaluation, had also been lower than expected.

BAA commented that, in comparing actual with projected performance, the impact of
third parties on its operations and the way that the airports had handled significantly
more stringent DfT security requirements should both be taken into account, as
should the airports’ performance during previous price control periods.

Projected operating expenditure for Q5

19.

Both BAA and the CAA produced several projections of operating expenditure for
Heathrow and Gatwick. BAA made the first set of projections for its initial regulatory
submission to the CAA in September 2006. The CAA used these projections,
together with the results of its own analysis, as the basis for its initial consultation
projections in December 2006. After considering the results of the consultation and
further analysis, the CAA produced its second set of projections to accompany its
recommendations to the CC in March 2007. BAA then produced its second set of
projections in May 2007 as part of its submission to the CC. Finally, BAA produced a
third set of projections, which incorporated various additional costs including the
effect of increased security requirements, in July 2007. Table 3 shows the overall
operating expenditure for the various sets of projections, together with the amount
allowed by the CC for operating expenditure.
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TABLE 3 Alternative overall operating expenditure projections for Heathrow and Gatwick
£ million, 2007/08 prices* |
[

%
change
Total Total Q4 to
2003/04 2004/05 2005/06 2006/07 2007/08 Q4 2008/09  2009/10 2010/11  2011/12  2012/13 Q5 Q5

Heathrow
Actual expenditure in Q4t 553 583 640 661 770 3,207
BAA initial submission to CAA 774 754 753 758 764 3,802 18.6
CAA initial projections 736 723 725 725 721 3,629 13.2
CAA March 2007 projections 718 703 706 705 702 3,534 10.2
BAA May 2007 projections 834 809 798 785 794 4,021 25.4
BAA July 2007 projections 846 829 820 808 821 4,123 28.6
CC opex allowance 763 766 769 773 779 3,850 20.0
Gatwick
Actual expenditure in Q41 213 217 243 236 258 1,167
BAA initial submission to CAA 232 232 233 234 235 1,166 -0.1
CAA initial projections 222 221 219 218 218 1,098 -5.9
CAA March 2007 projections 221 220 219 218 217 1,095 -6.2
BAA May 2007 projections 253 256 256 257 258 1,280 9.7
BAA July 2007 projections 259 263 265 269 272 1,329 13.9
CC opex allowance 237 236 237 238 238 1,186 1.6

Source: BAA (GSM), CAA and CC calculations.

*Adjusted from 2006/07 prices using an inflation factor of 1.028500. Subject to rounding differences.
TActual expenditure from GSM, including Heathrow Express and projected expenditure for 2007/08.
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20.

21.

22.

23.

24.

Figure 1 compares the alternative sets of projections for Heathrow.
FIGURE 1

Comparison of projections for Heathrow
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Figure 1 shows that the present sharp rise in costs at Heathrow is not driven by
increases in passenger numbers and is more likely to be accounted for by rising
security costs (see paragraph 13). BAA told us that the rise in operating expenditure
was a result of the changing operating environment caused by the increased threat of
terrorism. This had particularly increased the cost of security staffing. BAA
considered that many of these cost increases were beyond its control.

Each set of projections by BAA has been higher than its preceding projections. The
CAA'’s second set of projections was lower than its first set of projections. All BAA’s
projections for Heathrow show a step increase in operating costs associated with the
staffing of Terminal 5, followed by a decrease as Terminal 2 closes and subsequent
efficiency savings are made.

The CC’s operating expenditure allowance for Heathrow is higher than the CAA’s
final projections, largely because we have allowed for higher security costs and
additional ‘one-off items and have not applied an efficiency adjustment to business
rates. These increases are partly offset by our efficiency adjustment being higher
than that applied by the CAA.

Figure 2 compares the various sets of projections for Gatwick.
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25.

26.

27.

Total operating expenditure, £ million, 2007/08 prices

FIGURE 2

Comparison of projections for Gatwick
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Figure 2 demonstrates that BAA has been able to keep costs closer to the CAA’s
projections at Gatwick than at Heathrow, despite the increase in security costs.
Again, each set of projections by BAA has been higher than its preceding projections.
The CAA did not change its projections for Gatwick significantly.

As at Heathrow, the CC’s allowance for operating expenditure at Gatwick is for
similar reasons somewhat higher than that of the CAA.

BAA and the CAA approached the process of estimating the future operating
expenditure needed at Heathrow and Gatwick in entirely different ways. We describe
BAA’'s method of preparing detailed bottom-up estimates of the airports’ future
operating costs in paragraphs 70 et seq. The CAA, by contrast, developed the
following top-down method of estimating an efficient level of operating expenditure.

The CAA'’s projections of BAA’s required operating expenditure for Q5

28.

The CAA’s approach to estimating BAA’s future operating expenditure requirements
is set out in detail in Chapters 10 to 12 of its initial proposals’ and Chapter 6 of its
recommendations to the CC.? It told us that its cost projections would provide a

'Airports price control review—Initial proposals for Heathrow, Gatwick and Stansted, CAA, December 2006:
www.caa.co.uk/default.aspx?catid=5&pagetype=90&pageid=7162.

2Airpon‘ price control review—CAA recommendations to the Competition Commission for Heathrow and Gatwick Airports, CAA,
March 2007: www.caa.co.uk/docs/5/ergdocs/ccreference_march07.pdf.
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material challenge to BAA to do better than its own forecasts. In summary, the CAA
told us that its assessment of BAA’s operating costs for Q5 had rested on three
strands of work:

(a) efficiency studies by independent consultants that examined various elements of
BAA’s cost base;

(b) a top-down assessment by the CAA of high level trends in operating costs and
productivity indicators; and

(c) a bottom-up review by the CAA of a number of operating cost items at a
disaggregated level.

The consultants’ studies commissioned by the CAA

29.

30.

31.

32.

We describe the consultants’ studies commissioned by the CAA in Annex 1. The
BAH Process Benchmarking and Other Analysis of the Efficiency with which the BAA
London Airports Incur Operating Expenditure report identified some potential for
efficiency and/or effectiveness improvement for all the processes examined. For
example, considering security staff, who form the largest group of staff in BAA, BAH
suggested that there could be productivity improvements of between 5 and 12 per
cent in passenger screening at central search, mainly through greater flexibility in
rostering and reduced absence levels.?

The Thomson IDS study found that certain staff were paid above the median rate for
similar jobs in the same region, that sickness absence rates were well above the
national average and that BAA’s pension scheme was unusually generous.

KPMG’s reviews of finance, facilities management and IT services were less critical
but still found some scope for efficiency savings of between zero and 6 per cent in
the finance function and between 1 and 7 per cent in facilities management.

After reviewing the results of these studies, the CAA concluded that it was
reasonable to assume that BAA had some scope to improve its operating efficiency.
The CAA felt that the studies indicated that there was potential for continued
incremental improvements rather than a step change in BAA’s efficiency. The CAA
noted that not all of the studies had quantified the scale of efficiency improvement
that could be achieved and those that had had suggested a wide range. The CAA
therefore considered that it needed to exercise caution in setting any targets for
operating expenditure (see paragraph 45).

How the CAA developed its projections

33.

34.

The CAA told us that its top-down assessment had prompted it to ask BAA many
questions. In its bottom-up review (see paragraph 28), the CAA had scrutinized staff
and certain other costs in detail. The CAA told us that it had found it difficult to
reconcile the projections it had derived from this analysis with BAA’s own projections.

The CAA told us that it had used a three-stage process to estimate the level of opex
needed by BAA in Q5. These three stages were:

®In view of subsequent changes in DfT security requirements, we asked BAH to update its review of passenger screening at
central search and also to consider whether the IDS analysis of security staff costs remained valid (see Annex 1). Although
BAH found that Heathrow and Gatwick had improved their relative efficiency since its first study, it considered that the two
airports’ security processes still had potential to improve their operating efficiency by between 5 and 10 per cent, based on
updated analysis of a sample week from July 2007.
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o Step 1: establishing a baseline level of opex after removing atypical and one-off
costs and costs that needed to be analysed separately;

e Step 2: rolling forward the baseline opex by taking account of growth and
expected efficiency savings; and

o Step 3: adjusting the resulting projections to allow for any expected atypical costs
and costs that it had analysed separately.

Step 1: establishing a baseline level of opex

35.

The CAA took 2005/06 as the base year for its analysis as this was the latest year for
which cost data were available at the time. It examined BAA’s costs in this year in
relation to long-term trends and BAA’s forecasts and identified any costs that either
appeared to be atypical, one-off costs or needed to be analysed separately. It then
removed these items from the 2005/06 cost data to establish a baseline level of
opex. Exceptional items and costs that the CAA intended to consider separately were
removed from the baseline. These included:

¢ redundancy costs (an exceptional item);

e security costs which had been affected by changing requirements that had
increased 2005/06 costs and therefore needed to be analysed separately;

e pensions costs;
e part of ‘other’ operating costs (an exceptional item); and

o utility costs, particularly energy costs which had been affected by volatility in the
relevant markets and therefore needed to be analysed separately.

Intercompany charges were also adjusted at this stage in line with the LECG

recommendations (see paragraph 39 et seq). Table 4 shows the derivation of the
CAA’s baseline costs from long-term trend costs and BAA’s actual costs in 2005/06.
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TABLE 4 Derivation of CAA baseline operating expenditure at Heathrow

£ million, 2007/08 prices

Trend cost,
1996/97 to % Difference
2004/05 between long-
(adjusted for BAA actual term average
passenger costs in and 2005/06 per CAA
Category of opex numbers)* 2005/061 passenger baseline cost Comment
Security-related staff 58 64 12 Excluded Analysed separately
Non-security stafft 113 127 13 104 Actual less pensions
Total staff 171 192 12 104
Constabulary 29 29 0 29 Actual
Rent 6 6 -6 6 Actual
Rates 51 53 3 53 Actual
Utility 50 63 25 Excluded Analysed separately
Maintenance & equipment 66 67 2 67 Actual
Other operating 37 72 96 45 Atypical costs removed
Intercompany charges _99 107 8 _96 CAA adjustment
Total 510 588 15 400

Source: CC analysis of data from the CAA.

*Average real costs per passenger from 1996/97 to 2004/05 multiplied by the number of passengers in 2005/06.
TExcluding Heathrow Express.

ITrend distorted by pensions holiday.

Notes:

1. Adjusted from 2006/07 prices to 2007/08 by applying an RPI factor of 1.0285.

2. Subject to rounding differences.

36. ‘Other’ operating costs comprise ground transport operations, general expenses,
insurance and exceptional items. The CAA’s analysis showed that this category had
been increasing throughout Q4 and that this increase was expected to continue into
Q5. In 2005/06, these costs were 96 per cent higher per passenger than the long-
term historical average. BAA confirmed that this was the case and was largely
related to exceptional costs of £26 million associated with change programmes. The
CAA removed these exceptional costs from its cost baseline.

37. Utility costs were also significantly higher than the long-term average in 2005/06.
After considering a consultants’ report commissioned by BAA, the CAA concluded
that future utility costs were uncertain and should be removed from the baseline and
treated separately.

38. The CAA considered that police costs, rent, rates, maintenance and equipment costs
and intercompany charges in 2005/06 were broadly in line with trend levels. It used
the actual 2005/06 costs for the first four of these items in its cost baseline but
applied an adjustment to intercompany charges.

39. The CAA asked LECG Corporation (LECG) to review BAA’s intercompany charges
and BAA’s approach to allocating costs to its subsidiaries. LECG’s report* raised
concern about the objectivity of BAA’s approach, including the capping of costs
allocated to certain of its businesses, including non-regulated airports. The CAA
therefore adjusted its allowed costs to remove the effect of this capping adjustment.

40. LECG'’s analysis also identified a cost mark-up of 7.5 per cent that BAA added to the
corporate costs that were allocated to the airports. This mark-up was intended to
provide a financial return to the corporate centre on the basis that a third-party
supplier of these services would be expected to make a profit. LECG did not reach a
firm recommendation on this item but pointed out that regulatory precedent in other
industries was against allowing for such mark-ups. The CAA excluded it from its cost

*See www.caa.co.uk/docs/5/ergdocs/airportsdec06/sp7.pdf.
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41.

42.

allowance as it considered that it duplicated the allowance for the cost of capital in
the CAA’s projections. BAA commented that it did not accept this argument; it noted
that the LECG report considered that a 7.5 per cent rate would be appropriate if
mark-ups were to be allowed for. Although LECG also examined BAA’s method of
allocating IT costs and the cost drivers BAA used to allocate other costs between its
businesses, this analysis found that the cost allocations were materially satisfactory
and it did not lead to any further cost adjustments by the CAA.

The combined effect of the adjustments to BAA'’s intercompany charges made by the
CAA was to reduce the baseline operating costs by £11 million a year at Heathrow
and by £4 million a year at Gatwick.

Table 5 shows the derivation of the CAA’s baseline operating expenditure at Gatwick.

TABLE 5 Derivation of CAA baseline operating expenditure at Gatwick

£ million, 2007/08 prices

Trend cost,
1996/97 to % Difference
2004/05 between long
(adjusted for ~ BAA actual term average CAA
passenger costs in and 2005/06 per baseline
Category of opex numbers)t 2005/06 passenger cost Comment
Security staff 31 35 12 Excluded Analysed separately
Non-security staff* 52 50 -4 41 Actual less pensions
Total staff 84 85 1 41
Constabulary 15 13 -9 13 Actual
Rent 0 1 265 0 Trend
Rates 20 21 4 21 Actual
Utility 20 22 9 Excluded Analysed separately
Maintenance &
equipment 26 23 -12 23 Actual
Other operating 18 38 115 20 Atypical costs removed
Intercompany charges _35 37 5 _33 CAA adjustment
Total 218 240 10 152

Source: CC analysis of data from the CAA.

*Trend distorted by pensions holiday.
tTAverage real costs per passenger from 1996/97 to 2004/05 multiplied by the number of passengers in 2005/06.

Note:

1. Adjusted from 2006/07 prices to 2007/08 by applying an RPI factor of 1.0285.
2. Subject to rounding differences.

43.

The CAA derived its baseline level of costs for Gatwick in a similar way to that used
for Heathrow.

Step 2: adjusting for growth and efficiency changes

44,

45.

The CAA then estimated the projected operating expenditure needed by BAA by
adjusting its baseline operating costs to reflect the scope for efficiency improvements
and the effect of future growth in passenger volume in future years.

After weighing up the results of its consultants’ studies, the CAA felt that there was
scope for ‘catch-up’ efficiency savings® of 1 per cent a year. The CAA also con-
sidered that there might be additional scope for ‘frontier-shift’ savings® of between
0.5 and 1.5 per cent a year, in line with the range shown in recent reviews by other
regulators. However, the CAA noted that the price determination projections will

*That is, the savings required for BAA to match the cost efficiency of an equivalent hypothetical efficiently run airport.
®That is, the ongoing savings that the hypothetical operator of an equivalent efficiently run airport might be expected to make
each year.
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46.

already implicitly incorporate RPI, which captures the economy-wide ‘frontier-shift’.
The CAA considered that there had been strong recent productivity performance at
Heathrow and Gatwick, which suggested that any future scope for additional ‘frontier
shift’ savings beyond those included in the RPI might be limited. In addition, the CAA
felt that the labour-intensive nature of its operating expenditure suggested that BAA
could be more affected by real wage growth than the economy generally. The CAA
therefore limited its overall projected operating expenditure savings to 1 per cent a
year.” This adjustment was applied to projected baseline costs with effect from
2005/06.

In 2002, the CC had estimated that the elasticity of BAA’s costs with respect to
passenger traffic levels was between 0.3 and 0.4;® a similar approach had been used
by Manchester Airport to adjust its costs for the effect of growth. To estimate the
effect of growth in passenger numbers on operating expenditure, the CAA used the
lower end of the CC’s elasticity range and allowed for additional operating
expenditure equal to the cost baseline multiplied by 30 per cent of the CAA’s forecast
percentage traffic growth since 2005/06.°

Step 3: other adjustments

47.

48.

In the third step, the CAA added back any additional costs that it had previously
excluded from its baseline for further review and atypical costs that it expected BAA
to incur. These costs included security and utility costs which had been excluded
from the cost baseline; increases in costs associated with the opening of Terminal 5;
night noise costs; the cost of operating the Heathrow Express; and pension costs. '

Security costs were treated as a special case. The CAA’s initial proposals allowed for
BAA’s September 2006 projections of security staff costs and did not subject them to
any adjustments, other than a 1 per cent a year efficiency improvement that was
applied to costs after 2008/09. Pending BAA'’s final assessment of security costs, in
its March 2007 projections the CAA made its own updated estimate of the effect of
moving from a 10-minute queueing standard to the intended 5-minute queueing
standard (see Appendix L). The CAA stressed that its allowance for security was
merely indicative and would be updated when BAA had produced revised forecasts.
Table 6 shows these CAA estimates to which it applied its 1 per cent a year
efficiency factor, treating 2008/09 as the base year for this adjustment.”’

"The CC decided to apply an efficiency adjustment of 1.5 per cent a year (see paragraph 5).

8See Appendix 7.7 of the 2002 CC report: www.competition-commission.org.uk/rep_pub/reports/2002/fulltext/473a7.7.pdf.

*The CC also applied a 30 per cent growth adjustment (see paragraph 6). It was appropriate to use the lower end of the 0.3 to
0.4 elasticity range as the CC also allowed separately for certain other costs associated with growth, including the net cost of
opening Terminal 5 and closing Terminal 2.

"The CC also treated further items including business rates (which the CAA had included in its baseline), the net cost of
opening HET and various other items in a similar way (see paragraph 7).

""The CC allowed for BAA's latest estimate of security costs but applied a 1.5 per cent a year efficiency adjustment with effect
from 2008/09.
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TABLE 6 CAA estimate of annual security costs

£ million, 2007/08 prices

Heathrow Gatwick

BAA original forecast 80.3 31.0
CAA estimate of incremental cost 15.6 124
CAA estimate of revised security cost 96.0 434

Source: CAA calculations, March 2007 (Table 6-1 and 6-2).

Note: Adjusted from 2006/07 to 2007/08 prices using an RPI factor of 1.0285.

49.

50.

51.

After making its initial proposals, the CAA had asked IPA Energy & Water Consulting
(IPA) to review BAA’s utility costs. IPA found that (a) BAA should be able to make
reductions of between 56 and 70 per cent in the price it paid for electricity, (b) that
BAA’s unit gas costs were broadly in line with IPA’s estimates, and (c) that modest
savings in water and sewerage costs could be made, particularly at Gatwick. These
savings largely reflected movements in market prices since BAA had made its
original forecasts in 2005. The CAA made adjustments to BAA’s utility costs
equivalent to the higher of the two cost estimates made by IPA. This had the effect of
reducing utility costs for Q5 by a total of £65.1 million at Heathrow and £24.5 million
at Gatwick (in 2007/08 prices). BAA accepted the majority of these adjustments in its
subsequent projections as it agreed that the market had moved since its initial
projections were made.

The projected costs for Heathrow are distorted by the need to staff Terminal 5 before
there is any overall addition to the number of passengers handled by the airport. BAA
told us that the opening of Terminal 5 would lead to a peak in staffing from
September 2007 to March 2008, when new staff were being trained and the existing
terminals were still in full use. With the closure of Terminal 2 in October 2008, BAA’s
staff numbers would decline.

An adjustment is therefore needed to reflect the net effect of this change. BAA
estimated that its overall costs would increase by about £60 million a year in 2008/09
(falling to £50 million a year thereafter), owing to related increases in staff costs,
rates and property charges, maintenance costs, police costs and other costs,
including cleaning and interterminal operations. The CAA included this adjustment in
its cost projections. Table 7 shows the impact allowed for in the CAA’s analysis of
opening Terminal 5 and closing Terminal 2. BAA commented that since the CAA’s
recommendations, it had revised the costs of opening Terminal 5. In particular the
costs of policing, rates, maintenance and cleaning had increased. It added that a
similar peak would occur when Heathrow East opened in 2012, followed by the
closure of Terminal 1.
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TABLE 7 Net effect on operating expenditure of opening Terminal 5 and closing Terminal 2 on the CAA’s operating
expenditure allowance

£ million, 2007/08 prices

Full year
impact
T5 annual cost
Additional staff [<]
Utilities -
Police costs [<]
Rates 26.7
Interterminal operations 8.2
Non-rechargeable maintenance 21.5
Maintenance of baggage -
Cleaning 5.1
Total 68.8
2009/10
2008/09 onwards
T2 saving
Additional staff [<] [5<]
Utilities -0.5 -1.0
Police costs - -
Rates -1.9 -3.7
Interterminal operations - -
Non-rechargeable maintenance -1.9 -3.7
Maintenance of baggage -0.3 -0.6
Cleaning -0.8 -1.6
Total -9.3 -18.5
T5/T2 net increase 59.6 50.3

Source: CAA analysis of data from BAA.

Notes:
1. Adjusted from 2006/07 to 2007/08 prices using an RPI factor of 1.0285.
2. The CAA removed security costs and utility costs from this analysis as they were treated separately in its calculation of the

operating expenditure allowance.

52. BAA’s projected operating costs for Q5 included £66 million for ‘night-noise’ costs.
These costs relate to the Government’s night-flights regime, which requires BAA to
introduce a scheme to provide for the sound insulation of homes affected by serious
aircraft noise at night. The CAA made provision for these costs in full.

53. The amount the CAA allowed for pension costs is considered in Appendix H.

The resulting projections

54. After making these adjustments, in March 2007 the CAA produced overall cost
projections for Q5 that were £268 million lower than BAA’s September 2006
projections (its most recent projections at that time) for Heathrow and £71 million
lower than BAA’s Q5 projections for Gatwick (at 2007/08 prices).

55. Tables 8 and 9 show the operating expenditure allowances for Heathrow and
Gatwick respectively projected by the CAA.
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TABLE 8 Operating expenditure allowance for Heathrow projected by the CAA in March 2007

£ million, 2007/08 prices

Average
2008/09 2009/10 2010/11 2011/12 2012/13 Q5 Total Q5

Baseline opex* 388 384 380 377 373 380 1,902
Adjustment for volume growth 8 10 13 16 20 13 67
Items not included in the
baseline
Security staff (ex pensions) 79 78 78 76 75 77 387
Pensions 27 27 26 26 26 26 132
Utility costs 81 85 89 91 94 88 440
Heathrow Express 55 55 56 56 58 56 279
T5/T2 net effect 60 50 50 50 50 52 261
Night noise 21 13 13 12 6 13 66

Total CAA opex allowance 718 703 706 705 702 707 3,534
Source: CAA.

*2005/06 baseline opex less 1 per cent a year efficiency savings from 2005/06.
Notes: Adjusted from 2006/07 to 2007/08 prices using an RPI factor of 1.0285.
Subject to rounding differences.

TABLE 9 Operating expenditure allowance for Gatwick projected by the CAA in March 2007

£ million, 2007/08 prices

Average
2008/09 2009/10 2010/11 2011/12 2012/13 Q5 Total Q5
Baseline opex after efficiency
adjustment* 147 146 144 143 141 144 721
Adjustment for volume growth 2 3 4 4 5 4 19
Items not included in the
baseline:
Security staff (excl pensions) 37 36 36 35 35 36 178
Pensions 12 12 12 12 11 12 58
Utility costs 24 23 24 24 25 24 119
Total CAA opex allowance 221 220 219 218 217 219 1,095
Source: CAA.

*2005/06 baseline opex less 1 per cent a year efficiency savings from 2005/06.
Notes:

1. Adjusted from 2006/07 to 2007/08 prices using an RPI factor of 1.0285.

2. Subject to rounding differences.

Subsequent changes

56. In May 2007, after the CAA had prepared its March 2007 projections, BAA increased
its operating cost projections for Heathrow by 6 per cent and its operating cost
projections for Gatwick by 10 per cent. These rises mainly reflected increased
security costs and higher allocations of corporate costs. BAA then made further
changes in its operating expenditure projections in July 2007, mainly to allow for
increased security costs needed to carry out new directions from the DfT, to improve
service standards and to provide for costs associated with the higher capital
investment arising from the Constructive Engagement process.
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57.

58.

59.

60.

The CAA told us that its March 2007 projections for security costs, utility costs and
certain other areas were preliminary. It explained that it intended to update these
indicative forecasts as more information became available.'® For other aspects of
operating expenditure, the CAA considered that BAA would have to provide compel-
ling evidence to persuade the CAA to adjust its projections. The CAA said that, since
its September 2006 submission, BAA had referred to the need for additional
spending on maintenance and terminal staff. The CAA did not, however, consider
that this had been supported by a detailed case.

The CAA commented that the largest increase made by BAA had been in its
projected staff costs. As this mainly provided for increased security staff, the CAA
told us that it was awaiting the outcome of BAH’s study of the security process,
commissioned by the CC, before considering its response. The CAA’s detailed
comments on particular cost items are discussed under the relevant item below.

The CAA wrote to BAA on 7 August 2007 to ask for further information on the
operating expenditure increases in BAA’s May and July 2007 revised projections. In
particular, the CAA asked for detailed information on:

¢ changes in security costs at Heathrow and Gatwick;

e additional maintenance costs at Heathrow and Gatwick associated with BAA’s ‘fix
the basics’ programme;

¢ additional non-security staff (at both Heathrow and Gatwick), particularly BAA’s
proposals for new roles, an increase in the net effect of Terminal 5 (compared with
Terminal 2), and changes in its productivity assumptions;

e an increase in the net maintenance and cleaning costs of Terminal 5;

¢ an increase, followed by a reduction, in night-noise costs at Heathrow;

e changes in the allocation of central costs to the various airports; and

increased police costs at Gatwick.

At a late stage in our inquiry BAA provided some further information on these cost
increases. All of this information will need further examination by the CAA, with the
assistance of accountants, when it considers both increases in the ‘one-off’ costs that
it has already allowed for and BAA'’s additional claims for ‘one-off’ cost increases that
we have asked it to examine further (see paragraph 8).

BAA’s comments on the CAA’s projected operating expenditure

61.

BAA told us that it broadly supported the findings of the CAA’s consultants’ studies
into its operating costs. It did not, however, accept the CAA’s interpretation of the
consultants’ reports. BAA opposed the CAA’s broad methodology and considered
that it was unjustified and too simplistic. It would have preferred the CC to base its
evaluation on a line-by-line assessment of BAA’s bottom-up forecasts and the
underlying cost drivers and assumptions. It felt that the CAA had not taken account of
many of the cost increases it faced and the efficiency improvements already built into
BAA'’s business plan.

"In our cost allowances these costs have been updated in line with the latest information available.
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62.

63.

64.

65.

66.

If the CAA’'s methodology was to be used, BAA considered that the operating
expenditure baseline should be updated using 2006/07 costs, rather than 2005/06
costs. This particularly applied to uncontrollable costs, such as rates, which had
increased by £4 million in 2006/07, would increase by a further £10 million a year
following a change in the last budget and would increase again as a result of BAA’s
capital programme.

BAA thought that the CAA’s assessment that there was scope for a 1 per cent a year
reduction in operating costs per passenger was based on a subjective assessment of
the results of the consultants’ studies and felt that the process by which it had been
derived was rather ‘opaque’. As BAA expected [], the CAA’s 1 per cent a year real
efficiency adjustment had a greater effect than this headline figure suggested. BAA
did not consider that the CAA had taken account of the higher operating costs BAA
forecast for Q5, including such justifiable cost increases as [<] and the effect of
BAA’s capital programme.

BAA noted that the BAH process benchmarking study was based on 2005 data. It
accepted many of the findings of the study but considered that many of them were
already being dealt with as part of BAA’s change programmes.” The ongoing
improvements since 2005, which included improved rostering, were already built into
BAA’s projections and the resulting savings could therefore have been double
counted by the CAA. BAA considered that several of the CAA’s consultants had
identified BAA performance that was well above the median; it felt that it was, in any
case, unreasonable to expect any company to be at the efficiency frontier in all its
operations.

BAA considered that the efficiency improvements suggested by BAH might be
achievable in an ideal world. It thought, however, that BAH had underestimated the
constraints faced by BAA (see paragraph 98). BAA considered that the consultants’
studies had failed to take account of:

e new security requirements and the rationale for airport security processes;
e change programmes already in progress; and
¢ the importance of third parties in enabling change.

BAA also felt that the consultants’ studies failed to provide a link to costs and lacked
transparency in explaining their results. It therefore considered that the studies were
of limited value as the basis for a cost determination.

On adjusting operating costs to take account of growth, BAA told us that trying to
derive a simple relationship between operating costs and passenger numbers was
difficult. It could be dangerous as many other cost drivers were involved. For
example, expenditure on perimeter security was a function mainly of the space
patrolled and did not depend on the number of passengers; several other cost lines
were driven by BAA’s capital programme, rather than passenger volumes. BAA also
considered that many of its costs rose in step changes when cost drivers increased,
rather than increasing in proportion to passenger numbers. If the CAA volume
adjustment was to be used, BAA considered that the volume elasticity should be
updated to take account of changes in BAA’s cost base, including new security
requirements. BAA considered that the overall effect of the CAA’s approach would be
to produce unachievable operating expenditure allowances that would not enable it to
deliver safe and secure airport operations.

®BAA told us that the BAH team was aware of the ‘delivering excellence’ initiatives (see paragraph 91).
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67. At a very late stage in our inquiry BAA attempted a detailed reconciliation of the
CAA’s cost allowances and BAA’s latest projections. It identified a list of items that
accounted for a significant proportion of the difference and felt that these should be
treated as additional ‘one-off adjustments under the CAA’s approach. BAA asked for
the following additional items to be considered at Heathrow:

o BAA'’s fix-the-basics’ programme;

e opening HET and closing Terminal 1;

e opening Satellite C of Terminal 5;

e opening the new outer pier;

e budget changes to its business rates liability;

e CAA and CC costs for the Q6 regulatory review;

o the effect of the EC Environmental Performance of Buildings Directive;
¢ the cessation of the noise blight scheme; and

e one-off car parking costs.

68. BAA considered that the impact of the following items would need to be taken into
account at Gatwick:

o BAA'’s fix-the-basics’ programme;
e budget changes to its business rates liability;
e CAA and CC costs for the Q6 regulatory review; and
e the effect of the EC Environmental Performance of Buildings Directive. '

69. BAA also considered that other ‘one-off’ adjustments might be needed, including the
effect of including NATS costs in airport charges. In addition to extra one-off
adjustments, BAA considered that elements of the CAA’s calculations would need to

be updated to take account of revised forecasts. These included the net impact of
opening Terminal 5 and closing Terminal 2, night-noise costs and security costs.'®

BAA'’s projections of operating expenditure for Q5

70. BAA prepared its operating expenditure projections through a bottom-up analysis of
the individual input cost items.™ It told us that it considered a number of factors when
assessing the cost base for its airports. These included:

e passenger forecasts;

“Although BAA raised several of these items affecting both airports at a late stage in our inquiry (and provided us with little
information about some of the smaller items) we consider that there appears to be a case for them and have allowed for them
in our projections, subject to further detailed examination by the CAA.

"*Costs for these items have been updated in our projections.

*BAA analyses its operating expenditure in terms of input costs rather than activities. It can, therefore, be difficult to assess
whether individual processes have become more efficient. Most security costs are, for example, included in staff costs, which
also include all other types of staff.
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71.

72.

e passenger experience and demands;

o airline operating needs and demands;

e Dbusiness risk;

e market-driven impacts;

¢ statutory and compliance requirements;

e productivity and operational efficiency improvements; and
¢ the impact of capital plans.

BAA told us that these factors, together with local and technical expertise drove its
bottom-up business planning and forecasting process, which included developing
productivity and operational efficiency targets. It produced three sets of projections
relevant to this inquiry: the September 2006 projections that formed the basis for the
CAA'’s submission to the CC, the May 2007 projections submitted to this inquiry and
the July 2007 updated projections. The analysis below is based on BAA’s July 2007
projections.

BAA told us that a large proportion of the airports’ cost bases were fixed in the short
to medium term. Nonetheless, once it had established a base plan, BAA evaluated
possible productivity and operational efficiency improvements and its projections
included such improvements resulting from various change programmes. These
were, however, offset by the cost of additional security staff and a net cost increase
resulting from the opening of Terminal 5 and the closure of Terminal 2.

The CAA told us that there was a great deal of uncertainty in BAA’s projections. This
included considerable uncertainty about passenger numbers, security, the impact of
the opening of Terminal 5, and BAA’s own efficiency.

Heathrow

73.

Table 10 shows BAA’s July 2007 projections of operating expenditure at Heathrow.

TABLE 10 BAA projections for Heathrow operating expenditure, July 2007

£ million, 2007/08 prices

Q5 Q5
2008/09  2009/10  2010/11  2011/12  2012/13  average total

Total staff costs (incl pensions) [ s ]
Constabulary
Rent 7 7 7 6 6 7 33
Rates 90 89 90 91 97 91 457
Utility 88 89 93 96 102 94 468
Maintenance and equipment 106 99 97 100 106 102 508
Other operating 84 79 70 58 47 68 338
Intercompany charges 138 145 144 142 141 142 710
Heathrow Express 51 52 53 54 55 53 265
Volume

BAA total 846 829 820 808 821 825 4,123
Source: BAA.

Note: Subject to rounding differences.
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74. BAA forecast that its operating expenditure at Heathrow, after rising throughout Q4,
would peak in 2008/09 with the opening of Terminal 5. BAA then expects it to fall as
Terminal 2 closes and efficiency measures take effect. The opening of Terminal 5
leads to step change increases in some cost items, notably maintenance and equip-
ment, rates and utility costs.

Comparison with CAA projections

75. Table 11 shows the CAA’s projected allowance for operating expenditure at
Heathrow adjusted to show a breakdown into the cost categories used in BAA’s own
projections. (Because of the different approaches, there is no equivalent of the CAA’s
volume adjustment in BAA’s projections.) Table 12 shows the difference between the
BAA and CAA projections.

TABLE 11 CAA March 2007 projections for Heathrow adjusted according to BAA cost items

£ million, 2007/08 prices

Q5 Q5
2008/09  2009/10  2010/11  2011/12  2012/13  average total
Total staff costs (including pensions) 208 202 199 197 195 200 1,001
Constabulary 31 31 31 30 30 31 153
Rent 6 6 5 5 5 5 27
Rates 76 74 73 73 72 74 368
Utility 80 84 88 90 93 87 435
Maintenance and equipment 84 81 81 80 79 81 406
Other operating 77 69 68 67 60 68 341
Intercompany charges 93 92 91 90 90 91 457
HEX 55 55 56 56 58 56 279
Volume 8 10 13 16 20 13 67
CAA total 718 703 706 705 702 707 3,534
Source: CAA.
Notes:

1. Adjusted from 2006/07 to 2007/08 prices using an RPI factor of 1.0285.
2. Subject to rounding differences.
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TABLE 12 Difference between BAA July 2007 and CAA March 2007 projections for Heathrow

£ million, 2007/08 prices

Total operating expenditure in Q5
BAA CAA Percentage
projections projections Difference difference
%
Total staff costs (incl pensions) 5 1,001 5
Constabulary 153
Rent 33 27 6 18
Rates 457 368 89 19
Utility 468 435 33 7
Maintenance and equipment 508 406 102 20
Other operating 338 341 -3 -1
Intercompany charges 710 457 253 36
HEX 265 279 -14 -5
Volume 67 -67 N/A
Total 4,123 3,534 590 14
Source: CAA.
Notes:

1. Adjusted from 2006/07 to 2007/08 prices using an RPI factor of 1.0285.

2. Subject to rounding differences.

3. N/A = not applicable.

4. The CAA’s estimate for rates is based on applying its efficiency adjustment to actual 2005/06 costs and adding an allowance
for the net impact of opening Terminal 5 and closing Terminal 2.

76.

77.

The comparison between the two sets of figures is not straightforward. As the CAA
projections are based on BAA’s initial submission, the differences include both the
adjustments made by the CAA in March 2007 and the changes made by BAA in May
and July 2007. (If the CAA had based its analysis on BAA’s July 2007 projections it
might, thus, have accepted some of BAA’s changes, reducing the differences shown
in the table.) In addition, the CAA has made a separate volume adjustment whereas
the effect of volume on costs is built into each individual cost item in the BAA pro-
jections.

Large areas of difference between the two sets of projections include intercompany
charges, staff costs, rates and maintenance and equipment. Although part of the
difference in staff costs may be explained by the treatment of the volume adjustment
in the CAA figures, the difference would remain large even if all the volume adjust-
ment were to be attributed to staff costs. BAA pointed out that this simplified com-
parison effectively assumed that efficiency savings could be made proportionately
across all cost items. In practice this was not the case, as was illustrated by the
difference in the amount allocated to rates which were effectively a non-controllable
item.

Gatwick

78.

Table 13 shows BAA’s July 2007 projections of operating expenditure at Gatwick.

G22



TABLE 13 BAA projections for Gatwick operating expenditure, July 2007

£ million, 2007/08 prices

Q5 Q5
2008/09  2009/10  2010/11 2011/12  2012/13  average total
Total staff costs (incl pensions) 5
Constabulary
Rent 0 0 0 0 0 0 1
Rates 25 26 26 28 29 27 134
Utility 25 26 26 26 27 26 130
Maintenance and equipment 27 29 31 33 34 31 154
Other operating 22 23 23 24 24 23 116
Intercompany charges 49 47 47 45 45 47 233
Volume - - - - - - -
BAA total 259 263 265 269 272 266 1,329
Source: BAA.
Note:

1. Adjusted from 2006/07 to 2007/08 prices using an RPI factor of 1.0285.
2. Subject to rounding differences.

79. BAA forecast that its operating expenditure at Gatwick would rise in Q5 but would not
have a step change similar to that at Heathrow. All costs other than rents and inter-
company charges show rising trends. BAA told us that costs rose in 2005/06 owing to
exceptional costs of implementing change programmes. It added that the further rise
in 2007/08 mainly reflected an increase in security staff.

Comparison with CAA projections

80. Table 14 shows the CAA’s projected allowance for operating expenditure at Gatwick
adjusted to show a breakdown into the cost categories used in BAA’'s own
projections. Table 15 shows the difference between the BAA and CAA projections.

TABLE 14 CAA March 2007 projections for Gatwick adjusted according to BAA cost items

£ million, 2007/08 prices

Q5 Q5
2008/09 2009/10 2010/11 2011/12  2012/13  average total
Total staff costs (incl pensions) 88 87 86 86 85 86 432
Constabulary 13 13 13 12 12 13 63
Rent 0 0 0 0 0 0 1
Rates 20 20 20 20 19 20 99
Utility 24 23 24 24 25 24 119
Maintenance and equipment 22 22 22 21 21 22 109
Other operating 19 19 19 19 19 19 95
Intercompany charges 32 32 32 31 31 32 158
Volume 2 3 4 4 5 4 19
CAA total 221 220 219 218 217 219 1,095
Source: CAA.
Note:

1. Adjusted from 2006/07 to 2007/08 prices using an RPI factor of 1.0285.
2. Subject to rounding differences.
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TABLE 15 Difference between BAA July 2007 and CAA March 2007 projections for Gatwick

£ million, 2007/08 prices

Total operating expenditure in Q5
BAA CAA Percentage
projections projections  Difference difference
%
Total staff costs (incl pensions) [ s ] 432 [ s ]
Constabulary 63
Rent 1 1 0 0
Rates 134 99 35 26
Utility 130 119 11 8
Maintenance and equipment 154 109 45 29
Other operating 116 95 21 18
Intercompany charges 233 158 75 32
Volume 19 -19 N/A
Total 1,329 1,095 234 18

Source: CAA.

Note: Subject to rounding differences.

81.

82.

As at Heathrow, comparisons between the BAA and CAA projections for Gatwick are
made more difficult by the fact that the differences both combine the CAA’s March
2007 adjustments with the changes made by BAA in May and July 2007 and are
affected by the different treatment of the volume adjustment. The largest differences
include intercompany charges, staff costs, rates and maintenance and equipment.

At Gatwick, BAA told us that it expected an increase in staffing to meet the new
security requirements, followed by a gradual decline driven by assumed efficiency
savings.

Total operating expenditure

83.

Figures 3 and 4 compare the total operating expenditure that BAA projected for
Heathrow and Gatwick respectively in July 2007 with historic expenditure. BAA told
us that the increase in operating expenditure at Heathrow in 2008/09 was associated
with the opening of Terminal 5. This was followed by a reduction caused by the
closure of Terminal 2 and efficiency measures.
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FIGURE 3
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Staff costs and efficiency
Overview

84. BAA’s manpower costs and productivity were subject to thorough scrutiny by IDS and
discussed in detail in the report it prepared for the CAA (see Annex 1). We set out
some key points in Annex 2, together with information about trade union membership
and collective bargaining. A major part of manpower costs is attributable to security
staffing.” BAA’s July 2007 projections increased staff costs at Heathrow by [¥<] per
cent, compared with its September 2006 projections, and by [é<] per cent at Gatwick.
Overall staff numbers were, however, subject to various efficiency programmes. BAA

"We asked Booz Allen Hamilton to review these costs in detail (see Annex 1).
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85.
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told us that the increases were driven mainly by new security requirements of the
DfT, improved security service standards and the requirements resulting from an EU
security audit. An additional 570 security staff at Heathrow and 301 staff at Gatwick
were needed to implement recent security directives. The new security standards
had the effect of increasing out-turn security costs per passenger from £1.80 to £2.35
at Heathrow and from £1.50 to £1.96 at Gatwick by 2012/13. These increases in staff
costs exclude the impact of an adjustment to pensions that is included in ‘other’
operating costs.

Other changes made in BAA’'s May and July 2007 projections included increases in
non-security staff at Terminal 5 and changes in productivity assumptions. BAA now
argued that productivity in Terminal 5 would be lower than in the other terminals
because its larger size, and the relationship between the terminal and its satellites,
would increase costs. BAA had assumed that there would then be reductions in non-
security staff between 2009/10 and 2011/12, after which staff costs would increase
as a result of BAA’s assumption that pay would increase by [<] per cent a year in
real terms. This outweighed BAA’s assumption that in the long term productivity of
non-security staff would increase by [<] per cent a year after allowing for traffic
growth.

FIGURE 5
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86.

BAA told us that the increased staff costs at Gatwick reflected the requirements of
new security directions from the DfT and BAA’s assumption that pay would increase
by [¢<] per cent a year in real terms. These increases were partly offset by efficiency
programmes.
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Gatwick staff costs
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87.

88.

The CAA commented that the largest operating expenditure increase that BAA had
made in its May and July 2007 projections was for staff costs. This increase applied
to both security and non-security staff. As regards non-security staffing, the CAA
considered that BAA had provided very little information to justify the increase. The
CAA commented, however, that it might be sympathetic towards staffing increases
intended to deliver high levels of availability of passenger-sensitive equipment or
provide more passenger-facing staff to improve service quality during periods of
congestion or operational difficulties.

BAA commented that the increases in non-security staff at Heathrow would occur in
2007/08 and 2008/09. They were required to provide for the planned airline
relocations following the opening of Terminal 5, improvements in service quality and
the transformation of the airport. BAA added that [<].

Productivity measures

89.

BAA told us that the main productivity measures it considered were passengers per
man-year and total staff costs per passenger. In addition, it also took into account
pay-related costs per passenger and passengers per average staff. Figures 7 and 8
show the overall labour productivity assumptions for Heathrow and Gatwick
respectively built into BAA’s July 2007 projections.
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FIGURE 7
Heathrow man-years
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90. In its May and July 2007 revisions, BAA increased its projected staffing levels mainly

to allow for increased security requirements. The additional man-years projected by
BAA for the two airports are shown in Table 16. The productivity trends at Heathrow
and Gatwick projected by BAA in July 2007 are shown in Tables 17 and 18
respectively. These show a decline in productivity at Heathrow over Q4 and the first
year of Q5, followed by rising productivity over the latter part of Q5. At Gatwick
productivity rose over the first four years of Q4 and is then expected to remain static
for the next four years before rising at the end of Q5.

G28



TABLE 16 Increases in man-years proposed by BAA in May and July 2007 over its initial submission

man-years
Reason Heathrow  Gatwick
Further staffing:
(a) to achieve the existing 10-minute standard
for 95% of the time 165 153
(b) to achieve a 5-minute standard for 95% of
the time 163 15
(c) to carry out April 2007 liquids directive,
comply with further DfT initiatives and
comply with results of EU security audit 242 133
Total increase 570 301
Less already allowed for in BAA’s May 2007
projections 438 177
Net increase in July 2007 132 124
Source: BAA.
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TABLE 17 Heathrow productivity in Q4 and Q5, actual and forecast by BAA

2003/04 2004/05 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13
Passengers (m) 64.3 67.7 67.4 67.3 68.2 70.6 72.8 74.2 75.3 77.2
Man-years ('000) 4,159 4,196 4,198 4,467 4,788 s
Passengers per man-year 15.5 16.1 16.1 15.1 14.2
Source: CC analysis of data from BAA.
TABLE 18 Gatwick productivity in Q4 and Q5, actual and forecast by BAA

2003/04 2004/05 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13
Passengers (m) 30.1 32.0 32.8 34.4 35.6 36.2 36.6 36.8 37.3 37.7
Man-years ('000) 1,985 1,931 1,918 1,866 2,000 s
Passengers per man-year 15.2 16.6 171 18.4 17.8

Source: CC analysis of data from BAA.
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Efficiency reviews

91.

92.

93.

94.

95.

96.

BAA told us about a set of initiatives referred to as the Delivering Excellence change
programme (see paragraph 16). Starting in 2004/05, this had two main parts: simpli-
fying layers of airport management; and devolving decisions closer to the front line.
BAA said that seven levels of management had been reduced to four and that
accountability for security staff had been simplified. BAA told us that one of the
initiatives, Delivering Excellent Experience would lead to cumulative staff savings of
468 man years at Heathrow and 105 man years at Gatwick by the end of December
2008. BAA told us that support services such as finance, IT, human relations and
engineering services had had similar initiatives. A subsequent initiative, Project
Orange, had benchmarked the efficiency of BAA’s IT services against those in com-
parable companies.

BAA told us that it had also carried out internal benchmarking, for example compar-
ing passenger flows in the terminals at Heathrow. Now that BAA was not a plc, it was
able to share monthly profitability information around the organization. It could not,
however, share much information on the effectiveness of security arrangements as
this could provide useful information to terrorists.

More recently, BAA had asked McKinsey to review BAA’s efficiency. Its report had
identified scope for further staff reductions of between 400 and 1,200 (see paragraph
134).

BAA told us that it intended to move most of its head office staff from Central London
to Heathrow and to consolidate its management at Gatwick into one building. This
should achieve savings and improve communications. Many of the staff at Heathrow
were being moved into offices on the perimeter of the airport to free up airport
accommodation for renting to airlines. BAA told us that its new management intended
to achieve a step change in its financial and operational performance. It had there-
fore undertaken to simplify its business.

At the end of 2006, BAA commissioned a number of studies into the scope for per-
formance improvements over and above those included in its September 2006
proposals to the CAA. It told us that although this work was still continuing and much
of it had yet to produce definitive proposals, it expected the resulting change pro-
gramme to generate significant headcount reductions. In April 2007, the high-level
recommendations had been presented to BAA’s senior management. BAA added
that it was now considering how these recommendations should be applied through-
out the group.

BAA told us that the impact of this change programme had not been explicitly
included in its financial projections for Heathrow and Gatwick. The projections did,
however, include some efficiency savings for which there were no specific plans.
These were referred to as ‘unallocated stretch’ and reflected intended operating
expenditure savings that had yet to be identified; these were greater than the savings
suggested by McKinsey. The various efficiency studies, including the McKinsey
study, would thus contribute towards achieving the ‘stretch’ savings.

Staff rostering

97.

One of BAH’s major criticisms in its process benchmarking study was of the quality of
BAA'’s rostering, its lack of flexibility and the effect that this had on BAA’s efficiency.
BAA told us that it was now in the process of implementing rostering improvements.
[+<]
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98.

99.

100.

In response to the BAH criticisms, BAA told us that staff flexibility was reduced by
practical constraints. For example, it said that it was not possible to hire staff for
2 hours at a time because it would take most of that time for them to get through
security. BAA told us that moving staff between Terminals 1 and 4 could take
45 minutes. For these reasons, BAA considered 4 hours to be the minimum practical
length of shift. It considered that staff flexibility was further reduced by the tight labour
markets around Heathrow and Gatwick.

BAA said that matching rosters to demand was difficult as passenger flows could
change quickly. Furthermore the forecasts of passenger flows supplied by airlines
could sometimes be out by 30 per cent. BAA told us that rostering at Gatwick was
complicated by [<] the seasonal nature of the airport’s business. For this reason it
used agency staff there in the summer. The new security situation following
10 August 2006 had required it to recruit 570 new people at Heathrow and 301 at
Gatwick. This had had the advantage of allowing BAA to revise rostering practices.

After it updated its study of the central security process for us, BAH told us that,
although it had noted some process improvements at Heathrow and Gatwick com-
pared with the findings of its original study for the CAA, there was still scope for
efficiency improvements at both airports.

Police

101.

40
38
36
34
32

28
26
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20

Costs £m, 2007/08 prices

Figures 9 and 10 compare the expenditure on policing that BAA projected for
Heathrow and Gatwick respectively in July 2007 with historic expenditure.
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FIGURE 10

Gatwick police costs
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102.

103.

Rent

104.
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BAA told us that it had kept policing costs at Heathrow under control by negotiating a
reduction in the proposed number of officers. It added that it was currently
negotiating future costs with the Metropolitan Police Service, which was seeking to
recover additional costs. The Civil Aviation Act 2006 required the airport to conclude
a police services agreement with the police by November 2007. To allow for this,
BAA had included a [¢<] per cent a year real increase in policing costs.

BAA told us that it had recently negotiated a [¢<] per cent real increase in policing
costs at Gatwick for 2007/08. BAA had forecast that the same real increase would
apply in 2008/09 and 2009/10, after which it had assumed a real cost increase of
[<] per cent a year.

Figures 11 and 12 compare the expenditure on rent that BAA projected for Heathrow
and Gatwick respectively in July 2007 with historic expenditure.
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FIGURE 11

Heathrow rent cost
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FIGURE 12

Gatwick rent cost
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105.

106.

Rates

107.

BAA/CC2007/424.

BAA told us that rent costs covered the cost of staff accommodation. At Heathrow
this consisted mainly of the Heathrow Point complex and the Magnetex car park. The
increase in 2006/07 provided for warehouse facilities to support BAA’s retail oper-
ations and to provide for increased retail capacity in Terminal 5.

Rent costs at Gatwick would fall to a low level as accommodation was released.

Figures 13 and 14 compare the expenditure on business rates that BAA projected for
Heathrow and Gatwick respectively in July 2007 with historic expenditure.
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FIGURE 13

Heathrow rates
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108. BAA told us that the airports’ rateable values were calculated by the Valuation Office
Agency on the ‘contractor’s basis’ of valuation. This method decapitalized the depre-
ciated replacement cost of land and buildings to produce an annual equivalent which
was set as the rateable values. BAA added that central government had currently
determined that a recapitalization rate of 5 per cent should be used. The rate
poundage to be applied to the rateable values was also set by central government,
currently at 44.4p per pound.

109. To forecast future rates, BAA told us that it had projected the replacement cost of its
land and buildings forward in line with forecast capital expenditure and assumed that
the recapitalization rate and the rate poundage would remain constant. BAA com-
mented that business rates were difficult to forecast because they were subject to
political and legislative changes. As local government expenditure was increasing
faster than general inflation, there was scope for rates to increase more rapidly than
it had forecast. As we have recommended that rates should be included in the
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operating expenditure allowances as an additional ‘one-off’ item (see paragraph 7),
we consider that the CAA should review BAA’s forecasts of them in detail.

Utility costs

110. Figures 15 and 16 compare the expenditure on utility costs that BAA projected for
Heathrow and Gatwick respectively in July 2007 with historic expenditure.

FIGURE 15

Heathrow utility costs
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FIGURE 16
Gatwick utility costs
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111. BAA told us that its energy consumption was driven by capital expenditure, rather
than passenger numbers. Electricity demand at Heathrow was projected to increase
as Terminal 5 and associated developments came into use. Further increases would
be associated with the Terminal 1 Star Pier redevelopment, HET and the provision of
services to additional stands.
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112.

113.

114.

115.

116.

117.

BAA added that increases in electricity demand at Gatwick would be lower than at
Heathrow as most projects at Gatwick were refurbishments of existing facilities,
rather than additional new developments.

BAA said that water costs at both airports were driven by airport activity, rather than
new development.

The CAA asked IPA to review BAA’s projections of utilities costs. IPA’s report con-
cluded that the projected utility costs should be reduced, as BAA’s projected utility
price forecasts were higher than market rates.

BAA contested IPA’s findings. It agreed, however, that the prices in its original
October 2005 forecasts now needed to be updated owing to subsequent changes in
the relevant markets. BAA was concerned that IPA had not taken account of the
hedging strategy built into BAA’s current energy portfolio. It told us that its strategy
was increasingly to hedge its position by purchasing commodities up to two years
ahead. BAA considered that IPA had underestimated the distribution-use-of-system
charge (part of the delivery charge) included in electricity prices at Gatwick and had
therefore calculated electricity prices that were substantially too low. BAA also
believed that IPA had misinterpreted the ‘K’ factor adjustments applying to BAA’s
water contracts.

Nonetheless, BAA told us that, despite the above differences, the utility costs in its
July 2007 projections were closer to those in the IPA report than the utility costs in its
initial projections. BAA’s projected utility costs were now £8 million above the IPA
forecast in 2007/08 but converged towards the IPA forecast by 2012/13.

Table 19 shows a comparison of the various utility cost projections.

TABLE 19 Comparison of utility cost projections

£ million, out-turn

Forecast Airport 2008/09 2012/13

BAA 2006 forecast Heathrow 65.6 70.5
Gatwick 19.2 19.7

Total 84.8 90.1

IPA 2006/07 forecast (high case) Heathrow 48.3 57.4
Gatwick 13.7 15.5

Total 62.0 72.9

BAA July 2007 forecast Heathrow 3.0 58.7
Gatwick 15.2 16.2

Total 68.2 74.9

Source: BAA/CC2007/100, Table 12.1.

Note: This table excludes an annual efficiency target of about £2 million that BAA included in its September 2006 and July
2007 GSM projections.

118.

The CAA commented that, in its May 2007 projections, BAA had revised its utility
costs downwards to within 7 per cent of the high case set out in the IPC report.
BAA’s July 2007 projections further revised utility costs to take account of increases
in its capital programme. The CAA told us that it intended to update the IPA analysis
in autumn 2007 to take account of the latest market data.
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Maintenance and equipment
119. Figures 17 and 18 compare the expenditure on maintenance and equipment that
BAA projected for Heathrow and Gatwick respectively in July 2007 with historic
expenditure.
FIGURE 17

Heathrow maintenance and equipment
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FIGURE 18
Gatwick maintenance and equipment
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120. BAA told us that maintenance and equipment costs included the cost of maintaining
passenger-sensitive equipment and baggage systems, vehicle supplies and repairs,
and general engineering equipment costs. The cost of maintaining baggage systems
was rechargeable to the airlines. BAA said that cost increases at Heathrow in
2006/07 and 2007/08 mainly provided for service improvements. Subsequent
changes were linked to the opening of Terminal 5 and Heathrow East and the closure
of Terminals 2 and 1.
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121. BAA told us that maintenance and equipment costs at Gatwick were largely driven by
the capital programme. Significant supply chain savings would be achieved in
2007/08 and there would be a one-off cost of £1.5 million in 2009/10 associated with
the demolition of the old Pier 3 transit system. Efficiency savings of 0.5 per cent a
year had been assumed from 2010/11 onwards.

122. The CAA commented that in its May 2007 projections for Heathrow BAA had
increased its forecast maintenance costs by 16 per cent over Q5 on the basis that
there was now greater certainty about the net additional maintenance costs of
operating Terminal 5. BAA told us that its cost estimates now included cleaning costs
that had been agreed after competitive tendering. These had been £2 million a year
higher than BAA'’s original high-level estimate.

Heathrow Express

123. Figure 19 compares the expenditure on the Heathrow Express that BAA projected in
July 2007 with historic expenditure.

FIGURE 19

Heathrow Express expenditure
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124. BAA told us that Heathrow Express costs largely provided for staff, engineering and
maintenance costs. These would increase up to 2009/10 as the Piccadilly Line and
Heathrow Express extensions to Terminal 5 came into service. BAA expected further
increases in 2011/12 to 2013/14 when revenue from the Heathrow Express was
expected to reach a threshold that would trigger further track access charges.

125. The CAA commented that, in its May 2007 projections, BAA had made a modest
reduction in its forecast of the cost of the Heathrow Express. As the CAA’s original
forecasts had been based on BAA’s original forecast of these costs, the CAA con-
sidered that it would now be appropriate to adopt BAA’s revised forecast for them.
The costs and revenues of the Heathrow Express have not been subject to detailed
scrutiny by the CAA or ourselves at either this or the previous London airports price
determination. Neither is the Heathrow Express subject to the rigour of periodic
competitive tendering. One possibility would be for the CAA to engage rail experts to
review its costs with a view to their recommendations being taken into account, if
possible, in the price determination.
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Other operating costs

126. Figures 20 and 21 compare the expenditure on ‘other operating costs that BAA
projected for Heathrow and Gatwick respectively in July 2007 with historic
expenditure.

FIGURE 20

Heathrow other operating costs
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FIGURE 21
Gatwick other operating costs
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127. BAA told us that the large increases in ‘other’ operating costs in 2007/08 at Heathrow
and in 2005/06 at Gatwick were mainly driven by severance payments related to
efficiency programmes (see paragraph 91 et seq).

128. The CAA commented that, in its May 2007 projections, BAA had provided an
updated analysis of the forecast costs of the night-noise programme. As the CAA’s
projections had been based on BAA’'s unadjusted original forecasts for noise
programmes, the CAA now considered that it would be consistent to incorporate
BAA'’s revised forecasts of these costs in the operating expenditure allowance.
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Intercompany charges

129. Figures 22 and 23 compare the expenditure on intercompany charges projected by
BAA in July 2007 for Heathrow and Gatwick respectively with historic expenditure.

FIGURE 22
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130. BAA told us that intercompany charges paid for central support services and
corporate costs. Central support services covered IT, retail operations, supply chain
management and project support. Corporate costs included finance, human
resources and legal services. BAA added that allocated corporate costs accounted
for about 80 per cent of intercompany charges at Heathrow in its long-term forecast.

131. BAA told us that the increases at both airports in 2007/08 reflected a higher
proportion of corporate office costs and shared service centre costs being allocated
to the airports.
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132.

The CAA commented that, in its May 2007 projections, BAA had increased inter-
company charges by 14 per cent at Heathrow and by 22 per cent at Gatwick over
Q5. It added that it wanted further information from BAA on how these increases
related to the review of intercompany charges carried out by LECG for the CAA (see
paragraph 39). BAA told us that intercompany charges at Heathrow and Gatwick had
increased as a result of a cap applied to the corporate costs allocated to non-
regulated airports. Previously the costs that would otherwise have been allocated to
the non-regulated airports had been retained at corporate office. Under BAA’s
revised policy they were now allocated to the remaining airports. BAA told us that the
resulting cost allocation better reflected the fact that the regulated airports were the
main users of corporate services.

Other evidence on BAA'’s likely level of operating expenditure

133.

We are aware of two other pieces of evidence on BAA'’s likely level of operating
expenditure. First, BAA has commissioned McKinsey to advise it on methods of
improving its operating efficiency, and secondly, Ferrovial estimated the scope for
efficiency savings in a business plan prepared in June 2006, shortly before it (and its
co-investors in ADI) took control of BAA.

The McKinsey review

134.

After BAA submitted its original projections to the CAA, it asked McKinsey to review
its efficiency. McKinsey’s report identified scope for between 400 and 1,200 staff
reductions, largely at middle management levels. BAA told us that this work was still
ongoing when it prepared its submission to the CC. Given this, it added that the
headcount numbers for individual airports in the submission were somewhat spec-
ulative.

The Ferrovial business plan for BAA

135.

136.

137.

The Ferrovial business plan for BAA was written before Ferrovial took control of BAA
and was, therefore, based largely on published information rather than confidential
BAA data. Ferrovial Aeropuertos, the group company responsible for operating
George Best Belfast City Airport and an airport in Chile, prepared the business plan.
The plan showed that Ferrovial considered that BAA’s operating expenditure was
excessive compared with its benchmarking analysis. It proposed cost reductions that
were to be implemented over Q5 and Q6 in BAA corporate office, salaries (including
pensions), direct costs, general expenses and intra-group charges.

Ferrovial intended to achieve an optimal level of operating expenditure between 2015
and 2020. It estimated that ‘optimal opex’ was around 15 per cent below 2005 levels
at Heathrow and about 30 per cent below 2005 levels at Gatwick. Major savings,
compared with a 2005 base year, to be achieved by 2015 included an overall salary
reduction of nearly 25 per cent, with the largest reductions to be made at Gatwick.
The greatest overall percentage cost savings were to be made at Gatwick and
Glasgow and the smallest at Heathrow and Stansted.

Table 20 shows the cost savings that Ferrovial considered achievable at Heathrow
and Gatwick.
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TABLE 20 Operating expenditure savings projected by Ferrovial in June 2006

Heathrow
Gatwick

2005/06 actual 2005/06 ‘optimal’
(at 2004/05 prices) (at 2004/05 prices) Savings
Opex per Opex per
Opex passenger Opex passenger £ per
£m £ £m £ £m passenger
533.4 7.88 456.3 6.74 771 1.14
200.3 6.26 143.3 4.48 57.0 1.78

Source: CC analysis of data from Ferrovial business plan.

Note: Based on 2004/05 out-turn data.

138.

139.

BAA commented that Ferrovial now thought that it was mistaken in projecting these
savings. BAA added that Ferrovial’s forecasts had in any case been superseded by
successive BAA forecasts.

We consider that the extent to which the savings identified by McKinsey and those
projected by Ferrovial either overlap with BAA’s original intentions for the ‘un-
allocated stretch’ incorporated into its various projections or are additional to it is not
clear. As the McKinsey savings were identified after BAA submitted its first two sets
of projections to the CAA and the CC and the implications for individual airports were
then still being worked out, it seems likely that a significant proportion of those
savings was not already allowed for in BAA’s projections.

Airline views on BAA'’s operating expenditure projections

140.

141.

142.

The airlines that commented on CAA projections and BAA’s projections felt that the
CAA had underestimated the scope for BAA to achieve efficiency savings. They
argued that:

¢ in other industries regulators had assumed that regulated companies could make
greater operating savings;

o the CAA’s consultants’ benchmarking studies suggested that BAA could improve
its operating efficiency by more than 1 per cent a year;

o the overall trend in BAA’s productivity improvement was worse than that achieved
by airlines, which had been exposed to greater competitive pressure; and

e BAA could achieve further savings by contracting out more activities, including
security.

BAA commented that a large proportion of its costs was fixed. As this might not apply
to other regulated companies, a comparison could be misleading. BAA added that
the CAA’s consultants had also identified areas where BAA’s performance was well
above average. It thought that airline cost structures were very different from its own
and that airline security was significantly different from airport central search. Finally,
BAA commented that it did contract out activities such as cleaning and maintenance.

Some airlines felt that costs should be saved by not improving the quality of service
standard for central security screening. Airlines also felt that any improvements in
quality of service standards should be achieved without BAA incurring additional
costs.
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143.

144.

BA submitted a more detailed analysis. It argued that the CAA had underestimated
the scope for BAA to reduce its operating expenditure and that, over Q5, further
savings could be made, amounting to £216 million at Heathrow and £55 million at
Gatwick. These savings could be achieved by such means as:

(a) setting efficiency targets that were in line with those applied by other UK
regulators and addressed both ‘catch-up’ and ‘frontier-shift’ opportunities; and

(b) realizing cost-efficiency opportunities by:

(i) minimizing transaction times through central security search by optimizing
processes and using more advanced screening machines;

(i) reducing utility costs, as proposed in the IPA review;
(iii) reducing staff absenteeism;
(iv) improving rostering; and
(v) contracting out more services.
Not all airlines favoured BAA contracting out its services. Ryanair argued that if BAA

contracted out a service it would not take ownership of the performance of the
service and might blame any quality of service failings on its contractor.
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ANNEX 1

The consultants’ studies commissioned by the CAA

The Booz Allen Hamilton process benchmarking study

1.

The CAA asked BAH to carry out a benchmarking study of specific operating
processes at airports, including ‘bottom-up’ assessments of the processes. The BAH
study worked to a joint steering committee with representatives from the CAA, air-
lines and the airports (including BAA airports and Manchester Airport)."® The com-
mittee had selected the processes to be examined; these covered about 29 per cent
of operating costs at Heathrow.' All the BAA airports and a good range of other
airports had been included in the benchmarking work. (The other airports had taken
part on a confidential basis.) The processes that BAH examined were: central
search; trolley management; airside and perimeter security; services for passengers
with reduced mobility (PRM); maintenance of passenger-sensitive equipment (PSE);
management of check-in infrastructure; and management of baggage systems.

Passenger screening at central search

2.

Based on its analysis of data from 2005, BAH found that, in comparison with the
benchmark airports, there was substantial scope for process improvement in BAA'’s
passenger security screening. BAH had found that BAA’'s management of passenger
screening staff rostering®® was substandard and lacked the flexibility to respond
quickly to changes in demand or staff shortages. BAH told us that airlines had
repeatedly asked it why BAA did not allocate sufficient staff to early morning peaks.
To address this problem, BAA needed to increase flexibility, eg by reducing shift
lengths, staggering shift start and end times and annualizing hours. Increased flexi-
bility might not, however, reduce overall costs. BAH considered that union resistance
to change and poor management were possible explanations for BAA’s poor
rostering. BAH found that other, non-BAA airports had been able to adjust staffing to
match peaks in demand, for example by using more part-time staff. There was also a
high level of absenteeism among central search staff at BAA terminals.

BAH felt that there were elements of best practice within BAA at different terminals
but best practice was not being spread between terminals and airports.

BAH considered that, although changes to security requirements since 2005 were
likely to invalidate the quantitative results from this process study, the general
principles would still hold true and could be more important with the increasing level
of stress.

Booz Allen Hamilton’s follow-up study of security for the CC

5.

We commissioned BAH to update this work, taking account of current security
requirements. BAA supplied BAH with extensive data on the operation of the
passenger screening process at each terminal. BAH analysed this data in depth and

®Booz Allen Hamilton's report, Supporting Paper Ill, Airport Efficiency Assessment—overview and summary, is available at

www.caa.co.uk/docs/5/ergdocs/airportsdec06/sp3.pdf.

"Some major processes such as policing and the fire service had been excluded as BAA had little control over the method of
provision. Other services, such as cleaning were excluded as they were outsourced under competitive tendering. A further
11 per cent of operating cost were covered by the KPMG studies.

®That is matching staff supply to demand for the service.
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also observed the process at all the Heathrow and Gatwick terminals. Using this
information BAH carried out both a bottom-up examination of BAA’s efficiency and
updated its benchmarking comparisons with other airports.

BAH found that there had been significant process changes since its previous site
visits early in 2006. These were mainly required to comply with additional DfT
requirements, which had increased the workload and reduced throughput rates at
passenger central search. To compensate, both staffing and the number of X-ray
machines and archway metal detectors used had increased significantly. BAH'’s
bottom-up analysis suggested that all terminals at Heathrow and Gatwick had made
efficiency savings since 2005. BAH also found that rostering had improved at both
airports and that there was more evidence of staff being moved between terminals in
response to peaks in the workload. The updated benchmarking also suggested some
closing of the efficiency gap between BAA and the most efficient airports. On the
other hand, BAH found that absenteeism rates had increased and continued to
exceed benchmark rates.

BAH also updated the IDS study of employment costs. It confirmed that BAA security
pay rates remained significantly higher than those for other security jobs in the same
regions. However, this partly reflected the more responsible nature of airport security
work. BAH’s overall efficiency assessment was that there was potential for efficiency
savings in a range form 5 to 10 per cent in the central passenger screening pro-
cesses at Heathrow and Gatwick. These savings would not be gained in a one-off
step change but could be achieved by a continuous improvement process.?'

Trolley management

8.

BAH told the CAA that its study of trolley management for the CAA showed that BAA
had scope to improve its efficiency by improved staff rostering and shift manage-
ment.

Airside and perimeter security

9.

BAH found that most of the benchmarked airports showed a lack of connection
between demand and performance management. Its study showed that single mode
control posts (ie posts processing either passengers or vehicles, but not both) had
higher throughput than mixed mode posts. BAH considered that BAA should consider
adopting single-mode control posts to improve its efficiency.

Services for passengers with reduced mobility

10.

This benchmarking exercise was chiefly concerned with quality of service rather than
possible efficiency savings. BAH told the CAA that the benchmark airports adopted
quite different approaches to services for PRM, making comparisons difficult.
Similarly, the BAA airports had inconsistent approaches to managing services for
PRM. BAH told the CAA that BAA appeared to have opportunities to improve its
process through better oversight of it and improved management of a smaller
number of suppliers.

2p saving of 7.5 per cent would, if achieved over five years, be approximately equivalent to our assessment that there is scope
for efficiency savings of 1.5 per cent a year.
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The maintenance of passenger sensitive equipment

11. BAH told the CAA that its benchmarking of the maintenance of PSE showed that
BAA’s performance was patchy. Many aspects were good and the 98 per cent
availability target was generally achieved. BAH considered that there was, however,
scope to reduce unplanned downtime, eg by returning assets to service more quickly.
Assets were out of action due to unplanned causes for twice as much time as for
planned causes. BAH added that there were few examples of repairs meeting their
targets for time to return to service. High-performing assets appeared to mask bad
performance by low-performing assets. BAH told the CAA that the time-to-return-to-
service performance measure needed to be more rigorously measured and a wider
range of output-based performance measures could be used. BAA had good visual
management tools at Heathrow but not at Gatwick. BAH considered that BAA’s 2 per
cent downtime for its PSE was high compared with other airports. However, given
that maintenance was contracted out, this was not necessarily BAA’s fault. BAH told
us that it had heard that the few large contractors were all of low quality and often
failed to carry out orders. BAH considered that BAA could tighten the terms of its
maintenance contracts on an annual basis to ensure that its suppliers carried out
more of their planned orders.

Management of check-in infrastructure

12. BAH told the CAA that the benchmarked airports had a wide range of approaches to
managing check-in infrastructure. It felt that BAA had scope for process improvement
at Heathrow and Gatwick.

Management of baggage systems

13. BAH told the CAA that BAA’s process governance and technical capabilities
compared well with the benchmark sample. It considered that improvement oppor-
tunities at Heathrow and Gatwick were therefore incremental rather than radical.

Overall conclusions

14. BAH found in its 2006 study for the CAA that, for all the processes considered, BAA
had some scope for improvement, even if this was limited in some cases. The
efficiency of BAA’s labour-intensive processes, including central search, trolley
management and airside security, could be improved by better rostering to achieve
more consistent performance over the working day. Some of the efficiency gains
would, however, result in improved quality of service (or less variable standards)
rather than cost reductions.

The IDS study of manpower costs

15. The CAA asked IDS to carry out a study of BAA’s manpower costs.?” For each major
category of staff, IDS examined:

e wage rates and other employment costs benchmarked against relevant
comparator data;

2The report of the IDS study of BAA’'s manpower costs is available at www.caa.co.uk/docs/5/ergdocs/airportsdec06/
sp6.pdf.
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16.

17.

18.

e absence and staff turnover rates and their impact on costs; and
¢ the use of overtime and shift working and their effect on costs.

IDS used job evaluation techniques to compare jobs in similar functions across
different organizations. The study drew on comparative pay data from the Annual
Survey of Hours and Earnings), the IDS pay benchmarking database and various
specialist pay surveys.

IDS has carried out a general benchmarking analysis of the most numerous job
grades; more detailed benchmarking studies of security guards and technicians;
benchmarking studies of labour turnover, absence rates and earnings growth; and a
comparative assessment of the BAA pension scheme.

IDS found that that:

e Security staff, who are the most numerous job type in BAA, were paid at the upper
quartile for jobs of similar job weight within the relevant regional labour market.
BAA commented that it considered that its security staff were paid at the median
rate when compared with similar ‘premium security’ staff. Below senior manage-
ment, BAA’s security staff were paid at the upper quartile for their group (about 40
per cent above the UK median) and other staff were paid close to the median. IDS
added that it would expect airport security staff to be in the upper part of the earn-
ings distribution for security staff, given the context and their level of responsibility.
When benchmarked against average regional pay rates for all occupations or
against ‘premium’ security jobs, Heathrow security guards were around the mid-
point but those at Gatwick were towards the top of the range.

¢ Administrative-type support staff were paid between the median and lower
quartile.

e Engineering technicians were paid between the median and upper quartile.

e Supervisory and managerial staff at the lower grades were paid between the
median and lower quartile.

e Senior mangers were paid between the median and upper quartile.
e BAA’s engineering technicians were paid around the market median.

o BAA’s pay settlements had averaged about 0.5 per cent above the increase in the
all-items RPI between 1998 and 2005.

o BAA'’s staff turnover of around 10 per cent was below both the UK average of
about 16 per cent and the average for the transport sector.

¢ BAA'’s final salary pensions scheme was generous and well funded (see appendix
on pensions).

o BAA’s average absence rate of 12.3 days per employee a year was substantially

higher than the national averages of 8 days and 6.6 days shown in surveys carried
out by the CIPD and the CBI respectively.
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The KPMG study of the finance and facilities functions

19.

20.

21.

The CAA asked KPMG to carry out a benchmarking study covering both finance and
facilities management.?® KPMG first compared BAA’s performance with KPMG'’s
internal finance benchmarks and secondly compared BAA’s facilities management
function with a benchmarking database supplied by Investment Property Databank
(IPD).

KPMG considered the results of its study reassuring. It found that BAA’s finance
function was reflectively efficient in terms of both cost and headcount. KPMG felt that
BAA was on the right path in transforming its finance function. KPMG thought that
there had been a step change in efficiency: new finance IT systems had been
introduced and the finance function had been centralised into a service centre. BAA
typically achieved second quartile scores compared with KPMG'’s sets of compara-
tors. However, for some processes, including regulatory compliance and reporting,
BAA was less efficient than the average of KPMG’s database. KPMG expected that
future improvements would be through continuous improvement, rather than further
step changes. Even so, KPMG estimated that savings of up to 6 per cent
(£0.7 million) might be possible over Q5. These could be achieved by more efficient
transactions processing and further improvements to management accounting and
reporting.

In assessing facilities management, KPMG had had the assistance of a chartered
surveyor. It compared BAA’s facilities costs against weighted benchmarks from the
IPD databank. KPMG concluded that, on an overall cost per full-time equivalent
(FTE) basis, BAA was more efficient than the IPD benchmark. In particular, BAA's
overall space efficiency per FTE was 28 per cent better than the benchmark. KPMG
felt that BAA had had good practices for operations and project management. KPMG
saw no scope for large improvements in the management of staff accommodation.
Nonetheless, KPMG found that 8 of the 17 properties examined had had higher costs
than the benchmark—a combined gap of £1.25 million from the benchmark for the
eight properties. BAA’s costs per sq metre were high, but KPMG considered that it
would be difficult to reduce them. BAA had actively tried to move its own staff away
from expensive properties to release these for renting to airlines. KPMG felt that
property cost savings of between 1 and 7 per cent a year (£0.2 million to
£1.25 million) might still be possible.

The KPMG study of information technology costs

22.

23.

The CAA also asked KPMG to carry out a study of BAA’s IT costs.?* The study
focused on three areas: the cost of providing IT infrastructure; the cost of IT projects,
particularly at the regulated airports; and the overall cost of IT across BAA as a
whole. KPMG told the CAA that BAA had a relatively high spend on both IT infra-
structure and IT for major construction projects.

KPMG considered that the underlying cost of BAA’s IT infrastructure (ie IT costs
excluding projects) was in line with, or better than, KPMG’s benchmark average
costs. KPMG considered that BAA’s IT service delivery performance had improved
over the previous 18 months, although costs were increasing.

®The report of KPMG’s study of BAA’s finance and facilities functions is available at www.caa.co.uk/default.aspx?catid=
5&pagetype=90&pageid=7455.

#The report of KPMG’s study of information technology costs is available at www.caa.co.uk/default.aspx?catid=5&pagetype=
90&pageid=7455.
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24.

KPMG found that BAA’s capital projects included an increasing proportion of IT
expenditure and that BAA spent a higher proportion of its revenue on IT projects
compared with many other organizations. Its project delivery performance was
generally good in terms of benefits delivered. Projects were, however, often delivered
later than planned.

The LECG review of central cost allocation

25.

The CAA asked LECG to review BAA’s approach to allocating central costs and
revenues to its subsidiaries. LECG focused on the objectivity with which BAA
allocates costs and revenues to the regulated airports and the rest of its business. It
also reviewed the cost drivers and other factors BAA uses to allocate costs and
revenues compared with both recognized best practice and the CAA’s statutory
duties that govern airport price regulation. LECG modelled BAA’s cost allocation
methods and reviewed them in depth. It recommended that the CAA should make a
number of changes in the allocated costs that were allowed for in prices. These
included removing the effect of capping the costs allocated to non-regulated airports,
correcting a number of errors and changing some cost drivers.
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ANNEX 2

Manpower costs and collective bargaining

Manpower costs

1. IDS carried out a thorough assessment of manpower costs for the CAA. Its findings
are summarized in Annex 1. Significant points included:

security staff being paid at the upper quartile for security jobs in the relevant
region;

Heathrow security staff being paid around the midpoint when benchmarked
against ‘premium’ security jobs in its region;

Gatwick security staff being paid towards the top of the range when benchmarked
against ‘premium’ security jobs in its region;

engineering technicians being paid between the median and the upper quartile for
similar jobs in the relevant region;

senior managers being paid between the median and upper quartile for similar
jobs;

a generous and well-funded pensions scheme; and
an average absence rate of 12.3 days per employee a year that was substantially

higher than the national averages of 8 days and 6.6 days found in surveys carried
out by the CIPD and the CBI respectively.

Trade union membership and collective bargaining

2. At

both Heathrow and Gatwick, BAA’s front-line staff are highly unionized. Table 1

shows the overall proportions of trade union members and union membership in
certain key functional areas.

TABLE 1 Trade union membership at Heathrow and Gatwick

per cent
Heathrow Gatwick
Overall trade union membership 66 62
Overall membership excluding
senior managers 69 66
Security & terminal staff Il 68
Engineering staff 64 59
Fire service staff 77 74
Source: BAA.
3. The great majority of trade union members at Heathrow and Gatwick are members of

the two unions that have recently merged to form Unite: the Transport & General
Workers’ Union with 80 per cent of all membership and Amicus with 14 per cent.
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Formal pay bargaining structures exist at both national and airport levels. At national
level there is a Joint National Forum, which includes representatives from all the
unions and airports. The Joint National Forum negotiates pay and conditions and
develops standardized national policies. It also acts as a forum for consulting the
unions about pensions and BAA’s strategy and performance. Each airport has a local
Joint Forum with a constitution decided locally.
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