APPENDIX|

Other incomes

Background

1.

Commercial and other non-aeronautical revenues currently account for almost half of
total revenue at Heathrow, and over half of revenue at Gatwick. They also account
for significantly more than half of the profits of the two airports. The main sources of
such income (with income from airport charges also shown for comparison) are as

follows:
TABLE 1 Income, expenditure and HCA profits, 2005/06
£ million
Heathrow Gatwick

HCA HCA

Income Expenditure profit Income Expenditure Profit

Airport charges 560.2 340.6 219.6 152.9 179.8 -26.9

Retail 206.5 49.6 156.9 98.5 23.5 75.0

Car rental 9.9 2.0 7.9 3.1 0.6 25

Car parks 67.1 24.7 42.4 38.1 10.9 27.2

Advertising 24.6 2.8 21.8 4.8 0.1 4.7

Terminal property 47.9 40.4 7.5 10.6 14.7 —4.1

Cargo 1.0 2.0 -1.0 -0.4 0.8 -1.2

Other property 54.2 35.1 19.1 14.3 7.2 71

Specified activities 110.0 151.8 -41.8 34.9 33.1 1.8

Other services/facilities 35.6 61.2 -25.6 4.6 10.1 -5.5
HEX 78.2 69.9 8.3 - - -

Total 1,195.1 780.0 415.1 361.4 280.8 80.6

Source: BAA based on its Profit Centre Reporting system.

Note: Table 1 shows the outputs from the Profit Centre Reporting system. Tables 18 and 19, however, are explanatory
schedules underlying the pricing decisions for each activity. Adjustments are made to Profit Centre Reporting to arrive at the
adjusted profits in the trading statement. These are principally the inclusion of notional revenue for airports’ own usage of
facilities (notable utilities), elimination of accounting depreciation and substitution of a capital charge to remunerate investment.

2.

Under the single-till approach, virtually all revenues are taken into account in setting
airport charges. Additionally:

(@)

(b)

Following a recommendation in our 1991 report, the CAA requires both HAL and
GAL to publish trading statements for certain ‘specified activities’. These are the
following services primarily to airlines, essential to their operations at the airport,
but excluded from the scope of regulated airport charges: check-in desks
(currently including outbound baggage systems); other desk licences; staff car
parking; staff identity cards; fixed electrical ground power; aviation fuel supplied
through hydrants; airside licences; heating and ventilation; electricity, gas and
water; and coach operators.

The CAA has, however, proposed a modification to the current scope of airport
charges. The infrastructure costs of the outbound baggage system would be
incorporated in airport charges (which currently cover the infrastructure costs of
the inbound baggage system). The operating costs associated with the outbound
baggage system would remain outside airport charges (BAA intending these be
subject to a separate per bag charge); the operating costs of the inbound
baggage system would no longer be included in airport charges. Similarly the
current fuel levy would be discontinued and the amounts previously raised be
covered by airport charges. (However, a property rental to the fuel consortium
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would still exist for the use of the hydrant system at both Heathrow and Gatwick.
The rent at Heathrow has been reduced from previous levels, although total rent
now includes the additional infrastructure for the Terminal 5 hydrants at
Heathrow.)

(c) As regards property, it has been BAA policy that guideline rentals be published,
and at Heathrow that changes in rents be related to wider indices relevant to
property rentals.

Neither the BAA accounts nor its financial model, however, separately identify
income or expenditure from specified activities.

Non-aeronautical revenues give rise to four main areas of concern in the current
inquiry:

(a) the position of WDF, a subsidiary of BAA which operates the duty and tax-free
outlets at the airports [];

(b) the projected income from these revenues, to be taken into account, under the
single-till principle, in determining the level of airport charges: the higher (lower)
the projected income from non-aeronautical revenues, the lower (higher) the
level of airport charges;

(c) the policies adopted toward charges for those services to airlines which are
excluded from the scope of regulated airport charges, airlines having for long
been concerned about BAA’s ability to increase such charges without any cost
justification, and/or above the levels assumed when airport charges are set; and

(d) issues concerning possible courses of conduct in relation to activities excluded
from the scope of airport charges.

Before considering these issues, we briefly consider the income generated from
these activities over Q4.

Performance in Q4

4.

Table 2 shows the latest BAA projections for Q4 of total income and income per
passenger compared with the projections when the current formula was set.
Comparisons of income per passenger are relevant primarily to retail activities, the
main driver for which is passenger numbers; other incomes are likely to be less
variable with passenger numbers. (BAA relate duty and tax-free and airside specialist
shop sales to international departing passengers (IDPs'), but this does not
significantly affect the trends shown.) The table also shows the lower overall rate of
return expected to be earned by both airports compared with original projections, the
main reasons for which are lower number of passengers, higher costs particularly for
security and higher capital expenditure than forecast. (The figures shown are at
outturn prices, but this is unlikely significantly to affect the comparisons.)

'IDPs are international departing passengers.



TABLE 2 Current and initial forecast of income and income per passenger in Q4

£s, out-turn prices

Heathrow Gatwick
Initial Current Initial Current
forecast forecast Difference forecast forecast Difference
Total income (£m)
Airport charges 2,738 2,645 -92 829 767 -62
Retail 1,362 1,495 +133 696 704 +7
Property 481 413 -68 145 141 -4
Utilities 107 103 —4 44 32 -12
Other incomes 571 633 +63 147 149 +3
Rail _368 370 _+2
Total revenue 5,627 5,660 +33 1,862 1,793 —68
Total costs -2,441 -2,825 -383 -990 -1,081 -91
EBITDA 3,186 2,836 -350 871 712 -159
Reg deprn =938 =938 =341 =341
EBIT 2,248 1,898 -350 530 371 -159
% rate of return 7.0 57 -1.3 7.5 5.3 2.2
Passengers (m) 347 335 -12 179 165 -14
Income per
passenger (£)
Airport charges 7.89 7.90 +0.01 4.63 4.65 +0.02
Retail 3.92 4.46 +0.54 3.89 4.27 +0.38
Property 1.39 1.23 -0.16 0.81 0.86 +0.05
Utilities 0.31 0.31 - 0.24 0.19 -0.05
Other incomes 1.64 1.89 +.25 0.82 0.91 +0.09
Rail 1.06 1.1 +0.05 - - -
Total revenue 16.22 16.91 +0.69 10.38 10.88 +0.50
Total costs 7.04 8.44 -1.40 5.52 6.56 -1.04
EBITDA 9.18 8.47 -0.71 4.86 4.32 -0.54
Source: BAA.

Note: Minus sign indicates negative effect on profit. Figures differ from those quoted elsewhere in the report due to different
treatment of inter-company revenues/costs and changes to 2007/08 projections.

5.

As shown in Table 2, the overall performance of the two airports has been
significantly worse than expected. However, retail income has been significantly
above the level expected at Heathrow, and marginally above the expected level at
Gatwick, despite lower passenger numbers: retail income per passenger has been
14 per cent more than expected at Heathrow and 10 per cent more than expected at
Gatwick. BAA attributed some £60 million of the £140 million higher than expected
retail revenue to the expected replacement of sterling with the euro in 2005, which
did not occur. In the previous review, both the CAA and ourselves adopted BAA’s
forecasts for generally declining revenues per passenger from commercial and other
non-aeronautical activities, although a report for us by the retail property consultants
Donaldsons had indicated there was scope for BAA to improve its performance.
During its current review, the CAA commissioned Donaldsons to undertake an
assessment of BAA’'s commercial revenue forecasts.

Of the other non-aeronautical charges, BAA has said that lower property incomes
mainly resulted from the transfer of properties to the joint venture, APP. Lower
revenue from utility charges reflects lower than expected utility consumption, offset
by recharges of higher utility costs. Other revenues have exceeded forecasts mainly
because of increased baggage revenues at Heathrow remunerating additional
capacity in transfer baggage facilities, but also better performance from Fast Track
facilities, petrol stations and taxi feeder park charges.

Annex 1 shows trends per passenger in the five main categories of retail income and
for property income since 2000/01, both as quoted by Donaldsons as part of its
December 2006 report to the CAA; and by BAA to ourselves.



(a) Income per passenger from duty, tax-free and airside specialist shops increased
at both airports from 2000/01 to 2003/04, followed by a decline in 2004/05. BAA
told us that the declining income per passenger from duty, tax free and airside
specialist shops in 2004/05 was principally due to the enlargement of the EU on
1 May 2004, accounting for around 1.8 million passengers across Heathrow and
Gatwick who were no longer eligible for duty and tax free sales from WDF or
other airside shops from that date onwards. Consequently the sales of tobacco
and alcohol fell and the margin on other sales to these passengers was reduced
by an amount equivalent to the VAT. Income per IDP in these categories fell by
£0.36 at Heathrow and by £0.30 at Gatwick (equivalent to £0.16 and £0.12 per
passenger) in the 11-month period to 31 March 2005 (see Table 5). As shown in
Annex 1, the figures quoted by Donaldsons show BAA’s expectation in its
September 2006 submission to CAA of further falls in revenue in 2006/07 and
2007/08 as a result of increased security queues and reduced passenger dwell
times airside, where the bulk of retail activity is concentrated. However, its later
projections for the CC were of a largely constant income per passenger at
Heathrow in those two years, BAA having overstated the effect on retail sales of
increased security requirements and of the resulting problems of queuing at
security controls. The largest component of retail income is from WDF, currently
a subsidiary of BAA, whose operations and performance is discussed in more
detail in the next section.

(b) Car park income per passenger was broadly constant at Heathrow from 2000/01
to 2004/05, but subsequently declined to 2006/07, partly due to short term
parking constraints, but a decline which BAA predicted would continue in
2007/08. At Gatwick it increased to 2004/05, but subsequently declined,
although current year revenues to end June show a significant increase
compared to the prior year due, BAA told us, to the reopening of a car park that
had been undergoing refurbishment. The recent decline in income per
passenger at both airports was attributed to off-airport competition, greater use
of Internet booking, and the increased role of booking consolidators, the
commission to them reducing margins to the airports.

(c) Bureau de change revenue at Heathrow, though varying by year, was similar in
2006/07 to 2000/01; at Gatwick it declined.

(d) Catering revenues have increased at both airports.

(e) Other retail sales—mainly landside specialist shops, bookshops, car rental and
advertising—have declined at both airports, largely reflecting the shift from
landside to airside retailing and the impact of the increased security
requirements.

() On the figures quoted by Donaldsons, which allow for the effects of property
disposals in this period, property incomes per passenger have shown much less
variability over the period at Heathrow, but with a decline at Gatwick attributed to
reduction in BA’s use of property, and the lower property requirements of the low
cost carriers whose operations at the airport had increased.

Retail sales and the role of World Duty Free

8.

Duty and tax free shops are the largest source of retail income earned by BAA from
retail concessionaires at Heathrow and Gatwick. All of this income is derived from
BAA’s wholly owned subsidiary WDF, and, as noted above, is taken into account in
the regulatory till when setting airport charges. We have therefore considered in



greater detail the role of the WDF business. We also discuss the likely impact from
BAA’s sale of WDF on future reviews in Q5.

The duty and tax-free business

9. WDF was established by BAA in November 1996 to take over and run airport and
tax-free shops. At the time, there was a need to mitigate the impact of the impending
abolition of intra-EU duty-free sales on BAA’'s UK airports business as well as
improving the quality of the duty-free offer to customers. Duty-free sales for travellers
between EU countries were abolished on 30 June 1999. BAA gave us details of the
current regime at the airside retail outlets in its airports:

HM Revenue & Customs (HMRC) permits airside retailers to zero-rate (free of
VAT) the supply of goods to be carried in the personal luggage of passengers
flying directly out of the UK to a non-EU country.

Similarly, airside retailers are allowed to sell alcohol and tobacco products free
of the excise duty to passengers flying to a non-EU country.

There are no concessions (other than those ordinarily available in the domestic
market) to passengers travelling within the EU.

However, BAA airport concession contracts with airside retailers ensure the
maintenance of a VAT-free 'equivalent' price on sales to passengers flying to an
EU destination. Technically, these sales to EU bound passengers are made at
the standard rate of VAT, but are discounted against the High Street price to
match the amount paid by passengers flying to non-EU destinations.

This is done in order to retain a consistent, single-value proposition that existed
before the abolition of intra-EU duty and tax free in July 1999. The tax-free
proposition therefore holds true on an ‘effective’ basis rather than a ‘technical’
one, as all airside passengers pay the same price for the same product. This
makes sales to non-EU passengers more profitable since the retailer can retain
an amount equivalent to the duty and VAT on the sale. For sales to EU
passengers duty and VAT have to be paid to HMRC.

The duty-free proposition also holds true, but unlike VAT, excise duty is more
complex depending on alcohol percentage and tobacco form. Therefore there
are product range differences for EU and non-EU passengers as it is
uneconomical to sell most spirits at duty free ‘equivalent’ prices to EU
passengers.

Although the price paid is the same for passengers bound for EU and non-EU
destinations the airside retailers are still required to record the sales value for
each passenger group in order to determine the amount of VAT payable. The
boarding card must be presented at the till to complete the sales transaction
which allows the retailer to record the flight number and consequently the
destination designation (EU or non-EU).

Contractual arrangements with BAA

10. The duty and tax-free concessions held by WDF are let on the basis of a percentage
of operating profit generated at each of BAA’s UK airports. The respective
percentages applicable to each airport are shown in Table 3. The same profit



distribution terms of 84.8 per cent will apply at Terminal 5 as at the rest of Heathrow,
except, as is the case elsewhere, for specific specialist shops.

TABLE 3 WDF concession fee payable to BAA
% operating
Airport profit
Heathrow 84.80
Gatwick 83.80
Stansted 71.70
Scottish airports 83.50
Source: BAA.

11.

12.

13.

Traditionally BAA selects its concessionaires (companies that carry out retailing at
the airports) through a process of bidding for turnover rents. In the case of WDF,
however, the agreed share of operating profit?> payable by WDF was, according to
BAA, based on the historic concession fee percentage that was paid by third-party
duty and tax-free operators prior to the formation of WDF in 1996. BAA said that this
arrangement ensured that each airport received a market-based concession fee. The
differential in the concession fee percentages arises largely from the EU and non-EU
passenger mix and the level of operating profits generated from duty-free sales at
each airport. For example, Stansted has a much lower percentage of long-haul non-
EU passengers, which means it derives lower operating margins from duty free sales
compared with Heathrow and Gatwick.

Apart from the concession fee being based on operating profit, there are a number of
other differences between the contractual terms that BAA has with WDF and the
standard terms applying to other concessionaires. In the case of WDF, there is no
guaranteed minimum operating profit figure for the purposes of calculating the
concession fee, and there is also no incentive mechanism whereby the concession
rate reduces above agreed threshold of operating profit.

WDF does not compete with any concessionaire at BAA'’s airports in the core duty
and tax-free categories of liquor, tobacco, perfume and cosmetics. This is because in
key categories WDF has exclusive rights to sell the products in the airports.

Financial performance of WDF

14.

TABLE 4

15.

16.

Table 4 shows the summarized financial performance of WDF for the five years to
31 March 2007. The figures below represent WDF operations in all of BAA’'s UK
airports. More detailed figures are shown in Annex 2.

[<]

Over the period, gross sales increased from £[<] million to £[e<] million, reflecting a
compound annual growth rate of 3.1 per cent. However, on a per IDP basis, gross
sales fell from £[<] to £[<] (1.4 per cent a year). BAA attributed this decrease to a
number of factors, including the widening of the EU on 01 May 2004, a structural
decline in tobacco sales, and most recently the increased security restrictions put in
place and subsequently amended after the terrorist alert in August 2006.

Gross margins have averaged about 55 per cent, falling slightly in recent years
reflecting adverse changes in EU/Non EU sales mix. As shown in Annex 2, tobacco

®Defined in the concession contract as sales less costs of goods sold, retail overheads and head office overheads.
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sales which derive the highest gross margins have fallen over the period (and now
account for less than 12 per cent of gross margins) while lower margin liquor and gift
items have increased, taking up a greater share of the product mix.

17. Retail and head office overheads have remained relatively flat, which has contributed
to operating margins (excluding concession fees) increasing from [é<] per cent to
[¢<] per cent.

18. The concession fees paid to BAA increased by 15.9 per cent over the period, in line
with the increase in operating profit. As a percentage of gross sales, the concession
fee has remained at about 31 per cent. On a per IDP basis, the fees increased to
£2.26 in the year ended 31 March 2004, but fell to £2.11 in the final year of the
period, reflecting the fall in gross spend per passenger.

19. In its strategic model (GSM), BAA combines the concession fees from WDF with the
fees derived from the airside specialist shops. The collective amounts of these fees
received at Heathrow and Gatwick for the five years to 31 December 2008 (Q4), and
for the last three years of Q3 are shown in more detail in Table 5.

TABLE 5 Concessions fees received from duty & tax free and ASS—2001 to 2008 (2007/08 prices)

£ million
Q3 Q4
2008
2001 2002 2003 2004 2005 2006 2007 (fcast)
Heathrow
Concession income 117.38 11450 124.98 129.70 126.00 126.60 125.70 127.30
IDPs (m) 28.54 26.95 28.11 28.80 30.40 30.40 30.70 31.10
Total pax 64.31 60.36 62.95 64.30 67.70 67.40 67.30 68.20
Income per IDP (£) 4.1 4.25 4.45 4.51 415 4.16 4.09 4.09
Income per total pax* (£) 1.83 1.90 1.99 2.02 1.86 1.88 1.87 1.87
Gatwick
Concession income 54.88 55.13 51.49 53.00 52.60 54.10 51.70 54.60
IDPs (m) 14.71 14.17 13.45 13.50 14.50 14.90 15.60 16.10
Total pax 32.13 30.49 29.64 30.10 32.00 32.80 34.40 35.60
Income per IDP (£) 3.73 3.89 3.83 3.93 3.63 3.63 3.32 3.39
Income per total pax (£) 1.71 1.81 1.74 1.76 1.64 1.65 1.50 1.53
Source: BAA.
*Passengers.

20. The total amount of concession fee income is divided by the total number of IDPs to
derive a concession yield (Table 2 also shows yield per passenger). Based on BAA’s
latest business plan for the final year of Q4, the collective concession yield is
projected to fall to £4.09 per IDP at Heathrow and to £3.39 at Gatwick by the year
ended 31 March 2008 (in 2007/08 prices). As reflected in Figure 1 below, this
represents a compound annual decrease of between 1.6 to 2.0 per cent respectively
at each airport over the Q4 period.



21.

FIGURE 1

Duty & tax free and Airside Specialist Shops concession yields (2007/08
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Source: CC from information provided by BAA.

Despite the decrease in concession yields from the beginning of Q4, the out-turn was
significantly above the projections made at the previous review (and subsequently
used in setting Q4 prices), contributing to the positive variance in total retail
concession income over the period shown in Table 2. At the time yields were
projected to fall to £3.37 at Heathrow and £3.13 at Gatwick (in 2007/08 prices). BAA
said that the forecasts were made in 2001, and updated in early 2002. The
11 September 2001 terrorist attack backdrop made the outlook extremely difficult to
predict, given that Guaranteed Minimum payments had been suspended in many
instances and airline responses were still being assessed. It believed its trend
predictions (as shown in Figure 1) were largely accurate, but the immediate
performance forecasts (2002/03 and 2003/04) overstated the short-term impact on
the volatile airport retail market. Table 6 outlines the variance in duty and tax free and
Airside Specialist Shops concession fee income between BAA Q4 projections, as
adopted by the CAA and the out-turn in Q4. The significant positive variance at
Heathrow (average 15.3 per cent a year) occurred despite the significant negative
variance in the projected compared with actual passenger numbers during Q4.

TABLE 6 Duty and tax free and Airside Specialist Shops income—actual v projections (in 2007/08 prices)

£ million
Year ended 31 March
2008
2004 2005 2006 2007 (fcast)
Heathrow
Actual 129.7 126.0 126.6 125.7 127.3
Projections 118.5 113.0 111.5 108.9 106.5
Variance 11.2 12.9 15.1 16.7 20.7
Gatwick
Actual 53.0 52.6 54.1 51.7 54.6
Projections 51.3 50.4 52.6 55.1 55.0
Variance 1.8 2.2 1.5 -3.4 -0.3
Source: BAA.




22.

BAA attributed this out-performance to higher than expected sales in perfume and
gift categories, which is consistent with the figures shown in Annex 1. However, the
Q4 report suggests that there was an assumption of a significant reduction in tobacco
sales arising from an assumed ban on duty-fee tobacco (which did not happen) to be
phased in over 2005/06 to 2007/08.

Incentives

23.

24.

25.

26.

27.

28.

The operation of the duty-free concession by WDF, a subsidiary of BAA, in the
absence of competitive tendering gives rise to a potential benefit to BAA. As
discussed above, the concession fee payable from WDF is included in the regulatory
till when setting charges, but WDF’s own profit net of those concessionary payments
is excluded from the regulatory till, nor are its assets (although these are negligible)
included in the RAB. As the fee is calculated as a percentage of WDF’s operating
profit (around 85 per cent for both airports), there could be an incentive to shift costs
from BAA to WDF in order to reduce WDF’s operating profit and hence the
concession fee payable.

The level of head office overheads was £[¢<] million in the year ended 31 March
2007, and has remained at this level throughout Q4. As a percentage of gross sales,
these costs reduced from 7 to 6 per cent over the period. Retail overheads have also
remained flat in absolute terms. Accordingly, there is no evidence that BAA has
systematically shifted a greater share of these costs to WDF throughout Q4.

The only itemized allocated cost in the management accounts is the corporate
management fee, which amounts to about £1 million each year. Without these costs,
the concession fee payable would be marginally higher, but deducting these when
calculating projected concession income is unlikely to have a material impact on
airport charges.

There is also be a risk that the operation of duty-free sales by a subsidiary of BAA
rather than by an independent operator selected by competitive tender could reduce
the income from those activities taken into account, via the single till, in the setting of
airport charges. This could result if WDF’s costs or profits were higher or its retail
performance worse than those of another operator. When recommending the levels
of airport charges for Q4, we therefore had concerns regarding the relationship
between BAA and WDF, and argued that BAA should take measures to improve the
transparency of the relationship. This would include making clear any changes in
contract terms during Q4, to ensure that BAA received no less favourable terms from
WDF than if the concession had been tendered. BAA told us that the terms and
transparency of the relationship had not changed during Q4. However, given the
nature of the concession contract (share of profit after operating costs and central
overheads) it said it was difficult to know how the transparency could have been
increased.

Despite the concerns, we decided that the profits derived by WDF (after deducting
concession payments to BAA) should remain outside the single till. We stated that ‘to
extend the scope of the single till to include the operation of the concessions, rather
than merely BAA'’s rental income from them, would itself be undesirable’.

However, we argued that as well as it being important that BAA take measures to
improve transparency of the contractual arrangements, the concessions be subject to
competitive tendering when renewed (some of which would have expired by the end
of Q4). We concluded that if there had not been satisfactory progress by the time of
the current review, it might be necessary to reconsider our treatment of WDF profits.
There has been no subsequent competitive tendering of these activities; the
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29.

30.

concession granted to WDF for the Terminal 5 contract was also not tendered. The
terms on which WDF supplies BAA therefore remain of concern, as are the terms of
any sale of WDF.

It is difficult to judge in the absence of competitive tendering whether the current level
of concessions paid by WDF is more or less than an independent concessionaire
would be expected to pay. BAA told us that the concession fee terms were set
according to those previously obtained from third-party duty- and tax-free operators.
Also, as the concession fee is based on a percentage of operating profit rather than
sales, it would be difficult to compare the terms with other retail operators in the
airports. But in the absence of competitive tendering, WDF is in effect operating as
an exclusive supplier to BAA, and there may be a case for including WDF’s profits in
the single till: or for any proceeds from the sale of WDF to be deducted from the
RAB, although this could reduce the incentive for BAA to operate WDF efficiently.
Any extension of BAA’s involvement (or that of any associated company) in operating
any concessions at the designated airports could give rise to similar concerns that
profits could thereby be transferred out of the single till to the detriment of airport
users.

It is possible, however, to compare the projected concession yields (concession fee
per passenger) obtained from WDF with other retail outlets. Table 7 shows a
comparison between the various retail categories for the year ended 31 March 2008
from the information on income in BAA’s model.

TABLE 7 Comparison of concession yields at Heathrow

£ per pax (year ended £ per sqm

31 March 2008) (vear to June 2007)
Duty and tax free and ASS* 4.09 6,945
Bureau de change revenue* 0.93 18,991
Catering 0.39 1,970
Other retailt 1.04 4,678
Source: BAA.

*Yields based on IDPs.
TIncludes only bookshops on the £ per sq metre measure.

31.

32.

The concession yield obtained from duty and tax free and airside specialist shops is
about four times the level of other retail concessionaires. Even if the yield is
calculated on total passengers rather than IDPs, it is still twice the level paid by other
retail outlets in the airport. However, these figures may reflect the higher propensity
of passengers to spend at duty free and airside specialist shops relative to other
retail outlets, and the profitability of merchandise sold exclusively by WDF, rather
than a reflection on the relative concession terms. But on a per sq metre basis, the
concession free from duty- and tax-free and airside specialist shops combined is
greater than other retailers, apart from bureau de change operators, which are
usually quite small and generate higher sales densities than other retailers.

Table 8 shows a more detailed comparison of sales and income per sq metre of retail

space at Heathrow and Gatwick, and at Stansted and Edinburgh for comparison, for
2006.
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TABLE 8 Income from retail concessions (excluding other retail) 2006

Heathrow Gatwick Stansted Edinburgh

Sales per passenger (£)
Duty free 3.10 2.95 1.67 1.52
Other airside 4.21 3.60 1.78 0.76
Landside 0.64 0.78 0.71 0.83
Catering 1.51 1.88 1.68 1.23
Bureau de change 8.73 9.86 7.27 3.63

Total 18.19 19.07 13.11 7.97
Income per passenger (£)
Duty free 1.07 1.02 0.41 0.43
Other airside 0.90 0.71 0.28 0.10
Landside 0.14 0.14 0.16 0.16
Catering 0.38 0.45 0.41 0.28
Bureau de change 0.44 0.41 0.42 0.15

Total 2.93 2.73 1.68 1.12
Sales per sq m (£000)
Duty free 21.7 222 41.6 323
Other airside 29.4 271 441 16.1
Landside 45 5.8 17.7 17.8
Catering 10.5 14.2 41.7 26.2
Bureau de change 61.0 74.2 180.5 77.4
Income per sq m (£'000)
Duty free 7.46 7.71 10.10 9.10
Other airside 4.88 3.89 3.05 3.48
Landside 2.72 1.37 3.29 3.25
Catering 1.72 1.46 2.72 2.02
Bureau de change 23.35 31.02 54.72 15.76

Source: BAA.

33. BAA also provided us with a comparison of performance with that at the time of our
previous report: as shown in Table 9, duty-free income per sq metre has performed
better than that of other airside or landside sales at Heathrow, but somewhat worse
than other airside sales at Gatwick. The greatest growth in income per sq metre has
been from catering.

TABLE 9 Change in income per sq metre from retail concessions, 2000/01 to 2006

Heathrow Heathrow % change Gatwick Gatwick % change
2000/1 2006 2000/1 2006
(revalued to (revalued to

2006p) 2006 prices)
Duty free 6.82 7.46 +9.38 7.88 7.71 -2.16
Other airside 4.89 4.88 -0.02 3.80 3.89 +2.37
Landside 3.90 2.72 -30.26 1.86 1.37 -23.64
Catering 1.16 1.72 +48.28 1.04 1.46 +40.38
Bureau de change 20.78 23.35 +12.37 24.99 31.02 +24.13
Source: BAA.
34. It is worth noting that the concession fee equated to about 31 per cent of WDF’s

gross sales throughout Q4. Assuming WDF’s current cost base, the business would
be loss-making if the concession fee were raised to about 37 per cent. This may
suggest that there would be limited scope to increase the concession fee rate based
on WDF reported results assuming that WDF costs can be relied on and that there
are not issues relating to cost allocation within BAA. However, it does not answer the
question as to whether another operator could improve on its performance either
through greater retailing skills, operational efficiency or economies of international
scale.
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Impact of the sale of WDF on price control

35.

36.

37.

38.

39.

40.

41.

The Ferrovial consortium, at an early stage of its planning for the acquisition of BAA,
identified some parts that might be sold to reduce the cost of the acquisition. These
included WDF, but no sale has yet taken place and BAA told us that no final decision
had yet been taken with regard to the sale of WDF.

BAA has stated that it will not commence any sale process before October 2007. It
argued that the sale would raise relatively few regulatory issues, and any concerns
from us about the relationship with BAA, and the current contract terms, would be
addressed by the sale.

The company added that following a sale of WDF, there could be an increase in
Heathrow’s and Gatwick’s corporate cost allocation of about £1.5 million and £0.5
million respectively a year. But this was because a change in allocation methodology
would otherwise increase the costs allocated to WDF above pre-existing levels. On
disposal of WDF, this increase in corporate costs to WDF would instead need to be
reallocated to all the remaining BAA businesses as appropriate.

BAA also point out that the contribution to the regulatory till when setting airport
charges would not be reduced by the sale of WDF. The CAA agreed with this
assessment, as only the concession fee and not the profit contribution is included in
the regulatory till, and this will still be the case when sold to a third party.

BAA told us that it was currently considering offering a contract length of [<] at each
of its seven airports. We noted this would further delay putting any part of the
concession to competitive tender to assess whether the terms paid remain
reasonable and adversely affect the retail revenues to the airports to be taken into
account in setting airport charges in future, although BAA told us that it would seek to
improve the income to the airports above the forecast levels through sales out-
performance. There is also a concern that BAA will try to get higher proceeds from
the sale by introducing generous concession fee terms in the sales contract, which
would not affect BAA as the lower concession fee would be made up by higher
airport charges under the single till at the next price control. BAA argued that the
concession fee percentages will remain the same after the sale and have provided
reassurances to the CAA to this effect. Its intention is that the concessionaire
contract will [¢<]. The CAA had no concerns about the sale as long as retail revenues
remained broadly as now.

We consider that it is important for the CAA to be kept fully informed of negotiations
and to agree the terms of the sale, including both the future payments to BAA and
the length of the contract term. Indeed protection of the current revenue stream may
not be sufficient to safeguard user interests. User interests would be better
safeguarded if a purchaser were to be selected not only on the basis of the price bid
for WDF but also on the basis of bids to increase the current percentage of sales
paid as a concession fee to BAA, hence potentially increasing the revenues to be
taken into account when setting airport charges in future reviews, although this could
require a more direct involvement of the CAA in the sale process. The CAA,
however, told us it did not see any strong case for such a regulatory intervention, and
its statutory duty to impose the minimum restrictions necessary would reinforce the
case for not introducing regulatory ‘approval’ for a transaction taking place outside
the regulated airport (especially as disposals of assets from within the regulated
asset base are not subject to any such approval).

BAA’s model assumes only marginal changes in concession income from Q4 to Q5
(as shown in Figure 1). If BAA were to impose a different concession rate to a new
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owner and incorporate the change in its modelling in future price reviews, then it
would be possible for the CAA and the CC to adopt the pre-sale concession rate, and
assume that no sale had taken place.

42. It insists that significant obligations on quality will be contained in any contract for the
sale of WDF and that break clauses will be introduced to ensure both the appropriate
levels of service quality and the achievement of the financial objectives of the
airports.

Q5 projections

BAA projections of overall commercial revenues

43.

Annex 1 also shows BAA’s September 2006 forecasts for each of these categories
as reproduced in the Donaldsons report, and BAA’s May 2007 forecasts provided to
us (as further revised in July 2007). As shown in Annex 1 and Table 10, BAA is
continuing to project lower retail and property incomes per passenger in Q5
compared with Q4 (for completeness, Table 10 also shows its proposed increase in
income per passenger from airport charges over the period). As noted in paragraph
7(a), however, performance in Q4 was affected by the enlargement of the EU on 1
May 2004 to which BAA attributed the reduced income per passenger of 16p at
Heathrow and 12p at Gatwick in that year. (Conversely income per passenger in Q4
as a whole would have been somewhat lower—about 4p at Heathrow and 3p at
Gatwick—without the additional duty and tax free income generated before the EU
enlargement.) But at both airports, BAA is projecting decline even from current levels.
In the case of Heathrow, the projected decline in income per passenger is despite an
assumed increase in retail income per passenger of 10 per cent in Terminal 5, as a
result of the improvement in quantity and quality of the retail facilities compared with
existing Heathrow terminals. In the case of Gatwick, Annex 1 shows that average
revenue per passenger from duty and tax free and airside specialist retail sales also
reduced significantly in 2006/07 and 2007/08, the average for Q4 being below the
levels achieved in the previous two years.

Table 10 BAA projected income per passenger for Q5 compared to Q4

£,2007/08p
Heathrow Q4 Heathrow Q5 Gatwick Q4 Gatwick Q5
Airport charges 8.35 16.44 4.93 7.29
Duty/tax free and 1.90 [<] 1.61 [<]
airside specialist
Car parking 0.93 0.70 1.16 1.04
Bureaux de change 0.42 0.40 0.41 0.40
Catering 0.38 0.40 0.46 0.48
Other 1.12 1.02 0.89 0.76
Total retail 4.74 4.32 4.53 4.10
Property 1.32 1.20 0.91 0.65
Other 2.98 2.98 1.29 1.07
HEX 1.17 1.28
Total income 18.55 [<] 11.66 [<]
Source: BAA.

Note: Other includes inter-company revenue.

We noted that in Ferrovial’s June 2006 Business Plan prior to its acquisition of BAA,
it had in contrast assumed an increase in total retail revenue per passenger (in
nominal prices) throughout Q5: at Heathrow, for example, from £4.7 in 2007 to £5.9
in 2012, an annual increase of about 4.2 per cent a year, and likely to represent an
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increase in real terms compared with the decline shown in Table 10 and Annex 1.
BAA said, however, that Ferrovial’s pre-acquisition Business Plan was based on
externally sourced data only. As such the knowledge of the business at that stage
was limited, and the plan could not have adequately taken into account the specific
issues impacting on retail revenues detailed in various submissions to us during this
review.

BAA projections of revenue from duty & tax free and ASS

44.

45.

In making its projections for incomes from duty free, tax free and airside specialist
shops, BAA began with the concession fee yields per IDP forecast for the final year
of Q4 (£4.09 for Heathrow and £3.39 for Gatwick), and then applied assumptions on
consumer spending trends by category (such as declining tobacco spend) and other
airport-specific impacts including those arising from capital projects. The resulting
projected concession yields for Q5 were then multiplied by the IDP projections to
determine the projected concession fee income from duty & tax free and airside
specialist shops.

Figure 1 showed the projected movement in concession yields from duty and tax free
and airside specialist shops over Q5. BAA anticipates that further EU enlargement
and the continued decline in tobacco sales will impede growth throughout the period.
It expects that concession fee income will increase, aided by the opening of Terminal
5 (expected to increase in-terminal net retail income by 10 per cent compared with
Terminal 1 or Terminal 4); however, overall annual growth rates, on a per IDP basis,
will be —0.9 per cent at Heathrow and —1.2 per cent at Gatwick, with yields falling to
£3.86 and £3.14 respectively (in 2007/08 prices), equivalent to £1.80 and £1.43 per
passenger respectively. There are a number of assumptions that BAA has included
within its Q5 forecasts, outlined as follows:

(a) The assumed number of passengers purchasing tobacco products will fall at
about 5 per cent a year arising from the ban on smoking in public places.

(b) The introduction of tax stamps on liquor bottles will have an impact on the WDF
operated arrivals and ‘domestic traveller only’ shops (not applicable to
international airside sales). It anticipates that the incremental costs associated
with introducing tax stamps would ultimately force withdrawal of spirits in these
shops and reduce overall spend per IDP.

(c) Newly designated EU passengers, arising from further EU enlargement, will
reduce average spend in certain airside shop categories. BAA’s forecast
assumes Croatia enters the EU in 2010/11, followed by Albania, Bosnia,
Macedonia, Serbia and Montenegro in 2015/16. Accordingly, this impact on
concession yields is anticipated mostly in Q6.

(d) The anticipated introduction of duty-free arrivals shopping in Norway,
Switzerland, Sweden and Canada will have a significant impact on the spend
levels of passengers flying to those countries. BAA's forecast assumes that
airports in these countries will have agreements in place by 2009/10.

(e) The growing trade in non-food categories in the grocery sector, led by Tesco, will
reduce spend in the travel accessory (sun creams and films), music and
technology categories. BAA has forecast a 0.2 per cent decrease in concession
yields arising from this impact.

() A downward pressure on prices for clothing and technology categories (which
contribute a high proportion of the airside retail spend) is anticipated arising from
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46.

(9)

()

the strong growth of China and India as large-scale suppliers of manufactured
products. BAA has forecast that this price deflation will, in real terms, reduce
concession yields from specialist shops by 0.3 per cent each year.

Complex and inconsistent security restrictions on hand luggage, introduced in
over 20 countries, will increase the uncertainty over the purchase of liquids in
departure lounges. Increased check-in and security processing times have so far
reduced passenger dwell times in the airside retail shops. The impact on
concession yields at both airports was £0.09 per IDP. BAA has forecast that the
current regulations will remain unchanged, and that the impact mid-Q5 will be
about £0.05 per IDP a year. However, it also expects a lowering of this impact
from the anticipated improved processing of passengers as the airports move to
a 5-minute security standard.

In its July 2007 forecasts, BAA reduced its retail revenue projections at Gatwick
to reflect the impact of Open Skies (but without any corresponding increase at
Heathrow).

Taking into account the above anticipated effects, BAA’s projections on concession
fee income from duty & tax free and specialist airside shops are shown in Table 11.

TABLE 11 BAA projected concession fee income—Q5 (in 2007/08 prices)

[<]

47.

In constant value terms, the concession yields are expected to decline for both
airports, with most of the fall expected in the first year of Q5. BAA expects that
negative effects from the specific factors mentioned above will be partly offset from
the opening of Terminal 5 and the implementation of the initiatives identified in a
strategic review completed in 2006.

BAA projections of other retail and property revenues

48.

49.

Of other commercial revenues:

(@)

(b)

(c)

(d)

Bureau de change yields at both airports were expected to fall gradually with
increased use of debit cards abroad.

Catering yields were expected to increase by about 1 per cent a year, but with a
dip at Heathrow in 2008/09 as a consequence of disruption while airlines move,
and with growth at Gatwick partly offset by airside congestion until the South
Terminal International Departure Lounge extension is complete.

Landside shops were expected to continue to decline as was income from car
rental due to Internet competition and other modes of transport, but the opening
of T5 was expected to benefit all categories at Heathrow except car rental.

Car parking revenues were expected to decline at both airports, as a result of
reduction in penetration and pre-booking, and at Heathrow the additional costs
of operating Terminal 5 car parks.

Property revenues at Heathrow were expected to be slightly above the growth of
passenger numbers; at Gatwick initially to remain unchanged despite its growth in
the number of passengers, but subsequently to decline for the first three years of Q5
as a result of Open Skies.
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CAA proposals

50.

51.

52.

53.

54.

55.

56.

As noted in paragraph 5, the CAA commissioned Donaldsons to undertake a scrutiny
of BAA’s projections for commercial revenues in Q5. It concluded that BAA’s
forecasts for Q5 commercial revenues were unduly conservative.

Donaldsons found that BAA made no allowance for the possibility of improving the
base position, and argued that retail performance could be improved meaningfully
without significant investment and before taking into account of future growth in retail
revenues per passenger and passenger traffic. It was surprised by BAA’s acceptance
of the inevitability of continuing declines in real concession yields, and argued that
projecting revenue growth significantly lower than GDP forecasts in most of its
passenger markets seemed unduly pessimistic and would be strongly at variance
with revenue projections in retail markets in the home countries of the most of the
airports’ passengers.

Donaldsons noted BAA’s view that increased car parking tariffs would have a
disproportionate effect on penetration, but that was not consistent with experience
within the shopping centre industry; it suggested an increased emphasis on quality of
offer and customer experience was required to successfully compete and maintain or
increase market share. An increase in car parking income could also be achieved
through ancillary revenue streams such as valet car parking and cleaning and more
lucrative contract negotiation. It expected Ferrovial’s experience in car park
management to assist in future contract negotiations.

In Donaldsons’ opinion, Heathrow’s and Gatwick’s current retail assets could be
managed to deliver approximately 5 per cent of additional concession income. Most
of this uplift could be achieved by the start of Q5, which is important because BAA
has applied projected future growth rates to current income levels.

Donaldsons believed that BAA had applied growth rates that were considerably more
modest than would be applied by commercial managers of other retail assets and are
also more modest than might be inferred from a comparison of relevant GDP
forecasts.

For property, Donaldsons also showed the effect of subsequent increases in line with
assumed increases in rents elsewhere and of an assumed 5 per cent increase in
base levels (although the resulting rental levels at Heathrow of alternative trend
assumptions alone were below the BAA assumed increases in property income).

Accordingly Donaldsons believed that that there was a realistic upside range for total

Q5 revenue projections of £42 million to £160 million across the two airports, as
shown in Table 12.
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TABLE 12 Donaldson’s range for additional Q5 income

Heathrow Heathrow Gatwick Gatwick
£m £/passenger £m £/passenger
Effect of alternative growth rate
On retail 28.6 0.08 13.0 0.07
On property 0.0 0.00 0.7 0.00
Total 28.6 0.08 13.7 0.07
Effect of 5% uplift and
alternative growth rate
On retail 108.7 0.29 50.9 0.28
On property 226 0.06 6.8 0.04
Total 131.3 0.35 57.7 0.31

Source: Donaldsons.

CAA recommendations

57.

58.

The CAA in its December proposals concurred with the conclusions of Donaldsons
that BAA’s projections were unduly conservative, but also recognized that there was
a degree of commercial risk in achieving any projected level of revenue and that it
should recognize this in setting the projected revenues. Hence it concluded that it
would be prudent and consistent with its broader approach to compensating each
airport adequately for the systematic and specific risks which it faced to set
commercial revenues between BAA'’s forecasts and the higher end of the forecasts
posited by Donaldsons. It therefore adopted figures which were in the lower half of
Donaldsons’ range for additional retail revenues at each airport, resulting in the
CAA’s projections of total retail revenues per passenger over Q5 at Heathrow and
Gatwick respectively being some 4 per cent higher than BAA’'s own per IDP
projections for Q5.

The CAA’s resulting adjustment to BAA’'s commercial revenue projections (as quoted
by Donaldsons) is shown in Table 13 (the CAA and BAA September 2006 figures
both being inflated to 2007/08 prices). The CAA adopted the same commercial
revenue projections in its Recommendations to us in March 2008; Table 7 also
shows subsequent revisions to BAA’s projection in its May 2007 and July 2007
submissions to ourselves.

TABLE 13 BAA and CAA projections of commercial (retail plus property) income per passenger

£,2007/08p

Q4 (from

Table 9) 2008/09 2009/10 2010/11 2011/12 2012/13 Q5
Heathrow 6.06
BAA Sept 06 5.60 5,61 5,56 5.53 5.51 5.56
CAA 5.83 5.83 5.79 5.75 5.74 5.78
BAA May 07 5.50 5.57 5.57 5.50 5.54 5.53
BAA July 07
Gatwick 5.44
BAA Sept 06 4.78 4.72 4.67 4.64 4.59 4.64
CAA 4.98 4.92 4.88 4.84 4.78 4.88
BAA May 07 4.89 4.79 4.78 4.76 473 4.79
BAA July 07 4.85 4.71 4.73 4.74 473 4.75

Source: CAA and BAA.

59.

The additional commercial income per passenger assumed by CAA shown in
Table 13 compared with BAA’s September 2006 projections amounted to some
£82 million at Heathrow over Q5 as a whole (but somewhat higher, about £92 million
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60.

61.

compared with BAA’s May 2007 projections to us), £37 million at Gatwick (but only
about £17 million above BAA’s May 2007 projections to us).

The combined retail and property revenues per passenger in Table 13 (proposed by
CAA), however, remain below those in Q4 shown in Table 10, and further below the
highest levels achieved in 2003/04.

Among BAA'’s arguments in commenting on the CAA’s December proposals was that
additional improvement expectations were unreasonable unless the CAA was to
propose a relaxation of the single-till constraints. In its submission to us, it also
described the Donaldsons report as lacking substance and demonstrating retailing
naivety. We found this comment somewhat surprising given Donaldsons original Q4
assessment that there was scope for BAA to improve on their Q4 forecast, a
comment which turned out to be correct, even allowing for BAA’s explanation that
£60 million of the £140 million positive variance to the forecasts was attributable to
the expected replacement of sterling with the euro in 2005.

BA estimates

62.

63.

Of the airlines, BA provided the most detailed submission on BAA’s retail income. It
noted:

(@) In a system of single regulation, effective scrutiny of commercial revenue
forecasts is crucially important.

(b) In the past the outturns of commercial revenues have been significantly above
the forecasts used to establish the regulatory settlement, leading to an unjust
transfer of value from airlines to BAA.

(c) Airlines were relying on the CAA to test fully BAA’s forecasts (since they are not
part of constructive engagement) and BA did not believe that the CAA had
done this adequately.

(d) Donaldsons had concluded that BAA’s forecasts were unduly pessimistic.
However, the CAA declined to accept the alternatives they proposed, preferring
instead to adopt forecasts set between those of BAA and those put forward by
Donaldsons.

(e) BA continued to believe that projected Q5 commercial revenues have been
underestimated, particularly those flowing from BAA’s retail activities. BA
believed there should be a full and open review of commercial revenues
(especially the retail opportunities that would arise in Q5) and that the CAA
reassess and update, in the light of more recent evidence, the work done
before the reference to the CC so that this area could be properly addressed in
the regulatory settlement.

BA commissioned Pragma to review the retail related elements of both BAA's
forecast and the work undertaken by Donaldsons. Pragma looked at BAA’s duty and
tax free, catering and other retail incomes, but not bureau de change, car parking or
property revenues. The Pragma report questioned several of the assumptions made
by BAA. More specifically it argued the following:

(a) Global airport retail sales had been increasing since 2001, with a particularly

sharp increase in 2004 in sales of duty- and tax-free goods of almost 25 per
cent.

118



64.

(b) BAA had, Pragma believed, overstated any continuing effect on retail sales of
security alerts of August 2006, airside dwell times and sales having increased at
some other UK airports, rather than reduced. Work carried out on other airports
show that the effect of security measures on retail sales is to switch spend from
landside to airside, and not to decline overall.

(c) Future improvements planned to cut security queues across each airport and
quicker processes in Terminal 5 would lengthen the time passengers spent in
the airside retail area and improve the quality of the passenger experience and
this propensity to purchase.

(d) Terminal 5 (net of the closure of Terminal 2) would add approximately 23 per
cent to the retail selling space at Heathrow, with all terminals benefiting. The
number of passengers that shopped at airports increased as the space per
passenger increased. Also the retail offer in Terminal 5 had been specifically
designed to increase retail spend per passenger.

(e) BA’'s own estimates were that 80 to 90 per cent of the growth in passengers
using Heathrow after Terminal 5 opens would be long haul (non-EU)
passengers, increasing the current share of non-EU passengers at Heathrow.
Non EU passengers on average generated higher retail revenues than EU
passengers.

(f) Deflation of retail pricing as a result of cheaper imports from emerging markets
would further encourage growth of retail sales.

(g) Among other points made by Pragma:
(i) the impact of EU enlargement on duty-free sales would be minimal;

(i) Pragma accepted the likelihood of continued decline in tobacco sales, and
slower growth of liquor sales, but with significant opportunities for growth in
fragrances, cosmetics and luxury goods;

(iii) although there could be some loss of sales to overseas arrivals shops, there
was no indication of the scale of this, and this could be countered by offering
an improved arrivals sales offer for three London airports;

(iv) Pragma did not accept that competition from the High Street or
supermarkets would have a significant effect on BAA; and

(v) Pragma doubted the link to GDP growth used by Donaldsons (although BAA
told us that it did use GDP as a proxy).

Pragma provided estimates of the possible uplift available in retail revenues at
Heathrow taking into account the above effects. Using information from Pragma, BA
argued that retail sales (excluding bureau de change, car parking or property
revenues) per passenger at Heathrow (in 2006/07 prices) could increase from £3.30
(estimated end of Q4 baseline) to between £3.78 and £3.86: 17p of this increase
being from cuts in security/process times; 16p due to higher retail space per
passenger; 13p due to Terminal 5’s targeted retail offer; and 2p extra each year due
to the higher proportion of long-haul traffic/non-EU share (rising to 10p by 2012/13).
Using these estimates. BA argued that the resulting 16.9 per cent increase (from the
Q4 baseline) in retail revenues per passenger at Heathrow was very likely to be
achieved by the end of Q5. This would represent an average increase of about 3 per
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65.

66.

cent a year. At Gatwick, BA anticipates that average revenue per passenger would
be at least 5 per cent higher than currently assumed by CAA.

As shown in Annex 1, the expected yield per passenger from the three areas of retail
revenue discussed by Pragma—duty and tax free and airside specialist shops;
catering and other retail—is expected by BAA to be some £3.30 in 2007/08, but
declining slightly to £3.24 in 2012/13, and to average some £3.22 in Q5 as a whole.
But the figure of £3.86 put forward by Pragma is only about 10 per cent greater than
the maximum revenues per passenger previously generated by each of those three
categories of retail outlet: £1.88 from duty and tax free and airside specialist shops in
2005/06, (the 2002/03 figure of £2.02 would be some £1.86 adjusted for the
subsequent effect of EU enlargement); £0.40 from catering in 2005/06; and £1.22
from other retail sales in 2000/01: £3.50 in total. BAA did achieve growth of about
5 per cent in those categories of retail income from 2000/01 to 2003/04, with the
prospects for growth now further enhanced by the opening of Terminal 5. Although
there have subsequently been some developments adverse to retail performance,
there would seem to be scope from the development of Terminal 5, the resolution of
current problems of security queuing, and the increasing share of long-haul traffic at
Heathrow, for such targets to be met.

Although this was not discussed by Pragma, BA said that it also expected car parking
revenues to grow in real terms, as BAA would be able progressively to increase the
unit rate due to the limit on car parking spaces at Heathrow set by the Terminal 5
planning permission.

Comments on Pragma report

67.

We gave both BAA and Donaldsons the opportunity to comment on the Pragma
report. Donaldsons comments on the Pragma report included:

(a) its acknowledgement that initial concerns on the impact of security on retail sales
(BAA initially assuming a £0.11p per passenger decline) had not been realized.

(b) Although BAA might have understated the impact of the opening of Terminal 5,
the opening of additional floor space would not necessarily have a comparable
effect on sales.

(c) Donaldsons was more doubtful about the effect of falling retail prices, but
believed more data would be necessary to estimate the effect of EU
enlargement.

(d) Donaldsons could understand BAA’s caution on the extent to which decline in
liquor and tobacco sales could be offset by increasing sales of other products.

(e) Further information would be needed to back up BAA’s arguments on the effects
of competition from overseas arrival shops, but Donaldsons did not expect
significant effects from High Street or supermarket competition.

() Donaldsons believed GDP growth was a reasonable proxy for the growth of
sales at which BAA should be aiming.

(g) It agreed in principle that there should be an allowance for increasing proportion
of long haul passengers.

The first two of the factors mentioned should, however, in Donaldsons’ view, be
analysed on top of the range suggested in their report.
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68.

Among BAA’s comments on the Pragma report were:

(a) It did not accept the impact of security restrictions had been overstated, current
performance being in line with budget; nor, therefore, that improvements to
security and passenger processing would lower stress levels and increase retail
sales.

(b) Pragma (and Donaldsons) had both failed to take into account the increased
capital and operating cost incurred by retailers operating five rather than four
terminals; but we noted that this would only apply until the closure of Terminal 2
as part of the HET development. It also argued that commercial negotiations
with retailers suggested that its assumption of a 10 per cent increase in sales
through Terminal 5 outlets was appropriate.

(c) It did not accept that the volume of retail sales would necessarily benefit from
lower producer prices given that its retail sales were focused on the higher, mid-
and upper-end of the retail market.

(d) The earlier than expected entry of Bulgaria and Romania to the EU had had the
consequence that retail sales were over-forecast; delayed entry of Turkey to the
EU was unlikely to be material.

(e) The precise scale of the impact of overseas arrivals shops could only be a
matter of judgement; restriction of hand baggage at a number of destinations
would also impact adversely on retail sales; and HMRC had shown no
willingness toward the development of BAA arrival shops.

(f) BAA disputed that there was only limited overlap with High Street outlets.
(9) It believed that catering sales were now approaching maturity; although there
was growth potential in the upper mid- and top-end markets, margins were

reduced by higher fit-out costs.

(h) Retail forecasts being based on historic trend implicitly reflected shifts toward
long-haul passengers, but such shifts were speculative.

Further material from BAA.

69.

70.

BAA subsequently gave us more information on the prospects for a decline in retail
incomes per passenger in 2008/09, as a result of moving to a five-terminal Heathrow.
Its expectation was that, although retail income would benefit from the passenger
growth expected in 2008/09 and from the higher sales and margins per IDP in
Terminal 5 than in Terminals 1 and 4 (the terminals from which traffic would be
transferred to Terminal 5), there would be a loss of retail income as a result of
diseconomies of a five terminal airport, disruption, the closure of units and
mothballing in Terminal 4, suspension of guaranteed minimum payments, poorer
performance in 2007/08, due mainly to lower dwell time, which was not expected to
improve because of continued process changes largely driven by security
requirements. It subsequently argued that the very real disruption and perturbation
caused by airline and retailer moves in the existing terminals at Heathrow was likely
to persist until the opening of Heathrow East and should be recognized in the final
Q5 settlement.

In further comments on its projections for income from car parking, BAA said that the

previous and expected decline in revenues had been primarily from the middle and
long stay car parks, which had been disproportionately affected by the market
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changes noted in paragraph 7(b). Tariffs in the on-line, pre-book market were
materially lower than the ‘roll-up’ equivalent, and the roll-up share of transactions in
long stay and business car parking had declined from about 90 per cent in 2003 to
about 60 per cent in 2007 and was expected to continue to do so. There had also
been a persistent decline in passengers using the on-airport car parks. The opening
of Terminal 5 would increase capacity by about 5,000 spaces, but add to operating
costs. These factors accounted for an expected decline in car park revenue per
passenger from mid- and long-stay parking from £0.36 in 2007/08 to £0.32 in
2008/09. Declining penetration in short-term parking, however, had been largely
offset by tariff increases. There would be a one-off impact in 2008/9 when the
incremental costs of the new MSCP in Terminal 5 of £2.7million would be only partly
offset by the savings of £1.3 million from the closure of the Terminal 2 MSCP; but
otherwise income per passenger was expected to remain constant at £0.43.

71. BAA therefore believed it reasonable to assume the reduction in total retail income
per passenger from £4.53 in 2007/08 to £4.31 in 2008/09 for Heathrow shown in
Annex 1. But BAA also identified the risk of loss of income at Heathrow from losing
retail outlets to larger security zones and increased seating areas, the effect on
revenue being variously put at between £6.5 million and £9 million and up to
£16 million.

Assessment
Retail revenues

72. As apparent from Annex 1, BAA is projecting almost unchanged retail revenues per

passenger after 2008/09. Retail revenues excluding car parking peaked at £3.92 per
passenger at Heathrow in 2003/04, then being expected by BAA to decline (in
2007/08 prices) to £3.73 in 2007/08. The decline was then expected to continue to
£3.56 in 2008/09, and to average £3.62 in Q5. We have noted:

(a) BAA understated forecast retail income at the last review.

(b) There was an increase in retail income per passenger at both airports to
2003/04, followed by decline due to EU enlargement. Following EU enlargement,
income per passenger was fairly constant for two years, then declining
significantly in 2006/07 and 2007/08, a period when increasing security
requirements resulted in significant increases in security and other queues at the
airports.

(c) BAA projects declining retail income per passenger despite expected GDP
growth over Q5.

(d) That decline is also despite the 23 per cent increase in retail floor space as a
result of the opening of Terminal 5 and closing of Terminal 2.

(e) BAA’s assumption of a 10 per cent increase in sales in Terminal 5 would
represent a less than 5 per cent effect on sales across the airport as a whole, for
a 23 per cent increase in floor space (although it may be unlikely that sales
would increase in the same proportion as retail space).

(f) Additional operating expenditure is also being proposed by BAA to resolve the

current problem of security queuing, which should itself assist growth in retail
sales by improving the passenger experience of the airports.
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73.

74.

75.

(g) BAA has said it could not be expected to do better as long as the single till were
retained: implying there is scope to do better.

In the shorter term, we acknowledge BAA’s arguments that revenues are less likely
to increase at Heathrow, and may slightly reduce, following the opening of Terminal 5
and before Terminal 2 is closed (although that may prove a cautious assumption to
the extent that passengers are likely to make more use of the less congested
facilities). BAA also pointed to the risk of losing retail income as a result of loss of
retail space for enhanced security facilities or increased seating. If it is able to show
CAA that such developments are definitely to be undertaken, it would be open to the
CAA to adjust the projected retail incomes accordingly. However, given the
substantial increase in retail space available overall and the lower estimates for
returns on the additional new space we would suggest that the CAA first consider the
evidence, not available to us, regarding the expected returns on the additional space
by examining, for example, the contracts signed with the new concessionaries in
Terminal 5, before accepting the assertion that the lost space is not more than fully
compensated by the additional space now available. This was not taken account of in
BAA'’s own projections. It would also be open to the CAA to reconsider other aspects
of the projections if BAA was able to provide it with firmer evidence than it has
provided to ourselves, for example on the contracts signed with the new
concessionaires in Terminal 5, that the increase in retail income per passenger we
have assumed is unobtainable.

On the basis of the above, in our view:

(a) In the shorter term, we have allowed for the risk that revenues are less likely to
increase at Heathrow, and may slightly reduce, following the opening of Terminal
5 and before Terminal 2 is closed.

(b) But thereafter we believe it reasonable to expect that commercial revenues will
benefit on the scale suggested by Pragma as a result of the significant
enhancement in passenger experience from BAA’s development of Terminal 5,
the measures BAA is planning to take to reduce the current problems of security
queuing, and BAA’s subsequent programme to bring the rest of Heathrow up to
the standards of Terminal 5. Developments resulting from the significant levels
of capital expenditure and operating expenditure reflected in our assessment of
the level of airport charges.

(c) We have therefore assumed an increase in retail revenues excluding car parking
to some £4.37 (the £3.97 quoted by Pragma, revalued to 2007/08 prices plus
BAA’s assumption of £0.4 from bureau de change) by the end of the
quinquennium.

At Gatwick, retail revenues per passenger excluding car parking peaked at £3.67 in
2001/02, then being expected to decline (in 2007/08 prices) to £3.22 in 2007/08. The
decline was then expected to continue with an average of £3.06 in Q5. There is no
equivalent increase in floor space to that at Heathrow, although there will be
improvements to the South Terminal departure lounge and Gatwick should also
benefit, like Heathrow, from improved security processes reducing the time taken to
pass through security. We have made the cautious assumption of a recovery to the
average level of Q4—£3.37 per passenger. Although that average includes an
element of higher duty and tax-free sales before EU enlargement, it is still below the
level reached in 2004/05 and 2005/06.
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Car parking

76.

77.

There are somewhat different considerations in relation to car parking. Unlike retail
sales, income per passenger from car parking proved lower than expected in Q4:
revenue was expected to remain broadly constant at both airports, but subsequently
declined. But the current projections would also seem subject to considerable
uncertainty as to whether, even if the recent decline in revenues per passenger from
car parking continues into 2008/09, they would subsequently recover, level off or, as
BAA assumes for mid- and long-term car parking, continue to decline.

The prospect of recovery cannot be precluded given BAA’s strong market position at
these airports, particularly in short-term car parking but also to a lesser extent in
long-term car parking. BAA provided us with the following estimates of the number of
car parking spaces at the two airports:

TABLE 14 BAA share of car parking spaces at Heathrow (post T5) and Gatwick

Heathrow Heathrow
pre-T5 post-T5 Gatwick

On-airport
BAA short-stay 5,943 8,487 4,300
BAA mid-stay 7,201 5,745
BAA long-stay 6,641 8,991 25,000
Other short-stay 400

Total on-airport 19,785 23,223 29,700
Off-airport
BAA 1,550 1,550 4,500
Non-BAA 12,225 12,225 17,381

Total off-airport 13,775 13,775 21,881

Total 33,560 36,998 51,581
BAA % of total 64 67 66
BAA % of long term

plus off-airport 40 46 63
Source: BAA.
78. We saw other estimates that BAA currently accounts for just over half of long-term

79.

car parking spaces at Heathrow, which with the opening of Terminal 5 will increase to
about two-thirds, and somewhat over two-thirds at Gatwick. Even the BAA figures
would suggest BAA would be in a position which gives it a considerable influence
over the level of prices. Adoption of yield management techniques will also assist in
reversing the previous decline in revenues, as may any continuation of current
restrictions on use of forecourts for setting down or picking up passengers, instead
requiring use of the short-term car parks for such purposes, a position reinforced by
the preference given to on-airport over off-airport operators in allocating forecourt
capacity (see paragraph 133). The Gatwick Masterplan also notes that increases in
the level of off airport parking at Gatwick should not be permitted. We were told that
BAA itself operates two off-airport car parks at both airports, one of which at Gatwick
was acquired in Q4.

Car parking revenues at Heathrow have declined from a peak of £1.03 at Heathrow
to an expected £0.8 in 2007/08. The decline is expected to continue to £0.75 in
2008/09 and to £0.70 by 2011/12, with a further temporary reduction in income in
2012/13 as a result of the phasing of the HET MSCP and the closure of MSCP1 (the
timing of which is, however, not certain). Recovery to and stabilization at the 2007/08
level of £0.80 would seem a moderate assumption. Similarly it would seem
reasonable to assume stabilization at the 2007/08 expected level for Gatwick: £1.10
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per passenger (and which include an estimate for an uplift in yield driven by new
initiatives such as improved yield management and the introduction of new, higher-
margin products, which were forecast to come on stream towards the back-end of the
year) rather than the decline to £1.01 projected by BAA.

Property

80.

There does not, however, appear to be material scope for assuming higher property
revenues. Although Donaldsons did propose somewhat higher revenues at Gatwick,
demand for accommodation could be further affected by any transfer of long-haul
operations to Heathrow creating scope for further growth of low-cost carriers at
Gatwick. We are continuing therefore to assume BAA'’s projection of property income
per passenger at Heathrow of £1.19 in 2008/09 falling to £1.17 in 2012/13; and of
£0.67 at Gatwick in 2008/09 falling to £0.66 in 2012/13.

Overall assessment

81.

Over Q5 as a whole we accept there are reasons to regard the BAA forecasts of
retail and property income as cautious. The above assumptions would, as shown in
Table 15 give total commercial revenues at Heathrow of £5.50 in 2008/09 as
assumed by BAA, but increasing to £6.34 by 2012/13; and at Gatwick of £4.87
increasing to £5.13; Table 16 gives the resulting effect on commercial income at
BAA'’s passenger forecasts.

TABLE 15 CC assumptions of retail income per passenger

Retail

Car parks

Property
Total

Heathrow Heathrow Paragraph Gatwick Gatwick Paragraph

2008/09 2012/13 Reference 2008/09 2012/13 reference
3.56 4.37 74(c) 3.10 3.37 75
0.75 0.80 79 1.10 1.10 79
119 117 80 0.67 0.66 80
5.50 6.34 4.87 5.13

Source: CC study.

TABLE 16 Effect of CC assumptions on commercial income

2008/09 2009/10 2010/11 2011712 2012/13 Total Q5

Heathrow

BAA 5.50 5.57 5.59 5.50 5.43 5.52
CcC 5.50 5.70 5.90 6.12 6.34 5.92
Difference 0.00 0.13 0.31 0.62 0.91 0.40
Passengers 70.50 72.80 74.20 75.30 77.20 370
Increase in revenue 0.00 '9.50 23.0 46.7 70.3 +149.4
Gatwick

BAA 4.85 4.71 473 474 473 4,75
CcC 4.87 4.93 5.00 5.06 5.13 5.00
Difference 0.02 0.18 0.27 0.32 0.40 0.25
Passengers 36.2 36.6 36.8 37.3 37.7 184.6
Increase in revenue 0.7 6.6 9.9 11.9 15.1 +44

Source: CC study.

Non-regulated charges including specified activities

82.

In previous inquiries, many airlines have been concerned about the level of
consultation on non-regulated charges, and in particular what they regarded as large,
arbitrary and unpredictable increases for such items as security passes.
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83.

84.

85.

86.

87.

In its submission to us, the CAA said that in May 2005 it had remitted Heathrow and
Gatwick airports to consider, along with their airlines, as part of constructive
engagement:

(a) the projections for non-regulated revenues in Q5; and
(b) the basis for charging for such services and facilities.

It said that in the interim reports on Constructive Engagement from both airports in
June 2006, BAA and the airlines noted that little progress had been made partly due
to BAA’s reluctance to provide forecasts for these services when it was facing a
takeover bid (although BAA told us that it believed progress had by then been made
in conveying the principles on which non-regulated charges were set. One airline,
however, told us forecasts had been requested, but not provided, some time in
advance of the takeover bid). BAA did provide forecasts at each airport in October
2006, but there was no agreement by December 2006 on the projected levels of
these charges and the provision of services and facilities associated with them.

Hence, in its December 2006 proposals, the CAA had encouraged further discussion
with the aim of agreeing the level of charges, anticipated volumes and revenues,
leading to the overall projections of non-regulated charges for each airport. If it was
not possible to agree specific charges, both parties were encouraged to work toward
agreement on the basis for deriving charges in future, and the mechanisms for
consulting with users and providing adequate transparency to them about current
and prospective charges. For the purpose of its initial proposals, the CAA adopted
the BAA projections.

In its March 2007 recommendations to us, the CAA said that at Heathrow progress
appeared to have been made. BAA had stated its intention to reflect full cost
recovery of those charges, with no cross-subsidy or recovery of any under-recovery
other than during the respective year or subsequent year, a principle with which the
airlines had agreed. This basis had been agreed for specified activities for the current
year, and all non-regulated charges for Q5. It provided estimates of the costs
associated with each area of non-regulated activity, committed to provide an annual
update of estimated costs at least three months prior to the commencement of any
revised charges; and agreed to explore pricing structures with airlines that may better
incentivize cost reductions or increased service.

Less progress had been made at Gatwick, with a further progress report to be made
during the course of our inquiry.

The CAA welcomed the progress made since its 2006 report, (and on the basis of
which it decided not to specify any course of conduct by BAA relating to its
performance in this area as against the public interest). In paragraph 7.30 of the
recommendations to us, it set out the following principles, essentially of transparent
cost-based recovery of costs through non-regulated charges with regular consultation
between each airport and its airlines, that had emerged from constructive
engagement and which should in its view provide sufficient protection to users:

(a) full cost recovery for each of the non-regulated charges to airlines during Q5;

(b) no offsetting or subsidizing of such charges from one source with income from
non-regulated charges from another source;

(c) under-recovery of non-regulated charge revenue against prior projections limited
to recovery during the respective year or first subsequent year;
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88.

89.

90.

(d) in recognition of the fact that a number of the services provided, being based
upon costs of services provided by outside suppliers to BAA, may inevitably
change during the course of Q5, BAA would reflect such changes in its charges
to airlines; and

(e) BAA to provide an annual update of estimates for the costs associated with non-
regulated charges to the airlines for the Q5 period, at least three months prior to
the commencement of any revised charges.

On the basis that BAA’s current projections broadly reflected these principles, it was
minded to adopt BAA’s projections, subject to an adjustment for utility costs which it
believed should be somewhat lower than projected by BAA. (On this latter point, BAA
noted in its submission to us that a large part of the difference between the CAA and
BAA had disappeared due to revised unit costs being reflected in the forecasts. Much
of the remaining difference, which largely disappeared over Q5, related to airports’
utility portfolio and contracts in place, which it believed were not correctly reflected by
the CAA’s consultants. It also noted that utility charges would vary through Q5 with
input costs, in accordance with the cost-based charging principle.)

BAA told us that Q5 non-regulated forecasts for Heathrow had been largely agreed
with the airlines by December 2006, with final details agreed early in 2007. Gatwick
shared updated information on 20 June 2007 with the airline community on its
forecasts for Q5 income for key Specified Activities including check-in and baggage,
electricity and staff car parking.

The Constructive Engagement report for Heathrow in July 2007 acknowledged the
previous agreement on the BAA forecast of charges. But it also recorded the airline
position following a meeting in June 2007 that BAA was still to provide answers on a
number of points, and that there should be greater clarity on BAA’'s assumptions on
cost inflation, including use of RPI to inflate costs, and demand drivers. The airlines
therefore believed more work needed to be done before they could indicate
agreement on the forecast of non-regulated charges. BAA’s stated position was that
its forecasts reflected the principles previously agreed for non-regulated charges.

The Constructive Engagement report for Gatwick referred to BAA having provided
further updates of its forecast revenues for Q5 but which were challenged by the
airlines requesting forecasts on outstanding activities which had not been provided,
and further information on the demand drivers and assumptions. The airlines’
position was that one of the desired outcomes was to agree on the forecasts, not just
the process and principles. BAA said it would work with the airlines in response to
their requests for greater transparency, but would not share its commercial forecasts.
It also referred to further discussion being required on treatment of baggage
infrastructure capital recovery and check-in charges; and to there currently being no
consensus airline view due to the different cost models at Gatwick. BAA told us that
Gatwick was to respond to a request received from BA for additional information on
the Q5 forecasts, including detail of the Hydrant Refuelling income forecast. Further
information would be provided at a Specified Sub-Group Airline consultation meeting.

Current forecasts

91.

The latest CAA and BAA projections of revenues for non-regulated charges (a
somewhat wider category than ‘specified activities’) we have seen are set out in
Table 17, which suggests there is no material difference in the CAA and BAA
projections.
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TABLE 17 CAA and BAA projections of other aeronautical revenues

£, 2007/08p
Q4 (from
Table 4) 2008/09 2009/10 2010/11 2011/12 2012/13 Q5
Heathrow
CAA
Utility 26.7 224 225 22.6 24.2 118.4
Other operational 115 11.5 11.5 11.4 11.4 57.3
income
Other operating 116.3 130.0 130.0 132.0 150.6 658.9
revenue
Total 154.6 163.9 164.0 166.0 186.3 834.8
BAA
Utility 109.2 314 30.6 30.3 29.8 30.8 152.9
Other operational
income 40.2 10.2 10.2 10.1 10.1 10.0 50.6
Other operating 631.1 129.4 126.9 127.7 127.3 129.3 640.6
revenue
Total 780.5 171.0 167.7 168.1 167.2 170.1 844 .1
Gatwick
CAA
Utility 6.6 7.0 7.0 71 7.3 35.0
Other operational
income 2.6 2.6 2.6 2.6 2.6 13.0
Other operating
revenue 225 21.7 22.0 21.8 211 109.1
Total 31.7 31.3 31.6 31.5 31.0 1571
BAA
Utility 33.6 8.7 8.5 8.5 8.5 8.5 42.7
Other operational 12.4 2.3 2.3 2.4 2.4 2.4 11.8
income
Other operating 145.9 24.4 24.4 24.5 24.9 25.0 123.2
revenue
Total 191.9 354 35.2 354 35.8 359 177.7

Source: CC study.

92. We asked BAA and the CAA a number of questions on the status as they saw it of
these projections: firstly whether it was still intended by either BAA or CAA that these
projections should still be subject to agreement with airlines, and, therefore, to
possible amendment.

93. BAA said that the Constructive Engagement process had resulted in some important
improvements in the consultation process. The CAA requested, and were provided
with, updates to these discussions in July 2007. With regard to non-regulated
charges, both airports recorded some differences between the airline and BAA
positions. BAA believed that substantial progress has been made on establishing
charging principles and processes, which had and would continue to form the basis
for improved annual consultation with users. To the extent that forecasts had been
agreed with the Constructive Engagement workstreams, no further amendments nor
agreements were expected. The CAA said that to the extent that BAA and airlines
were able to agree any updated projections through constructive engagement over
the coming months then it would be minded to incorporate these into its own price
cap modelling as appropriate.

94, Secondly, we asked whether it was envisaged that there should be some adjustment
to airport charges at the next review or even earlier, if the forecasts were exceeded.

95. BAA said that it did not support retrospective adjustment to airport charges if non-
regulated revenues were exceeded (or indeed if they were less than forecast). This
would require an equivalent adjustment to costs, as charges would be cost-based.
The levels of revenues would depend, inter alia, on increases/decreases in input
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96.

97.

98.

costs. Increases in input costs would be passed on to users in a non-discriminatory
way. These could not be forecast with accuracy, however. Provided, therefore, that
the charging principles were agreed, and there was proper consultation annually for
changes to charges, then it believed that airlines were protected from undue
increases in charges. Retrospective adjustment to airport charges would, it believed,
introduce more burdensome regulation, and be a move towards rate of return
regulation.

The CAA also said that it considered that the principles for non-regulated charges,
which had emerged through constructive engagement, should provide adequate
protection to airport users within Q5. As such, adjustments to airport charges would
not be required (assuming that it would be legally possible to make the price cap on
airport charges dependent on movements in unrelated charges). The pros and cons
of introducing an adjustment mechanism had also been considered by the CC at the
Q4 review. As summarized in the CAA’'s December 2005 policy paper (paragraph
6.9). [The CC] concluded that this was likely to be complex to administer. Given the
potential complexities of introducing an effective legal framework for the introduction
of new charges, the CAA considers that the current protections represent a
reasonable approach, and the least complex of the possible alternatives outlined’.
For these reasons and given the progress which had now been made in this area
through constructive engagement, the CAA did not currently consider that an
adjustment factor was appropriate).

Thirdly, we asked whether the forecasts allowed for any reduction in profits or losses
on particular charges or for the charges as a whole from adopting the principle of
transparent, cost-based pricing. BAA said that the underlying principle it had applied
to all these activities was the generation of an income stream that was based on full
cost recovery, and one that was totally transparent. The forecasts had therefore been
set such that each charge was intended to ‘break even’, so reducing historic
profits/losses (over/under-recoveries). Having said that, there were certain activities
that were based on other metrics, for example the proposed move to market pricing
for staff car parks and the use of historic overheads for electricity pricing following the
sale of electricity distribution systems in 1993, all of which had been or would be fully
consulted on with the community before these mechanisms were implemented. The
CAA said that the forecasts of non-regulated charges for Q5 at each airport were
broadly of the same magnitude as the actual charges in the first four years of Q4.
This suggests that implementing the principle of transparent, cost-based pricing
should not materially affect the overall level of non-regulated charges. However, the
BAA policy of moving to cost-based pricing for non-regulated charges should be
reflected in the forecasts.

As to the principle of full cost recovery for each charge our analysis of BAA’s 2005/06
data (the latest available to us) for specified activities in Tables 18 and 19 suggests
there seem to be widely differing profit margins for these activities, some causing
substantial losses for BAA, and some earning profit margins of hundreds of per cent.
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TABLE 18 Summary of specified activities Heathrow 2005/06

£000
Income Costs Profit %
Check-in desks 52,607 —64,423 -11,816 -18.3
Other desk licences 2,336 -409 1,927 471.1
Staff car parking 20,212 -19,764 448 23
Airside licences 836 -926 —-90 -9.7
Boilerhouse 448 3,746 4,711 -965 -20.5
Boilerhouse 523 303 -1,792 -1,489 -83.1
Terminal 4 boilerhouse 1,615 -2,553 -938 -36.7
Water 5,519 -5,481 38 0.7
Electricity 47,710 —-43,555 4,155 9.5
Security documentation 1,599 -2,734 -1,135 —-41.5
FEGP 4,973 -5,744 771 -13.4
Bus and coach services 1,401 -3,912 —2,511 —64.2
Total 142,857 -156,004 -13,147 -8.4
Source: BAA.
Table 19 Summary of specified activities Gatwick 2005/06
£000
Income Costs Profit %
Check-in desks N/A -11,589 N/A N/A
Staff car parking 4,455 -4,407 48 1.1
Staff ID passes 553 -1,805 -1,252 -69.4
FEGP 2,143 -2,143 0 0.0
Hydrant refuelling 7,588 -919 6,669 725.7
Airside licences 61 -0 61 100
Heating and ventilation 10,026 -10,180 -154 -1.5
Electricity 12,594 -15,131 -2,537 -16.8
Gas 652 -2,113 -1,461 —69.1
Water and sewerage 1,734 -2,057 -323 -15.7
Bus and coach 271 =305 -34 -11.1
Other desk licences 1,331 -1,778 —447 -25.1
Total 41,408 -52,427 570* 1.1
Source: BAA.

*Excl check-in desks.

Note: N/A = not applicable.

99. Table 20 compares the projected revenues for Q5 for the main categories of non-
regulated charges provided to airlines with the figures for other aeronautical
revenues quoted in Table 17. (The figures for hydrant refuelling and baggage are
allowing for the transfer of revenues between such charges and airport charges—see
paragraph 2(b)). BAA said that the intention was for these transfers to be revenue
neutral to BAA. The CAA also said that under the single till, BAA was no better and
no worse off as a result of this transfer between airport charges and non-regulated

charges.
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TABLE 20 Projected forecasts for non-regulated charges provided to airlines

2007/08 2008/09 2009/10 2010/11 2011/12 2012/13
Heathrow (2006 projections)

Electricity 231 29.5 29.4 29.7 29.9 31.8
Water 1.0 1.0 1.0 1.0 1.0 1.1
FEGP 6.8 7.4 7.6 7.7 7.9 8.0
Staff car parking 17.5 18.0 18.5 19.0 19.4 19.9
Security ID 2.8 2.8 2.9 3.0 3.1 3.1
Bus & coach 1.0 1.1 1.1 1.1 1.1 1.2
Heating& ventilation 0.9 0.9 0.9 0.9 0.9 0.9
Hydrant refuelling 16.4 6.3 6.4 6.6 6.7 6.8
Check-in and baggage 76.4 71.5 74.9 77.0 80.7 99.9
Pre-conditioned air 0.6 0.6 0.6 0.6 0.6 0.6

Total 146.5 139.1 143.3 146.6 151.3 173.3
-BAA Sept 2006 projections 160.9 172.2 171.8 173.1 192.7
-BAA projections in Table 18 171.0 167.7 168.1 167.2 170.1

Gatwick (June 2007 projections)

FEGP 23 23 23 24 24 2.4
Check-in/baggage 17.3 13.7 13.8 13.8 14.2 14.3
Staff car parking 3.7 7.3 7.3 7.3 7.3 7.3
Security ID passes 0.5 0.7 0.7 0.7 0.8 0.8
Electricity _84 76 7.6 17 7.8 1.8
Total 32.2 31.6 317 31.9 325 32.6
-BAA projections in Table 18 354 35.2 354 35.8 359
Source: BAA.

100. BAA explained the differences between the forecasts presented to airlines and those
in its financial projections as follows:

(a) For Heathrow, the Q5 forecasts provided to the airlines in October 2006 had
been superseded by the final Heathrow forecasts in July 2007. The differences
primarily related to changes in input costs of utilities and updated estimates of
the components of the opening yield adjustment for check-in desks and
baggage. These latter increases had been discussed with airlines as part of the
ongoing discussions on the introduction of a ‘per bag’ charge. There were also
volume and cost related increases in staff car parking and some other small
differences in the other non regulated revenue activities.

(b) In addition, there were a number of activities not covered by the specified
activity statements, with projected income throughout Q5 of about £13 million.
These activities were airside licences, the taxi feed park, VIP and apron
services, fast track income, CTA petrol licenses, airside operations, off pier
coaching and the cargo pressurised unit.

(c) For Gatwick, recent forecasts provided to the airlines had been an update in
respect of certain specified activities only. The other specified activities were
heating and ventilation, water and sewerage, bus and coach, hydrant refuelling
and gas; non-specified activities included within the forecast, with projected
income throughout Q5 of about £2.5 million, were primarily vehicle fuel and oil.

101. There are therefore some categories of non-regulated charges for which
transparency statements are not currently prepared. The CAA said that the principles
of cost-related charging applied to all non-regulated charges. BAA said that it did not
anticipate extending the conditions relating to specified activities formally to other
chargeable activities. We have, however, received no complaints about the provision
of inadequate information in relation to these specific categories of charge.
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102.

103.

We also asked whether there were arrangements to ensure no unreasonable
changes in accounting policies, eg allocation of indirect or overhead costs or
valuation of land. BAA said that there were no formal arrangements in place.
However, the principles of charging agreed with airlines would ensure that charges
would not rise as a result of unnecessary or arbitrary changes to cost allocations,
overhead costs or valuation of land.

We note that BAA’'s auditors currently report to BAA and CAA on whether the
information presented in the transparency statements has been properly extracted
from the books and records of the airports and is arithmetically accurate; and
whether the statements have been compiled in accordance with the process
established by the airports’ directors for preparing the statements. We see scope for
BAA, CAA and the AOC of each airport jointly to appoint a firm of accountants to
consider the appropriate basis for allocating costs. BAA thought there was doubtful
benefit of having another set of auditors reviewing the bases of cost allocation as (a)
every accountant would have a different view as to cost allocation bases, and (b)
there would need to be a dramatic reallocation of costs for there to be an impactful
change in the prices for non-regulated charges and the forecast income that resulted.
But it would not be averse to a jointly appointed auditor to consider the appropriate
basis for allocating costs on a one-off basis. The CAA also did not consider that there
was a case for such an increase in the regulatory scrutiny of non-regulated charges.

Public interest issues

104.

105.

In the issues statement we published during the inquiry, we set out a number of
issues raised with us concerning whether BAA had carried out a course of conduct in
relation to any operational activities at the airport which had operated or might be
expected to operate against the public interest. The following paragraphs set out
issues related to commercial and non-aeronautical revenues, and summarize BAA’s
response on these issues. Its full response is on our website.

As well as commenting on the specific issues, BAA noted that following the last
review a dispute resolution procedure had been introduced, which none of the
airlines had chosen to use; nor had any complaints been made under section 41 of
the Airports Act.

Issues raised by airlines

Consultation

106.

107.

108.

A number of issues raised with us related to inadequate consultation, including
inadequate consultation about non-regulated charges, where BAA had been slow in
sharing forecasts with airlines, and non-provision of information on commercial
incomes.

BAA argued that the level of non-regulated charges was already covered by the
existing Specified Activities condition, and agreement had now been reached on the
principle of basing such charges on cost. During part of 2006, it had been unable to
share information while subject to a takeover offer; it had subsequently provided
detailed forecasts of the charges under the principles agreed. The basis of any
increase in charges was now agreed via the Constructive Engagement process.
Hence, it did not accept it had failed to provide sufficient information.

As regards non-provision of information on commercial revenues, BAA said that it
would not release details of a commercially confidential nature. It argued that due to
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109.

their magnitude and therefore impact on aircraft charges, it was most unlikely that an
airport operator was ever going to agree its commercial income forecasts, or its
operating costs with airlines. Non-regulated charges could be shared and agreed, as
demonstrated, because these were costs that an airline would be facing and
therefore would have some reference point, against its other operating costs, to
assess the fairness of such charges. But an airline had limited knowledge of the
operating dynamics of an airport and so was less informed about operating costs or
commercial revenues. There was also an issue of confidentiality, as airlines did
compete with airports in respect of their onboard sales (principally liquor, perfumes
and tobacco). The CAA had also determined that retail income would be examined
by the regulator and not as part of Constructive Engagement. But other than
revenues of WDF, the CAA had published BAA’s commercial revenues at an
aggregate level.

BAA did, however, suggest to us at one stage that there was an opportunity in the
case of some strategic relationships to share more commercial information subject to
non-disclosure agreements. We are disappointed it has not done so to a greater
extent: this is unlikely to involve releasing information of value to competitors.
Inclusion of commercial revenues among the issues on which it is currently required
by the CAA to consult the airlines would be appropriate given the mutual interests of
BAA and the airlines in identifying scope for increasing commercial revenues, albeit
the BAA'’s interest being more in the short term and the airlines in the longer term
when such revenues are used to offset airport charges.

Property disposals

110.

111.

Criticisms were made of disposals of property assets without consultation which
could be required for future operational use. It was argued to us (in paragraph 2.24 et
seq in BA’s submission on our website) that several projects had already been
compromised by the disposal of land as part of the APP deal. Firstly, BA had to move
its motor transport base to accommodate the enlarged holding area for the Southern
runway as part of the Eastern Apron area and apron redevelopment, which also
involved the relocation of hangars; in both cases the sites earmarked had been
already disposed of by the APP. Secondly several potential sites for fuel storage
necessary to increase capacity had also been sold off as part of the APP transaction.

BAA said that the APP deal was instigated in autumn 2004 and completed in spring
2005. As part of the transaction, Heathrow examined all pieces of land not currently
used for operational purposes, and explored whether there was then any strategic
need to retain that land at the airport (and hence outside of APP). Certain pieces of
land were so excluded from the deal, particularly around the core airfield.
Subsequently to the transaction, two events took place. The unexpected Buncefield
explosion and fire in December 2005 severely curtailed the flow of aviation fuel to
Heathrow, causing the airlines to have to operate in difficult conditions. Then in
Summer 2006, the emerging plans for the Heathrow East redevelopment identified
previously unconsidered opportunities to redevelop the eastern airport apron, plans
which would necessitate the relocation of certain facilities operated by BA (and which
of themselves would benefit BA by moving it to a location closer to its main operating
centre in Terminal 5 after April 2008). The Buncefield fire and the eastern apron
issues may have presented different solutions had they been known about before the
APP deal, but clearly were not (by BAA, airlines or by anyone else). A consultation of
disposals to APP at the time of the transaction would not have identified any need to
retain the land, other than on the basis of ‘keep everything for ever just in case’,
which was not a strategic or economic rationale.
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112.

113.

114.

Fuel

115.

116.

BAA said that there was no requirement under the Act to consult on disposals; but
any sale would be with safeguards for potentially needed properties. BAA also
believed the requirement that disposals be made at market value would ensure the
full value of any transactions would be given to the airlines. Given the sensitive
nature of such sites, it would be highly likely that consultation would compromise any
negotiations. It also could not support the CAA having any sort of veto over
disposals, while not being opposed to consultation, if that were felt to be appropriate.

The CAA told us that when the disposals took place, it had sought assurances that
the assets were not in places that would be required for development, or if there were
there would be the potential to buy them back. In February 2005, BAA wrote to the
CAA to provide re-assurance on the impact of the disposals on the operational
integrity and planning of the airports. In this, BAA identified the Gatwick Cargo area
and the northern edge of the Heathrow Cargo area as two properties which may be
required at each airport for future development, and for which BAA had therefore
secured buy-back provisions in the sale conditions. Subsequent to this, BAA
announced its property disposal plans on 18 February 2005. The CAA set out in its
December 2005 policy consultation paper its proposed approach to adjusting each
airport’'s RAB for the transaction proceeds of disposals during the Q4 period. In
responding to this, some airlines suggested that BAA should provide more
transparent information to users on significant asset transfers out of an airport's RAB.
No airline identified to the CAA, at this stage, any concerns about specific properties
which BAA had sold to its property joint venture. Similarly, the CAA received no
comments on the impact of specific property disposals in response to its initial price
control proposals of December 2006.

The CAA had no powers over disposals, but had requested that, as part of the
Constructive Engagement discussions, BAA consult its airline users at each airport
on anticipated asset disposals during Q5. At Heathrow, BAA had confirmed® that it
had no plans for disposal of Heathrow assets in Q5. The CAA was also supportive of
including proposed asset disposals within the scope of the annual consultation during
Q5 on each airport’'s capital investment plan, under the auspices of an updated
agreement with BAA on enhanced information disclosure and consultation (building
on the Annex 4 agreement which was part of the Q4 price control decision). This
would also in our view be appropriate given the legitimate interests of the airlines in
issues relating to airport land and property that could affect their operations. Whether
the CAA should have powers in relation to disposals is an issue we may wish to
consider in the market inquiry.

We also received complaints that BAA failed to coordinate an adequate response to
the shortage of fuel supplies resulting from the Buncefield fire. BAA said this was
without foundation, but that it was only the failure by oil companies to develop a
contingency plan that led BAA to take the lead on developing such a plan itself:
hence the agreement with Heathrow airlines of a Fuel Contingency plan in early 2005
with participation by the airlines on a voluntary basis.

On a complaint that BAA failed to make available the necessary land to increase
facilities for fuel storage at Heathrow, BAA said that a new fuel depot was
constructed at the expense of Heathrow Airport Fuel Company as part of the
Terminal 5 development, more than doubling fuel storage capacity, from 26 to
60 million litres. In addition two temporary storage tanks with a capacity of a further

*Constructive engagement report July 2007.
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6 million litres had been retained. But the key issue was the ability of the fuel
companies to supply adequate volumes. No land suitable for fuel depot expansion
had been disposed of; although it accepted the need for a greater volume of fuel
storage capacity, the land use allocation available for development was fully
committed to delivering the master plan agreed with airlines. It was currently in
discussion with airlines and others to review the master plan and identify suitable
land for expansion of fuel storage.

Given the shared responsibilities for fuel supply at the airport, it is in our view difficult
to regard BAA as having pursued a course of conduct in relation to fuel supply
against the public interest, but the continued availability of land to ensure adequate
fuel supplies would seem another matter to be included in the requirements for
consultation and constructive engagement.

IT services

118.

119.

120.

121.

We also received complaints about attempts by BAA to monopolize IT services at
Heathrow, requiring airlines in some terminals to use BAA’s IT services (such as
CCTV and WIFI networks in T5) at charges in excess of market rates. Among the
concerns expressed was that the regulatory system, by incorporating capital
expenditure in the RAB, gave BAA an artificial incentive to undertake investment,
such as that in IT systems, rather than lease or outsource such facilities.

Among BAA'’s points, it said that the approach taken in the past whereby each airline
installed its own network was no longer appropriate given the demand from a range
of users for network services and environmental and space pressures. It argued that
airlines and others were involved where appropriate in specifying services. As to
complaints about charges at Gatwick for the common use check in system, these
were based on the cost of delivering the network connectivity required. At Gatwick,
SITA had the direct relationship with the airlines, GAL was merely a subcontractor
and BAA had no reason to think either SITA or the AOC were unhappy with the
charges levied. As to comments on arrangements for CCTV, government guidance
required the creation of a common use CCTV infrastructure, from which there were
also efficiency and effectiveness gains. As to comments on wireless networks, a
common network improved performance and maximized capacity: competing
networks could interfere with each other.

The CAA also noted that the consultancy study by KPMG it commissioned as part of
this review found that the unit cost of BAA’s IT services, for itself and for airlines, was
not out of line with corporate best practice in the UK. It also suggested that even if an
individual airline could procure a particular service cheaper, that may not apply to all
airlines in a terminal.

IT systems would also seem an important area for inclusion in the requirements for
consultation and constructive engagement.

Passengers with reduced mobility

122.

On complaints about proposed high charges by BAA for services to passengers of
reduced mobility, and BAA also insisting on taking them through its retail outlets,
there was currently no such charge. BAA had been consulting with airlines on how to
take over responsibility for this service in spring 2008 as required by new EU
legislation, but the cost would depend on the prices tendered. We note the timing of
such arrangements would therefore fall outside the scope for a course of conduct in
this inquiry. The CAA also told us that the EU legislation would require charges to be

135



reasonable, cost-related, transparent and established in cooperation with airlines, for
which the CAA would also be the enforcement body.

Concerns from other parties

123.

A number of concerns were raised with us by other parties. Some of these issues,
however, have also been raised with us in the context of other BAA airports and in
the context of the market inquiry, and are more appropriately considered in that
inquiry; a number also relate to a general issue of access to airport forecourts
including whether BAA is able to leverage its position in controlling such access to
distort competition in related markets, hence even particular complaints concerning
Heathrow or Gatwick may be best considered in the market inquiry.

Heathrow taxis

124.

125.

126.

127.

In our last report, we found that HAL had pursued a course of conduct against the
public interest in that in order to finance information desks and other services
provided by HALT, it imposed a levy on all taxi drivers without first ascertaining, by
tender or otherwise, such questions as whether all aspects of the service were
necessary; whether they could be obtained at a lower price from a commercial
provider; or whether a better service could be obtained from a commercial provider
for the same price. We recommended that the CAA should invite BAA to produce
evidence within six months that satisfied the CAA that the HALT service was of
benefit to the taxi drivers who used Heathrow (whether or not members of HALT) and
their passengers; that the benefits outweighed the costs of providing the service; and
if so that the service could not be provided in a more efficient and cost effective
manner. The CAA should then in due course decide whether to give a direction
preventing BAA collecting the HALT levy on a compulsory basis. (If BAA produced
evidence that satisfied the CAA that the HALT service was of benefit to the taxi
drivers and their passengers, the CAA should from time to time, say every five years,
invite BAA to provide evidence that that was still the case).

A condition was set by the CAA which required Heathrow to produce such evidence.
In response to the condition, BAA sought the views of taxi drivers by way of a
questionnaire. Other taxi related organizations also asked their members for views.
The results of the various surveys revealed little support for changes to the
arrangements. The Heathrow Airport Consultative Committee, representing the
interests of the public and of passengers, also favoured their retention. The CAA,
taking into account the results of the surveys, also considered whether the taxi
information service and the levy that funded it met the CAA's statutory objectives.
The CAA was satisfied that the taxi information service was of net benefit in terms of
its objectives. The CAA issued a consultation paper seeking views on its findings
before reaching its final decision. It considered the representations made in response
to the paper and decided to confirm its findings. As the CAA was satisfied that the
services provided by HALT were of benefit and that there was little support for any
changes to them, the CAA believed that the CC’s concerns have been addressed,
and that the condition was no longer required.

During the current review, a number of further concerns were raised with us about
arrangements for taxis at Heathrow taxis. They included the constitution of Heathrow
HALT and its contract with BAA; a 20p levy on taxis using Heathrow for use of the
Journey Pay credit card payment system; and the cost of using Heathrow.

BAA noted that in the survey conducted following the last report, the vast majority of
taxi drivers wished the relationship with HALT and the taxi information desks it
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operated to continue. The relationship had subsequently been formalized in a
contract. Heathrow had undertaken a number of activities to ensure HALT was an
appropriate entity and the use of money collected from the drivers on behalf of HALT
was appropriate and transparent and represented good value for its passengers and
the Taxi trade:

(a) Contract and regular review: Following the last CC review, it was requested to
establish a formal contract between HAL and HALT. This was completed in early
2006 (backdated 1 July 2003 and ending 1 June 2008). As per contract, it held
regular reviews of the service levels via the bi-monthly Taxi Trade Liaison
meeting as well as the six-monthly HALT Performance Review meeting which
aimed at identifying better and more effective ways of providing the service.

(b) Accounts review. HALT published its yearly accounts to the Trade and BAA. It
was also registered as an Industrial & Provident Society (I&PS) and operated
under the rules of the Industrial and Provident Societies Act 1965. BAA
evaluated these accounts yearly and also had never received any indication
from the FSA or the I&PS of irregularities.

(c) Complaint validation. The accounts were also approved yearly at the HALT
AGMs by HALT’'s membership. BAA had received complaints that the quorum
for such meetings may not be representative and had requested HALT to ensure
this was ratified. HALT was now in the process of adapting the format of these
meetings.

(d) Transparency on charges. According to these accounts and acting on behalf
of—and in agreement with—its members, HALT would apply the funds in the
required areas of taxi operation. Although HAL did not directly interfere with
every detail of the allocation of such funds—which was ultimately a decision that
needed to be taken between HALT and its members with outcomes which were
transparent in the accounts published—BAA sought to provide total clarity and
transparency to the Trade as to how much was collected by Heathrow Airport
Ltd on HALT’s behalf (as part of the taxi feeder park fees) and the nature of any
increases. The current fee collected was £0.51 per movement + VAT, which was
by and large applied to fund the staff costs to man the taxi desks at the
terminals.

The purpose of the taxi feeder park fee entry was primarily to recover cost and was
not related to credit card payments. BAA told us that Heathrow had never recovered
the costs of that operation although significant efforts had been made over the past
two years to do so. Financial statements in relation to taxis are summarized in Table
21; BAA said that recent cost increases include the effects of an increase the
management of the operation and infrastructure investment. We noted that taxi
charges have generally covered direct costs but not allocated costs.
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Table 21 BAA income and expenditure on taxis (£,outturn prices)

£, out-turn prices

2001/02  2002/03  2003/04 2004/05 2005/06
Income 1,828 1,719 1,719 1,755 2,676

Direct cost 1,625 1,568 1,568 1,577 2,241

Other costs 863 861 861 836 1,618

Total costs 2,388 2,429 2,429 2,413 3,858

Profit/loss -560 -710 -710 -657 -1,183

Source: BAA.

129. BAA said that the 20p element of the fee for use of the Journey Pay credit card

130.

facility was not an additional levy but a small percentage which BAA had, at the
request of HALT, and supported by the trade at the Heathrow Taxi Trade Partnership
Forum reinvested in the operation to support new initiatives that improve the
business for the trade and the service to passengers; it was deducted from the
element of funds for Heathrow Ltd cost recovery in the belief that the proposed
initiatives would help increasing movements—thereby getting closer to cost recovery
with less burden to the taxi driver per transaction. The first year this was trialled was
2006/07, in recognition to HALT’s claims that an increased ability of the drivers to
accept credit cards would lead to increased movements (the current two year trend
was downward). The agreement with the Trade was to measure results in mid-2007
and—subject to success of the initiative—decide whether to continue expanding or
cap the investment, a process which was currently underway.

Journey Pay provided the platform that enabled credit card payments; no other credit
card producers had approached BAA to negotiate a commercial deal. BAA did not
appoint credit card processors for taxis and it was for each driver to decide whether
or not to accept credit cards and were not obliged in any way to adhere to the
scheme. To be able to take credit cards outside the scheme, drivers needed to
ensure they possessed the equipment and means to cash their transactions—BAA
was unaware of HALT imposing any restrictions on the Trade and it certainly did not
intend or indeed have the right to do so itself.

Minibus charges

131.

132.

We have received a large number of complaints about charges for use of Heathrow
by minibuses more than doubling. BAA said that charter coach parking was a cost
recovery activity; and the costs had traditionally been under-recovered. We noted
that the 2006 statement, for example, gives income for charter coaches of £342,000;
direct costs of £182,000 (of which land £103,000), allocated costs of £642,000 (with
little explanation, the main category being ground operations of £318,000) and loss of
£444,000.

BAA told us that since it was made aware of complaints, projects were initiated to
look at ‘quick wins’ and improvements in service levels; and the overall charter
process. These included allowing minibuses under 10 ft 8 ins height to park at the
over height parking area on the ground floor of MSCP3, cutting their charge to one-
third or one-quarter depending on length of stay; and for other vehicles an agreement
to revisit the process to find a way to reduce charges next year without causing larger
operators to have to subsidize smaller ones. It was also discussing complaints with
the smaller companies, who were not previously involved in the pricing discussions.
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Park and ride issues

133.

We also received a number of complaints on park and ride issues, concerning
charges for picking-up and setting down passengers being driven to and from
independent off-airport car parks, which, it was suggested to us, should only be
based on the incremental cost of the facilities provided; the location of the stops
required to be used; the prohibition on the use of the airport name; and the use of the
BAA website to refer only to their own services and not those of competitors. The
concerns relate to other BAA and some non-BAA airports as well as to Heathrow and
Gatwick. BAA said that:

(a) it had at no time sought to deny access to any legitimate car park operator.
Congestion on forecourts had increased with the growth of number of
passengers, in response to which traffic order changes at Gatwick and two other
airports had sought to provide the most convenient access points to the greatest
number of users, resulting in on-airport operations being allocated facilities in
preference to off-airport operators; the same principles applied at Heathrow, as
demonstrated in the plans for Terminal 5. However, where possible off-airport
operators had been allocated any remaining capacity or secondary alternative
facilities;

(b) the direction of valet operators returning vehicles to arriving passengers to short-
term car parks was consistent with the approach adopted for all meeters and
greeters;

(c) it had considerable goodwill attached to its registered trademarks, which were
accepted by the registry, and a commercial responsibility to protect itself against
companies using names that might mislead the public into thinking there was an
authorized or contractual connection with BAA where none existed. But it did not
object to park and ride companies trading, or the marks being used legitimately
to describe the places where they operated their services, and had advised them
where the trademark names could be legitimately used.

Car hire arrangements

134.

135.

We received complaints (primarily in the context of the market inquiry) concerning
BAA’s ‘consolidation’ of car hire activities and the charges for use of airport facilities,
for Heathrow and Gatwick but also other BAA airports. BAA told us a consolidated
car rental centre was only being trialled at Edinburgh but if successful would be rolled
out to other airports; it would allow a far more efficient use of land as common
services were shared, reduce the number of transfer bus journeys, and reduce
barriers to entry to new operators. There had been extensive discussions with
operators to try and mitigate issues of concern. Given the arrangement is currently
only a trial at another BAA airport, this is unlikely to fall within the scope of a course
of conduct for this inquiry.

Table 1 does suggest car rental is a highly profitable source of revenue for BAA, the
projected profits from which, however, are at these airports offset against airport
charges under the single till.

Stocking of goods by WDF

136.

We have received a complaint that BAA is not prepared to discuss stocking some
alcoholic drinks in WDF outlets. BAA said that requests were considered based on
the expected level of demand and proposals for marketing support.
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Use of compulsory purchase order powers

137.

We received complaints about BAA’s use of its compulsory purchase order powers to
acquire land not required for operational use, but for developments which could be
undertaken by other companies (including office developments and long-term car
parking), and some of which could as a result be subsequently sold at a significant
profit (although this may also be an issue for the market inquiry). BAA said that it had
only used its compulsory purchase order powers since privatization in connection
with acquisition of land for development of Terminal 5, but it expected to do so at
Heathrow and Stansted (outside the scope of this inquiry) in due course. Land
acquired compulsorily is done in accordance with compulsory purchase order
legislation current at the time and which sets out clear guidelines for defining value,
and reference to the Lands Tribunal for adjudication where necessary. All land to be
acquired would be required in accordance with the airport operator’s functions set out
in the Airports Act; the justification for requiring use of the powers would be submitted
with the compulsory purchase order draft orders, examined at the time of the relevant
public inquiry, and then considered for approval by the relevant Secretary of State.

Foreign exchange rates

138.

We also had a complaint about the foreign exchange rates charged at the airports,
BAA said that historically it required operators not to exceed the buy and sell rates
offered by one high street bank (chosen at the option of the operator on a daily basis
from the four or five main banks). More recently, owing to a move to reduce fixed
commission charges and widen the spread between the buy and sell rates, in order
to compensate operators for the loss of income, it had allowed them to choose their
buy and sell rates from those offered by all five high street banks. It believed these
restrictions were to the benefit of consumers, and it offered a better deal than other
large UK airports.
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ANNEX 1

TABLE 1 Past and projected trend of retail revenue at Heathrow

£/passenger
Duty/tax-
free and Bureau Retail
airside Car de Other Total plus
spec parks change Catering retail retail Property property
BAA(07/8p)
actual
2000/01 1.83 1.00 0.44 0.28 1.22 4.77 1.46 6.23
2001/02 1.90 1.03 0.44 0.32 1.19 4.88 1.64 6.52
2002/03 1.99 1.03 0.40 0.32 1.16 4.90 1.55 6.45
2003/04 2.02 1.03 0.42 0.35 1.13 4.95 1.57 6.52
2004/05 1.86 1.00 0.40 0.35 1.17 4.78 1.40 6.18
2005/06 1.88 0.95 0.45 0.40 1.15 4.83 1.22 6.05
2006/07 1.87 0.87 0.43 0.39 1.10 4.66 1.18 5.84
Forecast
2007/08 ~ N 080 0.43 0.39 1.0 [ A 1.22 e N
Q4 av 0.93 0.42 0.38 1.12 1.32
2008/09 0.75 0.40 0.38 1.02 1.19
2009/10 X 0.73 0.40 0.39 1.02 X 1.22 x
2010/11 0.71 0.40 0.40 1.02 1.23
2011/12 0.70 0.40 0.40 1.02 1.19
2012/13 0.62 0.40 0.41 1.03 1.17
Q5 av - J 0.70 0.40 0.40 1.02 ~ ~ 1.20 g J
Property
Donaldsons yields
Figures ‘smoothed’
(06/7p), for
actual disposals
2000/01 1.75 0.96 0.43 0.27 1.17 4.58 N/A N/A
2001/02 1.82 0.99 0.43 0.31 1.14 4.68 1.30 5.98
2002/03 1.91 0.99 0.39 0.31 1.1 4.71 1.36 6.07
Q4
2003/04 1.94 0.99 0.40 0.33 1.09 4.75 1.28 6.03
2004/05 1.79 0.96 0.38 0.34 1.12 4.59 1.15 5.74
2005/06 1.80 0.92 0.43 0.38 1.10 4.64 1.18 5.82
Forecast
2006/07 1.69 0.82 0.39 0.35 1.04 4.29 1.16 5.45
2007/08 1.64 0.85 0.39 0.36 1.05 4.28 1.16 5.44
Total Q4 1.77 0.91 0.40 0.35 1.08 4.51 1.18 5.69
Q5:
2008/09 1.72 0.79 0.40 0.36 1.01 4.28 1.16 5.44
2009/10 1,69 0.77 0.40 0.36 1.00 4.23 1.22 5.45
2010/11 1.66 0.76 0.40 0.37 1.00 4.19 1.22 5.41
2011/12 1.66 0.74 0.40 0.37 1.00 417 1.21 5.38
2012/13 1.65 0.73 0.40 0.38 0.99 415 1.21 5.36
Total Q5 1.68 0.76 0.40 0.37 1.00 4.20 1.21 5.41

Source: CC study.

N/A = Not available.
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TABLE 2 Past and projected trend of retail revenue at Gatwick

Duty/tax-
free and
airside
spec
BAA(07/8p)
Actual
2000/01 1.71
2001/02 1.81
2002/03 1.7
2003/04 1.76
2004/05 1.64
2005/06 1.65
2006/07 1.50
Forecast ~
2007/08
Av Q4
2008/09
2009/10 xK
2010/11
2011/12
2012/13
AvQ5 \_
Donaldsons
Figures
(06/7p)
Actual
2000/01 1.64
2001/02 1.73
2002/03 1.67
Q4
2003/04 1.70
2004/05 1.58
2005/06 1.58
Forecast
2006/07 1.32
2007/08 1.35
Total Q4 1.50
Q5
2008/09
2009/10 .
2010/11 1.25
2011/12 1.24
2012/13 1.20
TotalQ5 1.26

Source: CC study.

Car

parks

1.12
1.19
1.22

1.24
1.23
1.15
1.09

1.03
1.02
1.00
0.99
0.98
1.00

Bureau
de
change

0.47
0.49
0.45

0.42
0.40
0.42
0.41

0.42
0.41

0.41
0.40
0.40
0.40
0.39

0.40

0.45
0.46
0.44

0.40
0.38
0.40

0.41
0.40
0.40

0.41
0.40
0.40
0.40
0.40
0.40

Catering

0.38
0.38
0.44

0.44
0.46
0.48
0.45

0.47
0.46

0.48
0.48
0.48
0.49
0.49

0.48

0.37
0.36
0.42

0.42
0.45
0.46

0.44
0.43
0.44

0.44
0.45
0.46
0.46
0.46
0.45

Other
retail

0.97
0.99
0.96

0.94
0.94
0.92
0.84

0.80
0.89

0.78
0.76
0.75
0.75
0.75

0.76

0.93
0.95
0.92

0.90
0.90
0.89

0.87
0.82
0.88

0.80
0.80
0.80
0.79
0.79
0.80

Total
retail

4.65
4.86
4.81

4.80
4.67
4.62
4.29

4.47
4.64
4.62

461
4.49
4.43

4.13
4.07
4.34

3.99
3.95
3.91
3.89
3.83
3.91

Property

1.01
1.10
1.15

1.06
1.00
0.85
0.98
0.70
0.91
0.67
0.65
0.64
0.65
0.66
0.65

Property
yields

‘smoothed’

for

disposals

N/A
0.76
0.83

0.79
0.78
0.77

0.73
0.67
0.75

£/passenger

Retail
plus
property

5.66
5.96
5.96

5.86
5.67
5.47
5.27

N/A
5.37
5.45

5.40
5.27
5.20

4.86
4.74
5.09

4.69
4.01
3.97
3.95
3.89
3.97

N/A = Not available.
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ANNEX 2

WDF—detailed financial performance
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