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Classification: Public
Heathrow: Response to the CMA Provisional Findings in the NERLRP3 redetermination1. Executive summary1.1 Orendet2e4rmMinaartch o2f0t2h0e,CtAhAe’sCRMPA3 dpeucbisliioshnefodr NitsERpLro(tvhiseioPnraolvifsiniodninaglsFinredginagrdsin).gThitesCMA’s d cisiioonn in this redetermination mater ally and directly affects the operationsand futuree success of Heathrow, and the aviatiion industry more widely.1.2 The Provisional Findings were i sued ve y shortly befor the announcement of the UKgo rnment’s emergency meassures in rr sponse to thee COVID-19 pandemic whichthaivveeuhnapdreac trdaennstfodrmaantdiocnhaal lilmenpgaicntgotnimtheeefoUrKtheecoanvoiamtiyo,nasnedcatovria, ttihoen CinMpAar’sticduelacris. ioAnthhass becomee moree critical than could have possibly ever been anticipated at the startof the process. Against that background, the Provisional Findings must inevitably befar more provisional in nature than is normally the case at this stage in the CMA’sprocess.1.3 Hiegahtlhigrhotwingpriemvpiooutsalyntpirsosvuideesdfoar wthreittCenMsAutbomciosnsisoidnetro, tnhceluCdMinAg othne2C4ADAe’csedmebciesrio2n01o9nthe weighted averrage cost of capital (the Initial Submiission).1 Following Heathrow’shhearing with the CMA on 26 February 2020, Heathrow also submitted an additionalsubmission to the CMA on 28 February 2020 highl ghting the import nc of a revisedapproach to the th e-dimen ional inefficiency (3Dii) environmental taargeets applicablto NERL as the currr nt targetss raise significant concerns which have important adverseeimplications for the eeeffective design of UK airspace and the future success of Heathrow(the Additional Submission).21.4 Since the launch of NERL’s RP3 price control and Heathrow’s engagem t with theCMA on this topic, the aviation and airports industries are suddeennly facingoverwhelming challenges to the r businesses in light of the global COVID-19pandemic. The COVID-19 virus iis stark illustration of the extreme volatility a dasymmetry of risk that exists for regulaa ed businesses in the aviation industry creatinngmuch greater potential for downside tthan upside. As the CMA recognises in theProvisional Findings, the pandemic has led to a dramatic decline in traffic volumes3and “the4re remains considerabl uncertainty about the extent and duration of thisimpact”, although it is already cleear that the mpact during calendar year 2020 will bestantial. The CMA’s Provisional Findiings and indeed Heathrow’s previousssuubbmissions, understandably, could not take into acco nt these new and extremecircumstances and Heathrow welcomes the CMA’s requuest for stakeholder input toaddress this matter.51.5 In this submission (Heathrow Response) Heathrow outlines specific responses ocertain substantive issues under review in Sections 2 and 3 and then outlines itts 
1 , Heathrow Airport Limited: third party submission in the CMA RP3 redetermination, 4 December 2019.2 HHAALL, Addit onal third party submission in the CMA RP3 redetermination, 28 February 20220.3 , rov s ona n ngs, arc , para 3.23.5 CCCMMMAAA,, PPPrroo

iivvii issiioonn laall FFFiii dnnddiiinnggss,, 222444 MMMaarr hcchh 222000222000,, ppaarraa 93..23.4
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Classification: Public 
recom endations regarding the CMA’s further steps in light of the COVID-19pandemmic in Section 4. In summary, these sections cover the following:(a) Section 2: the approach to cos of ca ital in the Provisional Findings: Heathrowsubmits that there are flaw in tthe pppro ch to cost of capital taken by the CMAin the Provisional Findingss. In paar iculaar, these flaws include: th approachtaken by the CMA to TMR in relation tto inflation and the use f geom tric versusarithmetic returns in the calculation of TMR; the approopriateneeess of notdeparti from the established approach of “aiming up” when selecting pointso a ranngge in this context; and the combined impact of a low risk-free rat (RFR)annd low notional gearing set by the CMA. In S ction 2 and Appendicees A-D,Heat row h s therefore set out additional evideence on these specific pointswhichh indicaate that NERL’s true WACC is higher than the current 3.08%(vanilla) in the Provisional Findings.(b) Section 3: the app ach to 3Di targets in the Provisional Findings: Heathrowsubmits that the Prroovisional Findings wrongly include lower level airspace inthe 3Di targ ts for NERL and that th Provisional Findings do not properly takeinto consideeration the important eevidence submitted by Heathrow in itsAdditional Submission on the impracticability and conflicting standards createdby the CAA’s determination.(c) Section 4: the CMA’s next steps in this redetermination in light of the COVID-19 pandemic: the unpreceden ed situation faced by the aviation industry hassignifica tly chan ed the d tta underlying the conclusions in the CMA’sProvisionnal Findinggs – for instaance, to traffic forecasts, revenue generation andfinanceability, all of which will require substantial updat g and are affected bysignifican uncertainty. Therefore, as a minimum and iinn accordance with theCMA’s sttatutory duties, Heathrow proposes that the CMA in its FinalDetermination:(i) rreevviesneuse itsforPercoavsitssionfoarl F2i0n2d0ingosnwinartdhse; luigphdtatoefs uoptdhaetredmtararkffeictffionraenccaisatlsdaantda rien-atshseeslisgehst tohfethPerovlaisteiosnt aelcFoinndoimngics dinetvhealot pligmhet;natsnd

aaannnddd(ii) introduces a mechanism which will adjust NERL’s regulatory asset base(RAB) so that any shortfalls in revenue beyond 10% (of the r venu swhich NERL would have been expected to be entitled to recoveer bason existing projections) are added to the RAB and therefore recovereeeddover a longer period. In light of the risk asymmetry prevalent forregulated aviation businesse , this proposal would take account of thpotential for extreme downsside for NERL, as recent events haveedem nstrated, s compared against the limited upside. This proposalapproopriately baal nces the interests of NERL and its customers, all ofwhom are materiaally affected by the current pandemic in the short run.1.6 WPrhoivleisiHoenaatlhFronwdiinsgssu, bHmeitttihnrgowthiis dneotawilaeyd breeslipeovnessethon trheesoislvsiunegsthraeisseedisinutheaCloMAewill necessariily provide aa sus ai able basis for regulaatt d aviation busin ssseess goinngforward and reserves the posittionnn that there needs to bee a more fundameental review
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Classification: Public 
by the CAA and CMA of the whole basis of the ulatory framework and appr ach foraviation bu inesses subject to a price control rr ggime. Proper consideration oof theseissues doess not seem feasible within the curreeent deadline set for the CMA’s FinalDetermination.The Heathrow Response adopts the defined terms included in Heathrow’s InitialSubmission, unless otherwise stated.Cost of CapitalHea hrow ubmit that there are number of flaws in the CMA’s approach to cost ofcapittal in itss Provissional Findings which indicate that NERL’s true WACC is higher th nthe mid-point of the CMA’s current range of 2.41% - 3.74% (vanilla) – in particulaar,Heathrow highlights the following issues:(a) Icnafllcautiloanti:ntgheTPMrRoviwsihoincahl FreinlideisngosnatdhoeptCaMnAin’scoorrwenct easptpimroaatcehs toofinCflPatIi-odnefwlahteendhistorical re ur s. Inst ad, Heathrow considers that th CMA should put muchmore weightt onn the usee of RPI for adjusting historical reeturns to estimate TMR.Heathrow also provides updated evidence and analysis of historical break inthe RPI series which, i properly taken into account by the CMA, would ressultin the top of the range ffor TMR being 0.35% higher.(b) Geometric averages: the Provisional Findings do not address Heathrow’ previous submissions r garding the inappropriateness of geometric averagesswhich, when considereed, show that the WACC should be based on thearithmetic average return.(c) Aeximteirnngaliutieps: aHnedaltohnrogwer thearsm bperonveidf tesdofaidndvietisotnmael nevinidaeinrscpeacoef inthfreasptrouscittuivreeand NERL’s air traffic control functiions which pointts to a continuation of theCMA’s previously consistent practice of aiming up in the range.(d) Notional gearing and RFR:(i) RFR: the CAA’s use of Index Linked Gilts (ILG) to estimate the RFR isinconsistent with CAPM theory. For CAPM to be valid, investors mustAeAAabcleretdoitbroartrinogwsactatnhneoRt FboRrraonwdaetvtehnisthloewlolewveeslt. riIsfkthinevResFtRorsiswsitehbbased on the lowest cost debt available to investors it would be attaround -1.0% real (RPI). This would also result in the CAPM estima ionof WACC being largely independent of gearing and therefore consisttentwith the Modigliani and Miller theorem.(ii) Notional gearing: the Provisional Findings have go e to far in reducingthe notioinngal gsetraorningglyfoornNEgReLarainsga. resTuhlteof ceovnidceenrcnnes asroohuonwdsthtehaWt AtChiCsdd ppeennddence on gearing is likely caused by the CMA’s use f RFR beingbeeelow the “right” level in th CAPM formulation. Heathroow proposesthat a more appropriate geearing level of approximately 50% wouldensure that the WACC is not estimated incorrectly as a result of errorsin the RFR. 4 



 

  

  

 

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                         

Classification: Public 
a. The CMA’s Provisional Findings adopt an incorrect approach to inflation2.2 ThihsetorCicMalAr’estuarpnpsroaancdhthinenthaedjuPsrtofvoisriothnealfoFrwinadridnglos skoinugghRtPtIo-CePsItiwmeadtegeCtPoIc-daelcflualatedean RPI-l nked TMR (given NERL’s RAB is indexed too RPI). The CMA has relied on ittsown estiimat s of CPI-deflated historical returns using an inflation series comprisingthe consumeer expenditure de lator (CED) dataset prior to 1947, “backcast” CPIbetween 1947 and 1987, and offficial CPI statistics thereafter.2.3 The CMA relied strongly on the backc st CPI series between 1947 and 1987 in theiestimation of the real TMR. On 19 Maarch 2020, the ONS published their ConsumerrPrices Development plan. In this plan, they set out their aim to reassess this s rieand to produce a new historical series for CPIH by Q4 2020. Given that the seriees issto be revised, Heathrow considers that the CMA should be particularly cautious aboutusing it for their final assessment of TMR.2.4 AnepepdentodibxeAmseatdseotuottahneuhpisdtaotreicdaal RnaPlyI ssiesribeysOaxsearareosfuthlteofahpipsrtooprirciaatlebaredajuksst.ments that2.5 As Ox r notes, the CMA’ view that RPI is a less r bust measure of inflation than CPImay bee aan argumen for ussing CPI instead of RPI too measure inflati today, but doesnot apply to the pastt. In particular, CPI has only b en pub6lished coonntemporaneouslysince 1996, whereas RPI has been published sincee 1947. This extended history forRPI is valuable when eflating historical equity returns since 1900, and forming anestimate of the require dd rate of return to use when setting price controls.2.6 Using RPI’s considerably longer time series of r w underlying price dat means thatimportant economic shocks that investors have faaced in the past, and maay potentiallyffarocme iCnPthIemfeuatunrse,thcaatnthbee cmaapjtourriteydo. fBthyecosenrtrieassti,suessintigmaatbeadcrka-cthaesrt tehsatnimoabteseorfviendfl.ation2.7 Tpoaiknetsn ttoogceatuhteiornwinithretshpeepcrtoopfohsestdorriecvailseiosntimofatthees obfaCckPcIa, sHtesaetrhieroswbcyotnhseidOeNrsS,hwathtihcheCMA should put much more weiight on the use of RPI for adjusting historical retturns toestimate TMR.2.8 In Appendix A, Oxera also updates the analysis that was previously submitted to theCMA of historical breaks in the RPI series.7 This shows that there have beensignificant met odological changes in the RPI series other than just the 2010 changreferred to in thhe Provisional Fi dings.8 Making a selective upward adjustment to theelong-run average of RPI inflationn based on just t e 2010 change, as has been done inthe Provisional Findings, ignores these other chhanges and is therefore not a robustapproac and is likely to bias the estimate of long-run RPI upwards.2.9 Oopxpeorasitsehhtoowtshethcaht tnhgeechina2n0g1e0s.inOtnhceeetahrelyse19c9ha0nsgheasvearaenacimcopuanctterdoufogrh,ltyheeyqusahloawnitwoul be appropriaate to deflate the long-run average equity return using th publisheddRPI ddata without making any further adjustments for the forecast wedge beetween RPI

6 The Interim Index of Retail Prices was introduced in 1947, which underwent methodological changes andbecame the Index of Retail Prices in 1956.7 Oxera, ‘Estimating RPI-adjusted equity market returns’, 2 August 2019 – Appendix D to the Initial Submission.CMA, Provisional Findings, 24 March 2020, para 12.207.8 5 



 

  

  

 

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                            
                                                                                                                      

Classification: Public 
and CPI inflation. The CMA should therefore correct the analysis of this point in itsF nal Determination which would result in the top of the range for TMR being 0.35%hiigher.b. The Provisional Findings do not address Heathrow’s previous submissionsregarding the inappropr ateness of geometric averages2.10 In its Provisional Findiings on TMR, the CMA as not addressed the points inHeathrow’s submission dated 24 December 2019 thhat the WACC should be based onarithmetic average return.9 The CMA considers that the investors of NERL are long-term an therefore it bases its a sessment of the TMR on t e returns that might beex ectedd over a holding periodss of 10 and 20 year . Whhilst we agree that thisappproach is correct for estimating the required returnss of investors over their likelyholdainllgowpeerdiorde,gituilsatnooryt croertruercnt fiosrusseettdintgothseetaallosweridesreogfualatnouryarlerteutrunr.nsThirsoiusnbdecwahuicshere is risk. If the other parameters of t e deteerminationn are chosen aappropriately,ttthhheeen in some years actual returns will be hhigher t an the regulatory allowance and inother years they will b below. The result of thhis is that, over time, th ave ageachieved return by the reegulated company will be below the return used to seet charrgesin each year.102.11 In effect, by using the expected return over a longer period to set the allowed WACC,the CMA is ensuring that the expected returns available to investors are below thisexpected longer-period return. To avoid this error, the CMA should base its estimateof TMR n the arithmetic average. Table 12.4 of the Provisional Findings shows thatthe approop1r1iate TMR based on an rithmetic stimate is 6.0% real (RPI) based on theCPI series and 6.7% real (RPI) baased on thee RPI series.2.12 In summary, in order to allow NERL to achieve the right level of re urns over b thshort-t rm and the long-term, the CMA should base its estimatte of TMR oon tthheearithmeetic average.cc.oTnshiesrteenist psrtraocntigceevoifdaeinmciengofutphe welfare benefits associated with the CMA’s previous2.13 In th Provisional Findings, the CMA states that “if there are positive externalities andlongeer-term benefits to consum rs from identifying and investing in new capitalprojects, then we agree that theree could be the case for a long-term premium on thecost of capital.” 122.14 Hbeenaethfirtoswofhinavsepsrtomveidnetdinadidrsitpioancael einvfirdaesntrcuectoufrteheanpdosNitEivReLe’sxtaeirrntaraliftfiiecscaonndtrololnfugnecrttieornmswhich points to a co tinuaation of the CMA’s previously consistent practice of aiming upin the range. App nndix B sets out an analysis by Oxera which demonstrates that, tomaximise consumeer welfare for consumers of NERL’s service, the CMA should aim uptowards the top end of their range. 

9 HAL, Heathrow: T ird Party Submission in the CMA RP3 Determination, 24 December 2019, para 5.28-5.33.10 This is because thhe geometric mean of a series of returns will always be lower than the arithmetic average.1 Based on 7.0% real (CPI) and an RPI-CPI wedge of 1.0%112 CMA, Provisional Findings, 24 March 2020, para 12.289.6 
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Classification: Public 
2.15 The analysis by Oxera builds on the analysis pub ished by the UKRN in March 2018by relaxing the assumption that all investment is hallted if the WACC is too low. Oxera’sanalysis shows that for NERL:(a) Elikveelny tuonbdeerinacloownspurmoeprosrtiinotneroefsitnsv.estment at risk, aiming up on the WACC is(b) The lo er the price elasticity of demand, the higher the ‘safety cushion’ shouldbe betwween the allowed return and the central estimate of WACC.(c) Fseotr inregaltishteic avlaloluweesdorfetthuernpraict eoer laasbtoicvitey,thcuest9o6mtherpweerclfeanretileis omf atxhiemisWeAdCbCydisttribution.2.16 Oxera also shows that aiming up is also appropriate i resp ct of existing inv stmentas well as new investment. If the return on existinng inveestment is reduceed theninvestors will expect this to be applied to new investments at the next regula o ysettlement. This will result in the company’s expected return being the blended retturrnover the life of their investments.2.17 In addition to aiming up within the WACC range to ensure consumer welfare ismaximised, t ere are additional reasons why the higher end of the WACCiidneclnutdifiinegd:by thhe CMA is more likely to be appropriate than the lower half of the rraannggee(a) The nature of air travel is that risks are asymmetric as events can lead to muchgreater downsides than upsides. The impact of COVID-19 is a stark illustratiof this asymmetry. Th estimatio of beta undertaken by the CMA is basedthe assumption that eeturns are nnormally distributed. Given this assumptiooonnndoes not hold for air trravel, i is likely that using the centre of the range for betawill r s lt in returns being ttoo low as a result of the risk asymmetry. As aconseequuence, the upper end of the beta range is more likely to result in anappropriate rate of return for NERL than the lower half.(b) Heathrow considers that the upp r end of the CMA’s rang for TMR is morlikfelelycttso ubseecoorfrehcisttothraicnalthCePloI wdaetraeetnhd oaf trheeurnadnegrer.eTvihewloawndeeruesnedooffgtheeomraentgrieecrrreeettuurrnnsa.veGraivgeenstthhisa,t aHreeanthortoawppcroonpsr aiiadtteersfotrhsaet ttthinegloawseeerrieesndofoafntnhueaCl rMegAurlaatnogreyis not credible.d. The CMA’s approach to gearing is inappropriate2.18 BesothmtahteesC.1A3ADeasnpditNeEthRisL, ainssthuemPeroavnisoiotionnaal Fl ginedainrignsg,rtahteioCoMf 6A0h%asinotphteeidr ctoosutsoefacalopwitarlnottiional gearing r tio of 30% f r RP3 on the basis that the s ablished approach of ree-levering asset betaas at the notioonal gearing level has the effeectt that the WACC estimateincreases with gearing and therefore results in customers overpaying.14 
114 CCMMAA,, PPrroovviissiioonnaall FFiinnddiinnggss,, 2244 MMaarrcchh 22002200,, ppaarraa1122..9190,51,21.120.100.8.3
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2.19 While the CMA acknowledges that the established approach may have become hestandard used by UK regula ors, the CMA believes that it has the unwelcome effectt ofresulting in WACCs that sttrictly incr ase with l vels of gearing (contrary to bothacademic theory and corporate financee experiencee).152.20 Hb otwaeavnedr, athlsisoloawffeerctnsottihoenaclogsetaorifndgerbattiothorf u3g0h% hacrseaa iinggniftihceanwt imigphatcot nonetmhebeedqdueitdydeebt.16 Heathrow submits that the Provisioonal Fiinndingsss have gonee too far in setting alower geari g ratio of 30%. As a pragmatic approach for NERL, Heathrow proposesincreasing nnotional gearing to approximately 50% a d using an RFR of around -1.0%real (RPI) c nsistent with CAPM theory. Ad ptinng this approach will result in acombin tionoof parameters that reduces the risk oof ov r or underestimating the NERL’sWACC aand also provides an estimate with a low depeendence on gearing.2.21 Heathrow sets out at Appendix C etailed economic evidence which illustrates that:(a) The feature of high dependdency on gearing identified by the CMA is pr marilya co sequence of th low RFR estimated by the CMA in its ProviisionalFindinngs. The RFR useed in the CMA’s CAPM formulation is likely not the “right”RFR for CAPM as it is too low.(b) The theory of CAPM requires that investors are able to borrow at the RFR.Appendix D shows that even the lowest risk AAA rated priv e investors cannotborrow at a RFR derived from ILG. Heathrow con iders thaatt a b tte app oachis to base the estimate of the RFR on the lowest rissk corporate deebt rrat err thanu ing ILGs. A RFR of around -1.0% real (RPI) would be c nsistent withh CAPMsaasddthitiiosnis, otphteinagcatuRaFl lRowoef -s1t.c0o%streastuwlthsicinhthinevedsetpoersndceanncebooorfroWwAiCnCproancgticeea.rinIgnbeing removed consistent with corporate finance theory.(c) TthheeWloAwCgCeaisrinsgignleifviceal notfly30u%ndteorgeestthimerawteidth. a low RFR results in a high risk that2.22 Ietsitsimpaotsesibolfe tthoeseRleFcRt ableyv, eilnofregleaatiroinng ttohatNrEeRmLo,veinsctrheeasiminpgacntootifoannayl egreroarrining theoapproximately 50%. This level of gearing results in an equity beta of 1.0 – at this equittybeta, the cost of equity is equal t the market return. This adjustment will minimis thimpact on the WACC of any roors in the estimation of the RFR. Heathrow thereeforeeu ges the CMA to econsid rr this level of gearing in its Final Determination andprropose a more apprropriate leeevel of notional gearing for NERL of approximately 50%.3. NERL’s 3Di targets must not be based on matters conflicting thresholdswhich are outside NERL’s control3.1 As referenced in Heathrow’s Additional Submission, NERL is subject to 3Di targetswhich aim to incentivise NERL to promote fuel efficient routes. NERL proposed“including vertical cut-offs: removing data below 7,000ft for arrivals and 9,000ft for 
116 CCMMAA,, PPrroovviissiioonnaall FFiinnddiinnggss,, 2244 MMaarrcchh 22002200,, ppaarraa 1122..19085. , 12.107.5

8 

http:academictheoryandcorporatefinanceexperience).15


 

  

  

 

                                                                                                                                                                                                                                                                                                                                                                                                                 
                                                                                                                                                                                                                                   

Classification: Public 
departures”17 in order to focus on achievable efficiencies as well as to align thincentive regime with recent Government policy18 and CAA guidance which prioritiseemitigating the effe t of noise on overflown communities.19 Heathrow supports NERL’spo ition which it cconsiders to e in the best interests of air traffic control and theairsspace design initiative more bbroadly.3.2 However, in the CAA’s final decision,20 the CAA rejected the adjustmen proposed bNERL to exclude t e lower level airspace without any coherent explanattion as to w yyit considers that thhe exclusi ns would not be in airspace users’ interests.21 ThheProvisional Find22ings ave alsoo r jected the inclusion of the proposed vertical cut-off inthe 3Di metric withhout fully eengaging with the evid nce set out in Heathrow’sAd itional Submission. Heathrow submits that the reeasoning in the ProvisionalFinddings does not justify the current conclusion on 3Di in this respect.3.3 Inoctuhse oPnrocvoisniotrnoalllaFbilnedriinsgkss,, tphaertCicMulAarrlyecwohgenriseefdintahnact i“aitl irsewgoaorddsreagnudlaptoernyapltireasctriceesutoltffrom th exposure”.23 Nevertheless, the CMA proceeds to act contrary to this sou dprinciplee in relation to NERL’ 3Di targets in concluding that “on balance, […] impo inngaaptparrogpertiathteatacpopmr baicnhe.s”2e4 xTpoosssuurpeptortbthoitshpcoosnittrioonlla, tbhlee CanMdAnsotna-tceodntthraotlla“ibt lies nriostkaslwissaaynsfully practicable too fu ly separate coontrollable from non-controllable risks. NERL is alsoexposed, for xamplle, to volume risk, the large majority of which will be outside itscontrol.”25 Thee reason given by he CMA for not acting in accordanc with its ownstandard of good regulatory practtice in this instance is not apposite: theere is an easyand practicable way to design an incentive regime for NERL which is based oncontrollab e risks for NERL.3.4 Fthoer itnhcelufsoillolonwoinf agirrsepaascoensb,eHloewa7th,0ro0w0fst ufobrmairtrsivtahlastatnhde9C,0M0A0’fst faoprpdreopaacrhtucreasnninotNEjuRstLif’ys3Di targets26:(a) Ianpcplurodaincgh l“oownebralleaveclea”.irIsnpaligchet coaf nthneotcorenacseor sabralyisbeed sneHeneaathsroawn’sapApdrdoiptiroiantaelSubmission, it cannnot be good regul tion or i nnn the publiic interest to deliberatelycreate incentives for NERL which aare at odds with UK Government policy27which clearly states that noise reduction should be prioritised over fuel burn 

17 NERL, RP3 Business Plan – Appendix G, 26 October 2018, page 43; CAA, RP3 decision, August 2019, para3.23.18 DfT, Moving Britain Ahead - Guidance to the CAA on its environmental objectives when carrying out its airnavigation functions, and to the CAA and wider industry on airs c and noise manageme t, October 2017.19 NERL, RP3 Bus ness Plan – Appendix G, 26 October 2018, ppaagee 43; CAA, RP3 decisionn, August 2019, para3.23.2201 CCAAAA,, RRPes3pdoencsies
iioton, AN uE gR uL stSt2a0t 1e 9m,epnat raof 3C.3a 8s .e, December 2019, para 4.17; NERL, Response to CAA Response,3230 December 2019, para 106.222222
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Classification: Public 
and emissions m asures in airspace below 7,000ft.28 The 3Di targets th reforecreate an unneceessary and unacceptable level of conflict which may eend updistorting insights nto NERL’s performance on its 3Di targets. This onflict,which is e sily avoiidable, clearly distinguishes inclusion of lower airspacce fromrisk compaarators referred to by the CMA such as volume risk.(b) ITnhceludinincglulsoiwonerolefvtehleairloswpaecrelehvaeslaadirissppraocpeoritsionaatneoinm-cpoancttroolnlatbhlee3rDisiktawrgheitcsh.comprises a considerable proportion of the current proposals for th 3Di target.With almost half of the current UK 3Di score coming from flights beelow 9,000ftfor departur s and below 7,000ft for arrivals, NERL will be unfairly me suredba ed o thee changes made by others. The CAA agreed to xclude “traaining,possitioninng, surveillance, calibration flights and other non-reveenue flights” 29 onthe basis these “may have a disproportionately large impact on the 3Di scoreand do not typically seek to maximise flight efficiency”.30 Heathrow submitsthat the CAA’s logic in accepting this adjustment should similarly apply to theinclusion of the vertical cut-off.(c) Ltoowtheer lpeovesiltaioirnspinactehecaPnrboevispiroancatilcaFbinlydienxgcslu,3d1 etdhefrosmpetchiefic3Duinmcoentrtirco.llaCbolnetrraisrkyrelate to the lower level air pace can in fact be pract cably, even easily,exclu dded from the 3Di targetss without “sanitising the 3Dii metric of any realinsights into how NERL performs n flight effici ncy”.32 The data fo the lowerlevel airspace can simply be remooved from thee 3Di m tric, in contrrast to thpractical difficulties in addressing volume risk which thee CMA appears to useeas relevant comp rator.33 If anything, the exclusion of lower airspace willcreaate a more accuraat measure since the area being measured will no longerinclude airspace subjeect to conflicting objectives which are beyond NERL’scontrol.(d) D trimental impact on airspace design and operational performance.Heeathrow s particularly concerned that the CMA has not fully considered thwider impliications if 3Di remains a KPI for the low level airspac which wereeprev ou ly set out in Heathrow’s Additional Submission.34 Thee ProvisionalFindiingss appear to take a generalised pproach that does not engage with thereality of the impact the 3Di targets maay have on NERL, Heathrow and otherairports across the UK including:(i) Cinhhaelrleenntgiensthinenceugrroetinatti3nDgiatairrsgpeatcmeadkeesiHgne.athTrhoewm/ iNsaElRigLnecdolilnacbeonratitvioensfar more challenging when negotiating air space design. As explain din the Additional Submission, this significant issue has be n highlighteedthrough the recent discussions on airspace design betweeen Heathrow

28 DfT, Moving Britain Ahead - Guidance to the CAA on its environmental objectives when carrying out its airnavigation functions, and to the CAA and wider industry on airspace and noise management, October 2017, para3.3.29 , , . .0 , eecc ss oonn, ppaarraa 33.2244.3333
123 M ,, Proviseiocnsaol nFi,nd niu gg sus, para 5, .p3a8r.a . .34
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AAAAAL, Additional third party submission in the CMA RP3 redetermination, 28 February 2020, para 1.15.10 
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Classification: Public 
and NERL. The 3Di targets have c eated an incentive fram work whichhas led NERL to dv cate forr changes which beneefit its 3Diperfo mance, but thaat ooperate in direct conflict with Heathrow’srequirrement to facilitate UK government policy an the int rests of localcommunities. The competi g objectives cr atedd by thee 3Di targetsprioritising fuel efficie cy annd the UK Goveernment policy on noisereduction creates an unnacceptable (a d unnecessary) level of potentialconflict and risk for the already challennging task of airspace design.(ii) Challenges i3n5 operational performa ce. As explained in the AdditionalSubmissio , as the airspace connt ll rs are measured in t e liveenvironmennt on 3Di - which is imprrooveed by shortcutting – thhere istherefore a real risk that the current approach to NERL’s 3Di targetundermines the low level design (which is based on noise priority) oncein operation.3.5 Tunheexpaeircstpeadcaeddciotiomnmalunchtya,lleanngdesadirusepatocethemcoudrerernnitsagtlioobnalinCOpVaIrDtic-1u9lacr,risaisre. Afatctihnigdiffi ult juncture for the aiirspace community, it is all the mo crit cal that the CMA oessnot reate additional a d unnece sary roadblocks for the rreedesiig of airspace andd forthe cccollaborative workinng relationsship between air traffic control annd airports.4. The CMA has a s atutory du y to make appropriate revisi ns to its FinalDetermination in tthe light of tthe extreme challenges and voolatility causedby the current COVID-19 pandemic4.1 Tpahnedeamviiatiroensuilntidnugsitnryexistrefmaceinvgolautniliptyre. cAedveianitoend aunpdhaearpvoarl t dinudeusttorietsheareCsOuVdIdDe-n1l9ybeing forcced to rea t in various ways to protectt their busiinesses. Global capacity wasdown 19.4% in Marcch 2020 and is expecte to fall clos3e6 to 60% in April 2020, accordingo OAG a provider of digital flight data andd analytics. Heathrow expects passengerttraffic to fall by c.95% in April 2020 with lasting nd significant indust y-wide effectspredicted.37 It is not clear how long it will take for aair traffic to recover orr whether it willever regain its previous level or rate of growth.4.2 Fanodllotwaikneg-otfhfe fprroemcipointousrufnawllainy aainrdtracoffnics,oHlideaattehdrotwwohaosf bitesefnouorpteerramtiinngalists.38lanTdhinegsesdr stic meassures havee been mirrored in airports across the country and affect allplaayers in the ai transport industry including NERL. For example, Gatwick has clos done of its two terrminals and its runway will only be open for scheduled flights betweeen2pm and 10pm.39 

3356 HFoArLb,eAs,dHdiotiwonCalOthViIrDd-p1a9rtIys sTurabnmsifsosrimoninign GthleobCaMl AAvRiaPtio3nr’esdOetuetlromoikn,a6tioAnp,r2il820F2e0b,ruary 2020, para 1.15.https://www.forbes.com/sites/oliverwyman/2020/04/06/how-covid-19-is-transforming-global-aviations-outlook/#290fa5ae1b9c (accessed 8 April 2020).3378 HHeeaatthhrrooww,eHsetimatahtreowfosreArpvreils2a0s2v0itbaal saei dbroidngaecftouratlhtreaUffiKc uapmtido C10OAVpIDril c20is2is0,a1n4dAfoprreilca0st0fo, r the rest of month.https://mediacentre.heathrow.com/pressrrelease/details/81/Corporate-operrational-24/12224 (accessed 14 April2020).39 The Independent, Coronavirus Heathrow to close one runway after major air traffic fall,
222 April 2020,https://www.independent.co.uk/travel/new -and-advice/coronavirus-heathrow-airport-runway-close-british-airways-latest-news-a9444556.html (accesssed 16 April 2020)11 
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Classification: Public 
CMA duties4.3 TalhteersinegcthhancgirecsumarsetasnucdedseanndanddatgaeunnedreartelyinsiggnthifeicCanMtAu’nscPerrotaviinstioyntahleFreinbdyinmgsa,tewrhiaicllhywill requiree substantial updating. The CMA has the power and indeed the duty toupdate its conclusions in light of the most recent data and to make the necessaryprovision in its Final Determination to address the impact of the COVID-19 pandemicon NERL.4.4 As the CMA noted in i s Provisional Findings, under the Transport Act 2000 (TA 2000),the CMA must inv sttigate and report on whether matters in the NERL R ference“operate against thee public nterest.”40 In doing so, the CMA should also speecify anymod fication t4o1 the licence required o prevent or remedy any effects adverse to thepubliic interesst. When deciiding whetther a matt r operat s against the public interest,the CMA must have regard to the statutory dutiees imposeed on the Secretary of Stateand the CAA.42 Importantly, the CAA’s primary uty is to maintai a high standard ofsafety in the provision of air traff c services,43 a the CAA’s seconndary duties includeensur ng that licence holders wiill not find it u dnndduly ifficult to finance heir licencedactivitiies44 and to further the interests of operators andd owners of aircraftt.454.5 In the Provisional Findings, Heathrow welcomes he CMA’s recognition, in linHeathrow’s previou submissions, that, in making itts RP3 decis on in acc rdancee wwiitthhCAA statutory du iess, this “does not mean that [the CMA] is requiir d to foll w the sameapproach that tthe CAA has adopted or adopt the samee methooodologies”.46Furthermore, the CMA states that its “appr ach should build on, but not be undulyconstrained by, the analysis already carried oout by the CAA.”474.6 The CMA already me tions the importance of proporti nality and good administrationi its Provisional F ndinngs in determining which issues too focus on in the price control.48Inn line with thes guiding principles, in its Final Determination, the CMA should takeaccount of mateeriial changes which have t ke place in the interim between itsProvisional Findings and the Final Determinaatio as it could not p ssibly be in thepublic interest to produce findings which do nnnot take account oof these currentcircumstances.49 The ability of NERL to continue its operations in a safe and effective 
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02..interim – for example, in the Movies onn pay TV maarketinvestigation where the CMA “reconsidered a d revised our original analysis both in light of points raised inresponse to our August 2011 provisional findi gs and in ligh of the developments taking place in the market withwhich that a alysis appeared to be nconsistennnt” (see R portt, para 51). In additio , Heat row otes thestatements inn t e CMA’s merger guiid nc which apply eequally in these circumstannces w hhich annti ipate thepossibility of “chhanges to its prov sionaal deecisions on the sta utory questions as a result of evidencce receivedfollowing publication of its Provisiional Findings” and suggestt that where appropriate the CMA “may publish, orotherwise disclose to the main parties a description of its reassons for changing its provisional decision in order toprovide parties with an opportunity to comment prior to publication of the final report” (see CMA2, para 13.13).12 
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Classification: Public 
manner will be contingent on this regulatory dec sion and the funding required tosupport its licenced operations, especially at this criitical time for the aviation industry.Heathrow proposals4.7 On the basis of the CMA’s approach set out above, Heathrow submits that the CMAshoul introduce additional adjustments into its Final Det mination t address COVID-19 andd sets out below two proposals. Heathrow consideerrs these prooposals representthe most appropriate way forward for the CMA in carrying out its statutory duties in thepublic interest.4.8 First, Heathrow notes that the CMA has already recognised that “the data used in [theProvisional Findings] (e.g. mark t data, traffic volumes) will therefore not necessarilybe the same data that wil be useed for a) the CMA’s Final Report and b) the final pricecon ol. This is particularlly the case given the cur ent COVID-19 situation and impacton ttrraffic v lumes”.50 Accordingly, Heathrow prroposes that the CMA in its FinalDeterminatioon revises its Provisional Findings in light of update raffic and revenufor casts for 2020 onwards, updates other market financial ddatta in the light of theelateest economic developments and forecasts, aanndd re-assesses the ProvisionalFindings in that light.4.9 Sanedcorenvde, nsuinec,eHtehaethCroOwVIpDro-1p9ospeasndtheamt itchehaCsMsAiginnifiicsaFnitnlyalaDffeetcetermdinNaEtiRoLn’sinotrpoedruacteiosnasmechanism which will adjust NERL’s RAB so thatt any shortfalls in rev nue beyond10% (of th revenues which NERL woul have been expected to be entitleed to r coverbased on eexisting projections) ar addedd to the RAB. This mechanism could bee usto recover the sho tfall in revenu in 2020 in a manner that allows it to be recovereeddover a much longerr period and theeereby minimises the short-term impact on charges toairlines.4.10 In line with the CMA’s statutory duties, this proposal (or another imilar mechanism)appropriately balances the need to make provision for NERL to enssure it can continuefficient and safe operation, inc uding in th COVID-19 circumstanc s, and theeint rests of NERL’s customers, alll of whom aree materially affected by thee pandemic.Thee ability to spread the cost of any revenue shortfall over a longer period of time iskey to acti g in the public interest in light of the current drastic impact of the COVID-19 crisis onn NERL’s customer base which make it difficult to pass on any short termcost increases.4.11 This proposed remedy would also take account of the risk asymm try prevalent inregulat d ndustrie in the aviation sector whereby th re is limited poteential upside andyet poteentiial d wnsside is vast, as r cent events havee demonstrated. In addition, thismechanism woould reduce adversee impacts on NERL’s financ ability by ssurlende s that there is an appropriate mechanism in place to recoveer the shortfaall goiinnggforwarrd.4.12 Hreesaptohnroswe iwf tohualtdwboeuhldapbpeyotfoadsissicsutasnsctehetosethperoCpMoAsa. ls or any other point raised in this
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CMA, Provisional Findings, 24 March 2020, para 3.21.50 13 
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