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Heathrow: Response to th CMA consultation on approach toCOVID-19 in the NERL RP3 reedetermination1. Executive summary1.1 Followi g the launch of the CMA’s red termination of NERL’s RP3 price control (NERLReferennce), the sud en and unforeeseen development of the global COVID-19pandemic has resultedd in ove whelming c allenges for the aviation industry. Theimpacts started to unfold shorrtly before thhe publication of the CMA’s ProvisionalFindings (PFs) and, as recogni ed by the CMA’s recent consultation o approach toCOVID-19 (the COVID-19 Conssultation), have continued to result in unnprec dentedfalls in the use of aviation services.1 Although the industry may be tarting to seee sig sof future recovery, these challenges are very much ongoing and it iss not clear how lonngthey will last.21.2 AsusbHmeisastihornoswahnadsathaighhlighritnegdwthithrotugehCouMtAt3he– tNheERCLMAR’esfedreecnscieon–wbilol thhavine iatsmwartiettreianland direct impact on Heeaathrow, bothh due to the operational links with NERL and alsoth parallels that the CAA has drawn for Heathrow’s own priice control. Like NERL,Heeathrow has been severely affected by the impact of the pand mic, and fortake drastic measures in order to protect its busi ess. It is thereefore4 well-placceedd ttoocomment in detail on the ongoing effects of the panndemic on aviation.1.3 TspheecCifiOc VaIdDj-u1s9tmCeonnssulttoatiiotsn PreFqsuetsotstavkieewsacocnou(in) twohfetthheer tihmepCacMt AofshtohueldCnOoVt ImDa-1ke9pandemic; and (ii) tthe period for the price control that will be determined in its finalreport being limited to three years.51.4 Given the current level of uncertainty in the aviation sector, Heathrow recognises thedifficulty that the CMA fac s in setting the price contro before November and th a tt at the PFs were pub isheed just as the government’s llockdown measures took eefffecctin vitably created challlenges for the CMA. However, as set out in the Resp nse tthhee PFs and Section 2 of this response (the Con ult tion Response),6 Heathroow alsoorecognises that the CMA cannot properly fulfil itss s aatutory function and duty to reporton whether matters in the NERL Reference “operatte against th public interest” if thdecision in no way takes account of the curr nt and projeected future extremeechallenges faced by the aviation industry, and theerefore for NATS’ business, due tothe COVID-19 pandemic. In particular, any decision (interim or not) must be takenl e with the CMA’s statutory duties to ensure that, inter alia, NERL is able to remaiinnfiinnanceable in all reasonable circumstances during the period covered by the CMA’sdecision. 
1 Aviation using NERL’s air traffic control services, measured on 20 April 2020, had fallen by around 90% in comparison with2019 (see Annex 1 of CMA, NATS/CAA Regul tory Appeal: Approach to COVID 19 - consultation, 24 June 2020).2exCteMnAt , Panrod vdisu iroantiao lnFionf dt ihni gs sim, p2a4cMt”’a. rch 2020, paara 9 states that “[t]here remains, however, considerable uncertainty about the 

6 2 
3 HAL, Heathrow Airport L mited: third party subm ssion in the CMA RP3 redetermination, 24 December 2019 (InitialSubmission); HAL, Additiio l Submission on 3Dii targets, 28 February 2020; HAL, Response to the CMA Provisional Findingsin the NERL RP3 redeterminnaation, 17 April 2020 (Response to the PFs); Heathrow’s hearing with the CMA on 26 February2020 (CMA Hearing).4 HAL, Response to the CMA Provisional Findings in the NERL RP3 redetermination, 17 April 2020, para 4.1 and 4.2.5 CMA, NATS/CAA Regulatory Appeal: Approach to COVID 19 - consultation, 24 Ju e 2020, para 26.HAL, Response to the CMA Provisional Findings in the NERL RP3 redeterminationn, 17 April 2020, para 4.6. 



 

  

  

 

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                    

Classification: Public 
1.5 However, as set out in further detail below, Heathrow is concerned that:(a) Section 3: t e COVID-19 Consultation lacks clarity as to how the CMA ntendsto pproachh its cost of capital decision-making in the Final D termiination.Hueraarethnrtowcirscuubmmsittasntcheast aannyddeiscissiounbjoenctcotost cohf acnagpeitalcwanhnicoht dboeeescnoontsirdeeflreecdtcconclusive;(b) Section 4: the uncertainty arising from the ex post reconcili tion mechanismproposed in the COVID-19 Consultation is insufficient t saatisfy the CMA’ statutory du y to ensur that NERL is financeable. Heathroow instead proposessthe introducttion of an eex ante reconciliation mechanism, which would providenecessary clarity to the business and external parties suc that it was“bankable”, i.e. NERL would be able to borrow money based on thhe future relieffro the reconcili tion mechanism. One appr ach that could do this would bea mmechanism thaat added rev nue losses too RAB in line with Heathrow’sproposal in the Response to thee PFs;7 and(c) Sspercetaiodns5a:nthdecChaMnAgesshotouladirrpeocrotgansisseetabnedtacodnusriidnegrtrheeceCnOt VmIaDr-k1e9t dpaatnadoenmdicebintconsidering the fina cial risks which the viation industry is currentlyexperiencing and the nneed for sufficient financiaal protection for NERL.2. The CMA must make its decision in line with its statutory functions2.1 The CMA’s overarching duty under th TA 2000 is o investigate and report on whethermatters in the NERL Reference “opeerate againstt the public intere t”.8 In deci ingwhether a matter operates against the public nterest, the CM musst have regarddthe CAA’s dutie set out in sec ion 2 of the TA 2000. The C AAA’s primary duty is ttoomaintain a high tandard of safetty in the provisiion of air traffic services, and the CAA’ssecondary dutiesss include ensuring that licence holders will not find it unduly difficult tofinance9their licenced activities and to further the interests of operators and owners ofaircraft.2.2 Heathrow recognises tha the impact of the COVID-19 pandemic on NERL has led tofund ment l changes to tthe assumptions underpinning the CMA’s assessment in thePFs aand thaat the uncertain duration f crisis creates difficulties in setting the currentprice control. However, the extent oof tthhee impact is also a reason why it cannot simplybe ignored.2.3 Hfinedaitnhgrowinntohteesc10otuhrasteinofotthheerpcrooncetedxutsrethbe fCorMeAthheaCsMbeAednuperetopaaremdattoerviaalrychitsngineitioaflcircumssta ces, including recent CMA meergers which have had to take into aaccountthe ongoinng impact of COVID-19 on he analysis.11 Ev n in the event that the CMAconsiders that the only way forward is tto provide for an inteerim decision, such an interimdecision should only be made in accordance w th the CMA’s statutory duties, takingaccount of all material facts at the time of the deciision. There could scarcely be a more 

3 
7 HAL, Response to the CMA Provisional Findings in the NERL RP3 redetermination, 17 April 2020, section 4.8 CMA, Provisional Findings, 24 March 2020, para 3.16 – see TA 2000, section 12(1)(a).9 HAL, Response to the CMA Provisional Findings in the NERL RP3 redetermination, 17 April 2020, section 4.10 HAL, Response to the CMA Provisional Findings in the NERL RP3 redetermination, 17 April 2020, footnote 49.11 See CMA, Revised provisional clearance of Amazon / Deliveroo, 24 June 2020. 
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Classification: Public 
material or relevant fact for the aviation industry at the current t me than the effects ofthe COVID-19 pandemic. In those circumstances, any final deciision – even an interimone – must take this into account.2.4 However, H athrow considers that the CMA has proposed an approach whi is notcl ar (see Seection 3) and does not provide for an appropriate re ciliation mecchhanism(seee Section 4). The CMA as stated a high level that it ccoonnsiders its proposedapproach to be in accordance with its staattutory duties, but this conclusion lacks clearjustification.12 Instead, Heathhrow considers the CMA should consider recent marketda a to assess the current risks in the aviat on industry and design an appropriate xantte reconciliation mechanism for NERL in liine with the CMA’s financeability duty (seeeSection 5).3. TuhnecleCaMr A’s approach to changes to its assessment of cost of capital is3.1 Tanhye aCdMjuAs’tsmpeonstittioonitsinPthFes CcoOsVt IoDf-c1a9pCitaolnassuslteastisomnerengt aisrdninogt chloewar.it pOlanntshetooanpeprhoaancdh,the CMA suggests that further intervention is not appropriate:(a) the CMA’ overall position in the COVID-19 Con ultation is that “refining [tCMA’s] ssses ment in detail following our provissional findings would not bappr priaate, ass it would not allow us to reach more accurate figures for thheeepurpoose of the Charge Conditions”;13 and(b) in relation to cost of capital, the CMA states that “we do not consider th t itwould be appropr ate to undertake further nalysis on the cost of capital as aanychnadnigse/wsowuolduldbestiillal rrgeesluyltdinisacocnonset cotfecdapfriotaaml w, hNiEchRiLs’snofitnbaansceiadlocnirecuvimdesntacnecoefs,aafter COVID-19”.143.2 Ocanpitthael aosth: er hand, the CMA then suggests that they may intervene further in cost of(a) tidheenCtifMieAd isntaotuerspirtohvaissio“nliamliftienddionugrs”w;1o5 raknd… mainly to correcting inaccuracies(b) the CMA propose to “furth r our assessment only in so far as it could besusceptible to having a longeer-term impact, irrespective of COVID-19”. 163.3 TcohnesiCdeMreAdd“ioneasccnuorat cdieesf”inoer “ihnavthinegCaOl VnIgDe-r1-9terCmoinmspualtcatt,ioirnrewspheacttifvaecotofrCs OmViIgDh-t19b”e.Heat row’s Response to the PFs sets oout a number of methodological inaccuracieswhichh it considers are errors in the CMA’s PFs including, inter alia, that:17(a) inflation: the CMA should put much more weight on the use of RPI for adjustinghistorical returns to estimate TMR. Heathrow has provided updated evidence

132 C A, NATS/CAA Regulatory Appeal: Approach to COVID 19-- coonnsuultaatoionn, 24 June 2020, para 25..4 ,, - ,, ,, .1115 , ttt rrryyy ::: rrr ccc ttt - ccc sss ttt ttt , , rrr .
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Classification: Public 
and analysis of the correct approach to historical breaks in the RPI series inResponse to the PFs;(b) geometric averages: the WACC should be based on the arithmetic averagereturn; and(c) aiming up: the current thinking runs contr r to established practice and ignoresthe associated welfare benefits, additionaallyy ignoring that the point in the rangeis not just a question of judgment but rather a calculable parameter (assupported by additional supporting annexes from Oxera).3.4 It is ambiguous as to whether the CMA is open to fur er consideration of theseinaccuracies in its PFs. In any ev , Heathrow submits tthhat any decision on ost fcapital which does not reflect curreenntt circumstances and is subject to change ccannootbe considered a conclusive finding on whether the matters in the NERL Reference“ope ate agains the public inter ”. This is imp rtant for Heathrow because the CAAhas rrecently reitterated in its lateesstt June 2020 coonsultation that Heathrow’s businesspplraenceodnencot”swt hoifcchaipnictaluldsehsouthlde aCliMgnA’ws idthecwishiaotnthinethCeANAErRefLerRsetfoeraesn“cree.c18ent regulatory3.5 Icnapaidtadlituionnd,eHr ceoanthsriodweranoiotnes ththaet mNaEnRyLoRf ethfeeresnucbesthaanvtievealsisosubeesenrerlaaitsinegd tion tchoestono-fgoing PR19 water redettermiinnations and that this may lead to further reconsiderationof these issues.4. The CMA must ensure its proposals are in line with its financeability duty4.1 Fdpeeocrriiosthdioeunn,retitialmsitosunspstrsiceteixllpceloannisntureordel itashbaroetvsiteep,t,reoinvveildinneesifwstuhitfheficiCtiseMnsAttaptdruoettocericydteidosunttifoeosrp.NurEsRueL ian ttheemipnoterarirmy4.2 Ianccroeuspnot nsoef toCOthVeIDC-M19A’sininvitaetionFiinnaltheDPetFesrmfoinravtiioenw,1s9 onHehaotwhrothwey osuhtoliunleddtakitesrecommendations to the CMA tthhat it:(a) revises and reassesses the PFs in the light of updated market and financialdata and traffic and revenue forecasts for 2020 onwards; and(b) ianntryosdhuocretfsaallsminercehvaennisumbtoeyaodnjuds1t0N%ER(oLf’sthreergeuvlaetnoureysawssheicthbaNsEeR(LRAwBou)lsdohtahvatbeen expected to be eentitled to recover based on existing proj ctions) areeadded to the RAB. This mechanism could be used to recover thee s ortfall inr venue in 2020 over a much longer period and thereby minimises thhe short-teerm impact on charges to airlines.204.3 HoveeartahrrcohwingexdpulatyinuenddewrhtyheitTcAon2s0i0d0ertso iitnsvepsrtoigpaotsealasndtorebpeoritnolninwehwetitherthmeatCteMrsAi’nsthe NERL Reference “operate against the public interest”, 21 including t hhe CAA’s duty

1189 CCMAA,,CCAOPV1I9D4-10,9EcC oo nn os multicatireo gn,uAlantnioenx o1f, Hpaeraath2r.ow policy update and consultation, 23 June 2020, page 101.20 H L, Response to the CMA Provisional Findings in the NERL RP3 redetermination, 17 April 2020, 4.8 and 4.9 andCM
AAA, NATS/CAA Regulatory Appe l: Approach to COVID 19 - consultation, 24 June 2020, Annex 1, ppaarraa 13.21 CMA, Provisional Findings, 24 Maarch 2020, para 3.16 – see TA 2000, section 12(1)(a).5 

http:airlines.20


 

  

  

 

                                                                                                                                                                                                                                                                                                                                                                                                              

                                                                                                                                     

Classification: Public 
to “secure tha licen holders will not find it unduly difficult to finance activitiesauthorised by ttheir licceences”.224.4 The CMA has curre tly proposed th , “as part of [the new price c ntrol review] theCAA should also connduct a reconciliaattion exercise, with reference too the actual flightvolumes and costs over the period since the start of 2020”.23 However, the severeiimmpmaecntsoef tfhineaCncOiaVlIDpr-e1s9spuarendweemllicinoandNvEanRcLe’sobfuasninyessuscmheraencsonthcailitaittiownillbceoinmgemunaddeer.NERL will find it difficult to raise additional finance unless investors can take comfortfrom the reconciliation mechanism and that means an ex-ante mechanism must bespecified in sufficient detail to be bankable. He throw therefore considers that muchm re detail in respect of the reconciliation mechaanism than provided in the COVID-19Coonsultation is required to give sufficient certainty to ensure the viability andfinanceability of NERL going forward.4.5 Heathrow therefore sets out below its key proposals to address this concern:(a) CMA should ensure that a clear ex-ante framework is set up at the outset.TThhee current COVID-19 Consultation only provides that any reconciliationexercise is carried out by the CAA as “a relevant consideration for th CAA insetting the new price control for NERL […]”24 whi may n t be compleeted until2022. Heat row recognises that the CMA may cchhoose too leave his questionto the CAA; hhowever, in line with both the CMA and the CAA’s sta utory duties,Heathrow urges the CMA to, at a minimum, require the CAA ttto specify inadvance the relevant reconciliation mechanism by a specified date.(b) HPFeas2th5 ro(owrcoannsoitdheerrs tshiamtitlhaer mmeecchhannisismms)etwoouutldin Haepaptrhorporwia’tseRlyesapcohniesveetotthhiesobjective. As explained in Heaathrow’s Respon e to the PFs, such amechani m wou d provide lenders with the necesssary assurances that therevenue sshort-falll can be ecovered while appropriately balancing the interestsof NERL and its customerrs26, all of whom are materially affected by the currentpandemic in the short run.(c) AdastaoufotlrindeedbitnaSndecetqiounity5,inthreecCoMgnAissinhgouthldearilsskostackuerreanctclyoufanct ionfgctuhrereinndt umsatrrykeintorder to formulate its recommendations for any such reconciliation mechanism. 

6 
2 Section 2(2)(c), TA 2000.22222
456

CCMMAA,, NNAATTSS//CCAAAA RReegguullaattoorryy AAppppieeiaall:: AAlppppirrooaai cchh ttooi CCOOVVIIDD 1199 -- ccoonnssuullttaattiioonn,, i2244 JJi uunnee 22002200,,ilppaarraa 2233S.. ection 4. 3 HHAALL,, RReessppoonnssee ttoo tthhee CCMMAA PPrroovvissioonnaal FFinnddinnggss inn tthhee NNEERRLL RRPP33 rreeddeetteerrmminnaattioonn,, 1177 AApprril 22002200,, para 4.9. 

http:volumesandcostsovertheperiodsincethestartof2020�.23
http:authorisedbytheirlicences�.22
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5. TdhebetCaMndAesqhuoiutyldfocrotnhseidaevriatthioenriisnkdsusatrriysiinngafsrsoemssciunrgreitnstdmuatirekset data for5.1 As s t out in the COVID-19 Consultation,27 the CMA is evidently aware of the impactof thee COVID-19 pandemic on traffic forecasts and the loss of revenue in the aviationtndisucsotrnyt.eExtv–encuifrtrheentCmMaArkdeetcdiadteas to addeobpt taanndienqteuriitmy sdheocuisldiosnt,iltlhbeeCtaMkAencainntnooatcigcnoournetiin the CMA’s approach when coonnsidering the current r sks faced by NERL andthherefore the need for protection for the period before its priice control is reset.5.2 Heathrow provides below examples of financ al data affecting irports to give the CMAallnusintrdaitcastitohnatotfhteheascsuertrebnettapsrefsosruGrerosuepxepAerdiiePn(cAeDdPin) athned aFvriaaaptioornt AinGdu(sFtrrayp. oFrtig)uraeve1iinc easeed sign fica tly si ce the beginning of the COVID-19 pandemic whichh hitEurropean viatiion inn arounnd March 202 . The graph illustrates a sudden jump in assetbeta from aapproximately 0.6 to around 00.95 and 0.8 respectively.Figure 1 – ADP and Fraport 2 year asset betas 

Source ea row ana ys s5.3 TiallnhudestrcCaoOtneVtdinIDbuyi-n1gt9herpisasknpsdikfeaemciiinncgyhiaaeislrdpaoodrntdsiH.tioeAnasathlltryhoewhagddreaapbhtswibghenilicofihwcacsnahtnoewbffese,cliptnrokionerdHtoteoathtthheeroCcwOurVdreeIDbn-tt
: H th l i

19 p ndemic, average spread on Heathrow debt with iBoxx was generally low with atypicaal spread of 15 basis points ov r the iBoxx. At the outset of the COVID-19pandemic, the spread on Heathrow deebt over iBoxx spiked dramatically and appearsto continue to widen reflecti the ongoing risk faced by airports as compared to theaverage yields of iBoxx fallinngg to previous levelss. 

727 CMA, NATS/CAA Regulatory Appeal: Approach to COVID 19 - consultation, 24 June 2020, Annex 1. 
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Figure 2 – Comparison of Heathrow bond spread with iBoxx 

lic 

Source: Heathrow analysis5.4 The combination of the impact on debt and equity is such t at current market datawould l ad to an e timate of WACC that is around 3% hhigher than the WACCcalculat d in the PFss.28 Whilst th longevity of these impacts is no clear, they aren vertheeeless significant in the conteext f a short duratio control and tthey are likely tobee a reasonabl mea ure of the oppoortunity cost of anny finance provided to NERLduring the pandeemic itsself.5.5 He throw considers that t is data highlights t e n ed for the CMA to put in plac anex aante reconciliation mechh nism for NERL in thhe peeriod before its price control is reeset– given the current financiaal challenges faced by the aviat on industry, it cannot beapprop iate t ignore these significant developments even iif the CMA’s price controllasts forr a shoorter period than it had originally envisaged. Heathrow Airp1orJtuLlyim2i0te2d0 

28 The CMA held that NERL’s WACC was at the mid-point of 2.41% -3.74% (vanilla) – see CMA, Provisional Findings, 24March 2020, para 12.292. 8 


