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PART I: INTRODUCTION
Overview

Virgin Atlantic Airways Ltd ("VAA", or the "Appellant") is a UK long-haul airline, operating
passenger air transport services and cargo services to/from its UK bases at London Heathrow
("Heathrow Airport") and Manchester airports. It holds: (i) a route licence issued by the Civil
Aviation Authority (the "CAA"); (ii) a charter route licence issued by the CAA; and (iii) a type A
Operating Licence pursuant to Article 3 of Regulation (EC) No 1008/2008, together with an Air
Operator Certificate issued by the CAA. VAA has standing to bring this appeal under section 25(2)
of the Civil Aviation Act 2012 (the "Act" or "CAA12") for the reasons set out at sub-section B
below.

Heathrow Airport is the largest and only long-haul international hub airport in the UK On 10
January 2014, the CAA made a market power determination in respect of Heathrow Airport
Limited ("HAL"), the operator of Heathrow Airport, under section 7 of the Act1, with the result that
HAL requires a licence to levy charges for airport operation services ("AOS") at Heathrow Airport
pursuant to section 3 of the Act.2

The CAA subsequently granted HAL an economic licence in February 2014 pursuant to section
15 of the Act.® The licence contains various conditions, including a price control condition which
specifies a maximum allowable yield per passenger that HAL can charge for AOS at the airport.

This appeal relates to the CAA's decision on 8 March 2023 to modify the licence of HAL in order
to implement the CAA's Final Decision in respect of the next price control for Heathrow Airport,
which will run from 1 January 2022 until 31 December 2026, known as "H7" (the "H7 Final
Decision"). An overview of the H7 process is set out at Part Il below.

The Appellant has considered the H7 Final Decision closely and is bringing this appeal in relation
to three key areas where it considers that the CAA has made errors which are "wrong" within the
scope of section 26 of the Act. A summary of the grounds on which this appeal is based is set
out in sub-section C. below and the detailed grounds are contained in Parts IV — VI below. These
errors are material and will lead to increased charges for the Appellant and other airlines who
operate to/from Heathrow Airport during the H7 period and beyond.

Application for permission to appeal

The Appellant seeks permission from the Competition and Markets Authority (the "CMA") under
section 25(2) of the Act to bring an appeal against the H7 Final Decision as "a provider of air
transport services whose interests are materially affected by the CAA's H7 Final Decision".

‘Air transport service’ is defined in section 69 of the Act as “a service for the carriage by air of
passengers or cargo to or from an airport in the United Kingdom”. ‘Provider’ in relation to an air
transport service is defined in the same provision as, “a person who has the management of the

aircraft used to provide the service”.

The Appellant is a provider of passenger and cargo air transport services to/from its base at
Heathrow Airport and Manchester Airport in the UK. At the time of this Notice of Appeal ("NOA"),
the Appellant operates to 26 destinations from Heathrow Airport and holds 4.3% of slots at
Heathrow Airport (excluding any slots held pursuant to CMA or European Commission remedies

The CAA determined that HAL is the operator (CAA, Heathrow Airport Limited: operator determination (CAP1136)
[Exhibit NoA1/50/3191]) of a dominant airport area at a dominant airport (CAA, Market Power determination in relation
to Heathrow Airport: statement of reasons (CAP1133) (CAA Market Power Determination) [Exhibit NoA1/51/3208]).
AOS are defined in section 68 of the Act as services provided at an airport for the purposes of: (a) the landing and taking
off of aircraft; (b) the manoeuvring, parking or servicing of aircraft; (c) the arrival or departure of passengers and their
baggage; (d) the arrival or departure of cargo; (e) the processing of passengers, baggage or cargo between their arrival
and departure; or (f) the arrival or departure of persons who work at the airport. They include, in particular, the provision
at an airport of groundhandling services, facilities for car parking, and facilities for shops and other retail businesses. They
do not include air transport services, air traffic services, or services provided in shops or as part of other retail businesses.
Civil Aviation Act 2012 (CAA12), section 68 [Exhibit NoA1/69/4765].

CAA, Licence granted to HAL under the Civil Aviation Act 2012 [Exhibit NoA1/54/4026].
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1.9

1.13

1.14

decisions), making it the second largest individual holder of slots at Heathrow Airport. In 2022,
the Appellant operated over 40 aircraft and 19,000 flights from Heathrow, carrying approximately
4 million passengers. Details of the Appellant's revenues related to passengers travelling to/from
Heathrow Airport in 2022 are provided at paragraph 26 of the witness statement of Matthew
Webster, UK Airport Strategic Development, VAA ("MW1").

The H7 Final Decision materially affects the Appellant's's interests for the following reasons and
as explained more fully in section A of MW1:

(@) As auser of AOS at Heathrow Airport, the Appellant pays airport charges to HAL. For the
H7 period, these airport charges are set by HAL by reference to the maximum average
allowable yield on a per passenger basis determined in the H7 Final Decision. Following
the H7 Final Decision, the maximum average yield per passenger will rise to £23.22 from
£19.36 during the previous Q6 period.

(b)  The errors that form the basis for the grounds of appeal contained in this NOA have a direct
and material impact on the airport charges for Heathrow Airport that will be paid by the
Appellant (and other airlines) during the H7 period, as set out at sub-section C below and
paragraph 44 of MW1.

(c) In addition, airport charges are a factor that the Appellant will take into account when
considering its longer-term strategic plans over the H7 period, as explained in paragraph
45 of MW1 and may impact on consumer demand for air travel, including as offered by
VAA.

Further details regarding the impact of the current price control on the Appellant are included in
MW1.

Accordingly, the Appellant has standing to bring this appeal.

Scope of appeal

The Appellant has given careful consideration to the objective of the CMA to dispose of the appeal
fairly, efficiently and at proportionate cost* and to the CMA's guidance that it will seek to narrow
the issues and points in dispute during the course of the appeal.® As such, the Appellant has
focussed this appeal on three key areas which contain material errors on the part of the CAA and
are of material importance to the Appellant:

(a) Ground 1: errors by the CAA in setting the relevant passenger forecasts used to calculate
the H7 price control, which are addressed at Part IV below;

(b) Ground 2: errors by the CAA in calculating the Weighted Average Cost of Capital (the
"WACC") which are addressed at Part V below; and

(c) Ground 3: errors by the CAA in making an ad hoc adjustment of £300 million to the
Regulatory Asset Base ("RAB") of HAL, which is implemented via the H7 Final Decision,
which are addressed at Part VI below.

In each of these areas, the CAA is "wrong" within the meaning of section 26 of the Act as detailed
in the grounds of appeal provided at Parts IV, V and VI of this NOA and more fully particularised
in Annexes 4 — 6.

The cumulative impact of these errors is to increase the average yearly per passenger charge
from £19.95 to £23.22, as particularised at paragraph 44 of MW1. Details of the relief sought by
the Appellant are set out under each ground of appeal.

Competition and Markets Authority, Airport Licence Condition Appeals Rules (CMA 172), Rule 4.1 [Exhibit
NoA1/126/10604].
Competition and Markets Authority, Airport Licence Condition Appeals Guide (CMA173), Rule 3.9 [Exhibit
NoA1/127/10634].
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1.21

1.22

1.23

1.24

Legal framework

The Act introduced a new regulatory framework for the economic licensing of airport operators.
No appeal has, to date, been made to the CMA under that framework since the Act became
effective.

However, the CMA has experience of determining a number of licence modification appeals in
the energy sector which are acknowledged to have a similar legal framework and the Appellant
anticipates that the CMA will seek to apply the relevant legal framework and regulatory principles
in a manner consistent with its previous decisional practice.

To assist the CMA, Part Il of this NOA summarises the relevant legal framework that governs this
appeal.

Key documents

The grounds of this appeal, reasons and supporting evidence are contained in this NOA, in Exhibit
NOA1, and in the Witness Statements (and exhibits to those Witness Statements).

VAA has provided the following written evidence for this appeal:

(@)  Witness Statement of Matthew Webster, UK Airport Strategic Development, VAA, dated 18
April 2023;

(b)  ‘Cost of capital issues raised by the Heathrow Airport H7 Price Control’, an Expert Report
by AlixPartners LLP dated 17 April 2023 (the "WACC Report"); and

(c) 'Assessment of the CAA’'s H7 RAB Adjustment’, an Expert Report by AlixPartners LLP
dated 17 April 2023_(the "RAB Report").

The Appellant has exhibited the supporting documents referred to in this NOA in Exhibit NOA1.
A list of key CAA documents contained in NOA1 is set out in Annex 1.

A chronology of key steps taken by the CAA which culminated in the H7 Final Decision is provided
in Annex 2 and a glossary of key terms which reflects abbreviations and definitions in the CAA’s
glossary (at Appendix B to the H7 Final Decision) insofar as possible is provided at Annex 3.

The Appellant has endeavoured to provide all of the facts, reasons, documentary evidence and
witness statements in support of its appeal within this NOA. However, it may be necessary for the
Appellant to apply to the CMA for permission to make further submissions or provide
supplementary evidence during the course of the appeal, for example following receipt of the
CAA'’s response and any disclosure.®

Request for appeals to be considered together

Section 2(3) and 2(4) of Schedule 2 of the Act specify that the CMA may grant permission to
appeal subject to conditions, including that it consider the appeal together with other appeals.

The Appellant requests that the CMA should hear together the appeal of any airlines against the
H7 Final Decision to whom the CMA grants permission to appeal. Hearing these appeals together
would assist the CMA to dispose of the appeals fairly, efficiently and at a proportionate cost, in
line with the CMA's overriding objective under Rule 4 of the Airport Licence Condition Appeals:
Competition and Markets Authority Rules (CMA172) (the "CMA Rules") 7.

Competition and Markets Authority, Airport Licence Condition Appeals Rules (CMA 172), Rule 12.5 [Exhibit
NoA1/126/10620].

Competition and Markets Authority, Airport Licence Condition Appeals Rules (CMA 172), Rule 4.1 [Exhibit
NoA1/126/10604].

11/80027900_1 6
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1.25 In the event that HAL also appeals on common grounds, or on different grounds relying on
common facts, the Appellant considers that such appeals should be heard together.

G. Contact details

1.26 Appellant's name and address:

Virgin Atlantic Airways Ltd
The VHQ

Fleming Way

Crawley

West Sussex

RH10 9DF

1.27 Appellants' legal representatives (to which documents and correspondence may be served):

11/80027900_1 7
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PART II: LEGAL FRAMEWORK

A. Overview

2.1

2.2

23

24

2.5

2.6

In this section, the Appellant describes the legal framework governing this appeal in six parts:
(a)  the statutory grounds of appeal;

(b)  the CMA rules regulating the conduct and disposal of airport licence condition appeals;
(c) the CAA’s statutory duties;

(d)  the relevant public law principles;

(e) the standard of review to be applied by the CMA; and

(f) the CMA’s powers when allowing an appeal.

Statutory grounds of appeal

Under section 26 of the Act, having granted permission, the CMA may allow an appeal only to the
extent it is satisfied that the decision appealed against was “wrong” on one or more of the following
grounds:

(a) that the decision was based on an error of fact (section 26(a) of the Act); and/or

(b)  that the decision was wrong in law (section 26(b) of the Act); and/or

(c) thatan error was made in the exercise of discretion (section 26(c) of the Act).

In determining an appeal, including taking decisions and giving directions, the CMA must, as
required by section 30 of the Act, have regard to the matters in respect of which duties are
imposed on the CAA by section 1 of the Act. These matters and duties are addressed in Section
C below.

The CMA must not, however, in accordance with paragraph 23(2) and (3) of Schedule 2 to the
Act, have regard to any matter, information or evidence which was not considered by the CAA in
making the H7 Final Decision unless the CMA considers that:

(a) the CAA could not reasonably have been expected to consider the matter, information or
evidence, or the relevant person could not reasonably have raised the matter with the CAA
or provided the information or evidence to the CAA during the period in which the CAA was
making that decision; and

(b)  the matter, information or evidence is likely to have an important effect on the outcome of
the appeal, either by itself or taken together with other matters, information or evidence.

CMA rules regulating the conduct and disposal of appeals

Paragraph 31 of Schedule 2 to the Act provides that the CMA Board may make rules regulating
the conduct and disposal of appeals.

The Appellant notes that the CMA Board has recently published the CMA Rules and issued an
accompanying guide entitled Airport Licence Condition Appeals: Competition and Markets
Authority Guide (CMA173) (the "CMA Guide"), both dated 27 October 2022 (which supersede

11/80027900_1 8
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2.7

2.8

2.9

2.10

2.11

2.12

the previous rules and guide governing airport licence condition appeals which had effect from 12
February 2014).8

The CMA Rules provide (rule 4.1) that their overriding objective is to enable the CMA to exercise
its appeal functions fairly, efficiently and at proportionate cost in accordance with the time limits
prescribed by the Act, and that all parties to an appeal must assist the CMA to further this
overriding objective (rule 4.2).

The CMA Guide describes the CMA Rules as seeking “to ensure that the [CMA] has flexibility to
manage appeals fairly and expeditiously and at proportionate cost, having regard to the interests
of the parties to the appeal and interested third parties and the statutory time frames” and notes
that this “sentiment is reflected in the overriding objective”.®

The Appellant notes that, following determination of an appeal, the CMA may have regard to —
among other things — the extent to which each party has assisted the CMA to meet the overriding
objective in deciding what (if any) inter partes costs order to make under the CMA Rules (rule
19.3 and 19.5).

The CAA’s statutory duties

Section 1(1) of the Act provides that the CAA’s general duty'® in relation to the economic
regulation of AOS is to carry out its statutory functions in a manner which it considers will further
the interests of users of air transport services regarding the range, availability, continuity,
cost and quality of AOS. As explained above, users of air transport services are defined in
section 69 of the Act as present and future passengers and those with a right in property carried
by the service (i.e. cargo owners). The CAA collectively refers to them as ‘consumers’.

Under section 1(2) of the Act, the CAA must further the interests of consumers, where appropriate,
by carrying out its functions in a manner which it considers will promote competition in the
provision of AOS.

Section 1(3) of the Act provides that, when performing its statutory duties under subsections (1)
and (2), the CAA must have regard to:

(a) the need to secure that each licence holder is able to finance its provision of AOS in the
area for which the licence is granted (section 1(3)(a))'";

(b)  the need to secure that all reasonable demands for AOS are met (section 1(3)(b))'?;

(c) the need to promote economy and efficiency on the part of each licence holder in its
provision of AOS at the airport to which the licence relates (section 1(3)(c))*3;

Competition and Markets Authority, Airport Licence Condition Appeals Rules (CMA 172) [Exhibit NoA1/126/10600];
Competition and Markets Authority, Airport Licence Condition Appeals Guide (CMA173) [Exhibit NoA1/127/10626].
Competition and Markets Authority, Airport Licence Condition Appeals Guide (CMA173), page 2, paragraph 1.4 [Exhibit
NoA1/127/10629].

Section 1(7) of the Act provides that section 4 of the Civil Aviation Act 1982 (CAA’s general objectives) does not apply in
relation to the carrying out by the CAA of its functions under this Chapter of the Act. CAA12, section 1(7) [Exhibit
NoA1/69/4714].

Civil Aviation Act 2012, Explanatory Notes state: “Whilst this should require the CAA to encourage efficient and
economic investment by allowing a reasonable return over time, the financing duty does not require the CAA to ensure
the financing of requlated airports in all circumstances, for example the CAA would not be required to adjust regulatory
decisions in order to take account of an operator’s particular financing arrangements or put the interests of users at risk
by making them pay for an inefficient operator’s financing decisions”. Explanatory Notes: Civil Aviation Act, 2012
(CAA12 Explanatory Notes), paragraph 36(a), page 7 [Exhibit NoA1/70/4807].

See footnote 17 below.

Civil Aviation Act 2012, Explanatory Notes state, with regard to the need to secure that reasonable demands for AOS
are met and the need to promote economy and efficiency in the provision of such services: "One would expect both of
those needs to be met in a competitive airports market where airport operators provide the services demanded by
passengers at minimum cost. The requirement to have regard to those needs reflects the fact that the ultimate aim of
economic regulation is, as far as is possible, to replicate the outcomes of a competitive market’. CAA12 Explanatory
Notes, paragraph 36(b), page 7 [Exhibit NoA1/70/4807].

11/80027900_1 9
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213

2.14

(d)

(e)

(f)

(9

the need to secure that each licence holder is able to take reasonable measures to reduce,
control or mitigate the adverse environmental effects of the airport to which the licence
relates, facilities used or intended to be used in connection with that airport (referred to as
'associated facilities') and aircraft using that airport (section 1(3)(d));

any relevant guidance issued to the CAA by the Secretary of State (section 1(3)(e)).
In this regard, it should be noted that the Secretary of State for Transport sent an open
letter to the CAA on 1 December 2020 entitled “Secretary of State Priorities for the Civil
Aviation Authority”.'® The first priority — and “most important immediate task” set out in that
letter was “supporting the recovery and growth of the aviation industry”;

any relevant international obligation of the UK notified to the CAA by the Secretary of

State (section 1(3)(f)); and

the better regulation principles, namely that regulatory activities should be carried out in
a way that is transparent, accountable, proportionate, consistent and targeted only at cases
in which action is needed (sections 1(3)(g) and 1(4)). These principles are more particularly
defined by the Better Regulation Task Force as follows 'é:

(i) Transparent: Regulators should be open, and keep regulations simple and user-
friendly.

(i)  Accountable: Regulators must be able to justify decisions, and be subject to public
scrutiny.

(i)  Proportionate: Regulators should only intervene when necessary. Remedies should
be appropriate to the risk posed, and costs identified and minimised.

(iv)  Consistent: Government rules and standards must be joined up and implemented
fairly. This includes the principle that regulation should be predictable in order to give
stability and certainty to those being regulated.

(v) Targeted: Regulation should be focused on the problem, and minimise side effects.!”

Section 1(5) of the Act provides that if, in a particular case, the CAA considers there is a conflict
between the interests of different classes of user of air transport services, or between the interests
of users of air transport services in the range, availability, continuity, cost and quality of AOS, the
CAA’s duty is to carry out its functions in a manner which it considers will further such of those
interests as it thinks best.

Under section 22 of the Act, the Appellant notes that the CAA also has a number of specific
procedural obligations with which it must comply in order to make a lawful licence modification

Section 1(6) of the Act states that the environmental effects of the airport, associated facilities and aircraft include:

substances, energy, noise, vibration or waste, including emissions, discharges and other releases into the environment;

visual or other disturbance to the public; effects from works carried out at the airport or the associated facilities or to extend
the airport or the associated facilities; and effects from services provided at the airport or the associated facilities. CAA112,

section 1(6), page 2 [Exhibit NoA1/69/4714].
Letter from the Secretary of State for Transport to Stephen Hillier (CAA): "Secretary of State Priorities for the Civil
Aviation Authority" dated 1 December 2020 [Exhibit NoA1/90/7891].

Better Regulation Task Force, Principles of Good Regulation, 2003, pages 4-6 [Exhibit NoA1/96/7915-7917].These

principles are further enshrined in the Regulator’s Code, to which all UK regulators must comply. Department for
Business, Innovation & Skills, Better Regulation Delivery Office: Regulator's Code, 6 April 2014 [Exhibit
NoA1/98/8062].

The Appellant also notes that the Government has consulted on “Reforming the Framework for Better Regulation”

Department for Business, Energy & Industrial Strategy, Consultation on Reforming the Framework for Better Regulation,

22 July 2021 [Exhibit NoA1/111/9976] and indicated an intention to reform the Better Regulation Framework in the
summary to the consultation Department for Business, Energy & Industrial Strategy, Consultation on Reforming the
Framework for Better Regulation: Summary of Responses, 31 January 2022 [Exhibit NoA1/120/10259] and in HM

Government, "The Benefits of Brexit: How the UK is taking advantage of leaving the EU", 31 January 2022, pages 20-29
[Exhibit NoA1/121/10310] (setting out proposals under five new regulatory principles including ‘proportionality’ (“we will

pursue non-regulatory options where we can”, and “will act decisively to put [strong rules] in place and enforce them

vigorously” where they are needed) and ‘recognising what works’ (regulations will be thoroughly analysed to ensure they

work in the real world). Next steps are currently awaited.

11/80027900_1
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2.15

2.16

2.17

2.18

2.19

decision. Of relevance to this appeal, section 22(7) of the Act provides that the CAA is not to be
treated as having complied with the necessary procedural requirements in relation to a
modification of a licence if the modification “differs significantly” from the modification proposed
in the notice.

Relevant public law principles

As a public body exercising its public function, the CAA must also act in accordance with relevant
public law principles when making a licence modification decision. These include acting within its
powers (intra vires), rationally and in a procedurally fair manner (including meeting the
requirements of proper and fair consultation, including re-consultation8).

The starting point in determining the duty to re-consult is an evaluation of the differences, taking
account of their nature and extent, between the CAA’s proposal and the decision which the CAA
in fact made. The duty to re-consult arises:

(@) where it has been determined that it is necessary to re-open key decisions in a staged
decision-making process which had already been settled prior to consultation occurring; or

(b)  where the key criteria set out for determining the decision and against which the
consultation occurred have been changed; or

(c) where a central or vital evidential premise of the proposed decision on which the
consultation was based has been completely falsified.'®

As set out in paragraph 2.13 above, the CAA must carry out its functions in a manner which it
considers will further such interests as it thinks best, if the CAA considers that there is conflict
between different users, or classes of users, of air transport services. Antecedent to this discretion
are the principles set out in section 1(4) of the Act, including the principle of proportionality. This
precludes the CAA from intervening where unnecessary, or where less intrusive alternatives are
available.?0

Any failure to act in accordance with these public law principles will be an error of law.

The standard of review to be applied by the CMA

The Appellant notes that this is the first airport licence condition appeal to the CMA. However, the
CMA'’s experience in determining energy licence modification appeals?! will be of assistance as
there are similarities between the airport licence condition appeal regime under section 25 of the
Act and the CMA’s energy licence modification appeal regime under section 23B of the Gas Act

20

21

R (on the application of Maureen Smith) v East Kent Hospital NHS Trust, Kent, and Medway Health Authority [2002]
EWHC 2640 (Admin), paragraphs 42-45 [Exhibit NoA1/72/4875-4876].

Keep Wythenshawe Special Limited v NHS Central Manchester CCG, NHS North Manchester CCG, NHS South
Manchester CCG, NHS Stockport CCG, NHS Tameside and Glossop CCG, NHS Bolton CCG, NHS Bury CCG, NHS
Salford CCG, NHS Wigan CCG, NHS Heywood Middleton and Rochdale CCG, NHS Trafford CCG, NHS Oldham CCG
v University Hospital of South Manchester NHS Foundation Trust, NHS North Derbyshire CCG, Derbyshire County
Council, Stockport NHS Foundation Trust, NHS Commissioning Board (NHS England), High Peak Borough Council
[2016] EWHC 17 (Admin), Dove J at paragraph 75 [Exhibit NoA1/80/5520].

The Court of Appeal has accepted that goodwill, including commercial contracts, constitute “property” for purposes of
the courts’ proportionality analysis in relation to an interference with fundamental rights: Department for Energy, Climate
Change v Breyer Group PLC and Others [2015] EWCA Civ 408, Lord Dyson MR, page 17, paragraph 49 [Exhibit
NoA1/77/5174], as cited in Northern Powergrid (Northeast) and Northern Powergrid (Yorkshire) v the Gas and
Electricity Markets Authority: Final Determination [2015] [Exhibit NoA1/79/5362].

Namely, British Gas Trading v The Gas and Electricity Markets Authority — Final Determination [2015] [Exhibit
NoA1/78/5189], Northern Powergrid (Northeast) and Northern Powergrid (Yorkshire) v the Gas and Electricity Markets
Authority: Final Determination [2015] [Exhibit NoA1/79/5362], in respect of GEMA’s RIIO-1 electricity distribution price
control, the subsequent appeals by Firmus Energy, Firmus Energy Distribution v NIAUR [2017] [Exhibit NoA1/81/5540]
and SONI Limited SON/ Limited v NIAUR [2017] [Exhibit NoA1/82/5749] under The Gas (Northern Ireland) Order 1996
and The Electricity (Northern Ireland) Order 1992 respectively and, most recently, the appeals brought by Cadent Gas,
National Grid Electricity Transmission, National Grid Gas, Northern Gas Networks, Scottish Hydro Electric
Transmission, Southern Gas Networks and Scotland Gas Networks (jointly), SP Transmission and Wales and West
Utilities in relation to Ofgem’s RIIO-T2 and RIIO-GD2 price control determinations.
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2.20

2.21

1986, section 11C of the Electricity Act 1989, The Gas (Northern Ireland) Order 1996 and The
Electricity (Northern Ireland) Order 1992.

This similarity was recognised explicitly by the CMA in its open letter on the CMA’s licence
modification appeal rules and guidance, dated 7 December 2021, in which it noted: “The existing
sectors where there are the most directly comparable appeals regimes covering the same or
similar grounds of appeal are energy and airports”.??

Based on the Act, the CMA Rules, the CMA Guide and previous energy licence modification
appeals before the CMA,23 the CMA’s approach to the standard of review can be summarised as
follows:

(@) The CMA is not limited to reviewing the decision under appeal on conventional judicial
review grounds. The standard of review goes further than this. The key question for the
CMA to determine is whether the decision was, on the balance of probabilities, wrong on
one or more of the prescribed statutory grounds. In order to do that, the merits of the CAA’s
decision must be taken into account.

(b) In relation to the CAA’s exercise of discretion, it is not the CMA’s role to substitute its
judgment simply on the basis that it would have taken a different view of the matter. The
statutory test clearly admits of circumstances in which the CMA might reach a different view
from the CAA, but in which it cannot be said that the CAA’s decision was wrong on one of
the statutory grounds. In relation to questions of regulatory judgment, the CAA will be
afforded a margin of appreciation as an expert regulator, and its margin of appreciation will
be greatest where all that is impugned is an overall value judgment based upon competing
considerations in the context of a public policy decision. However, that margin of
appreciation is not unbounded. In circumstances where the CAA has exercised its
judgment in reaching a decision on a specific issue, the CAA cannot ignore relevant
evidence or base its decision(s) on unreliable data, and the CMA will find an error where
there is sufficiently persuasive evidence that an alternative approach is clearly superior. On
the other hand, where the alternative options each have competing advantages and
disadvantages, and none is clearly superior, the CMA will be unlikely to find that the CAA
has made an error.

(c) The CMA must determine whether a finding of fact or inference is wrong where that is in
issue. The CMA will assess evaluations of fact by the CAA in the same way as the exercise
of discretion (i.e. not substituting its judgment for that of the CAA simply on the basis that
it would have taken a different view, but only if it is satisfied that the conclusion lies outside
the bounds within which reasonable disagreement is possible). The CMA will afford the
CAA no margin of appreciation where plain errors of primary fact (or inferences from such
primary facts) are identified.

(d) The CMA, in assessing errors of law, will evaluate whether the CAA has misdirected itself
on its legal obligations in making its decision or reached a conclusion which was
substantively or procedurally unlawful. A decision is also “wrong in law” where it
contravenes the principles applicable in judicial review, including that a decision is unlawful
where it falls outside “the range of responses which a reasonable decision-maker might
have made in the circumstances” (i.e. it is irrational in the public law sense).?* For example,
whether the CAA has failed to take proper account of relevant considerations, acted in
defiance of logic, failed properly to inquire, acted disproportionately or in a discriminatory
manner with no good reason, reached conclusions without adequate supporting evidence,
placed reliance on evidence or assumptions which are flawed, failed to discharge its
statutory duties under the Act, made methodological errors and/or made procedural errors
(e.g. whether the CAA has consulted with an open mind and taken conscientious account
of representations received). A decision may also be wrong in law on the basis of an

22

23
24

Competition and Markets Authority, "Open letter on CMA's Licence modification appeals rules and guidance", 7
December 2021 [Exhibit NoA1/114/10165].

See footnote 29.

Soomatee Gokool & Ors v Permanent Secretary of the Ministry of Health and Quality of Life & Anor [2008] UKPC 54,
pages 7-8, paragraph 18 [Exhibit NoA1/74/4925].
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2.22

2.23

2.24

arithmetic error.25 As regards errors relating to procedure, however, the CMA will only take
into account procedural deficiencies if they are so serious that the CMA cannot be assured
that the decision was not wrong.26

(e) The CMA’s review is distinct from a de novo consideration of the merits, but must consider
the merits to the extent necessary to determine whether the challenged decision is wrong
under the statutory ground(s) relied upon in the appeal. The CMA will review the CAA’s
decision through the prism of the specific errors that are raised. Where no errors are
pleaded, the decision to that extent will not be the subject of specific review.

() The CMA will only interfere if it considers that an error is material. Whether an error is
material must be decided on a case-by-case basis taking into account the particular
circumstances of each case. However, in previous cases the bar for materiality has been
low. For example, in its RIIO-2 decision,?” the CMA found an error amounting to an uplift
of only 0.2% to be “clearly material’. There is, therefore, no bright-line test for materiality.
Relevant factors for determining materiality in each case would include the impact of the
error on the overall price control, whether the cost of addressing the error would be
disproportionate to the value of the error, whether the error is likely to have an effect on
future price controls, and whether the error relates to a matter of economic or regulatory
principle. This is not an exhaustive list.28 The CMA will also consider, where appropriate,
whether the cumulative effect of immaterial errors could have a highly significant impact on
the price control.2®

Taking into account the above, and having regard to the CMA’s overriding objective, the Appellant
has limited its appeal against the H7 Final Decision to areas where that decision was wrong and
the errors made are material.

The CMA's powers when allowing an appeal

By virtue of section 27(2) of the Act, if the CMA allows an appeal against a decision by the CAA
to modify a licence condition under section 22 of the Act, it must do one or more of the following:

(@) quash the decision;

(b)  remit the matter back to the CAA for reconsideration and decision in accordance with any
directions given by the CMA,;

(c)  substitute the CMA's own decision for that of the CAA and give directions to the CAA or
HAL.30

Under section 27(4) of the Act, where the CMA substitutes its own decision for that of the CAA, it
may give directions to the CAA and HAL. Section 27(5) of the Act provides that the CMA must
not give a direction that requires a person to do anything that the person would not have the
power to do apart from the direction, and section 27(6) of the Act provides that a person to whom

25
26

27

28

29

30

Danae Air Transport SA v Air Canada [2000] 1 WLR 395, page 406 [Exhibit NoA1/71/4856].

Cadent Gas Limited, National Grid Electricity Transmission plc, National Grid Gas plc, Northern Gas Networks Limited,
Scottish Hydro Electric Transmission plc, Southern Gas Networks plc and Scotland Gas Networks plc, SP Transmission
plc, Wales & West Utilities Limited v Gas and Electricity Markets Authority — Final Determinations: Volume 1 (Energy
Licence Modification Appeals 2021 — Volume 1), page 41, paragraph 3.54 [Exhibit NoA1/86/7485].

Cadent Gas Limited, National Grid Electricity Transmission plc, National Grid Gas plc, Northern Gas Networks Limited,
Scottish Hydro Electric Transmission plc, Southern Gas Networks plc and Scotland Gas Networks plc, SP Transmission
plc, Wales & West Utilities Limited v Gas and Electricity Markets Authority, Final Determinations: Volume 2B, page 257,
paragraph 7.804 [Exhibit NoA1/87/7762].

See British Gas Trading v The Gas and Electricity Markets Authority — Final Determination [2015], pages 24-25,
paragraphs 3.57-3.61 [Exhibit NoA1/78/5215-5216]. See also Firmus Energy Distribution v NIAUR [2017], page 18,
paragraph 3.24 [Exhibit NoA1/81/5560].

See Energy Licence Modification Appeals 2021 — Volume 1, pages 49-51, paragraphs 3.89-3.97 [Exhibit
NoA1/86/7493-7495].

See also Competition and Markets Authority, Airport Licence Condition Appeals Rules (CMA 172), Rule 17.1 [Exhibit
NoA1/126/10622-10623].

CAA12, section 27(2), page 22 [Exhibit NoA1/69/4734].

11/80027900_1 13



NON-SENSITIVE VERSION

a direction is given must comply with it. Section 27(7) of the Act provides that any direction given
to HAL is enforceable in England as if it were an order of the High Court.

2.25 The CMA must, in accordance with section 29 of the Act, determine an appeal by publishing an
order containing its decision, with reasons. Where the CMA is considering appeals or parts of
appeals together, it may elect to make a single final determination in relation to two or more
appeals in part or in their entirety.3

2.26 The CMA’s determination will take effect at the time specified in the order or determined in
accordance with the order in accordance with section 29(1)(1) of the Act.

31 Competition and Markets Authority, Airport Licence Condition Appeals Rules (CMA 172), Rule 17.2

[Exhibit NoA1/126/10623].
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PART Ill: BACKGROUND TO H7 PRICE CONTROL

A. Overview

3.1

3.2

3.3

3.4

3.5

In this section, the Appellant describes the relevant factual background to the H7 price control
and this appeal in two parts:

(a) the Q6 price control; and
(b)  the H7 price control and the Covid-19 pandemic.

The Q6 price control

In February 2014, the CAA determined that HAL was the operator of a “dominant airport’32 and
granted it a Licence in relation to Heathrow Airport pursuant to its powers and duties under the
Act.3® The CAA’s market power assessment was based on HAL'’s position as the operator of the
UK’s only long-haul international hub airport, airline network effects available at Heathrow Airport
which limit the ability of airlines to switch capacity and to constrain HAL’s charges, Heathrow
Airport’s good surface access options and the attractiveness of the London market to airlines.3
The Licence came into force on 1 April 2014, and originally included a price control on airport
charges for the period 1 April 2014 to 31 December 2018 inclusive (the "Q6 price control" or
"Q6").

The Q6 price control review took place after a period in which traffic volumes had been adversely
affected by a number of downside events (for example, the 2010 volcanic eruption in Iceland).
HAL therefore asked the CAA to consider the regulatory treatment of traffic risks during the Q6
review.3®

During the Constructive Engagement ("CE") process, the CAA asked HAL and the airlines if they
thought there was merit in introducing a traffic risk sharing mechanism?3® ("TRS") (similar to that
introduced by the CAA in relation to its regulation of NATS En-route Limited ("NERL").3” The
introduction of such a mechanism was not supported by HAL or any other stakeholders, and the
preferred option was to consider and address traffic risk through traffic forecasts and the WACC
instead.38

In the Q6 Final Proposals, the CAA included a shock factor in its Q6 passenger forecasts on the
basis of evidence from the preceding two decades which indicated that HAL was exposed to risks
relating to external downside shocks. The CAA stated that the financial consequences that could
arise from differences between actual and forecast volumes would sit with HAL’s shareholders,
and that it had reflected this risk in the WACC:

“The allowances for demand shocks in the traffic forecasts and in the cost of capital are
two different concepts. The CAA does not, therefore, consider that its proposals constituted
double-counting. For example, the CAA may set the price control on the basis of a forecast
level of shocks of 1% per annum. However, there could be a 10% chance that the out-turn
level of shocks exceeds the forecast level by one percentage point of more. The risk that
the out-turn is different is borne by the company and the shareholders. The CAA therefore

32
33

34
35

36

37

38

CAA Market Power Determination [Exhibit NoA1/51/3208].

CAA, Economic regulation at Heathrow from April 2014: Notice granting the licence (CAP1151) (CAA Notice Granting
Licence to HAL) [Exhibit NoA1/53/3672].

CAA Market Power Determination, pages 5-6, paragraph 2.4 [Exhibit NoA1/51/3217-3218].

CAA, Economic regulation of Heathrow Airport Limited: H7 Final Proposals — Section 3 on incentives and other issues
(CAP2365D) (H7 Final Proposals Section 3), pages 92-93, paragraph 10.27 [Exhibit NoA1/23/998-999].

CAA, Economic regulation of Heathrow: policy update and consultation (CAP1940) (CAA June 2020 Consultation)
[Exhibit NoA1/58/4203].

CAA, Economic regulation of NATS (En Route) Plc: decision on licence modifications to implement exceptional
measures (CAP2279), pages 8-11, paragraphs 1.1-1.23 [Exhibit NoA1/61/4552].

CAA Notice Granting Licence to HAL, page 177, paragraph A57 [Exhibit NoA1/53/3848].
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3.6

3.7

3.8

3.9

3.10

3.1

allows a higher rate of return for the company than would otherwise be the case to
compensate for this risk.” (emphasis added).3°

The Licence does not include any specific reopener mechanism or specific criteria by which a
request to reopen the price control would be assessed. This was considered at the time of
granting the Licence, and the CAA declined to include this in the Licence (despite submissions
from HAL requesting a prescribed trigger point with established consequences). Rather, the CAA
stated: “HAL may request that its price control be reopened at any time. The CAA would consider
such a request in the light of its statutory duties under the circumstances prevailing at the time”.*°

Following the Government’s 2016 announcement that Heathrow Airport was its preferred location
for the development of a new runway in the south-east of England*! and an extensive period of
regulatory development work by the CAA to determine how best to adapt the regulatory
framework to accommodate this proposed expansion, the Q6 price control was extended by the
CAA (following consultation) twice:

(a) first in December 2016 for one year, such that the Q6 price control would expire on 31
December 2019;42 and

(b)  subsequently in November 2019 for a two year period, up to 31 December 2021 ("iH7").43
These extensions were intended to align the start of the H7 regulatory period with the period
during which it was anticipated that construction work for the third runway at Heathrow Airport

would take place.

The H7 price control and the Covid-19 pandemic

On 31 December 2019 — consistent with this revised timing — HAL submitted its Initial Business
Plan ("IBP") to the CAA%* in respect of the years 2022-2036 and on the basis that the expansion
of Heathrow Airport was proceeding.

However, in February 2020, the Court of Appeal held that the Airports National Policy Statement
— which set out the Government’s plans in relation to developing the third runway at Heathrow
Airport — was unlawful.45 In light of that decision, HAL paused its plans for expansion.“® Although
the Supreme Court subsequently overturned the Court of Appeal’s judgment in December 2020,47
by that point HAL’s expansion plans had already been overtaken by the impact of the Covid-19
pandemic. Plans for the construction of a third runway at Heathrow Airport remain paused to date
(although it is expected that HAL’s expansion programme will remobilise again in the future*8).

In April 2020, the CAA published an update on its programme for the development of economic
regulation at HAL (the "April 2020 Update"),*° outlining the fundamental impact of the Covid-19
pandemic on Heathrow Airport and the aviation sector more widely. The April 2020 Update
confirmed that the CAA would focus its H7 price control review on the operation of a two-runway
airport at Heathrow Airport, with the intention of having a new price control in place with effect

39

40

41

42

43

44
45

46

47
48

49

CAA, Economic regulation at Heathrow from April 2014: Final Proposals (CAP 1103) (Q6 Final Proposals), pages 42-
43, paragraph 3.14 [Exhibit NoA1/2775-2776].

CAA Notice of Proposed Licence to HAL, page 163, paragraph A12 [Exhibit NoA1/52/3421].

Department for Transport, Heathrow Expansion Plans webpage: "Increasing airport capacity in the South-East of
England", 25 October 2016 [Exhibit NoA1/99/8069]. The exhibit is an extract from the relevant webpage which can be
accessed here.

CAA, Notice in relation to a modification of Heathrow Airport Limited's Licence (Modification to Condition C1) [Exhibit
NoA1/55/4102].

CAA, Economic regulation of Heathrow Airport Limited from January 2020: notice of licence modifications (CAP1852)
[Exhibit NoA1/56/4115].

Heathrow Airport Limited, Initial Business Plan: Detailed Plan, 31 December 2019 [Exhibit NoA1/100/8070].

R (on the application of Plan B Earth) and others v Secretary of State for Transport [2020] EWCA Civ 214 [Exhibit
NoA1/83/6061].

Heathrow Airport Limited, H7 Revised Business Plan (Detailed), 1 December 2020, pages 269-270, paragraph 7.2.1.2
[Exhibit NoA1/102/8933-8934].

R (on the application of Friends of the Earth Ltd) v Heathrow Airport Ltd [2020] UKSC 52 [Exhibit NoA1/84/6144].
Heathrow Airport Limited, Heathrow Expansion Plan, Heathrow Our Company website (accessed 6 April 2023) [Exhibit
NoA1/133/11027]. The website can be accessed here.

CAA, Economic regulation of Heathrow: programme update (CAP1914) [Exhibit NoA1/57/4178].
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3.12

3.13

3.14

3.15

3.16

3.17

from 1 January 2022. In its response to the April 2020 Update, HAL noted that passenger
numbers at Heathrow Airport had, at that point, fallen by c.97% as a result of the Covid-19
pandemic.0

On 5 June 2020, Lord Paul Deighton (the Chairman of HAL) wrote to Dame Deirdre Hutton (the
Chair of the CAA)%' requesting that the CAA reopen the Q6 price control “fto recalibrate
Heathrow’s incentives” on the basis that the current settlement was “unsustainable”. Lord Paul
Deighton referred to the “unprecedented challenges” the aviation industry was experiencing as a
result of the Covid-19 pandemic, and concluded that HAL would “separately set out more details
of [its] request and potential mechanisms for a reopener to [the CAA’s] Chief Executive” and it
was seeking “discussions on how we can urgently move to implementation as delay is not in the
interests of consumers or other stakeholders.”

On 23 June 2020, the CAA published a consultation entitled ‘Economic regulation of Heathrow:
policy update and consultation’ (the "June 2020 Consultation").52 The CAA noted that HAL’s IBP
had been published in December 2019 on the basis that the construction of a third runway at
Heathrow Airport was proceeding. However, on account of Heathrow Airport’s expansion now
being paused, and given the changed circumstances in light of the outbreak of Covid-19, the CAA
concluded that the IBP was substantially out of date, and set out its expectation and guidance for
HAL to produce a revised business plan towards the end of 2020. More specifically, the CAA
stated:

“We do not currently expect construction for expansion to restart during H7. If expansion
restarts, we will treat it as an add-on to the price control. This, and the impact of the covid-
19 pandemic on traffic volumes, means that several key assumptions used to construct the
IBP are no longer appropriate. These include assumptions on traffic forecasts, the capex
plan, financing and financeability and several other key building blocks.”s3

The CAA stated that HAL'’s revised business plan should capture, among other things: (i) the
outcomes of CE; (ii) HAL'’s latest thinking on traffic scenarios and efficient levels of cost; and (iii)
HAL’s views on the form and duration of price control arrangements best suited to dealing with
any remaining uncertainty.

In response to the June 2020 Consultation, HAL issued a revised financial forecast and
accompanying narrative in July 2020 (referred to as its Building Block Update ("BBU"))%.
Following HAL’s BBU, a period of CE between HAL and its airline customers began, running
between August and October 2020. HAL issued its Revised Business Plan ("RBP") on 18
December 2020.55 HAL's RBP “base case” implied a substantial increase in airport charges
compared to the iH7 charge (c.£30 per passenger (in 2018 prices) compared to an average of
c.£22 for 2020 (in nominal prices)).

Meanwhile, in July 2020, HAL had also sent the CAA a request that it should reopen the Q6 price
control by making an upward adjustment to HAL's RAB of £1.7 billion to address the shortfall in
revenue it expected to recover in 2020 and 2021 due to the impact of the Covid-19 pandemic
("HAL’s Application").%¢

Specifically, HAL requested:

(@)  adepreciation holiday for 2020 and 2021;

50

51

52

53

54

55
56

Heathrow Airport Limited, Response to Economic regulation of Heathrow: programme update (CAP1914), page 2,
paragraph 2 [Exhibit NoA1/65/4677].

Letter from Paul Deighton (HAL) to Deirde Hutton (CAA) requesting a reopening of Q6 price control dated 5 June 2020
[Exhibit NoA1/88/7886].

CAA June 2020 Consultation [Exhibit NoA1/58/4203].

CAA June 2020 Consultation, page 29, paragraph 2.7 [Exhibit NoA1/58/4231].

CAA, Economic regulation of Heathrow Airport Limited: H7 Initial Proposals — Summary (CAP2265A) (H7 Initial
Proposals Summary), page 9, paragraph 16 [Exhibit NoA1/35/1629].

Heathrow Airport Limited, H7 Revised Business Plan (Detailed), 1 December 2020 [Exhibit NoA1/102/8662].

Heathrow Airport Limited, Application for Covid-related RAB adjustments: Final Submission (HAL's Covid RAB
Adjustment Application) [Exhibit NoA1/8/335].
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3.18

3.19

3.20

3.21

(b)  an upward adjustment to the starting RAB in the H7 determination of £1.7 billion (based on
the actual revenue outturn for 2020 and the forecast revenue for 2021 to correct for any
difference between the RAB change and that implemented through the depreciation
holiday) (this request was later adjusted upwards to £2.8 billion);

(c)  no depreciation to be applied to this element of the RAB for H7, but return to be included
in prices from 2022 in H7; and

(d) a final adjustment to the RAB to be made at the end of 2022, reflecting actual outturn
revenue for 2021 and prices for 2023 onwards adjusted accordingly.5”

Both HAL’s BBU and the RBP were based on the assumption that HAL could recover the full
Covid-19 related RAB adjustment that it had requested at the time (£1.7 billion).

The CAA consulted on HAL’s Application in October 2020 (the "October 2020 Consultation")58
and February 2021 (the "February 2021 Consultation")%® before issuing a decision to make an
upward adjustment of £300 million (in 2018 prices) to HAL's RAB in April 2021 (the "April 2021
RAB Adjustment Decision").®® These consultation exercises and the April 2021 RAB
Adjustment Decision are addressed more fully in Ground 3 (at Section B) below.

On 5 May 2021, Helen Stokes (Head of Legal, Regulation and Operations at HAL) wrote to the
CAA, seeking to clarify the formal status and effect of the April 2021 RAB Adjustment Decision.®"
More specifically, HAL sought clarification as to whether the April 2021 RAB Adjustment Decision
was a final decision as to any aspect of the regulatory package that would apply during the H7
Price Control. In its response dated 11 May 2021,%2 the CAA clarified that the April 2021 RAB
Adjustment Decision was a decision by the CAA only on the package of measures that would
apply pending the start of the H7 Price Control, and that the appropriate forum for oversight of the
April 2021 RAB Adjustment Decision would be as part of any appeal to the CMA. The CAA noted
that, in the event of such appeal, the CAA “will not seek to argue that HAL (or airlines) should be
precluded from challenging any aspect of the CAA’s H7 licence modifications on the basis that it
reflects a decision already taken in the [April 2021 RAB Adjustment Decision] that ought to have
been challenged by way of judicial review.”63 64

On 27 April 2021, the CAA published a consultation entitled ‘Economic regulation of Heathrow
Airport Limited: Consultation on the Way Forward (the "April 2021 Way Forward Document").55
In the April 2021 Way Forward Document, the CAA: (i) recognised the ongoing difficulties

57
58

59

60

61
62

63

64

65

HAL's Covid RAB Adjustment Application, pages 4-5 [Exhibit NoA1/8/338-339].

CAA, Economic regulation of Heathrow Airport Limited: response to its request for a covid-19 related RAB adjustment
(CAP1966) (CAA October 2020 RAB Consultation) [Exhibit NoA1/9/378] and CAA, Economic Regulation of
Heathrow Airport Limited: response to its request for a covid-19 related RAB adjustment — Appendices (CAP1966A)
(CAA October 2020 RAB Consultation Appendices) [Exhibit NoA1/10/414].

CAA, Economic regulation of Heathrow Airport Limited: response to its request for a Covid-19 related RAB adjustment
(CAP2098) (CAA February 2021 RAB Consultation), [Exhibit NoA1/11/453] and CAA, Economic regulation of
Heathrow Airport Limited: response to its request for a Covid-19 related RAB adjustment — Appendices (CAP2098A)
(CAA February 2021 RAB Consultation Appendices) [Exhibit NoA1/12/502].

CAA, Economic regulation of Heathrow Airport Limited: response to its request for a Covid-19 related RAB adjustment
(CAP2140) (RAB Adjustment Decision) [Exhibit NoA1/13/557].

Letter from HAL to CAA: "CAP2140: Status of the CAA's document" dated 5 May 2021 [Exhibit NoA1/91/7895].

Letter from the CAA to HAL: "Status of CAP2041 "Economic Regulation of Heathrow Airport Limited: "Response to its
request for a covid-19 related RAB adjustment"” (the "Response”)" dated 11 May 2021 [Exhibit NoA1/92/7897-7898].
Letter from the CAA to HAL: "Status of CAP2041 "Economic Regulation of Heathrow Airport Limited: "Response to its
request for a covid-19 related RAB adjustment"” (the "Response")" dated 11 May 2021, page 2 [Exhibit NoA1/92/7898].
See also H7 Final Proposals Section 3, pages 100-101, paragraphs 10.61-10.62 [Exhibit NoA1/23/1006-1007], which
states: “For the avoidance of doubt, the April 2021 RAB Adjustment Decision was intended to be our final decision to
give effect to the inclusion of the £300m in HAL’s opening RAB for H7 RAB. ... Nonetheless, this change will be put into
effect through the same licence modifications that will introduce the H7 price control. As such, airline stakeholders will
be able to appeal this decision to the CMA if they disagree with our reasoning and approach to these matters.” In
addition, see Robert Toal's statement on 3 November 2022: “In due course, this process will provide key stakeholders
with the right to appeal the licence modification, which will encompass our decisions on HAL'’s regulatory asset base
(including in relation to the interim RAB adjustment)”, Email correspondence between Simon Laver (IATA) and Robert
Toal (CAA): "ORC and OBR Next Steps" [Exhibit NoA1/95/7908].

CAA, Economic regulation of Heathrow Airport Limited: Consultation on the Way Forward (CAP2139) (April 2021 Way
Forward Document) [Exhibit NoA1/59/4320].
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3.22

3.23

3.24

3.25

3.26

3.27

associated with traffic forecasting in uncertain circumstances, (ii) set out its initial assessment of
HAL’s RBP, and (iii) outlined the CAA’s proposed next steps.

HAL subsequently issued an updated revised business plan ("RBP Update 1") at the end of June
2021.56 HAL’s RBP Update 1 stated that the lower passenger numbers expected over the H7
period (due to the impact of the Covid-19 pandemic) meant airport charges would need to be
increased beyond the level HAL had previously set out. It included two scenarios: one implying
average charges over H7 of ¢.£32 per passenger and the other implying average charges over
H7 of £43 per passenger (both in 2018 prices).

During the period June 2021 — January 2022, HAL submitted evidence which was critical of the
CAA and its April 2021 RAB Adjustment Decision to the House of Commons Committee of Public
Accounts ‘Principles of Effective Regulation’ inquiry®” and to the House of Commons Transport
Committee inquiry to plot the aviation sector’s route to recovery following the Covid-19
pandemic.%8

The CAA issued its initial proposals in respect of the H7 price control period (the "Initial
Proposals") in October 2021. These set a wide range for the regulated airport charge (£24.50 to
£34.40 per passenger, in 2020 prices) to reflect the uncertain circumstances prevailing at that
time due to the ongoing Covid-19 pandemic.®® The CAA set out its views on the way forward for
dealing with HAL’s airport charges from 31 December 2021 (when the Q6 price control expired)
until the H7 price control arrangements were due to come into effect (at that time, predicted to be
early 2022). The CAA proposed to put in place a licence condition to regulate HAL’s prices in
2022 — a £29.50 “holding price cap” — and it published a notice of such licence modification in
Appendix C to the H7 Initial Proposals. The indicative timetable published in the H7 Initial
Proposals provided for responses to the proposed licence modification in November 2021 and to
the Initial Proposals by December 2021, followed by the CAA'’s final proposal (March/April 2022)
and final decision (May/June 2022), with the licence modification taking effect in July/August
2022.70

The CAA received “detailed responses” to the Initial Proposals, which included responses from
HAL and the airlines,”" including VAA and Delta. In their joint response to the CAA’s consultation
on the Initial Proposals, VAA and Delta stated that the delay in the CAA’s process had “left airlines
and consumers in the dark as to what level of charges will be ultimately levied. As an airline, we
are therefore unable to take informed commercial decisions as to how to approach charges going
forward. This issue affects all tickets being sold for flying at any point in 2022”.72 In addition to
delay, VAA and Delta expressed concern that the CAA had provided its price control model to
consultation respondents only after the consultation period had already begun.”?

Alongside its response to the H7 Initial Proposals in December 2021, HAL submitted a second
update to its RBP ("RBP Update 2")7# which was stated to provide key updates to its H7 building
block forecasts to reflect new market data and evidence that had become available since the
publication of RBP Update 1 in June 2021.

In December 2021, the CAA issued its decision to impose a holding price cap for 2022 at the mid-
point of the range set out in its Initial Proposals (£29.50 per passenger (in 2020 prices)) (the
"Holding Price Cap 2022").7°> The Holding Price Cap 2022 (£30.19 in 2022 prices) was in effect

66
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Heathrow Airport Limited, H7 Revised Business Plan: Update 1 (H7 Revised Business Plan Update 1),

1 June 2021 [Exhibit NoA1/108/9678].

Public Accounts Committee, "Principles of effective requlation" [Exhibit NoA1/110/9974], and Heathrow Airport Limited,
Written evidence submitted by Heathrow Airport (PER0006), June 2021 [Exhibit NoA1/107/9673].

Airlines and Airports, "Supporting recovery in the UK aviation sector" [Exhibit NoA1/116/10193].

H7 Initial Proposals Summary, Table 3 [Exhibit NoA1/35/1641-1642].

H7 Initial Proposals Summary, paragraph 77 and Table 4 [Exhibit NoA1/35/1643].

H7 Final Proposals Summary, paragraph 44 [Exhibit NoA1/21/814].

VAA and Delta, Response to economic regulation of Heathrow Airport Limited: H7 Initial Proposals — 2022 Charges
Consultation (CAP2265) (VAA and Delta Joint Response to H7 Initial Proposals — 2022 Charges), paragraph 3.1
[Exhibit NoA1/41/1984].

VAA and Delta Joint Response to H7 Initial Proposals — 2022 Charges, paragraph 1.12 [Exhibit NoA1/41/1981].
Heathrow Airport Limited, A20 Revised Business Plan: Update 2 [Exhibit NoA1/113/10046].

CAA, Economic regulation of Heathrow Airport Limited from January 2022: notice of licence madifications (CAP2305)
[Exhibit NoA1/62/4595].

11/80027900_1 19



NON-SENSITIVE VERSION

3.28

3.29

3.30

3.31

between 1 January 2022 and 31 December 2022. The CAA stated that it intended the Holding
Price Cap 2022 to be ‘trued up/down’ in the light of its Final Decision for the H7 period.

Although the final proposals were timetabled for March/April 2022 (see paragraph 3.24),76 the
CAA published its final proposals for H7 on 28 June 2022 (the "H7 Final Proposals").”” The
CAA’s H7 Final Proposals were based on retaining the Holding Price Cap 2022 for 2022, with the
price cap for subsequent years reducing each year over the H7 period to £21.75 in 2026 (2020
prices). The CAA confirmed its £300 million ex post RAB adjustment in the H7 Final Proposals,
but concluded that any further RAB adjustment would not further the interest of consumers
regarding the range, availability, continuity, cost and quality of AOS, nor be necessary to support
the efficient financing of HAL. The H7 Final Proposals stated that the final decision, originally
timetabled for May/June 2022, was intended to be published “in the Autumn of 2022". 78

After publication of the H7 Final Proposals, the CAA received “a large number of detailed
responses”,” including consultation responses from HAL, eleven airlines (including VAA), three
airline associations, and an airport hotel operator. The H7 Final Decision records that the airlines
“repeated many of the concerns they had raised at earlier stages of the process, suggesting that
the proposed charge was too high and should be no more than around £18.50 on average across
the H7 period” and that they “considered that the Final Proposals included a number of
fundamental errors in relation to areas such as the passenger forecast, the cost of capital and the
RAB adjustment’.8® HAL was also critical of the H7 Final Proposals, and raised a wide range of
challenges on all key areas of the building blocks and the price control as a whole. HAL
considered that the proposed charge was too low. 8"

The H7 Final Proposals stated the CAA would consider adopting a new passenger forecast and
revising its proposals for the H7 price control if “strong evidence” were to emerge during the period
of consultation that indicated the CAA’s “mid” case was not an appropriate average forecast for
2022 and beyond, and that retaining it would create significant bias.®? As explained in Section 4
below, as the Covid-19 pandemic restrictions were gradually lifted in the spring and early summer
2022, passenger numbers at Heathrow did increase significantly in 2022 beyond the 45.4 million
which had been forecast by HAL,8* and 54.9 milllion as forecast by the CAA,8% to 61.6 million.8
This upward trajectory exceeded the projections by HAL and the CAA by c. 36% and c. 12%,
respectively.

Developments in the economy after the H7 Final Proposals, namely the high degree of volatility
in forecasts of inflation and interests rates in autumn 2022,87 led the CAA to extend the
consultation period to consider (i) the responses to its H7 Final Proposals and (ii) whether a further
consultation would be likely to help the CAA to discharge its duties in making the final
determination on the H7 price control.8 The CAA considered that it was “no longer possible to
reach and implement a Final Decision on all aspects of the H7 settlement in a timely way to come
into effect when the current holding price cap expires on 31 December 2022”.8° As it had done in
December 2021, the CAA decided to introduce a further holding price for 2023, on a similar basis
to the interim arrangements which the CAA had introduced a year earlier through the Holding
Price Cap 2022.

76
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78
79

80
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H7 Initial Proposals Summary, paragraph 77 and Table 4 [Exhibit NoA1/35/1643].

CAA, Economic regulation of Heathrow Airport Limited: H7 Final Proposals — Summary (CAP2365A) (H7 Final
Proposals Summary) [Exhibit NoA1/21/803].

H7 Final Proposals Summary, paragraph 117 [Exhibit NoA1/21/833].

CAA, Economic regulation of Heathrow Airport Limited: setting an interim price cap for 2023 (CAP2488) (Holding Price
Cap 2023 Consultation Document), paragraph 10 [Exhibit NoA1/63/4637].

CAA, H7 Final Decision: Summary (CAP2524A) (H7 Final Decision Summary), paragraph 20 [Exhibit NoA1/1/8].
Ibid.

H7 Final Proposals Summary, paragraph 108 [Exhibit NoA1/21/832].

Holding Price Cap 2023 Consultation Document, paragraph 10 [Exhibit NoA1/63/4637].

H7 Final Proposals Summary, paragraph 48 and Table 1 [Exhibit NoA1/21/815-816].

Ibid.

H7 Final Decision Summary, paragraphs 40-41 and Table 1 [Exhibit NoA1/1/12].

Holding Price Cap 2023 Consultation Document, paragraph 11 [Exhibit NoA1/63/4637].

Holding Price Cap 2023 Consultation Document, paragraph 13 [Exhibit NoA1/63/4637].

Holding Price Cap 2023 Consultation Document, paragraph 1.5 [Exhibit NoA1/63/4639].
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3.32

3.33

3.34

3.35

On 8 December 2022, the CAA published ‘Economic regulation of Heathrow Airport Limited:
setting an interim price cap for 2023’ (the "Holding Price Cap 2023 Consultation Document").%
The CAA stated that the proposed interim cap (£31.57 in nominal prices) would replace the
Holding Price Cap 2022 which was due to expire on 31 December 2022, and its value was in line
with the price cap in the H7 Final Proposals. As with the Holding Price Cap 2022, the CAA
committed to ‘true up’ or ‘true down’ the interim price cap for 2023 to account for any difference
between it and the final price cap for the H7 period. The consultation period closed on 22
December 2022 (two weeks following the publication of the Holding Price Cap 2023 Consultation
Document), with the new holding price cap expected to come into effect during February 2023.°1

The Holding Price Cap 2023 Consultation Document did not specify a month for the CAA’s final
decision in respect of the H7 price control, but did indicate that the “wider H7 price review
programme will continue at an appropriate pace with the aim of allowing both the CAA’s Final
Decision and any appeal to the CMA to be concluded during 2023”.%? In response to the Holding
Price Cap 2023 Consultation Document, HAL stated that it was “unacceptable to have no clear
complete timeline for the regulatory process and to rely on last minute publications to ensure the
right provisions are in place”,®® and criticised the CAA’s H7 Final Proposals, published in June
2022, as “materially out of date”.®* It pointed out that the delays to the price control “also mean
that 2022 performance” — which respondents to the CAA’s consultation had provided forecasts
for — “is now available and does not need to be forecast’.®®* VAA and Delta similarly requested
that the CAA publish “a timetable for its Final Decision and indicates what, if any, further work it
is doing at this stage”®® and stated that “feJach round of delay comes at the expense of certainty
for the industry at large, and the longer the CAA takes, the more review of prior evidence it will
have to carry out (as the evidence base becomes increasingly outdated)’.” VAA and Delta
expressed concern that the CAA might have insufficient time to “do material work to amend the
interim cap in light of the consultation responses”, ahead of the CAA’s proposal to implement the
interim cap in February 2023,° given the requirement that a licence modification may not take
effect less than six weeks after the date on which notice of the licence modification is published.%°

On 1 February 2023, the CAA published ‘Economic regulation of Heathrow Airport Limited: setting
an interim price cap for 2023’ (the "Holding Price Cap 2023 Decision").'% The Holding Price
Cap 2023 Decision gave notice under section 22(6) of the Act of the CAA’s decision to modify
HAL’s licence in order to set an interim price cap for 2023 of £31.57 (the "Holding Price Cap
2023"), with effect from [15] March 2023. The CAA stated that it was aiming to publish its final
decision on the H7 price control in March 2023. As discussed in paragraph 3.35 below, the CAA
did so on 8 March 2023. Consequently, the CAA’s Holding Price Cap 2023 came into effect only
after the CAA had already published the H7 Final Decision.

Although intially timetabled by the CAA for May/June 2022,'°' the CAA’s H7 Final Decision was
published on 8 March 2023. The H7 Final Decision set a price cap of £23.06 (2020 real prices)
for the H7 price control period, %2 and again confirmed the CAA’s April 2021 RAB Adjustment
Decision to make an upward adjustment of £300 million to HAL’s RAB. %3 A notice under section
22(6) of the Act specifying the necessary modifications to HAL’s Licence accompanied the H7
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Holding Price Cap 2023 Consultation Document, paragraph 1.5 [Exhibit NoA1/63/4632].

Holding Price Cap 2023 Consultation Document, paragraphs 2.19-2.20 [Exhibit NoA1/63/4645-4646].

Holding Price Cap 2023 Consultation Document, paragraph 2.18 [Exhibit NoA1/63/4645].

Heathrow Airport Limited, Response to Economic regulation of Heathrow Airport Limited: setting an interim price cap for
2023 (CAP2488) (HAL Response to Holding Price Cap 2023 Consultation), paragraph 1.1.2 [Exhibit
NoA1/66/4688].

HAL Response to Holding Price Cap 2023 Consultation, paragraph 2.1.2 [Exhibit NoA1/66/4689].

HAL Response to Holding Price Cap 2023 Consultation, paragraph 2.1.3 [Exhibit NoA1/66/4689].

VAA and Delta Air Lines, Response to Economic regulation of Heathrow Airport Limited: setting an interim price cap for
2023 (CAP2488) (Holding Price Cap 2023 Joint Response), page 10, paragraph 3.12(a) [Exhibit NoA1/67/4702].
Holding Price Cap 2023 Joint Response, paragraph 2.2 [Exhibit NoA1/67/4697].

Holding Price Cap 2023 Joint Response, page 1 [Exhibit NoA1/67/4693].

CAA12, section 22(9) [Exhibit NoA1/69/4731].

CAA, Economic regulation of Heathrow Airport Limited: setting an interim price cap for 2023 — Notice of decision to
modify licence (CAP2515) (Holding Price Cap 2023) [Exhibit NoA1/64/4651].

H7 Initial Proposals Summary, paragraph 77 and Table 4 [Exhibit NoA1/35/1643].

H7 Final Decision Summary, paragraph 64 and Table 7 [Exhibit NoA1/1/17].

H7 Final Decision Summary, paragraph 54 [Exhibit NoA1/1/15].
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Final Decision and those modifications are due to come into effect on 1 May 2023.1%4 The CAA
concluded in the H7 Final Decision, published during the following month, that the Holding Price
Cap 2023 would not be changed for 2023.10%

104 CAA, H7 Final Decision: Appendix C (CAP2524E2) (H7 Final Decision Appendix C), paragraph C9 [Exhibit
NoA1/5/191].
105 H7 Final Decision Summary, paragraph 65 [Exhibit NoA1/1/17-18].
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4.1

4.2

PART IV: GROUND 1 - PASSENGER FORECAST
Overview

This ground concerns the CAA’s errors in forecasting the number of passengers travelling to and
from Heathrow Airport during each year of the H7 price control period (passenger forecasts).
Under- or over-estimating passenger forecasts by even a relatively small amount can have
significant consequences for the airport charge:

(@) Inthe H7 Final Decision, the CAA explained that the number of passengers using Heathrow
Airport is of “central importance to the overall economics of the airport”,'% and rightly noted
that the passenger forecast the CAA sets is a “key driver of our calculation of the maximum
allowed level of allowed airport charges”. %"

(b)  The airport charge is calculated on a per-passenger basis; specifically the passenger
forecast is used as the ‘denominator’ for translating the revenue requirement that the CAA
determines is appropriate for HAL to be able to generate in order to deliver airport operation
services during the H7 period into a maximum ‘yield per passenger’ which can be used by
HAL to set airport charges.'% The airport charge is therefore highly sensitive to changes in
passenger forecasts.

(c)  Furthermore, passenger forecasts directly influence other key building blocks feeding into
the airport charge; in particular, passenger traffic is a key driver of HAL’s expected
operating expenditure and commercial revenues. Moreover, the adjustments to the airport
charge resulting from the TRS mechanism are calculated with reference to the variations
between projected and actual allowed revenues (which are in turn driven by the differences
between projected and actual passenger traffic).

(d)  Therefore, as the CAA itself highlighted in its H7 Final Decision, ensuring that passenger
forecasts are appropriate “is a fundamental step in allowing us properly to further the
interests of consumers, having regard to the matters required by CAA12." 109

(e) Therefore, as the CAA itself highlighted in its H7 Final Decision, ensuring that passenger
forecasts are appropriate “is a fundamental step in allowing us properly to further the
interests of consumers, having regard to the matters required by CAA12.”110

() MW1 further highlights the significance of the passenger forecast figures,'"! noting in
particular the different passenger forecasts adopted by the CAA throughout the H7
consultation process and the substantial financial impact which these fluctuations have on
the total level of the charge HAL is permitted to levy.

The Appellant submits that the CAA has erred in the H7 Final Decision by materially under-
estimating the passenger forecast and setting it too low. The error stems from the methodology
employed by the CAA, as set out in Chapter 1 of its Final Decision. There, the CAA erroneously:

(a) took as its “baseline” figures which were determined by the use of an outdated and
demonstrably inaccurate model provided to the CAA (but not the Appellants) by HAL. This
rendered the process unfair (amounting to a material error of law and/or a material error in
the exercise of its discretion) and led to the inclusion of a flawed input to the forecasting
exercise (resulting in a material error of fact and/or a material error in the exercise of its
discretion); and
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107
108

109
110
111

CAA, H7 Final Decision: Section 1 on the regulatory framework (CAP2524B) (H7 Final Decision Section 1), paragraph
1.1 [Exhibit NoA1/2/28].

H7 Final Decision Section 1, paragraph 1.2 [Exhibit NoA1/2/28].

H7 Final Decision Section 1, paragraph 1.1-1.2 [Exhibit NoA1/2/28]. The passenger forecast is also important for other
elements of the price control including the calibration of the traffic risk sharing (TRS) mechanism, operating and capital
expenditure and commercial revenues.

H7 Final Decision Section 1, paragraph 1.3 [Exhibit NoA1/2/28].

H7 Final Decision Section 1, paragraph 1.3 [Exhibit NoA1/2/28].

Paragraphs 51-56 [MW1/15-16].
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4.3

4.4

45

46

(b) concluded that the evident failures in the model could be addressed by a series of
“adaptations and changes”, specifically the four “steps” set out at paragraphs 1.53-1.67 of
Chapter 1 of the Final Decision. Each of those four steps are themselves tainted by material
errors (as set out at paragraph 4.47 below). However, even if one were to assume that
those “adaptations” could be defended, the CAA was in any event wrong to conclude that
these were capable of addressing the difficulties posed by the HAL model.

Further detail of these errors is set out below.

The consequence of these errors, both individually and collectively, is that the maximum allowed
yield per passenger (i.e. the per passenger charge) has been set too high, contrary to the interests
of consumers. This has the consequence that HAL will be over-compensated and consumers will
be harmed. This is because when actual passenger numbers exceed forecasts, HAL will benefit
from additional revenues (to the detriment of consumers) for the following reasons:

(a) using lower passenger forecasts as the basis for calculating the price cap results in a higher
overall per-passenger charge; and

(b) when actual passenger traffic exceeds the forecast, HAL receives additional revenues
(equal to the passenger charge multiplied by the difference between forecast and actual
passenger numbers).

The Appellant contends that the errors in the CAA’s methodology for calculating passenger
forecasts (and their consequences for the H7 Final Decision as a whole) are such as to render it
“wrong” within the meaning of section 26 of the Act. These legal consequences are summarised
in sub-section D.

These errors are material. Once corrected, based on a forecast using current data available, the
passenger forecast increases by 17 million passengers over the five year price control period,
and resulting in the maximum allowed yield per passenger being reduced by £1.32 on average
over the period."?

The Appellant therefore requests that the CMA quash the H7 Final Decision under section 27(2)
of the Act insofar as it sets the passenger forecasts on the basis of the numbers in the final row
of Table 1.7, Chapter 1 of the H7 Final Decision with a total of 375.5 million passengers over the
H7 period (as replicated in the Table below). The Appellant requests that the CMA should exercise
its powers to determine the appropriate passenger forecasts by reference to a permissible
methodology. The Appellant considers that there are two alternative approaches open to the
CMA:

(@) First (which the Appellant considers is most likely to yield an accurate result for the reasons
set out in more detail below), is for the CMA to conclude that no regard should be had to
the HAL model in the absence of its disclosure and that the forecast should be reckoned
by other inputs. The Appellant invites the CMA to substitute the CAA's forecasts with
corrected passenger forecasts which, based on the methodology explained in Section E
and the current data available, totals 392.5 million passengers over the H7 period (as set
out in the Table below).

Passengers 2022 2023 2024 2025 2026 H7
(million)

CAA’s decision 61.6 73.0 789 80.7 81.3 375.5
Corrected 64.3 776 82.0 83.6 85.0 3925
passenger

forecasts!!?

112

See paragraph 175 [MW1/67-68].
Based on data as of March 2023.
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4.7

4.8

4.9

4.10

4.11

412

(b)  Alternatively, the CMA could direct that the HAL model (in both its original, and amended
form) be disclosed (subject to appropriate confidentiality terms) in accordance with
paragraph 12.2 of the Airport Licence Condition Appeal Rules and paragraph 24 of
Schedule 2 of the Act.

The relief sought is further detailed in Section E.
The key evidence that the Appellant requests the CMA reads when considering this ground is:

(@) Chapter 1 of the H7 Final Decision in which the CAA explains the process it undertook in
setting the passenger forecast for H7 and the results of this process;

(b)  Chapter 1 of the H7 Final Proposals;

(c)  Areport by Skylark entitled “H7 Forecast Update Review” dated February 2023 which was
commissioned by the CAA (the "Final Decision Skylark Report"); and

(d) MWI1, in which Matthew Webster, Customer Journey Lead at the Appellant, presents
evidence to support the position that the passenger forecast set by CAA are too low.

The CAA’s decision

In this section and MW1, the Appellant more fully describes the substantive and procedural
background leading to the CAA’s H7 Final Decision on its passenger forecast.

The CAA’s methodology

Consistently using the HAL model as the basis for its forecast, the CAA has adapted its
methodology for setting the passenger forecasts for H7 during the price control process, including
in the H7 Final Decision where it was able to take into account actual data for 2022 passenger
numbers.

In the H7 Initial Proposals, the CAA explained that the onset of the covid-19 pandemic in early
2020 delivered an unprecedented shock to the aviation industry with passenger numbers in April
2020 having “collapsed at Heathrow airport to approximately 3% of the levels expected when the
interim price control and airport/airline commercial deal was put in place in 2020 and 2021”.114

This meant that HAL’s established approach to forecasting was not fit for purpose, so HAL
adapted its approach to model the impact of travel restrictions related to the covid-19 pandemic.
HAL’s December 2020 RBP showed “steady recovery from the impact of the covid-19
pandemic”!'5 albeit none of the output scenarios exhibited a return to 2019 passenger volumes
(80.9m passengers).

The CAA decided to use HAL’s adapted model as the basis for its passenger forecast in its Initial
Proposals on the basis that it considered this represented a “reasonable approach’''® to
modelling passenger volumes in light of the difficult and uncertain circumstances of the covid-19
pandemic. However, the CAA also acknowledged that HAL'’s use of the modelto create scenarios
involved a number of “difficult judgments”'” meaning that it was important that the CAA should
carefully review HAL’s approach so the resulting forecasts represented a reasonable review of
the likely level of passenger numbers in the future. The CAA explained “we have decided to use
HAL’s models as the basis for our passenger forecast for Initial Proposals, but where our views
have differed from HAL’s, we have made adjustments in the models, or corrected the output to
reflect the likely effect of such differences”.''® The CAA stated it made adjustments including:

114

115
116
17
118

CAA, Economic regulation of Heathrow Airport Limited: H7 Initial Proposals — Section 1 on overall approach and
building blocks (CAP2265B) (H7 Initial Proposals Section 1), paragraph 2.6 [Exhibit NoA1/36/1665].

H7 Initial Proposals Section 1, paragraph 2.8 [Exhibit NoA1/36/1665].

H7 Initial Proposals Section 1, paragraph 2.23 [Exhibit NoA1/36/1670].

Ibid.

H7 Initial Proposals Section 1, paragraph 2.24 [Exhibit NoA1/36/1670].
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4.13

4.14

4.15

4.16

417

4.18

(a) corrections to mitigate the effect of asymmetric distributions in HAL’s model to remove
downside bias;'"°

(b) adjustments to remove the effect of fare increases due to reduced business travel; 20
(c) the removal of supply capping for all but the ‘low’ scenarios; 2!

(d) adjustments to increase fleet capacity where assumptions were judged to be overly
pessimistic; 122 and

(e) adjustments to correct for HAL’s erroneous assumptions about market share constraints. 123

These adjustments led to the passenger forecast used in the Initial Proposals to be set at 339.2
million, which was 6.8% higher than HAL’s updated RBP forecast of 317.7 million.'>* The CAA
published a report from Skylark Consulting Group ("2021 Skylark Report"”), which supported
these forecasts.?®

At the same time as publishing the H7 Initial Proposals, the CAA published a consultation
document on the introduction of an interim price cap for 2022. The CAA explained that (at that
time), its final decision was not expected “until early in 2022” and that “without further action by
the CAA, there will be no price cap applicable to HAL from 1 January 2022”.1%6 The Holding Price
Cap 2022 proposals were based on the H7 Initial Proposals, 27 including the passenger forecast
number for 2022.128 The CAA stated that it intended the Holding Price Cap 2022 to be ‘trued up
or down’ in the light of the H7 Final Decision.'?®

In response to the H7 Initial Proposals, HAL provided RBP Update 2 which included updated
passenger forecasts. HAL's mid-case forecast was slightly lower than its earlier forecasts at 317.1
million passengers, but its low case forecast was revised upwards to 244.1 million passengers.

The Airline Operators Committee which supports and represents the airline community at
Heathrow Airpot "AOC"/ "LACC" (an airline consultation group)', provided new passenger
forecasts on behalf of airlines, informed by latest trends including the removal of traffic restrictions,
airline activity, and Heathrow performance against UK-wide trends, which projected 398 million
passengers for H7 and recovery in 2022 expected to be at 89% of 2019 levels. 3!

Airlines, including the Appellant, submitted that the CAA’s forecasts were unduly pessimistic and
referred to recent Eurocontrol forecasts for total flights and schedule data for 2022 as evidence
that the recovery would be faster than the CAA had suggested. 132

Airlines also raised concerns about a lack of access and transparency in the forecasting process
and the actual models used in the CAA’s analysis. A key concern was the overreliance by CAA
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H7 Initial Proposals Section 1, paragraphs 2.25-2.26 [Exhibit NoA1/36/1670].

H7 Initial Proposals Section 1, paragraphs 2.27-2.29 [Exhibit NoA1/36/1670].

H7 Initial Proposals Section 1, paragraphs 2.30-2.32 [Exhibit NoA1/36/1671].

H7 Initial Proposals Section 1, paragraphs 2.33-2.35 [Exhibit NoA1/36/1672].

H7 Initial Proposals Section 1, paragraphs 2.36-2.39 [Exhibit NoA1/36/1672-1673].

H7 Initial Proposals Section 1, paragraph 2.45, Table 2.1 [Exhibit NoA1/36/1674].

Skylark, H7 Forecast Review: Final Report (2021 Skylark Report) [Exhibit NoA1/28/1948].

CAA, Economic regulation of Heathrow Airport Limited: H7 Initial Proposals — Section 3 on incentives and other issues
(CAP2265B) (H7 Initial Proposals Section 3), paragraph 15.4 [Exhibit NoA1/38/1887].

CAA, Economic regulation of Heathrow Airport Limited from January 2022: notice of licence modifications (CAP2305),
paragraphs 9 and 1.31 [Exhibit NoA1/62/4601 and 4610].

See H7 Initial Proposals Section 1, page 27, Table 2.1 [Exhibit NoA1/36/1674].

CAA, Economic regulation of Heathrow Airport Limited from January 2022: notice of licence modifications (CAP2305),
page 25, paragraph 2.19 [Exhibit NoA1/62/4620].

Further detail as to their role is provided at paragraph 39 [MW1/11-12].

AOC, LACC and IATA, Economic regulation of Heathrow Airport Limited: H7 Initial Proposals (AOC, LACC and IATA
Response to H7 Initial Proposals) [Exhibit NoA1/46/2326].

VAA, Response to Economic regulation of Heathrow Airport Limited: H7 Initial Proposals (VAA Response to H7 Initial
Proposals) [Exhibit NoA1/43/2199].
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on using HAL'’s forecast models. 133 MW1 further details the correspondence between airlines and
HAL/the CAA in relation to access to HAL's model. '3

In the H7 Final Proposals, the CAA acknowledged that forecasting passenger volumes during
the covid-19 pandemic was “particularly challenging”.'3> The CAA accepted that there had been
a “strong recovery’ in passenger numbers but considered that there “remained uncertainties
about the path of recovery in the light of macroeconomic headwinds and other uncertainties”. 36

The CAA recognised that, despite repeated requests, “HAL has refused to make its passenger
forecasting models openly and transparently available to stakeholders.”'3” The CAA stated that
HAL’s conduct “has undermined our confidence in the credibility and robustness of HAL’s
passenger forecasts and caused us to place less weight on this evidence”.'3 Despite this, HAL’s
passenger forecasting model — as modified by the CAA — remained at the heart of the CAA’s
analysis.

The CAA stated that it had used a “much wider range of information” to set passenger forecasts
in the H7 Final Proposals (as compared with the Initial Proposals) and that “HAL’s forecast and
forecasting method has been given less weight in the development of our forecast, as it has
become one of a number of forecasts that we have considered”.'3® In particular, the CAA stated
that, in addition to using HAL’s model, it had sourced and considered a range of traffic forecasts,
alongside other relevant information and evidence. It stated that this included: sourcing
independent traffic forecasts from different sectors of the industry; developing a method to
consistently derive Heathrow-specific forecasts of passengers; assessing recent developments
(in relation to the covid-19 pandemic, the evolving macroeconomic outlook and the impact of the
Russian invasion of Ukraine); and exploring the latest developments in the industry with
stakeholders. 40

The CAA used this information to develop ‘low’ and ‘mid’ scenarios with the ‘mid’ scenario driving
the CAA’s calculation of the airport charges. It also applied a ‘shock’ factor on the basis that it
considered there remained a possibility for unforeseen external demand shocks.

However, the CAA confirmed that the starting point for developing the passenger forecasts was
“a forecast using our own assumptions and HAL’s model”.'*' The CAA identified concerns with
elements of HAL’s model and applied adjustments (similar to those applied in the Initial Proposals)
to address these issues.

The CAA also considered revised forecasts from HAL and from AOC/LACC, on behalf of the
airlines noting that there was a “significant divergence” of views and a “great deal of continuing
uncertainty over how developments in the industry, the economy, the aviation market and the
course of the covid-19 pandemic will affect traffic at Heathrow”.142

In setting the Final Proposals forecasts, the CAA considered the 2022 forecast separately from
the rest of the H7 period. The CAA concluded that passenger numbers in 2022 should be set at
68% of 2019 levels. This contrasted with the forecasts from AOC/LACC which predicted that
passenger numbers would be at 89% of 2019 levels and HAL’s modelling which suggested that
passenger numbers would only be at 56% of 2019 levels.

For 2023 to 2026, the CAA concluded there was less emerging evidence and so it placed more
reliance on its CAA-amended HAL forecast, identifiable long-term trends and how the CAA
expected Heathrow traffic to be affected by them. As a general principle, the CAA suggested that

133
134
135

136
137
138
139
140
141
142

Ibid.

Paragraph 98 [MW1/29-32].

CAA, Economic regulation of Heathrow Airport Limited: H7 Final Proposals — Section 1 on overall approach and building
blocks (CAP2365B) (H7 Final Proposals Section 1), paragraph 1.13 [Exhibit NoA1/22/843].
Ibid.

H7 Final Proposals Section 1, paragraph 1.15 [Exhibit NoA1/22/844].

Ibid.

H7 Final Proposals Section 1, paragraph 1.18 [Exhibit NoA1/22/845].

H7 Final Proposals Section 1, paragraph 1.17 [Exhibit NoA1/22/844].

H7 Final Proposals Section 1, paragraph 1.20 [Exhibit NoA1/22/845].

H7 Final Proposals Section 1, paragraph 1.32 [Exhibit NoA1/22/849].
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“forecasts are more affected by the standard economic and supply drivers of passenger demand
and less by covid-19""43 during this period.

The CAA noted that “almost all of the forecasts we considered which covered the whole H7 period
predicted a return to 2019 levels of traffic (HAL’s being an outlier in the overall sample of forecasts
that did not predict a return to 2019 levels).”144

Moreover, while acknowledging the potential impact of macroeconomic factors such as rising oil
prices, the CAA confirmed that “the effect of these factors is tempered by a consideration of how
demand at Heathrow has historically been more robust in the face of economic headwinds than
at the rest of the UK airports, helped by the pressure of airlines to protect valuable Heathrow
slots™. 145

The CAA concluded by finding that on balance it was appropriate to allow for a “modest reduction”
in passenger numbers in 2023 and 2024 (largely reflecting economic pressures) and a “modest
increase” in 2025 to 2026 (reflecting the longer-term resilience of passenger traffic at Heathrow
Airport. The CAA stated that these changes “smooth the path of the forecast over the remainder
of H7 without significantly altering the overall passenger volumes for H7".146

The CAA also considered it appropriate to apply a ‘shock factor’ to cover temporary and difficult
to predict ‘non-economic shocks’ (such as major volcanic eruptions, terrorism events and wars)
to air travel. The CAA stated that this was “in line with regulatory precedent, in the form of previous
adjustments made by the CAA in the Q6 HAL price control...” 147

The synthesis of the CAA’s Final Proposals passenger forecasts from its CAA-amended HAL
forecast were presented in Table 1.5 (extracted below)148.

HT Final Proposals: Table 1.5 Summary of CAA forecast synthesis process, H7

2022 2023 2024 2025 2026 H7
CAA- 52.0 67.7 76.5 801 81.1 357.4
Amended
HAL Mid
(shocked)
CAA- 524 68.3 771 80.8 81.8 360.5
Amended
HAL Mid
(unshocked)
Adjustment | +3.0 -04 -1.1 +0.9 +0.5 360.5
CAA FP Mid | 55.4 679 76.0 81.7 823 363.4
(unshocked)
CAAFP 54.9 67.3 75.4 81.0 81.6 360.2
Mid

The CAA shared a report produced by Skylark, which had undertaken an independent quality
assurance of the CAA’s modified approach to forecasting passenger volumes for H7 ("2022
Skylark Report"). Skylark was not, however, provided with all of the information it would have
required to carry out a full independent quality assessment. In particular, it appears that it was not
provided with HAL's model (and therefore it was also not provided with the CAA’s adjustments to
HAL’s model).14? The CAA reported that the 2022 Skylark Report had approved of viewing the
available evidence “in the round” and considered this would more likely result in a realistic traffic

H7 Final Proposals Section 1, paragraph 1.70 [Exhibit NoA1/22/859].

H7 Final Proposals Section 1, paragraph 1.71 [Exhibit NoA1/22/860].

H7 Final Proposals Section 1, paragraph 1.74 [Exhibit NoA1/22/860].

H7 Final Proposals Section 1, paragraph 1.76 [Exhibit NoA1/22/860].

H7 Final Proposals Section 1, paragraph 1.77 [Exhibit NoA1/22/861].

H7 Final Proposals Section 1, paragraph 1.78 [Exhibit NoA1/22/861].

As explained at paragraph 147 149 [MW1/56-57]. See also page 3 of the 2022 Skylark Report, page 3 [Exhibit
NoA1/28/1347] and page 8 of the 2021 Skylark Report [Exhibit NoA1/40/1955].
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outlook for H7 but considered that the forecast may prove pessimistic for 2022 and potentially
optimistic in 2026.150

The CAA’'s numbers were significantly lower than those proposed by the AOC/LACC, which
predicted passenger numbers steadily rising throughout the H7 period: 15!

H7 Final Proposals: Extract from Table 1.6: CAA Final Proposals passenger forecasts
compared with HAL and AOC/LACC forecasts H7.

2022 2023 2024 2025 2026 H7
AOC/LACC | 72.0 77.7 80.9 82.5 84.9 398.0
HALRBP (455 58.0 67.7 71.8 80.9 356.6
u2 Mid
CAA FP 54.9 67.3 75.4 81.0 81.6 360.2
Mid

The CAA committed to adopting a new passenger forecast if conclusive evidence were to emerge
that the CAA’s Mid-case was no longer a “credible average forecast for 2022 and beyond’ . 152

In December 2022, given that the CAA’s Final Decision was still pending, the CAA outlined its
proposals to implement a further interim price cap for 2023. The CAA explained the 2023 Holding
Price Cap would “allow time for proper consideration of’ new evidence and specific developments
“and to ensure that the interests of consumers are properly protected”.'>* The CAA’s proposals
for the 2023 Interim Price Cap relied on the CAA’s H7 Final Proposals.15* Various stakeholders
(including the Appellant and Delta by way of joint response) responded to the CAA’s consultation
for the 2023 Interim Price Cap and were critical of the CAA’s proposals, including as the CAA
proposed to rely on outdated data and evidence. > The CAA issued a decision in relation to 2023
Holding Price Cap on 1 February 2023,1%6 adopting the position as set out in its consultation. The
CAA stated that it intended the 2023 Interim Price Cap would be ‘trued up or down’ in the light of
the H7 Final Decision. 157

At the beginning of 2023, the CAA and the airlines had the benefit of having actual passenger
numbers for 2022. In 2022, 61.6 million passengers travelled through the airport. This was ¢. 12%
higher than the CAA’s FP mid-case forecast, and c. 35% higher than HAL's RBPu2 mid-case
forecast.

In the H7 Final Decision, the CAA summarised responses to the Final Proposals noting that HAL
had repeated its objections to the assumptions and amendments made by the CAA to its
forecasting models and had provided new information and arguments to support its claims. 18
Meanwhile airlines had “for the most part ... presented a unified view’'® on the passenger
forecasts and raised concerns that the CAA’s model had underestimated the pace at which the
number of passengers using Heathrow had returned towards the levels observed before the
covid-19 pandemic and that the data the CAA had relied upon was outdated. Airlines also
criticised the CAA’s continued reliance on HAL'’s forecasting model which was not available for
scrutiny and encouraged more reliance on the available external forecasts. 160

150
151
152
153
154

H7 Final Proposals Section 1, paragraphs 1.81-1.83 [Exhibit NoA1/22/861-862].

H7 Final Proposals Section 1, paragraph 1.85 [Exhibit NoA1/22/863].

H7 Final Proposals Section 1, paragraph 1.86 [Exhibit NoA1/22/864].

Holding Price Cap 2023 Consultation Document, paragraph 13 [Exhibit NoA1/63/4637].

This resulted in the interim price cap being based on a passenger forecast of 65.2 million for 2023. Holding Price Cap
2023 Consultation Document, paragraph 2.12 [Exhibit NoA1/63/4644].

Holding Price Cap 2023 Joint Response, paragraph 1.8, [Exhibit NoA1/67/4695], and British Airways, Response to
Economic regulation of Heathrow Airport Limited: setting an interim price cap for 2023 (CAP2488) (Holding Price Cap
2023 BA Response), page 2 [Exhibit NoA1/68/4707].

Holding Price Cap 2023 [Exhibit NoA1/64/4651].

Ibid, 2.37.

H7 Final Decision Section 1, paragraph 1.20 [Exhibit NoA1/2/32].

H7 Final Decision Section 1, paragraph 1.22 [Exhibit NoA1/2/33].

H7 Final Decision Section 1, paragraphs 1.22-1.23 [Exhibit NoA1/2/33].
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The CAA confirmed that it had reviewed the new information which HAL had provided but “do not
consider these arguments are sufficiently persuasive for us to adopt a different approach”.'®" The
CAA stated that “our CAA-amended HAL Mid case forecast is more in line with external forecasts
than HAL’s Mid case forecast and we consider this supports the suitability of the set of
amendments we have made to HAL’s model’."%2

The CAA acknowledged that both HAL and the airlines had proposed that the CAA should look
again at passenger forecasts before reaching a decision. HAL stated that “comparing its risk-
weighted forecasts to external forecasts which are not risk-weighted was inappropriate”.63
Airlines stated that the CAA’s forecasts “should not reflect the effect of HAL’s ‘Local Rule A’
capacity cap in 2022",'%* on the basis that it was more appropriate to use the underlying demand
that would have been served by the airport had the cap not been imposed. Airlines provided
confidential material demonstrating their bookings and/or fleet plans for winter 2022/23 and
summer 2023.165

The CAA explained that throughout 2022, “Easter saw delays and cancellations at Heathrow and
elsewhere as staffing and capacity shortages caused airports and airlines to struggle to meet
returning demand. Between May [sic] and October 2022, HAL applied capacity restrictions under
Local Rule A to increase operational resilience and reduce queues, delays and cancellations. In
both November and December 2022, passenger humbers reached 89 per cent of 2019 levels,
the highest percentage of 2019 passenger numbers at Heathrow airport since the start of the
covid-19 pandemic. Since then, bookings have remained robust, despite the economic pressures
being faced by consumers”.16

The CAA recognised that since publication of the Final Proposals “we have observed a stronger
than anticipated recovery in passenger volumes”.'8” The CAA further acknowledged that the Mid-
case used in the Final Proposals is “no longer an appropriate forecast” and that retaining the
forecast would create “significant bias”.%®

The CAA’s H7 Final Decision

In light of the above, the CAA decided to adapt its method to forecasting on the basis that it was
no longer necessary to forecast passenger numbers for 2022 since the actual number of
passengers that used the airport during that period was available.'®® The CAA explained that it
had based its decision on the forecast used for the Final Proposals, but having modified it to
reflect the actual demand and forward bookings observed up to December 2022 and the change
in economic outlook since the Final Proposals had been published. 170

The CAA stated that it applied a four-step methodology to achieve its revised numbers: "
(1)  Step 1: Updating for actual passenger numbers and forward bookings: this involved taking

account of actual passenger data for 2022 and forward bookings to amend the forecast
from the Final Proposals across the H7 period;

(2)  Step 2: Updating for economic forecasts: this involved considering the impact of the latest
forecasts for the economic outlook on the passenger forecasts;

(3) Step 3: Validating with external forecasts: this involved comparing the CAA’s passenger
forecasts with independent external forecasts; and

161
162
163
164
165
166
167
168
169
170
171

H7 Final Decision Section 1, paragraph 1.25 [Exhibit NoA1/2/33].

Ibid.

H7 Final Decision Section 1, paragraphs 1.30-1.32 [Exhibit NoA1/2/34].
H7 Final Decision Section 1, paragraph 1.33 [Exhibit NoA1/2/34].

H7 Final Decision Section 1, paragraphs 1.33-1.34 [Exhibit NoA1/2/34].
Ibid. Local Rule A restrictions in fact applied from July.

H7 Final Decision Section 1, paragraph 1.37 [Exhibit NoA1/2/35].

Ibid.

H7 Final Decision Section 1, paragraph 1.50 [Exhibit NoA1/2/38-39].

H7 Final Decision Section 1, paragraphs 1.49-1.52 [Exhibit NoA1/2/38-39].
H7 Final Decision Section 1, paragraphs 1.53-1.67 [Exhibit NoA1/2/39-43].
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(4) Step 4: Updating for traffic shocks: this involved applying a shock factor to years 2023 to
2026 to take account of asymmetric non-economic downside risks (due to events such as
adverse weather, volcanic eruptions, terrorism or strike action).

Having applied various adjustments, the CAA determined that it should adopt a passenger
forecast of 375.5 million for the H7 period. This was 4.2% higher than the CAA’s Final Proposals
forecast; 8.5% higher than HAL's Mid forecast of 346.1 million submitted in December 2022; and
5.2% lower than the forecast submitted by AOC/LACC in August 2022 of 396.0 million
passengers.

The CAA reported that Skylark found the forecast to be “both reasonable and appropriate”. 172
The final passenger forecast numbers were presented in Table 1.6 of the Final Decision. The
Appellant has amended the left hand column to show more clearly the impact of each stage of

the CAA’s four step methodology, on the forecast.

H7 Final Decision: Table 1.6 Final Decision passenger forecast, H7 - final stage

Passengers | 2022 2023 2024 2025 2026 H7
(million)

CAA Final | 54.9 67.3 754 81.0 81.6 360.2
Proposals:
Mid
(shocked)

CAA FP Mid | 554 67.9 76.0 81.7 82.3 363.4
(unshocked)

Step 1: 61.6 744 80.6 82.2 829 381.7
Updated for
actuals and
bookings

Step 2: 61.6 73.6 79.6 814 82.0 378.2
Updated for
economic
forecasts

Step 3: 61.6 73.6 79.6 814 82.0 378.2
Validated
against
external
forecasts

Step 4: CAA | 61.6 73.0 78.9 80.7 81.3 375.5
FD Mid
(shocked)

The CAA's errors

In this section, the Appellant describes the errors made by the CAA in setting the H7 passenger
forecast.

H7 Final Decision Section 1, paragraphs 1.70-1.71 [Exhibit NoA1/2/45].
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(1)  The CAA's use of HAL's model was procedurally unfair and produced a flawed output
(Errors 1(a) and 1(b)).

(2) The CAA has committed several additional methodological errors in its 4 Step
methodology, leading it to significantly underestimate passenger numbers for H7 (Errors

1(e)(i)-(v))-

(3) It has also erred by failing to make consequential amendments to the asymmetric risk
allowance which relies on passenger forecast inputs (Error 1(d)).

Errors 1(a) and (b) — Erroneous use of HAL's forecasting model

The CAA has made an error of law and fact in relation to its use of the HAL model to arrive at the
passenger forecast in the Final Decision.

The CAA’s Approach
It is important at the outset to understand the use which the CAA made of HAL's model.

The starting point here is the CAA's explanation in its Final Proposals of the "challenging set of
circumstances" it was faced with due to the fact that "HAL has not been prepared to share its
modelling in a full and transparent way with stakeholders", which had in turn "undermined [its]
confidence in the credibility and robustness of HAL's passenger forecasts and caused us to place
less weight on this evidence".'"3

Nevertheless, as the CAA went on to explain in the section of the Final Proposals headed "How
we have used HAL's model", "a forecast using our assumptions and HAL's model remains the
starting point for developing our own forecasts".'”* In other words, HAL's model was at the core
of the CAA's methodology. It was the baseline to which "adjustments" were made.

The adjustments which the CAA had made to the HAL model were (for the most part) those which
it had set out in the Initial Proposals.'”> An additional adjustment was made to reflect the reduction
in business travel.'7® The result was what the CAA referred to as the "CAA-amended (unshocked
HAL) mid case", which in turn was described as its "baseline"'”’. To arrive at its final passenger
forecasts, the CAA then made a series of further "adjustments" (which are addressed separately
below) to the figure which was produced by the CAA amended HAL model. 78

As a result, whilst the CAA described its approach in the Final Proposals as using "both HAL's
model and a wider range of independent forecasts...drawing on a wider and deeper evidence
base to enhance our method, taking into account a wide range of industry views on recovery",
the central forecast remains based upon a CAA-adjusted version of the HAL model. In other
words, the HAL model was the central input (the "baseline") to the CAA's process.

This methodology set out in the Final Proposals was confirmed in the CAA's Final Decision, with
adjustments "to reflect the actual demand and forward bookings observed up to December 2022,
and the change in economic outlook since we published the Final Proposals"."”® While the
Appellant's case is that those adjustments are themselves erroneous (for reasons which are
addressed in relation to Errors 1(c)(i)-(v) below), the approach is also flawed for the prior and
fundamental reason that the adjustments were made to a figure reckoned by reference to a
"baseline" determined by an adjusted version of the HAL model. In other words, the CAA layered
adjustment on adjustment to the HAL model. Implicit in this is the assumption that the HAL model

173
174
175
176
177
178
179

H7 Final Proposals Section 1, paragraphs 1.15-1.16 [Exhibit NoA1/22/844].

H7 Final Proposals Section 1, paragraph 1.20 [Exhibit NoA1/22/845].

H7 Initial Proposals Section 1, pages 23 — 26 [Exhibit NoA1/36/1670-1673].

H7 Final Proposals Section 1, paragraph 1.43 [Exhibit NoA1/22/852].

H7 Final Proposals Section 1, paragraph 1.67 [Exhibit NoA1/22/858].

H7 Final Proposals Section 1, paragraph 1.42 [Exhibit NoA1/22/852].

This approach is also confirmed at paragraph 1.27 of the Final Decision, where the CAA explains that it had used an
“amended version of HAL'’s forecast model as well as external forecasts and data and forecasts provided by
stakeholders” so as to produce its forecast, H7 Final Decision Section 1, paragraph 1.27 [Exhibit NoA1/2/33-34].
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produced an acceptable baseline which, when subjected to those adjustments, produced a
credible figure.

This is simply not an assumption which the CAA could make — for the reasons the CAA itself
acknowledged — i.e. because the credibility and robustness of the HAL model was undermined
by HAL's lack of transparency and refusal to share the model with the airlines. '8 This meant that
the CAA was unable to receive informed consultation responses in relation to the methodology it
had adopted, and therefore unable itself to make informed conclusions about the HAL model's
accuracy. This error was so material that it undermines all of the subsequent steps which the CAA
sought to take, starting from the HAL model.

To put it shortly, the CAA's error was that, having identified the difficulties with HAL's model, it
concluded that these could be cured by adjusting it. For the reasons set out below, this was not
possible. Instead, two courses of action were properly open to the CAA:

(a) it could have explained to HAL it would not have any regard to its modelling unless HAL
shared that modelling with stakeholders (perhaps subject to the use of a consensual
confidentiality ring, as appropriate'®') in such a manner that enabled them to provide
informed comments on it and thus the CAA properly to interrogate its reliability; '8 or

alternativel

(b) it could have (as the Appellant and other airlines urged in their representations) developed
its own CAA-originated modelling.

Had the CAA adopted either of these positions, the Appellant could have no cause for complaint
on this ground. However, having taken the position it did, the CAA has created a situation where
the validity of its forecast stands or falls with the validity of the HAL model.

For the reasons set out below, the Appellant contends that the CAA's use of HAL's model was
procedurally unfair (an error of law) and produced a flawed output (an error of fact). These are
taken in turn.

Error 1(a) — The use of the HAL model was procedurally unfair

The CAA acknowledged, both in its Final Proposals' and in the Final Decision'8 that the
situation was "HAL not being prepared to share its model in a full and transparent way with
stakeholders." 185

This is significant because, while the CAA may have been able to apply adjustments of some
sorts to HAL's models, and request that changes be made on its behalf, this occurred without the
benefit of any input from those most affected, and those best placed to identify the extent of
changes which were necessary — that is, the airlines. It also meant that the forecasting exercise
was not conducted transparently '8 or fairly. 187

180
181

182

183
184
185

186
187

H7 Final Proposals Section 1, paragraph 1.15 [Exhibit NoA1/22/844].

As encouraged in Department for Business Innovation & Skills, Consultation on Streamlining Regulatory and
Competition Appeals, 19 June 2013, paragraphs 6.5 — 6.8 [Exhibit NoA1/97/7984-7985].

As explained in paragraph 97 [MW1/28-29]. (and as was explained to the CAA at the time) the version of the model
which HAL agreed to share had been subjected to hard coding and redaction to such an extent that it was non-
executable and impossible to discern how the model functioned. Despite repeated requests by the Appellant for an
executable version of the model, the CAA’s response was that HAL was simply unprepared to make a non-redacted
version of the model available to the Appellant. to provide meaningful comments on it.

H7 Final Proposals Section 1, paragraphs 1.13-1.19 [Exhibit NoA1/22/843-845].

H7 Final Decision Section 1, paragraph 1.43 [Exhibit NoA1/2/37].

VAA’s Matthew Webster, who was present for many of the communications between CAA, HAL and the airlines, sets
out the key events relating to HAL'’s failure to disclose the model at paragraph 98 [MW1/29-32].

CAA12, c.19, sections 1(3)(g) and 1(4)(a) [Exhibit NoA1/69/4714].

That a fair process requires the disclosure of an executable version of an economic model in circumstances such as the
present is well established — see e.g. R (Eisai Ltd) v National Institute for Health and Clinical Excellence [2008] EWCA
Civ 438, Richards LJ, paragraph 66 [Exhibit NoA1/73/4917].This is because those who are not provided with the model
are at a “at a significant disadvantage in challenging the reliability of the model. In that respect it limits their ability to
make an intelligent response on something that is central to the appraisal process”. See further fn 210 below.

11/80027900_1 33



NON-SENSITIVE VERSION

4.61

4.62

4.63

4.64

4.65

4.66

4.67

4.68

The consequence is that, while it is accepted that the CAA will have performed its task diligently
to the extent allowed by its access to the HAL model, it was simply not in a position where it could
reach an informed judgement as to whether it was appropriate to place any reliance on HAL's
model, let alone the level of reliance it in fact placed on it.

This matters because the need for transparency applies in any event, but is enhanced in this
context given the unavoidable incentives on HAL to artificially depress forecasts, and the
difficulties of benchmarking both in this sector generally, and in the case of HAL specifically.

The Appellant's concern as to the usefulness of this model is not hypothetical. It is clear from that
fact that the CAA made the adjustments that it did to HAL's forecasting approach that HAL's model
was flawed. The difficulty, again, is that without transparency, the Appellant and other airlines are
unable to identify what further adjustments are necessary for the HAL model to be a useful,
credible, input (or whether the model should be abandoned altogether in favour of a different
approach).

Furthermore, and as set out in more detail in paragraphs 4.81-4.86 below, it is striking that the
CAA was not even able to base its figures on HAL's current version of its model. Rather it
continued to rely on out-of-date figures, which even HAL knew were wrong.

Yet further, the Appellant is not even able to discern whether the adjustments which the CAA
required (a) had the effect of remedying the flaws which had been identified and/or (b) affected
other aspects of the model.

To have confidence that the adjustments which were made had not affected the internal logic of
the model, it would be necessary to understand the modeller's assumptions in the model as a
whole (rather than isolating a discrete input). Given that a model is a series of formulae working
together, an output adjustment in a singular input can undermine the entire model.

In particular, there is significant scope for "double counting" in these adjustments, and the
Appellant has no way of discerning the extent of this. For example, an adjustment to the assumed
level of business travel will inevitably have knock-on effects for other aspects of the model. If
those effects are not identified and addressed, such an adjustment will have unintended
consequences elsewhere, with the result that the model no longer functions as the modeller
intended and is not useful.

These deficiencies are not alleviated by the fact that the CAA commissioned Skylark to review
the approach that was taken:

(@)  Skylark's information base was evidently limited — with the CAA only providing "limited
guidance" such as "outlining the model structure"'88 As Skylark themselves acknowledge,
they did not solicit the Appellant's views, '® nor did they take any other steps which might
have permitted the Appellant to have meaningful input into its review of the model. Their
review was therefore subject to the same limitations as that of the CAA in that Skylark did
not benefit from the views of consultees, and was even more limited in that it appears that
Skylark did not even have access to HAL’s model. %0

(b)  The approach which was taken by Skylark was methodologically unsound for the reasons
set out in MW1.191

(c)  Furthermore, the report itself stops short of giving an unqualified endorsement of the CAA's
approach. In particular, at page 13 it explains that the approach adopted was only "suitable"
because it considered the external forecasts to be "opaque" (which is equally true of the

188
189

190

191

Skylark, H7 Forecast Review: Final Report (2021 Skylark Report) [Exhibit NoA1/40/1949].

See paragraph 1.1 of the Skylark report which explains that “no discussion, either verbal or written, has been entered
into with HAL, airport users, or any other party”: Skylark, H7 Forecast Review Update (Final Decision Skylark Report),
paragraph 1.1 [Exhibit NoA1/7/320].

See paragraphs 149-150 [MW1/57], highlighting the limited nature of the materials which Skylark appears to have
received.

Paragraphs 145-164 [MW1/56-62].
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HAL models) and because "[tlhe CAA do not have a version of HAL's latest model." The
report also frequently says only that the CAA’s approach “appears” reasonable,
presumably on the basis of the limited information with which Skylark was provided, without
significantly interrogating what the CAA has actually done. 92 Further, certain comments in
the report are contradictory compared with the approach taken by the CAA — in particular,
the report repeatedly highlights the historical resilience of Heathrow airport to economic
shocks. 193

(d)  Skylark had in any event at the time of the Initial Proposals recognised that HAL's model
contained a number of unduly pessimistic assumptions, validating the airlines’ concern that
HAL had a systematic financial incentive to under-estimate and over-deliver against its
model, a concern which is not addressed by the CAA’s approach given the extent of the
CAA’s reliance on HAL’s model. 194

The consequence of the CAA's reliance on HAL's model in these circumstances is that the
passenger forecast in the Final Decision is tainted by a foundational procedural failing of such
gravity that the CAA's H7 forecast (and the price cap reckoned in reliance on that figure) is fatally
undermined.

Furthermore, it is important to recognise that the consequences of this error are not limited to the
determination of the correct passenger forecast. This is because there is a significant interplay
between passenger volumes and other building blocks within the price control. 195

The CAA's assessment of these matters by necessity relies on the underlying HAL model due to
the nature of the data and information contained with that model. In the absence of its own
modelling, the HAL model was inevitably a key source for the CAA for other building blocks
(specifically opex and commercial revenues) which are inherently reliant on detailed data as to
(amongst other things) markets and demography of passengers. An example of where CAA must
have relied on the HAL model is in the assessment of commercial revenues, the quantification of
which is highly sensitive to both volume and type of customer as certain customers in certain
markets have a higher propensity to spend than others.

Error 1(b) — The CAA is wrong to have used HAL's model as a starting point for its forecasts

Despite the CAA having made various adjustments to its methodology for setting passenger
forecasts in the H7 Final Decision, the CAA’s decision remains infected by HAL’s erroneous
forecasts because of the CAA’s reliance on HAL’s model.

According to the CAA's methodology, the figures used by the CAA for 2022 were actual
passengers flown, and the forecast it produced for 2023 was without explicit reference to HAL’s
model. The CAA then "extrapolated" figures for 2024 onwards from the 2022 and 2023 figures. 1%
This extrapolation is not further explained. However, as also described in MW1, it is plain that the
CAA has relied on the HAL model to some extent for its forecast:

(@) in the H7 Final Decision, the CAA confirmed “we have decided to base our final decision
on the forecast we used for the Final Proposals, after modifying it to reflect the actual
demand and forward bookings observed up to December 2022, and the change in
economic outlook since we published the Final Proposals”.'¥7 It is clear, therefore, that the
starting point for the CAA in reaching its decision was to use its forecast in the Final
Proposals, being “a forecast using our own assumptions and HAL’s model”. %8

192

193
194
195
196
197
198

For example, Skylark fails to engage in any meaningful quantitative assessment of the CAA’s approach to business
travel trends, as MW1 observes. Paragraph 158 [MW1/59-60].

Paragraphs 151-152 and 159 [MW1/57-58,60].

See paragraph 63 [MW1/18-19], noting that VAA raised these concerns with the CAA at the time of the consultation.
Paragraph 54 [MW1/15-16].

H7 Final Decision Section 1, paragraph 1.57 [Exhibit NoA1/2/39-40].

H7 Final Decision Section 1, paragraph 1.52 [Exhibit NoA1/2/39].

H7 Final Proposals Section 1, paragraph 1.20 [Exhibit NoA1/2/32].
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(b) the CAA identifies some limited benefits from relying on HAL's model (namely, that it takes
account of Heathrow Airport specific circumstances and is well understood by the CAA); 199
and

(c) the CAA’s Final Decision Mid forecasts are very close to HAL's Dec-22 High case forecast.
This may be coincidental, but suggests that the extrapolation performed by CAA has been
influenced to some degree by HAL's model (even if the CAA considers HAL's central case
to be unduly pessimistic):

Passengers | 2022 2023 2024 2025 2026 H7

(million)

AOC/LACC | 65.0 804 82.0 83.6 85.0 396.0
Aug-22

HAL Dec-22 | 61.6 73.0 76.8 79.8 81.5 3r2.7
High

HAL Dec-22 | 60.7 66.6 69.8 73.4 75.6 346.1
Mid

HAL Dec-22 | 59.2 STT 61.7 66.5 69.2 314.3
Low

CAAFD 61.6 73.0 78.9 80.7 81.3 375.5
Mid

Source: Table 1.7: Final Decision on the passenger forecast for H7 compared with forecasts
submitted by HAL and AOC/LACC (highlighting added to show contrast between HAL Dec-22
High and CAA FD Mid).

While (for the reasons set out above) the Appellant is simply unable to determine the extent of
the errors with the CAA's use of the HAL model in producing an accurate forecast, a number of
errors in the CAA's methodology are already apparent from the information available to the
Appellant. This is set out in further detail in Errors 1(c)(i) — (v) below.

The Appellant therefore contends that the CAA’s continued reliance on HAL’s model as an input
to setting the passenger forecast for H7 is wrong for a number reasons.

First, as the CAA is aware, HAL has a clear incentive to underestimate the passenger forecasts
so as to increase passenger charges for the reasons set out at paragraph 4.3 above.

The lower the forecast feeding into the price cap calculation, the higher the per passenger charge
and the more revenues HAL obtains if the forecasts are exceeded.

Second, it is clear that HAL's model is not fit for purpose given that, as expected given these
incentives, HAL's model significantly underestimates the passenger numbers for H7.

As described in MW1,20 the existence and effect of these errors can be illustrated by the stark
variations between HAL's forecast and the actual passenger numbers for 2022. Such comparison
of the HAL forecast and the actual figures shows that the HAL model which has been adopted by
the CAA (subject to adjustments) underestimated passenger numbers by at least a quarter:

(@) The CAA relied in the H7 Final Proposals on the HAL's Revised Business Plan Update 2
from December 2021, in which HAL predicted 45.5 million passengers in 2022. The actual
number of passengers at HAL in 2022 was 61.6 million, meaning that HAL underestimated
the figures by over 26%. Moreover, the actual number of passengers for 2022 would have

200

H7 Final Decision Section 1, paragraph 1.40 [Exhibit NoA1/2/36].
Paragraphs 99-100 [MW1/32-33].
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been materially higher if HAL had not imposed capacity restrictions in Summer 2022, which
led to a number of late cancellations.?0’

(b)  HAL has repeatedly adjusted its passenger forecast for 2022. HAL'’s projections in the
Revised Business Plan Update 2 from December 2021 were revised upwards three times
in 2022 alone: in April 2022 (52.8 million), in June 2022 (54.4 million) and in September
2022 (61 million).

(c) Even at December 2022, HAL’s mid-case forecasted 60.7 million passengers for 2022
(shocked), which underestimated the total number by approximately 1 million passengers
(presumably therefore underestimating the number of passengers flying in the month of
December 2022 by approximately 1 million).202

4.80 HAL'’s revised estimates as of December 2022 continue to produce forecasts which significantly
underestimate the number of passengers for H7. HAL’s mid case forecast for 2023 is 66.6 million,
according to the Final Decision,2% or (unshocked) 67.2 million.2%4 HAL notes that 67.2 million
would represent 83% of the 2019 passenger levels, far below the 89% of 2019 passenger levels
achieved in the final months of 2022, and completely at odds with the steady rise of passenger
numbers against 2019 levels as HAL had recorded in its investor presentations.

Chart showing trend in passenger levels as against 2019 levels, Heathrow (SP)
Limited Investor Report December 2022.

Monthly passenger traffic
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Source: Heathrow (SP) Limited and Heathrow Finance PLC, Investor Report December 2022,
dated 16 December 2022, page 52%.

4.81 Third, unsurprisingly, given its patent inaccuracy, HAL itself no longer considers the version of its
model which was provided to the CAA an appropriate basis for forecasting. This is evident from
paragraph 1.51 of the Final Decision which explains that "[iln December 2022, HAL updated its

201 See paragraph 74 [MW1/22], explaining that HAL in consequence received a windfall of approximately £483 million — a
number which would have been even larger were it not for the artificially imposed capacity constraint in summer 2022.

202 Heathrow (SP) Limited and Heathrow Finance Plc Investor Report December 2021, page 11 [Exhibit
NoA1/115/10179].

203 H7 Final Decision Section 1, Chapter 1, Table 1.7 [Exhibit NoA1/2/45].

204 Heathrow Airport Limited, Investor Presentation, 16 December 2022 [Exhibit NoA1/130/10861].

205 Heathrow (SP) Limited and Heathrow Finance Plc Investor Report December 2021, page 5 [Exhibit NoA1/115/10173].
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forecast model assumptions and produced a new traffic forecast. However, this was relatively late
in the process and HAL has not provided us with a copy of its latest model spreadsheets.”2%6

HAL’s refusal (on the one hand) to provide the latest version of its model while maintaining (on
the other hand) that the CAA ought to use its unadjusted and out-of-date model is striking.2°7
While this refusal is unexplained, one can readily infer that HAL's data no longer supported the
forecast it was urging the CAA to adopt; such inference is supported by the comparison of HAL's
forecasts as against actual figures for 2022 as set out at paragraph 4.79 above.

Overall, while the Appellant accepts that the CAA has taken steps when using HAL’s model from
the Initial Proposals stage onwards to make “amendments to its inputs and assumptions”, it was
not reasonable or appropriate for the CAA to use HAL’s model to inform the H7 passenger
forecasts when:

(@) HAL has no incentive to ensure its model generates credible forecasts;
(b)  HAL’s model has persistently under-estimated passenger numbers; and

(c) the CAA had better information in the form of future booking data from airlines and
independent external forecasts, which do not suffer from the same downward bias (or the
incentives to under-estimate) which HAL’s model does.

The CAA therefore erred in concluding that the inherent flaws in HAL's model could be addressed
by the expedient of making ad hoc adjustments to the model. As explained above, there can be
no confidence that these adjustments have (a) resolved the identified errors and/or (b) not
undermined the internal logic of the model, such that its output is arbitrary and not as intended.

The Appellant has limited visibility on the specific adjustments made by the CAA to HAL’s model
as a result of Error 1(a) above. However, it is clear that the adjustments made by the CAA were
insufficient to address the weaknesses and biases in the HAL model, as evidenced by the fact
that the CAA’s forecast at both the Initial Proposals and Final Proposals materially underestimated
the passenger numbers for 2022.

The CAA's use of an evidentially erroneous input as the “baseline” for determining what is a critical
component of the price cap is an error of fact of sufficient gravity as to vitiate this aspect of the
Final Decision.

Summary on the correct approach in light of Errors 1(a) and 1(b)

As matters stand, the CMA (and the Appellant) face the same “challenging set of circumstances”
which the CAA acknowledged. What the CMA is required to do is to place itself (and the Appellant)
in a position whereby the appeal can fairly be determined. There are two means by which this
obligation could be discharged:

(1)  Thefirstis for the CMA to conclude that, in the absence of disclosure, no regard should be
had to the HAL model, and that the forecast should instead by reckoned by other inputs.
The Appellants consider that this can fairly be done by adopting the process referred to at
paragraph 4.133 below and M\W1208,

(2)  Alternatively, the CMA could direct that the HAL model (relied on by the CAA as well the
December 2022 version) in both its original, and amended form be disclosed (subject to
appropriate confidentiality terms that allow airline forecasting specialists to interrogate the
model appropriately/rigorously) in accordance with paragraph 12.2 of the Airport Licence

206

207
208

HAL has been repeatedly forced to increase its 2022 passenger forecast numbers, but it remains unclear why its
December 2022 figures still remained around 200,000 lower than the actual figures for 2022: Paragraphs 101-102
[MW1/33].

Paragraphs 99-100 [MW1/32-33].

Paragraphs 166-176 [MW1/63-68].
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Condition Appeal Rules?%® and paragraph 24 of Schedule 2 of the Act.2'° If the first course
of action were not taken, such disclosure would be necessary to achieve the overriding
objective of enabling “the CMA to dispose of appeals fairly, efficiently and at proportionate
cost within the time limits prescribed by the Act’.?'' In particular, disclosure would be
necessary for the fair determination of this ground of appeal, because it is only with this
disclosure that the Appellants can fairly advance its case as to the inaccuracies in the HAL
model. To proceed in the absence of such disclosure would be to leave the Appellants in
the same position as the Court of Appeal recognised the consultees faced in R (Eisai Ltd)
v National Institute for Health and Clinical Excellence (see footnote 184above), and render
not only the consultation but also the appeal process unfair.2'2

This is further discussed at Section E below.

Errors 1(c) — Errors in the CAA’s four-step methodology for setting the H7 passenger
forecast

Errors 1(a) and 1(b) above have far-reaching consequences in that they have impaired the
Appellant’s ability to scrutinise the CAA’s decision on the appropriate passenger forecast for each
year of the H7 price control i.e. from 2022 to 2026 inclusive. Nonetheless, the Appellant has
already identified several methodological errors in the CAA’s four step methodology from the
information that is available to it. The Appellant contends that these render the CAA's four step
methodology “wrong” within the meaning of section 26 Civil Aviation Act 2012 because of the
errors of fact, law and discretion set out below.

Before turning to these, it is important to note that these ‘four steps’ were not contained in the
Final Proposals and were therefore not the subject of consultation by the CAA. They represent
the CAA's attempt to update the CAA-adjusted version of HAL's model to take into account new
information received since the date of the Final Proposals. As such, this is the first opportunity
the Appellant has had to comment on these matters.2'32'4 The only way the CAA could have
satisfied themselves that they did not have a statutory obligation to reopen the consultation was
if the four new steps were not a significant change requiring consultation.

The consequence for the purposes of this appeal is that the CMA is in at least as good a position
as to the CAA to evaluate the correct approach in view of the fact that it is itself an expert body
and benefits from superior information to that possessed by the CAA at the time it took its Final
Decision (in the form of the Appellant's comments, and in the form of accurate, up-to-date, data).
Itis therefore appropriate for the CMA to consider the correctness of the application of these steps
de novo with the benefit for the first time of submissions from the Appellant (with a view to
substituting its own judgment on these points). The Appellant emphasises, however, that its ability
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211

212

213

214

Competition and Markets Authority, Airport Licence Condition Appeals Rules (CMA 172), Rule 12.2 [Exhibit
NoA1/126/10618].

CAA12, paragraph 24 [Exhibit NoA1/69/4732].

Competition and Markets Authority, Airport Licence Condition Appeals Rules (CMA 172), Rule 4.1 [Exhibit
NoA1/126/10604].

The disclosure of an executable model is not always necessary as a matter of fairness, and in many cases consultees
will not even request access to one. However, the instant case is (for the reasons set out above) a paradigm example of
where disclosure of an executable version of a model is essential to the fairness of the process. As a matter of law,
whether fairness requires disclosure of an executable version of a model is an intensely fact and context sensitive
question. The circumstances of the instant case may be contrasted with those in Easyjet Airline Co Ltd, Regina (on The
Application of) v Civil Aviation Authority [2009] EWCA Civ 1361 [Exhibit NoA1/75/4928] where the airlines were content
to leave the final stage of interrogating the model in question (concerning security costs at Gatwick during Q5) to the
CAA. The CAA was provided with an executable version of the model (paragraph 27) and able to interrogate and adjust
the outputs. Furthermore, in advance of the hearing itself Easyjet was provided with a copy of the model, and did not
identify any material errors in it, such that they were not in fact prejudiced (paragraph 35). In those circumstances, and
where (crucially) the airlines had not insisted on seeing and examining a fully executable version of the model (para 57),
no unfairness flowed from the absence of an executable version of the model (paragraphs 53 and 57 per Dyson LJ).
The contrast to the present consultation are stark — indeed the airlines (including BA, VAA and Delta) repeatedly
requested and were refused access to an executable version of the model, and the CAA itself recognised the
unsatisfactory situation this gave rise to. Furthermore, it remains the case that the Appellant has still not been granted
access to an executable version of the model and is still (even at the appeal stage) unable to interrogate the model. This
is —on any view — unfair.

CAA12, section 22(7) [Exhibit NoA1/69/4731], which requires further consultation where there is a modification which
“differs significantly” from that originally proposed.

Paragraph 107 [MW1/36].
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to comment on the CAA's new approach remains limited, because it is very hard for it to
understand the CAA's overall approach for the reasons explained in Errors 1(a) and 1(b) above.

In summary, the errors are:

(a) in Step 1, the CAA is wrong to have ignored the impact of Local Rule A and threatened
capacity restrictions in coming to a conclusion for passenger numbers in 2022 and in
constructing the appropriate baseline of demand for 2023 onward;

(b) in Step 1, the CAA is wrong to have found 2023 traffic levels would be 92% of 2019 levels,
by ignoring relevant evidence and/or not taken proper account of the evidence before it;

(c) in Step 2, the CAA is wrong to have downgraded its forecast for 2023-2026 in response to
macroeconomic forecasts;

(d) in Step 3, the CAA is wrong not to have uplifted its forecasts in light of its cross checks
against external forecasts; and

(e) in Step 4, the CAA is wrong to apply a shock factor of 0.87% and wrong to apply a shock
factor in full to 2023 when some months of 2023 have already elapsed.

Error 1(c)(i) — The CAA is wrong to have ignored the impact of Local Rule A and threatened
capacity restrictions in coming to a conclusion for passenger numbers in 2022 and in constructing
the appropriate baseline of demand for 2023 onward

By Step 1, the CAA updated its adjusted version of HAL's model to take account of (a) actual
passenger data from 2022 and (b) forward bookings.?'> Based on this updated data, including an
assumption that the average passenger numbers would continue to increase in 2023, the CAA
produced passenger totals for 2022 and 2023 of 61.6 million (actual) and 74.4 million (forecast)
respectively.2'6

The CAA has adopted a flawed approach to determining the appropriate figure for the year 2022.
In particular, the CAA did not make any adjustment to reflect the significant capacity restrictions
imposed on Heathrow airport in summer 2022 by what is known as ‘Local Rule A’. This set a cap
on departing passengers of 100,000 passengers each day, and was in place between mid-July
and the end of October 2022. As the CAA explains at paragraph 1.37 of the Final Decision?'” that
was “fo increase operational resilience and reduce queues, delays and cancellations.”

The failure to take this into account for 2022 figures was an error. The CAA ought to have used
an adjusted figure to take into account the fact that passenger numbers would in fact have been
higher in 2022 had it not been for those capacity restrictions.

The CAA's reasons for not doing so (set out at paragraph 1.45)2'® refer to “the exceptional
circumstances of the recovery from the covid-19 pandemic and in response to legitimate concerns
about the ability of the airport and a range of service providers (including airlines) to cope with a
relatively sharp increase in passenger numbers and the difficulties for passengers that might be
created if such concerns were to crystallise”, and suggest that to “make an adjustment as
suggested by airlines would penalise HAL and could create perverse incentives for the future and
would not be in the interests of consumers.” As to this:

(a) Local Rule A undoubtedly depressed the number of passengers?'® which the CAA has
failed to take into account. This is not expected to be repeated in the H7 period, as the CAA
acknowledge by their reference to the “exceptional circumstances” which led to its

215
216
217
218
219

H7 Final Decision Section 1, paragraphs 1.53-1.57 [Exhibit NoA1/2/39-40].

H7 Final Decision Section 1, paragraph 1.57 [Exhibit NoA1/2/39-40].

H7 Final Decision Section 1, paragraph 1.37 [Exhibit NoA1/2/35].

H7 Final Decision Section 1, paragraph 1.45 [Exhibit NoA1/2/37-38].

VAA conservatively estimates the total reduction to be approximately 2.7 million, assuming a load factor of 75%
and resulting in a total figure for 2022 of 64.3 million: paragraphs 111 and 115 [MW1/39, 40].
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introduction. Not taking this into account when considering how many passengers are likely
to be travelling in the future (i.e. when the rule is not in force) was simply irrational.

(b)  To the extent that the CAA, notwithstanding the above, considered that there was some
risk that any remotely analogous circumstance might recur during the H7 period, this is
duplicative not only of the “risk-weighted” approach which is taken to the forecasts for the
following years,?20 but also of the “shock factor” applied at Step 4 and — indeed — of the risk
sharing mechanisms elsewhere in the price control (of which this was an integral part).
Again, this does not provide any rational reason for discounting the consequences of Local
Rule A.

(c)  The suggestion that HAL is being “penalised” for its lack of operational readiness is similarly
incorrect,??" and does not (in any event) provide a basis for ignoring the fact that the 2022
passenger numbers were materially affected by Local Rule A. As explained in Part VI of
this Notice of Appeal below, the CAA had, in April 2021, adjusted HAL's RAB precisely so
that it could make the necessary to investments to ensure that the circumstances which led
to Local Rule A did not occur. In other words, the issue which arose was anticipated and
already provided for by regulatory action. HAL had been incentivised to take the action
which was required to protect consumer interest, but had failed to do so. HAL could also,
and in any event, have taken more targeted action than the blunt tool of a daily cap.???

(d)  The position is now that not only have consumers suffered the practical detriment caused
by the imposition of the passenger cap in 2022, under Local Rule A, but also HAL is being
doubly rewarded for its failure to make the necessary investment:

0] As explained at Part VI of this Notice of Appeal below, the CAA is allowing HAL to
retain the April 2021 RAB adjustment, notwithstanding the demonstrable absence of
investment and failures in operational capacity; and

(i)  HAL benefits from the CAA’s use of the lower passenger numbers in 2022 caused
by those very failures.

Overall, the CAA’s failure to have regard to the effect of Local Rule A is an error. As a result, the
CAA (a) used the incorrect (and too low) figure for 2022 and (b) used an incorrect (and too low)
baseline for 2023. Further, as forecasts for 2024 onwards were extrapolated from the actual
passengers flown in 2022 and forecasts for 2023, this error would also result in depressing
passenger forecasts in 2024 onwards (although, because of the lack of access to the model used
by the CAA, the precise effect is not clear).

Error 1(c)(ii) — The CAA is wrong to have found 2023 traffic levels would be 92% of 2019 levels
in Step 1 of its methodology

The Appellant’s ability to rigorously interrogate the CAA’s methodology particularly beyond the
years of 2022 is severely impaired as a result of Error 1(a).?23 However, based on the information
available to it, the Appellant contends that the CAA’s methodology for setting the passenger
forecast for 2023 was flawed in any event, as (a) regardless of the correct figure for
November/December 2022, the CAA was wrong to choose a lower bound which assumed only a
one percentage point growth in passenger numbers as compared to the 2019 position and (b) it
was wrong to treat forward booking data for 2023 as an upper bound.

In both cases, the CAA’s forecast was unduly pessimistic given the available evidence of
increasing passenger demand and therefore unreasonable. It therefore follows that picking a mid-
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H7 Final Decision Section 1, paragraph 1.56 [Exhibit NoA1/2/39].

In fact, the net effect is that HAL is recovering a higher amount in airport charges than it ought to have done: paragraph
113 [MW1/39].

Paragraph 114 [MW1/40].

For example, as MW1 explains, it seems that the CAA may have used an inappropriately low number for Heathrow
airport’s overall terminal capacity, when looking at the highest figure reached by the CAA's forecast. However, it is
imposs ble for the airlines to understand what number the CAA actually used, and what effect if any it had on its
forecasts. Paragraph 130.2 [MW1/49].
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point between these two points resulted in a forecast for 2023 which materially underestimates
the number of passengers likely to fly to and from Heathrow.

As noted above, the CAA acknowledges that passenger numbers are likely to continue to grow
in 2023,224 but used a lower bound for 2023 of 90% of the passenger levels seen in 2019, being
just a one percentage point higher than the equivalent figure in the last two months of 2022.

The CAA’s reasoning on this point was exceptionally brief, and, in full, was: “Although downside
risks still exist, we would expect an average forecast for Heathrow airport to continue to increase
in 2023 (as was the case for the forecast we used for the Final Proposals and all of HAL’s RBP
forecasts). Therefore, our minimum forecast for 2023 is 90 per cent of the 2019 actual passenger
numbers.”?2%

As MW1 outlines,??8 this is an unduly pessimistic lower bound in circumstances where demand
is recovering very strongly based on actual numbers to date. For instance:

(a) actual January 2023 passenger numbers (which will have been available to the CAA since
early February 2023, being over a month before its decision) were at 92.5% of 2019 levels;

(b)  demand in February 2023 has continued the strong trajectory of recovery, being 94.8% of
2019 levels; and

(c) demand in March 2023 continues this trajectory of recovery at 95.4% of 2019 levels.

The trend is very clear, and very positive. There is no evidence that a credible lower bound for
2023 would mean that growth in passenger numbers (relative to 2019) would stagnate at just one
percentage point over the year.

The approach is also inconsistent with the CAA’s recognition that “covid-19 related requirements
have been lifted”,??” and so the sluggish growth in passenger numbers observed in winter 2021/22
cannot reasonably be expected to be repeated.

Conversely, the CAA used an upper bound of 94% of the passenger levels seen in 2019. This
reflects the level of forward bookings, expressed as a proportion of 2019 levels, as at December
2022. In the H7 Final Proposals, the CAA used forward bookings as a lower bound.

However, in the H7 Final Decision the CAA noted that it was not appropriate to use forward
bookings as a lower bound due to (a) the fact the “majority of bookings for the year are yet to be
made”; (b) downside risks; and (c) non-economic risks including staffing challenges. Bearing
those factors in mind, the CAA decided forward bookings from December 2022 should be the
upper bound for 2023. This is wrong for the following reasons and as outlined in M\W1:228

(@) December 2022 forward bookings are likely to have been depressed as a result of the
threatened capacity caps for Winter 2022.22°

(b)  The cyclical nature of ticket sales typically sees significant sales in periods early in the year,
with January historically being the largest month for bookings. 230

(c)  The other “downside risks” are otherwise not detailed at all:

224
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228
229
230

Paragraph 119-120 [MW1/41].

H7 Final Decision Section 1, paragraph 1.40 [Exhibit NoA1/2/36].
Paragraph 120 [MW1/41].

H7 Final Decision Section 1, paragraph 3.17 [Exhibit NoA1/2/59].
Paragraph 122 [MW1/42].

Paragraph 122.1 [MW1/42].

Paragraph 122.2 [MW1/43].
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(i to the extent that the CAA’s consideration was driven by updated macroeconomic
forecasts, that would be duplicative of the exercise it carried out in Step 2;23"

(i)  tothe extent the downside risks also informed the lower bound, as one would expect
them to do, those downside risks would have been double counted; and

(i)  to the extent the downside risks also informed the choice of the midpoint, as
indicated by the Final Decision Skylark Report,?3? those downside risks would have
been double counted.

(d) In any event, non-economic risks are accounted for in the shock factor applied at Step 4.
In particular, the Final Decision Skylark Report notes that the CAA chose the midpoint of
92% in part because of “industrial action and similar disruption”.?33 The shock factor at Step
4 expressly covers the impact of “strike action’?3* and so on the face of the CAA's own
decision, there is at least explicit double counting in this respect.

(e) Iltis unclear the extent to which the CAA has taken into account points which would mitigate
against the downside risks it has identified, including the resumption of the 80:20 slot rule
which will further incentivise airlines such as the Appellant to fly its aircraft out of Heathrow
Airport.235

(f) Other metrics available to the CAA would suggest passenger levels in 2023 exceeding 94%
of 2019 levels. For example, current on-sale capacity for 2023 is ¢.98% of 20192%, In
addition, February 2023 actual passenger levels were 94.8% of 2019 levels and March
2023 actual figures were 95.4% of 2019 levels. 23

In addition to identifying the apparent errors in the CAA's methodology, from the limited
information available, what the Appellant can do is also demonstrate that the outputs from that
process (i.e. the CAA's estimates) are incorrect. For example, MW1 points out that, taking into
account actual passenger numbers as of February 2023, the CAA’s forecast requires an average
load factor of 73% across the rest of the year (as compared with an actual load factor of 79% for
the last six months of 2022, and the 78% conservatively proposed by the airlines).

It follows from the above that the CAA has failed properly to have regard to and/or to give
appropriate weight to relevant evidence that should have been used to inform the 2023 forecast
(for example, on-sale capacity, and the latest booking data). Moreover, the CAA erred in making
methodological errors that resulted in illogical double counting. Where the CAA exercised its
discretion, it fell into error by choosing to adopt an unduly pessimistic and therefore unreasonable
approach and ignoring relevant evidence which supported a higher forecast.

In summary, the CAA used a lower bound that was too low, and an upper bound that was too low,
for its 2023 forecast. This means that the range is wrong with clear consequences for the CAA’s
selection of the mid-point as its point estimate within that range.

As a result of these errors, the passenger forecast for 2023 is set too low. As forecasts for 2024
onwards were extrapolated from the actual passengers flown in 2022 and forecasts for 2023,
these errors would also result in depressing passenger forecasts in 2024 onwards (although the
precise effect is not clear owing to the CAA’s decision not to disclose its model).
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The CAA says that its considerations in Step 1 took place “before considering the effect of the change in economic outlook
in step 2” (H7 Final Decision Section 1, paragraph 1.53 [Exhibit NoA1/2/39]), but it is otherwise unclear why the CAA
would use such sluggish growth as its lower bound for 2023.

Skylark, H7 Forecast Review Update (Final Decision Skylark Report), page 7 [Exhibit NoA1/7/326].

Final Decision Skylark Report, page 7 [Exhibit NoA1/7/326].

H7 Final Decision Section 1, paragraph 1.66 [Exhibit NoA1/2/43].

Paragraph 122.6(B) [MW1/46].

Paragraph 124 [MW1/47].

Paragraph 120.3 [MW1/41].
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Error 1(c)(iii) — In Step 2 of its methodology the CAA is wrong to have downgraded its forecast for
2023 in response to macroeconomic forecasts

The Appellant is, again, severely prejudiced by the absence of transparency as to the way in
which the economic forecasts have been used by the CAA. It is evident that material adjustments
have been made, but it is entirely unclear on what basis this has occurred. In particular, no
explanation has been provided as to what weighting has been given to the forecasts, which makes
it impossible to assess whether that weighting is appropriate in all the circumstances or, as the
Appellant considers likely (given the outputs) arbitrary and erroneous.

Insofar as the CAA has explained its methodology at Step 2, it is evident that the CAA relies on
an updated UK GDP forecast produced by Oxford Economics in December 2022 which shows a
negative outlook (per the CAA's summary,?® it “assumes an L-shaped recovery where the impact
on the economy remains structural and does not rebound quickly to previous forecast levels”).
The CAA then says that it has, “taken the experience of the 2008 recession to indicate how
changes to UK GDP affect passenger demand at Heathrow, and have applied this to all forecast
years of H7 (2023 to 2026)”. This gives rise to a material reduction in the CAA's estimate of
passenger numbers throughout the period 2023-2026.

However, given the brevity of the CAA’s explanation, it is unclear what the CAA has actually done
and what weighting has been given to the forecasts (not least as the Appellants are unable in any
event to see how this adjustment functions as part of the model used by the CAA, for the reasons
explained in Errors 1(a) and 1(b) above). The Final Decision Skylark Report appended to the H7
Final Decision explains that the CAA “have assumed that the reduction in the size of the economy
will impact demand by 1% from 2023 onwards over the H7 period’.?3°

It is not at all clear why a 1% reduction has been forecast for Heathrow Airport specifically; nor
do the figures presented in Table 1.3 in the H7 Final Decision actually apply a 1% reduction to
traffic in all years.240 It therefore appears that the Oxford Economics forecast has “fed in” to the
modelling in some opaque way.

This element of the CAA's approach is therefore flawed for substantially the same reasons as its
use of an adjusted version of HAL's model is flawed, with the same consequences: See
paragraphs 4.53 — 4.56 above.

Moreover, the Appellant contends that the CAA’s decision to apply such a downwards adjustment
is arbitrary, unjustified and therefore wrong because:

(@) The CAA failed to have proper regard to and/or to give appropriate weight to the evidence
that HAL’s business is reasonably well insulated to UK macroeconomic factors. The Final
Decision Skylark Report, for example, noted that “traffic at Heathrow remained relatively
stable ... during the Global Financial Crisis”. It is unclear what account the CAA has taken
of the resilience of Heathrow airport’s position compared with the overall economy, or of
the reasons for optimism about economic forecasts expressed by Skylark.

(b) The CAA failed to have proper regard in Step 2 to the interaction between its
macroeconomic adjustment and the continued reliance that it places on the HAL model,
which has consistently produced forecasts which are unduly pessimistic and proven to be
erroneously low. It is not reasonable or justifiable for the CAA to apply additional downside
adjustments when the underlying forecasting model has proven to produce estimates which
are inaccurately low.

(c) Moreover, it appears at least possible that the CAA has double-counted downside risks
which were already taken into account under Step 1 (see paragraphs 4.106(c)-(d) above)
and has failed to have proper regard in Step 2, and to take account of, other mechanisms
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H7 Final Decision Section 1, paragraph 1.60 [Exhibit NoA1/2/40-41].

Final Decision Skylark Report, page 10 [Exhibit NoA1/7/329]. See also paragraph 135 [MW1/52].

The reduction is close to 1% in all years, and it may be that there is a rounding issue, but that is not clear from the H7
Final Decision.
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that it applies, and methodological steps that it has taken, which reflect a “pessimistic”
approach at each stage; namely:

(i) the selection of the “baseline” for 2023 in Step 1, as identified in errors 1(a)(ii) and

1(a)(iii);
(i) the application of a further shock factor in Step 4 (discussed at error 1(a)(vi)); and

(i)  the adoption of the Traffic Risk Sharing (TRS) mechanism which protects HAL from
downside passenger risk.

Error 1(c)(iv) - In Step 3 of its methodology, the CAA is wrong not to have uplifted its forecasts in

light of its cross checks against external forecasts

In the H7 Final Decision, the CAA in Step 3 compares its (unshocked) passenger forecast as
against a range of external forecasts. The CAA considers that this exercise “validates” its forecast
for the H7 period, as its forecast “is within the range” of the external forecasts. It notes that its
own “risk weighted” forecast is in any event expected to “tend towards the lower end of the range”.
As a result, the CAA makes no amendments to its forecasts in Step 3.24

The CAA's purported validation of its adjusted version of the HAL model by reference to external
forecasts provides little comfort given the problem with reliance on this model identified in Errors
1(a) and (b) above. For the same reasons, the Appellant's ability to comment on the extent to
which the CAA has appropriately taken into account external forecasts, is limited. However, based
on the information available, the Appellant contends the CAA was wrong not to make any
adjustments as a result of its comparison to external forecasts, because:

(a) Itis apparent from the CAA's Figure 1.4 that the output from the CAA's adjusted version of
HAL’s model is, if anything, strikingly low compared with external forecasts, and certainly
is not “validated’.?*? It appears that even before applying the shock factor at Step 4, the
CAA's model is the second-lowest of all those graphed, with the one actual model (non-
grey) line clearly below the CAA's model being HAL's. The CAA's model is only tolerably
accurate in 2022 because it has been updated to use actual data in 2022, and after that
falls significantly below the external models (save for HAL's). It seems to be only the
inclusion of HAL's model which allows the CAA to say that its “updated forecast is within
the range of the external forecasts”.?*> The CAA’s forecast assumes a longer time for
passenger numbers to reach 2019 levels, and the forecasts only become bunched towards
the end of the H7 period where overall capacity at Heathrow starts limiting further growth.
In other words, the external forecasts provide good reason to consider that the CAA has
materially underestimated passenger numbers for 2023 in particular. This is not surprising,
given the CAA’s errors in forecasting 2023 as detailed in Error 1(c)(ii) and Error 1(c)(iii)
above.
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H7 Final Decision Section 1, paragraphs 1.64-1.65 [Exhibit NoA1/2/42-43].
Ibid.
H7 Final Decision Section 1, paragraph 1.64 [Exhibit NoA1/2/42-43].
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Figure 1.4: Comparison of the Final Decision (unshocked) forecast and
external forecasts
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(b)  The CAA |justifies the adjusted version of the HAL model’'s departure from the external
forecasts (in that it is lower than them) by saying that it is “risk-weighted’.?** The Appellant
has no way of commenting on this assertion (since it has not seen the CAA’s adjusted
version of HAL's model) and so no way of assessing whether the CAA is comparing its
model with external forecasts on a fair basis, nor whether the CAA's model is appropriately
risk-weighted. For example, it is unclear whether the CAA decided that its own forecast
should be risk-weighted to a greater degree than external forecasts, and if so why, and has
it properly taken in to account the extent to which external forecasts are themselves risk-
weighted.

(c)  Further, the Appellant cannot know whether the risk weighting in the CAA’s model avoids
double-counting bearing in mind that “risk” has already resulted in adjustments at steps
one and four, as well as elsewhere in the price control and almost certainly in HAL's model
itself.245

The result of the above is that:

(@) This element of the CAA's approach is therefore again flawed for substantially the same
reasons as its use of an adjusted version of HAL's model is flawed, with the same
consequences: see Errors 1(a) and 1(b) above.

(b) The CAA did not properly have regard to and/or to give appropriate weight to the
independent forecasts in coming to its passenger forecast at H7. The CAA failed to engage
properly with the clear implication from those forecasts that its own forecast was too low.

For completeness, as well as the external forecasts, the CAA also engaged Skylark to “provide
independent quality assurance” of the CAA’s approach.2*¢ While in places the Final Decision
Skylark Report provides useful further detail as to the approach the CAA has taken, the scope of
the Final Decision Skylark Report is very limited (as set out in more detail in MW1) and so cannot
provide robust support for the CAA approach as opposed to external forecasts.?4”

Error (1)(c)(v) — The CAA is wrong to apply a shock factor of 0.87% at Step 4 and wrong to apply
a shock factor in full to 2023 given some months of 2023 have already elapsed

The CAA’s final adjustment was to apply a ‘shock factor’ for the years 2023 to 2026 “as we
consider this improves forecast accuracy for the period as a whole by taking account of
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Ibid.

Paragraphs 14, 142 [MW1/54, 55].

H7 Final Decision Section 1, paragraph 1.70 [Exhibit NoA1/2/45].
Paragraphs 145-150 [MW1/56-57].
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asymmetric noneconomic downside risks (due to events such as adverse weather, volcanic
eruptions, terrorism or strike action)”.?48

For the reasons set out in MW1, this adjustment cannot be supported as it is at least duplicative
of downside risks taken into account at Step 1 as they relate to strike action.?4°

In addition, this results in an asymmetric downwards adjustment which is duplicative of risk which
is already captured elsewhere in the determination — specifically in the cost of capital. The cost
of capital will necessarily incorporate the risks to which HAL is exposed, be they economic,
political, geographic or other in nature.2%0

Moreover, the selection of 0.87% as the appropriate figure for the shock factor appears wholly
arbitrary and is not supported by any robust evidence. That the decision is poorly justified is
evident in the fact that the CAA has applied a blanket application of a ‘shock factor’ adjustment
of 0.87% to the whole of 2023 despite the fact that the CAA’s Decision was taken partway through
the year and at a time when the CAA had the benefit of actual passenger data and up to date
forward booking data, on which it ought to have relied and which already rendered their forecast
to be pessimistic.

Overall, the Appellant contends that there is no merit in applying any shock factor and this should
be removed.

Summary and the correct approach to passenger forecasts

In_conclusion, and based on the above, the Appellant submits that there are clear errors in the
CAA’s decision which render the passenger forecast for H7 wrong due to errors of fact, wrong in
law and reflects erroneous exercises of discretion. It will cause direct and enduring harm to
consumers as a result of prices that are higher than necessary:

(@) The CAA erred by taking an approach to its forecast that was procedurally unfair.

(b) It continued to place reliance on a model prepared by HAL which has not been shared with
stakeholders and which has been shown to be self-serving and incorrect in relation to the
output of the model.

(c) The CAA’s four step process has not alleviated those errors, as it: ignores the impact of
HAL’s unilaterally imposed and threatened capacity restrictions on 2022 and 2023 demand;
applies a flawed and pessimistic methodology to forecast 2023 demand; fails to have
regard to external forecasts which demonstrate that the CAA has under-estimated demand
over the H7 period; and applies unjustified downside adjustments in a context where its
estimates are already too low. There are clear overlaps at each Step meaning that it was
wrong for the CAA to have applied the steps cumulatively.
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H7 Final Decision Section 1, paragraph 1.66 [Exhibit NoA1/2/43].
Paragraph 144 [MW1/55-56].
Paragraph 143 [MW1/55].
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MW1 sets out an approach that corrects for these errors. The corrected numbers based on the
most up to date data, are set out below.25!

Passengers 2022 2023 2024 2025 2026 H7
(million)

CAA’s decision 61.6 73.0 78.9 80.7 81.3 3755
Corrected 64.3 776 82.0 836 85.0 3925
passenger

forecasts??

Error 1(d) - Having updated its passenger forecast for 2022, the CAA erred by failing to
make a consequential adjustment to the asymmetric risk allowance

As noted above, the task of estimating passenger numbers also impacts other building blocks
within the H7 price control. This includes the asymmetric risk allowance. The CAA also made an
error by failing to update the allowance for asymmetric risk to reflect the higher outturn traffic in
2022.

As set out in section 8 of the WACC Report, the error occurred because the CAA failed to update
its calculations for the actual 2022 outturn.

As a result, this error meant that the H7 Final Decision over-estimated the revenue requirement
by around £7 million.

Legal consequences

The Appellant submits that the H7 Final Decision, insofar as it retains the passenger forecast,
was wrong on the following statutory grounds:

(a) It was based on errors of fact, pursuant to section 26(a) of the Act. This is for reasons
including that the CAA: (i) relied on flawed assumptions and evidence (e.g. it continues to
unjustifiably rely on the HAL model; has assumed a lower bound implyi