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1. Introduction 

1.1 The Civil Aviation Authority (CAA) is responsible for the regulation of aviation 
safety in the UK, determining policy for the use of airspace, the economic 
regulation of Heathrow, Gatwick and Stansted airports, the licensing and financial 
fitness of airlines and the management of the ATOL financial protection scheme 
for holidaymakers.1 

1.2 The CAA regulates service standards and the maximum amount airlines are 
charged to use airports at airports that have significant market power. This 
currently applies to Heathrow, with additional formal airport charge and service 
monitoring in place for Gatwick. 

1.3 Heathrow Airport Ltd (HAL), as the operator of an airport designated as a 
dominant airport by the CAA, is subject to a price control on the amount which it 
can charge users for the facilities. This charge is decided by the CAA and normally 
reviewed every 5 years. The latest price control, for the period known as H7, is the 
decision made by the CAA under section 22 of the Civil Aviation Act 2012 
(the Act) which sets the price control and associated regulatory framework that 
applies to HAL during the H7 price control period (1 January 2022 until 31 
December 2026). This Final Decision with the required licence modifications to 
implement the H7 charge control was published on 8 March 2023 (the 
Final Decision).2 

1.4 On 17 April 2023, HAL sought permission from the CMA to appeal against the 
Final Decision pursuant to section 25 of the Act which provides that an appeal lies 
to the CMA against a decision taken by the CAA to modify a condition of its licence 
under the Act.3 

1.5 On 18 April 2023, the following airlines sought permission to appeal against the 
Final Decision, pursuant to section 25 of the Act as providers of air transport 
services whose interests are materially affected by the decision (together, the 
Airlines). 

(a) British Airways plc (BA);4 

 
 
1 https://www.gov.uk/government/organisations/civil-aviation-authority. 
2 Economic regulation of Heathrow Airport: H7 Final Decision’, CAP2524, March 2023 (see: Final and Initial proposals for 
H7 price control | Civil Aviation Authority), (Final Decision). The CAA published its Final Decision in volumes 
CAP2524A–H. ‘Section 1 on the Regulatory Framework’ CAP2524B comprised Chapters 1–3: Final Decision, Section 1 
(Section 1). ‘Section 2 on the key price control ‘building blocks’’ CAP2425C comprised Chapters 4–8: Final Decision, 
Section 2 (Section 2). Section 3 ‘Financial issues and implementation’, comprised Chapters 9–14 and implementation: 
Final Decision, Section 3. (Section 3). Where we cite the Final Decision below, we do so with reference to the paragraph 
numbers within the Final Decision. 
3 HAL Notice of Appeal (HAL NoA), 17 April 2023. 
4 BA Notice of Appeal (BA NoA), 18 April 2023. 

https://www.gov.uk/government/organisations/civil-aviation-authority
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%202%20Building%20Blocks%20CAP2524C.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%202%20Building%20Blocks%20CAP2524C.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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(b) Delta Air Lines Inc (Delta);5 and 

(c) Virgin Atlantic Airways Ltd (VAA).6 

1.6 On 11 May 2023, the CMA granted permission to appeal to all appellants, on all 
the grounds requested. This is discussed further in chapter 4. 

1.7 On 22 May 2023, the CMA received applications for permission to intervene in the 
appeals from BA, Delta, and HAL. On 5 June 2023, the CMA granted permission 
to all interveners to intervene on grounds raised by other parties’ appeals. This is 
discussed further in chapter 4. 

1.8 On 8 September 2023, we issued our provisional determinations (Provisional 
Determination) of the appeals to the parties and invited comment. We published 
a short summary of the Provisional Determination for transparency.7  

1.9 This document sets out the reasoning for our determinations of the appeals, as set 
out in the Order (together, the Final Determination). A non-sensitive version of 
this document and the Order will be published on the CMA case page as soon as 
practicable.8 We have also published a short summary of the Final Determination 
for transparency. 

1.10 In reaching our determinations, we have considered the appellants’ Notices of 
Appeal (NoAs) and related documents, the CAA’s response to the appellants’ 
NoAs (the CAA Response),9 the responses to the Provisional Determination and 
other written submissions and responses to various requests for information 
(RFIs) from the appellants and the CAA. We have also considered submissions 
from interveners10 and have held hearings with the appellants, interveners and the 
CAA (together the Parties to the appeals). 

1.11 Under the statutory framework for the appeals process, the CMA was required to 
reach its determinations by 17 October 2023.11 

Structure of our determinations 

1.12 Our determinations are structured as follows. 

 
 
5 Delta Notice of Appeal (Delta NoA), 18 April 2023. 
6 VAA Notice of Appeal (Virgin NoA), 18 April 2023 
7 H7 Heathrow Airport Licence Modification Appeals, Summary of provisional determinations, 8 September 2023 
8 CMA case page: H7 Heathrow Airport Licence modification appeals 
9 CAA Response to Notices of appeal, (CAA Response), 31 May 2023. 
10 BA, Application for permission to intervene and Notice of Intervention (BA NoI), 22 May 2023; Delta, Application for 
permission to intervene and Notice of Intervention (Delta NoI), 22 May 2023; and HAL, Application for permission to 
intervene and Notice of Intervention (HAL NoI), 22 May 2023 
11 The CMA decided on 16 May 2023 to extend the period for the determination of the appeals by eight weeks to 
17 October 2023 (see CMA case page, Notice of Extension of Time Limit for Determination of Appeals Under Section 28 
of the Civil Aviation Act 2012 and Notice of Extension of Period for Civil Aviation Authority to Submit Representations to 
The CMA Under Paragraph 19 of Schedule 2 Civil Aviation Act 2012, 16 May 2023). 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64f99de4fdc5d10014fce7b0/Summary_of_provisional_determinations__FINAL.pdf
https://www.gov.uk/cma-cases/h7-heathrow-airport-licence-modification-appeals
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/6480510c5f7bb700127fa604/British_Airways_plc_and_Delta_Airlines_Inc_permissions_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/6480510c5f7bb700127fa604/British_Airways_plc_and_Delta_Airlines_Inc_permissions_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64805486b32b9e0012a96359/Heathrow_Airport_Limited_permissions_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64805486b32b9e0012a96359/Heathrow_Airport_Limited_permissions_to_intervene.pdf
https://www.gov.uk/cma-cases/h7-heathrow-airport-licence-modification-appeals
https://assets.publishing.service.gov.uk/media/6464939ce140700013b6e065/Notice_Extensions_Timetable_and_Responses.pdf
https://assets.publishing.service.gov.uk/media/6464939ce140700013b6e065/Notice_Extensions_Timetable_and_Responses.pdf
https://assets.publishing.service.gov.uk/media/6464939ce140700013b6e065/Notice_Extensions_Timetable_and_Responses.pdf
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Introductory chapters 

1.13 We first set out the background to the appeals before considering the substance of 
each ground of appeal in detail in later chapters. 

(a) Chapter 1: we provide an introduction to the appeals. 

(b) Chapter 2: we provide an overview of the Parties to the appeals, a brief 
introduction to the regulation of Heathrow, and an overview of the context in 
which the price control was being set, 

(c) Chapter 3: we set out the legal framework for the appeal. 

(d) Chapter 4: we set out the conduct of the appeals, including key events and 
activities during the appeal process. The chapter also sets out how the 
grounds of appeal of all appellants were grouped into topics for consideration 
by the CMA (referred to in this document as Grounds A to E). 

Assessment of the issues for determination 

1.14 Chapters 5 to 11 address each of the grounds A to E in turn, setting out the issues 
for determination, summarising the relevant main submissions and supporting 
evidence put forward by the parties, and interveners to each ground before turning 
to our assessment and determination. 

(a) Chapter 5: Ground A – Regulatory Asset Base (RAB) adjustment. 

(b) Chapter 6: Ground B1 – Asset beta. 

(c) Chapter 7: Ground B2 – Cost of debt. 

(d) Chapter 8: Ground B3 – Point estimate. 

(e) Chapter 9: Ground C – Passenger forecast. 

(f) Chapter 10: Ground D – AK factor. 

(g) Chapter 11: Ground E – Capex incentives. 

Determinations by appellant 

1.15 Chapters 12 to 15 summarise the determination by appellant, referring to the 
grounds of appeal pleaded by each appellant. 

(a) Chapter 12: HAL. 

(b) Chapter 13: BA. 
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(c) Chapter 14: Delta. 

(d) Chapter 15: VAA. 

Relief 

1.16 For those grounds, or parts of grounds, where we have found for the appellants, in 
chapter 16 we provide our determination on the appropriate relief which is 
implemented by the Order. 

Other documents which are part of the determinations  

1.17 As mentioned above, our determinations consist of the Order and this document 
which provides the reasoning for our determinations.  

1.18 To support our assessment of Ground B2: cost of debt (set out in chapter 7) we 
provide an overview of regulatory precedent in approaches to inflation in 
appendix A. 

1.19 We also provide a glossary of the terms used in the determinations. 
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2. Background to the parties to the appeal and the 
regulation of Heathrow Airport 

The parties to the appeal 

Heathrow Airport Limited (HAL) 

2.1 HAL is a private limited company registered in the UK, ultimately controlled by 
FGP Topco Limited. The holding company of HAL is Heathrow (AH) Limited, which 
is in turn owned by Heathrow (SP) Limited. A number of other holding and funding 
companies are in the ownership chain between Heathrow (SP) Limited and the 
ultimate controlling company, FGP Topco Limited. This group of companies 
together form the Heathrow (AH) Limited group. The Heathrow (AH) Limited group 
is owned by a consortium of investors who hold shares in FGP Topco Limited.12,13  

2.2 HAL operates the UK’s largest airport, typically handling (pre COVID-19 
pandemic) around 476,000 air transport movements (ATM), around 81 million 
passengers and around 1.6 million metric tonnes of cargo a year.14 HAL’s revenue 
for 2022 was £2,913 million.15 In 2022: £1,879 million (65%) of revenue was 
aeronautical revenue; £564 million (19%) was retail revenue; and £470 million 
(16%) was other revenue (such as Heathrow Express).16 

2.3 The CAA determined that HAL had met the market power test in the Act in 
January 2014 (see paragraph 2.14 and chapter 3), and since 2014 HAL has been 
subject to an airport economic licence which includes conditions on price controls, 
specifying the quality of the services the airport operator must deliver and how 
much HAL can charge for them.17 A brief overview of the CAA’s price regulation of 
HAL and the timeline of the H7 price control18 is at paragraph 2.21. 

 
 
12 As at 31 December 2022, there are seven international investors that own the shares of FGP Topco Limited. These 
are: Ferrovial (25%); Qatar Holding LLC (20%); Caisse de dépôt et placement du Québec (12.6%); GIC (11.2%); Alinda 
(11.2%); China Investment Corporation (10%), and Universities Superannuation Scheme (10%). Annual Report, 2002, 
Heathrow (SP) Limited, (See, Investor centre | Heathrow, Heathrow_SP_2022_ARA.pdf), page 87. (Accessed on 
15 August 2023). 
13 Annual Report, 2002, Heathrow (SP) Limited, (See, Investor centre | Heathrow, Heathrow_SP_2022_ARA.pdf), 
pages 57, 86 and 87. (Accessed on 15 August 2023) 
14 See: Investor centre | Heathrow, June2023_Monthly_Traffic_Statistics.xlsx (live.com) (Accessed on 15 August 2023), 
data for 2019  
15 Annual Report, 2022, Heathrow (SP) Limited, (See, Investor centre | Heathrow, Heathrow_SP_2022_ARA.pdf), 
page 136. Note that ATM, passenger numbers and cargo volumes were less than in 2019.  
16 Annual Report, 2022, Heathrow (SP) Limited, (See, Investor centre | Heathrow, Heathrow_SP_2022_ARA.pdf), 
page 163. 
17 H7 overview | Civil Aviation Authority (caa.co.uk), (See: https://www.caa.co.uk/commercial-industry/airports/economic-
regulation/h7/h7-overview/) (Accessed on 15 August 2023) 
18 ‘Q6’ was the price control for the period from 2014 to 2018, the approach to which was successively extended to cover 
2019 and 2020 to 2021. 

https://www.heathrow.com/company/investor-centre
https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/investor/reports-and-presentations/annual-accounts/sp/Heathrow_SP_2022_ARA.pdf
https://www.heathrow.com/company/investor-centre
https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/investor/reports-and-presentations/annual-accounts/sp/Heathrow_SP_2022_ARA.pdf
https://www.heathrow.com/company/investor-centre
https://view.officeapps.live.com/op/view.aspx?src=https%3A%2F%2Fwww.heathrow.com%2Fcontent%2Fdam%2Fheathrow%2Fweb%2Fcommon%2Fdocuments%2Fcompany%2Finvestor%2Freports-and-presentations%2Ftraffic-statistics%2FJune2023_Monthly_Traffic_Statistics.xlsx&wdOrigin=BROWSELINK
https://www.heathrow.com/company/investor-centre
https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/investor/reports-and-presentations/annual-accounts/sp/Heathrow_SP_2022_ARA.pdf
https://www.heathrow.com/company/investor-centre
https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/investor/reports-and-presentations/annual-accounts/sp/Heathrow_SP_2022_ARA.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/h7-overview/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/h7-overview/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/h7-overview/
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BA, Delta and VAA 

2.4 British Airways plc (BA) is a global airline and the largest subsidiary in the 
International Airlines Group (IAG). IAG is a Spanish registered company with 
shares traded on the London Stock Exchange and Spanish Stock Exchanges. In 
2022, BA had a total revenue of £11,030 million.19 BA operates from a number of 
UK airports, but considers Heathrow Terminal 5 as the ‘home of British Airways’.20 
BA owns over 50% (52%) of the slots available at Heathrow.21 BA is a UK carrier 
and is a member of the OneWorld Alliance. 

2.5 Delta Air Lines, Inc (Delta), is a company quoted on the New York Stock 
Exchange and is based in Atlanta. Amongst other holdings, Delta owns 49% of the 
equity of VAA. In 2022, Delta had a total revenue of $50,582 million.22 Delta owns 
less than 5% (1.8%) of the slots available at Heathrow.23 

2.6 Virgin Atlantic Airways Ltd (VAA), is a private limited company registered in the 
UK. VAA is the ultimate controller of a number of companies within the Virgin 
Atlantic Ltd Group.24 VAA is owned by Virgin Group (51%) and Delta Air Lines Inc. 
(49%).25 In 2022, VAA had a total revenue of £2,854 million. VAA owns less than 
5% (4.3%) of the slots available at Heathrow.26 Both VAA and Delta are members 
of the SkyTeam Alliance. 

2.7 BA, Delta and VAA (together, the Airlines) are airlines that operate worldwide. In 
particular, the Airlines operate a significant number of flights out of Heathrow. 

The Civil Aviation Authority 

2.8 The Civil Aviation Authority (the CAA) is responsible for the regulation of aviation 
safety in the UK, and is a public corporation of the Department for Transport.27 The 
CAA is the respondent in the H7 Appeals.28,29 

2.9 Amongst other responsibilities, the CAA has powers under the Civil Aviation Act 
2012 (the Act) for the economic regulation of airport operators that meet the 

 
 
19 See IAG – International Airlines Group – Results and reports (iairgroup.com), British Airways Plc, Annual Report and 
Accounts, Year ended 31 December 2022, page 5. (Accessed on 22 August). 
20 See Welcome to London Heathrow (britishairways.com) (Accessed on 22 August). 
21 See Airport Coordination Limited website: Microsoft Power BI (Accessed on 22 August). 
22 Annual Report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934, For the fiscal year ended 
December 31, 2022, or, Transition Report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934 
commission file number 001-5424, Delta Air Lines, Inc., page 33. 
23 See Airport Coordination Limited website: Microsoft Power BI (Accessed on 22 August). 
24 See Virgin Atlantic Website: Virgin Atlantic Annual Report 2022, page 88. 
25 See Virgin Atlantic Website: Virgin Atlantic Annual Report 2022, page 81. 
26 See Airport Coordination Limited website: Microsoft Power BI (Accessed on 22 August). 
27 Civil Aviation Authority - GOV.UK (www.gov.uk) (see: https://www.gov.uk/government/organisations/civil-aviation-
authority), (accessed on 15 August 2023). 
28 See CMA case page: H7 Heathrow Airport Licence modification appeals – GOV.UK (www.gov.uk). 
29 ‘H7’ is the price control period for Heathrow from 1 January 2022 until 31 December 2026. 

https://www.iairgroup.com/~/media/Files/I/IAG/annual-reports/british-airways-annual-report-and-accounts-2022.pdf
https://www.iairgroup.com/~/media/Files/I/IAG/annual-reports/british-airways-annual-report-and-accounts-2022.pdf
https://www.iairgroup.com/~/media/Files/I/IAG/annual-reports/british-airways-annual-report-and-accounts-2022.pdf
https://www.britishairways.com/en-gb/information/airport-information/london-heathrow-airport
https://www.acl-uk.org/
https://app.powerbi.com/view?r=eyJrIjoiNzkyYTg2MjYtMTA1MS00ZWZhLWE4ODYtMTM2N2Y1Zjc5MDEwIiwidCI6ImJhNzNmYjViLWM1ZWUtNGNiNy04NzFjLWU4YjI0NWQwYjY3YiJ9
https://ir.delta.com/financials/default.aspx
https://ir.delta.com/financials/default.aspx
https://ir.delta.com/financials/default.aspx
https://www.acl-uk.org/
https://app.powerbi.com/view?r=eyJrIjoiNzkyYTg2MjYtMTA1MS00ZWZhLWE4ODYtMTM2N2Y1Zjc5MDEwIiwidCI6ImJhNzNmYjViLWM1ZWUtNGNiNy04NzFjLWU4YjI0NWQwYjY3YiJ9
https://corporate.virginatlantic.com/gb/en.html
https://corporate.virginatlantic.com/content/dam/corporate/Virgin-Atlantic-Annual-Report-2022-F-signed.pdf
https://corporate.virginatlantic.com/gb/en.html
https://corporate.virginatlantic.com/content/dam/corporate/Virgin-Atlantic-Annual-Report-2022-F-signed.pdf
https://www.acl-uk.org/
https://app.powerbi.com/view?r=eyJrIjoiNzkyYTg2MjYtMTA1MS00ZWZhLWE4ODYtMTM2N2Y1Zjc5MDEwIiwidCI6ImJhNzNmYjViLWM1ZWUtNGNiNy04NzFjLWU4YjI0NWQwYjY3YiJ9
https://www.gov.uk/government/organisations/civil-aviation-authority
https://www.gov.uk/government/organisations/civil-aviation-authority
https://www.gov.uk/government/organisations/civil-aviation-authority
https://www.gov.uk/cma-cases/h7-heathrow-airport-licence-modification-appeals
https://www.gov.uk/cma-cases/h7-heathrow-airport-licence-modification-appeals
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market power test in the Act.30 Section 6 of the Act sets out the market power test 
used to identify airports with substantial market power (SMP).31 

2.10 More details of the statutory duties of the CAA are set out in the Legal Framework 
in chapter 3. 

Regulation of Heathrow Airport 

The regulatory framework 

2.11 Under the Act the CAA’s general duty is that the CAA must carry out its functions 
under the Act 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 
airport operation services. The CAA must do so, where appropriate, by carrying 
out the functions in a manner which it considers will promote competition in the 
provision of airport operation services. (See paragraphs 3.8 to 3.13 for a more 
detailed description of the CAA’s duties).32 

2.12 The Act does not place any obligations on licence holders such as HAL (unlike 
licensees in some other sectors (eg gas and electricity networks, air navigation 
services)). HAL’s obligations flow from its licence (the Licence).33 The Act gives 
the CAA the power to include conditions in licences, both generally, and in relation 
to price controls.34  

2.13 The Act permits economic regulation of an airport operator and the granting of a 
licence by the CAA if all three components of the market power test set out in 
section 6 of the Act35 are satisfied. 

2.14 In January 2014, the CAA determined that the operators of Heathrow (HAL) met 
the market power test set out in the Act and therefore required a licence to recover 
charges for its services. 

HAL’s price controls and charges 

2.15 The charges applied by HAL to airlines are set in compliance with its Licence36 
and the Airport Charges Regulations 2011. 

 
 
30 H7 overview | Civil Aviation Authority (caa.co.uk) (See: https://www.caa.co.uk/commercial-industry/airports/economic-
regulation/h7/h7-overview/), (Accessed on 15 August 2023). 
31 Section 6 of the Act. 
32 Teach-in slides, 6 June 2023, slide 26. The contents of the teach-in slides were agreed by all Parties. 
33 Economic licensing of Heathrow Airport | Civil Aviation Authority (caa.co.uk) (see: https://www.caa.co.uk/commercial-
industry/airports/economic-regulation/licensing-and-price-control/economic-licensing-of-heathrow-airport/) the Licence 
(Accessed on 14 October 2023). 
34 Sections 18 and 19 of the Act. 
35 Section 6 of the Act. See chapter 3 for more details. 
36 (see https://www.caa.co.uk/media/tmzmc45t/heathrow-licence-01may2023.pdf) 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/h7-overview/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/h7-overview/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/h7-overview/
https://www.legislation.gov.uk/ukpga/2012/19/section/6/enacted#:~:text=6%20Market%20power%20test%20%281%29%20The%20market%20power,area%20at%20the%20time%20the%20test%20is%20applied.
https://competitionandmarkets.sharepoint.com/:p:/r/sites/H7AppealDelivery/Shared%20Documents/1.%20Project%20Mgmt/Site%20visit/20230605%20-%20Teach%20in%20Slides%20-%20consolidated%20-%20compressed%20%20-.pptx?d=w87ea1e39388b46e48d878d415d64893e&csf=1&web=1&e=zfXo9l
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/licensing-and-price-control/economic-licensing-of-heathrow-airport/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/licensing-and-price-control/economic-licensing-of-heathrow-airport/
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/licence-conditions/enacted
https://www.legislation.gov.uk/ukpga/2012/19/section/6/enacted#:~:text=6%20Market%20power%20test%20%281%29%20The%20market%20power,area%20at%20the%20time%20the%20test%20is%20applied.
https://www.caa.co.uk/media/tmzmc45t/heathrow-licence-01may2023.pdf
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HAL’s Licence 

2.16 HAL’s Licence sets out a Price Control Condition which HAL is required to follow 
and which sets out the overall maximum amount that can be recovered from 
airlines, expressed on a per passenger basis. The Price Control Condition has a 
prescribed formula that is applied annually which updates the maximum allowable 
yield. 

Airport Charges Regulations 2011 

2.17 The Airport Charges Regulations 2011 (ACR 2011)37 established a common 
framework by which airports consult their airline customers about airport charges, 
service level agreements and major infrastructure projects. 

2.18 The ACR 2011 require airports to: 

(a) consult airlines about airport charges annually; 

(b) give at least four months’ notice of proposed changes to airport charges 
(unless there are exceptional circumstances); 

(c) provide specific information to airlines on how airport charges are calculated; 

(d) (if practicable) announce decisions on changes to airport charges at least two 
months before they come into effect, and 

(e) consult airlines on major infrastructure projects. 

2.19 The Regulations also contain provisions about airlines providing information to 
airports, the basis for airports providing differentiated services and 
discrimination.38  

Process for applying airport charges 

2.20 Airport charges are set each year through a consultation process in which HAL 
consults on the level of the overall airport charge on a per passenger basis and 
how that charge is recovered through the structure of tariffs.39 HAL follows a 
similar process each year to set airport charges (see Figure 2.1). 

 
 
37 (see https://www.legislation.gov.uk/uksi/2011/2491/contents/made) 
38 Teach-in slides, 6 June 2023, slide 39. 
39 Teach-in slides, 6 June 2023, slide 39. 

https://www.legislation.gov.uk/uksi/2011/2491/contents/made
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Figure 2.1: Annual consultation process that HAL follows to set airport charges for airlines 

 
Source: Teach-in slides, 6 June 2023, slide 40. 

The H7 price control 

2.21 The CAA started price regulating airports in 1986 and has completed six price 
control reviews covering the operation of Heathrow. In February 2014, the CAA 
granted a licence to HAL which came into force on 1 April 2014.40, 41 The Licence 
for HAL included a price control on airport charges for the period 1 April 2014 to 
31 December 2018 (referred to as Q6).42  

(a) The CAA extended the Q6 price control by one year to 31 December 2019 to 
take account of the uncertainty surrounding the Government’s October 2016 
announcement on the location of capacity expansion in the South East of 
England.43 

(b) The CAA put in place a two-year interim price cap, up to 31 December 2021 
so that the main price control timetable could be better aligned with that of 
the wider programme for capacity expansion at Heathrow. This was referred 
to as an interim price cap (iH7). 

(c) Due to the unusual circumstances of the COVID-19 pandemic, the CAA was 
unable to make a final decision on the main price control and therefore 

 
 
40 Economic licensing and price control overview | Civil Aviation Authority (caa.co.uk), (See: 
https://www.caa.co.uk/Commercial-industry/Airports/Economic-regulation/Licensing-and-price-control/Economic-
licensing-and-price-control/), (Accessed on 15 August 2023). 
41 CAA, Licence granted to HEATHROW AIRPORT LIMITED by the Civil Aviation Authority under section 15 of the Civil 
Aviation Act 2012, 13 February 2014. 
42 Economic licensing and price control overview | Civil Aviation Authority (caa.co.uk), (See: Economic licensing and 
price control overview | Civil Aviation Authority (caa.co.uk)), (Accessed 15 August 2023). 
43 Economic licensing of Heathrow Airport | Civil Aviation Authority (caa.co.uk), (See: https://www.caa.co.uk/commercial-
industry/airports/economic-regulation/licensing-and-price-control/economic-licensing-of-heathrow-airport/), (Accessed on 
15 August 2023). 

https://www.caa.co.uk/Commercial-industry/Airports/Economic-regulation/Licensing-and-price-control/Economic-licensing-and-price-control/
https://www.caa.co.uk/Commercial-industry/Airports/Economic-regulation/Licensing-and-price-control/Economic-licensing-and-price-control/
https://www.caa.co.uk/Commercial-industry/Airports/Economic-regulation/Licensing-and-price-control/Economic-licensing-and-price-control/
https://www.caa.co.uk/media/tmzmc45t/heathrow-licence-01may2023.pdf
https://www.caa.co.uk/media/tmzmc45t/heathrow-licence-01may2023.pdf
https://www.caa.co.uk/Commercial-industry/Airports/Economic-regulation/Licensing-and-price-control/Economic-licensing-and-price-control/
https://www.caa.co.uk/Commercial-industry/Airports/Economic-regulation/Licensing-and-price-control/Economic-licensing-and-price-control/
https://www.caa.co.uk/Commercial-industry/Airports/Economic-regulation/Licensing-and-price-control/Economic-licensing-and-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/licensing-and-price-control/economic-licensing-of-heathrow-airport/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/licensing-and-price-control/economic-licensing-of-heathrow-airport/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/licensing-and-price-control/economic-licensing-of-heathrow-airport/
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introduced holding price caps for the 2022 and 2023 regulatory years which 
form part of the H7 period.  

(d) The CAA’s H7 price control review is effective from 1 January 2024 through 
to 31 December 2026, though it covers the period 2022 to 2026.44 

2.22 The timeline for the H7 price control is shown in Figure 2.2. 

Figure 2.2: H7 Regulatory timeline: Key dates 

 
Source: Teach-in slides, 6 June 2023, slide 5. 

Context to H7 price control 

COVID-19  

2.23 The COVID-19 pandemic resulted in rapidly changing government restrictions to 
which Heathrow and airlines had to respond with very little notice. HAL had to 
ensure safe operations continued while also preserving cash flow as ‘income 
stopped very swiftly’. The uncertainty resulting from the restrictions and evolution 
of the virus meant it was not possible for HAL, or airlines, to have a clear long-term 
plan for the return to fully operational status. Major process changes were often 
required with little to no notice, sometimes overnight. This applied both during the 
onset of COVID-19 and as it eased.45 

2.24 HAL explained that the DfT rules on how many slots airlines had to fly in order to 
maintain historic rights were amended from 80 flown/20 not flown against the 
airlines’ full slot allocation to 70 flown/30 not flown in summer 2022. This was a 

 
 
44 Teach-in slides, 6 June 2023, slides 6 and 50. 
45 Teach-in slides, 6 June 2023, slide 50. 
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major change for all involved and compounded the uncertainty around how many 
flights would be operating.46 

2.25 HAL further explained how the UK Government’s restrictions directly affected its 
operations at Heathrow airport (see Figure 2.3). This had a very severe impact on 
passenger numbers, compared to other historic drops in passenger numbers 
following other incidents (see Figure 2.4). 

Figure 2.3: Impact on Heathrow airport operations of UK Government restrictions due to COVID-19 

 
Source: Teach-in slides, 6 June 2023, slide 51. 

Figure 2.4: Impact of COVID-19 on Heathrow airport passenger numbers 

 
Source: Teach-in slides, 6 June 2023, slide 52. 

 
 
46 Teach-in slides, 6 June 2023, slide 50. 
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2.26 The CAA continued to apply the Q6 price control during the period of disruption of 
flights caused by the UK lockdowns as a result of the COVID-19 pandemic. During 
the iH7 period, when interim price caps applied in 2020 and 2021, HAL’s 
passenger numbers fell significantly as a result of the travel restrictions imposed, 
for example passenger numbers fell to 22 million in 2020 and 19 million in 2021. 

2.27 The CAA replaced the Q6 price control condition with interim price controls for 
both 2020 and 2021, which formed the basis of iH7.47 The price control condition 
remained in force with Heathrow required to adhere to a maximum yield per 
passenger. For 2022 and 2023 the condition itself was replaced with ‘holding caps’ 
– a single fixed price as opposed to the more complex formula of previous years.48 

Changing UK economic outlook 

2.28 In the autumn of 2022, the macro-economic outlook for the UK had significantly 
worsened since the CAA had published its Final Proposals in June 2022. UK 
inflation and interest rates had risen significantly and the Office for Budget 
Responsibility had issued updated forecasts for the UK in mid-November 2022.49  

2.29 On 8 December 2022, CAA published a notice stating that ‘developments in the 
wider economy since we published the Final Proposals have given rise to a 
degree of volatility in forecasts of inflation and interest rates’50 and that it would 
postpone its Final Decision in order to take account of the latest information on 
passenger numbers as well as these changes.51  

Review of Heathrow third runway 

2.30 Heathrow’s business plan changed significantly during the H7 price control 
process, with many external factors influencing this. HAL’s Initial Business Plan in 
December 2019 was based on capacity expansion at Heathrow (including building 
a third runway), and HAL submitted a Revised Business Plan in December 2020 to 
reflect its existing 2-runway airport (as well as the impact of COVID-19) 

 
 
47 ‘Economic regulation of Heathrow Airport: H7 Final Decision’, CAP2524, March 2023 (see: Final and Initial proposals 
for H7 price control | Civil Aviation Authority, Final and Initial proposals for H7 price control | Civil Aviation Authority 
(caa.co.uk)), (Final Decision), paragraph 10. 
48 Teach-in slides, 6 June 2023, slide 60. 
49 See OBR website, https://obr.uk/efo/economic-and-fiscal-outlook-november-2022/ (plus various PDFs – main one is 
https://obr.uk/download/economic-and-fiscal-outlook-november-2022/?tmstv=1693431976. 
50 See CAA website, Final and Initial proposals for H7 price control | Civil Aviation Authority (caa.co.uk), 
https://publicapps.caa.co.uk/docs/33/CAP2488.pdf, paragraph 11. 
51 See CAA website, Final and Initial proposals for H7 price control | Civil Aviation Authority (caa.co.uk), 
https://publicapps.caa.co.uk/docs/33/CAP2488.pdf, paragraph 1.5 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://obr.uk/efo/economic-and-fiscal-outlook-november-2022/
https://obr.uk/download/economic-and-fiscal-outlook-november-2022/?tmstv=1693431976
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/CAP2488.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/CAP2488.pdf
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3. Legal framework 

The decision under appeal 

3.1 Under the Act, the CAA regulates an airport operator by means of an economic 
licence if that operator has been found to have substantial market power and the 
other elements of the ‘market power test’ as set out in section 6 of the Act are 
met.52  

3.2 On 10 January 2014, the CAA made a market power determination in respect of 
HAL under section 7 of the Act,53 with the result that HAL requires a licence to levy 
charges for airport operation services at Heathrow Airport.54 In February 2014, the 
CAA granted a licence to HAL (the Licence) under section 15 of the Act which 
includes price control conditions on airport charges at Heathrow Airport. 

3.3 The H7 price control follows on from the earlier Q6 price control which originally 
covered the years 2014 to 2018 but was later extended to apply to 2019 as well. 

3.4 The H7 price control review sets the airport charges that HAL may impose on 
airlines that operate passenger services to and from Heathrow Airport. These 
airport charges apply on a per passenger basis. 

3.5 The introduction of the H7 price control was delayed on several occasions, initially 
to accommodate work resulting from the Government’s decision that Heathrow 
was the preferred location for the development of a new runway in the southeast 
of England and later due to the impact of the COVID-19 pandemic. 

3.6 The years 2020 and 2021 were covered by an interim price cap (referred to as iH7 
by the CAA) which was followed by a holding cap in 2022 and a further interim cap 
for 2023 while the H7 price control was being finalised. 

3.7 The appeals concern the decision made by the CAA to modify the conditions of 
HAL’s Licence to give effect to the CAA’s Final Decision for the H7 price control 
review, which will operate from 1 January 2022 to 31 December 2026, and which 
were contained in a notice under section 22(6) of the Act published on 8 March 
2023 (the Final Decision). 

 
 
52 Section 6 of the Act is here: Civil Aviation Act 2012 (legislation.gov.uk)  
53 The CAA determined that HAL is the operator of a dominant airport area at a dominant airport. 
54 Airport operation services 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 and 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 of airport ground-handling services, facilities for car parking, and facilities for shops and other 
retail businesses. They do not include airport transport services, air traffic services or services provided in shops or as 
part of other retail businesses. 

https://www.legislation.gov.uk/ukpga/2012/19/contents/enacted
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The CAA’s statutory duties 

3.8 Section 1 of the Act55 sets out the CAA’s general duty. The CAA’s primary duty is 
established in section 1(1) of the Act which provides that the CAA must carry out 
its 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 
airport operation services. 

3.9 Section 1(2) of the Act provides that, in performing its duty under section 1(1), the 
CAA must do so, where appropriate, by carrying out the functions in a manner 
which it considers will promote competition in the provision of airport operation 
services. 

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

(a) the need to secure that each holder of a licence under this Chapter56 is able 
to finance its provision of airport operation services in the area for which the 
licence is granted, 

(b) the need to secure that all reasonable demands for airport operation services 
are met, 

(c) the need to promote economy and efficiency on the part of each holder of a 
licence under this Chapter in its provision of airport operation services at the 
airport to which the licence relates, 

(d) the need to secure that each holder of a licence under this Chapter 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 and aircraft using that 
airport, 

(e) any guidance issued to the CAA by the Secretary of State for the purposes of 
this Chapter, 

(f) any international obligation of the United Kingdom notified to the CAA by the 
Secretary of State for the purposes of this Chapter, and 

(g) the principles in subsection (4) which are that: 

(i) regulatory activities should be carried out in a way which is transparent, 
accountable, proportionate and consistent, and 

 
 
55 Civil Aviation Act 2012 (legislation.gov.uk). 
56 Within the Act, Chapter 1 Regulation of operators of dominant airports. 

https://www.legislation.gov.uk/ukpga/2012/19/contents/enacted
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/enacted
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(ii) regulatory activities should be targeted only at cases in which action is 
needed. 

3.11 In broad terms, the duty (to have regard to the specified matters) in section 1(3) 
requires that the CAA takes the relevant matter properly and conscientiously into 
account, and weighs it in the balance, in performing its functions.57 

3.12 Section 1(5) of the Act then confers a discretion on the CAA as to how it should 
manage conflicts arising from its duties by providing that: 

If, in a particular case, the CAA considers that there is a conflict- 

(a) between the interests of different classes of user of air 
transport services, or 

(b) between the interests of users of air transport services in 
different matters mentioned in subsection (1), 

its duty under subsection (1) is to carry out the functions in a 
manner which it considers will further such of those interests as it 
thinks best. 

3.13 The CAA, as a public body, is also bound by the ordinary requirements of public 
law, including as to its standards of consultation, the duty of enquiry and the taking 
into account of relevant considerations. 

The appeal regime 

3.14 The CAA’s Final Decision is subject to a specific appellate regime established by 
the Act. 

3.15 The Airport Licence Condition Appeal regime is governed by provisions contained 
in sections 24 to 30 and Schedule 2 of the Act and rules and guidance produced 
pursuant to the Act: 

(a) the Airport Licence Condition Appeal Rules (CMA172) (the Rules);58 and  

(b) the Airport Licence Condition Appeal Guide (CMA173) (the Guide).59 

3.16 The overriding objective of the Rules is to enable the CMA to dispose of appeals 
fairly, efficiently and at proportionate cost within the time limits prescribed by the 

 
 
57 This formulation was adopted in R (British Gas Limited) v The Gas and Electricity Markets Authority [2019] EWHC 
3048 (Admin), paragraph 14. 
58 The Rules (CMA172). 
59 The Guide (CMA173). 

https://www.gov.uk/government/publications/airport-licence-condition-appeals-rules-cma172
https://www.gov.uk/government/publications/airport-licence-condition-appeals-guide-for-participants-cma173
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Act and the CMA will apply the Rules to give effect to the overriding objective.60 All 
parties to an application or appeal must assist the CMA to further this objective.61  

3.17 The present appeals have been brought pursuant to section 25 of the Act which 
provides that an appeal lies to the CMA against a decision taken by the CAA to 
modify a condition of a licence under the Act. 

3.18 Subject to its granting of permission for the appeals under section 24 of the Act, 
the CMA has jurisdiction to hear the appellants’ appeals pursuant to section 25 
which provides (so far as relevant): 

(1) An appeal lies to the Competition and Markets Authority 
against a decision by the CAA to modify a licence condition 
under section 22. 

(2) An appeal may be brought under this section only by – 

(a) the holder of the licence, or 

(b) a provider of air transport services whose interests are 
materially affected by the decision. 

3.19 On 17 April 2023, the CMA received notices of appeal from HAL on the basis that 
it was the holder of the licence subject to the Final Decision and, on 18 April 2023, 
from BA, Delta and VAA as providers of air transport services whose interests are 
materially affected by the decision. The CMA granted permission to appeal to all 
Parties on 11 May 2023. 

3.20 Section 30(4) of the Act provides that the functions of the CMA in an appeal under 
section 25 are to be carried out on its behalf by a group constituted for the purpose 
by the CMA’s Chair. Such a group (the Group) has been constituted for this 
appeal. 

3.21 Section 28(1) of the Act provides that the CMA (in the form of the group acting on 
its behalf) must determine an appeal under section 25 against a decision in 
respect of a licence within the period of 24 weeks beginning with the day on which 
the CAA published the relevant notice. The period within which the CMA was to 
have determined the appeals was due to expire on 22 August 2023. 

3.22 The Group decided to extend the period within which the CMA must determine the 
appeals by 8 weeks as provided for under section 28(3) of the Act.62 The revised 
deadline for the CMA’s determination of the appeals is 17 October 2023. 

 
 
60 CMA172, paragraph 4.1. 
61 CMA172, paragraph 4.2. 
62 See, CMA case page, Notice of Extension.  

https://www.gov.uk/government/publications/airport-licence-condition-appeals-rules-cma172
https://www.gov.uk/government/publications/airport-licence-condition-appeals-rules-cma172
https://www.gov.uk/cma-cases/h7-heathrow-airport-licence-modification-appeals
https://assets.publishing.service.gov.uk/media/6464939ce140700013b6e065/Notice_Extensions_Timetable_and_Responses.pdf


 

27 

The legal test on appeal 

3.23 Section 26 of the Act provides: 

The Competition and Markets Authority may allow an appeal under 
section 24 or section 25 only to the extent that 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; 

(b) that the decision was wrong in law; 

(c) that an error was made in the exercise of a discretion. 

3.24 The question for the CMA to determine is therefore whether the Final Decision 
was wrong. In determining that question, the CMA is not limited to reviewing the 
Final Decision on traditional judicial review grounds nor is it a full rehearing of the 
merits of the Final Decision (or a de novo hearing).63, 64  

3.25 Section 30 of the Act further provides that in determining an appeal under sections 
24 or 25, the CMA itself must have regard to the matters in respect of which duties 
are imposed on the CAA by section 1 of the Act. 

3.26 In a regulatory appeal, the burden of proof is borne by the appellant who seeks to 
establish that the regulator has erred in its decision. The usual civil standard of 
proof will apply when assessing evidence and finding facts, namely the balance of 
probabilities.65 

3.27 Schedule 2 paragraph 23 of the Act66 deals with the powers of the CMA to 
consider matters which are only raised by parties at the appeal stage. For 
example, paragraph 23(3) provides that:67 

The member or group must not have regard to any matter, 
information or evidence raised or provided by a person other than 
the CAA if it was not considered by the CAA in making the decision 
that is the subject of the application or appeal, unless the member 
or group considers that – 

 
 
63 In other words, a new hearing of the matters that are the subject of the decision and in which the appellant has a 
‘second bite of the cherry.’ Nor is the CMA tasked under the Act with a redetermination of the H7 price control more 
widely. 
64 See British Telecommunications v Office of Communications (BT v Ofcom) [2010], CAT 17 at paragraph 76 and 
Energy Licence Modification Appeals 2021 (ELMA2021) at paragraph 3.29. 
65 BT v Ofcom [2017], CAT 25, paragraph 70.  
66 Schedule 2, paragraph 23 of the Act. 
67 Schedule 2, paragraph 23(2) of the Act contains equivalent provisions relating to new matters, information or evidence 
only raised or provided by the CAA at the appeal stage. 

https://www.catribunal.org.uk/sites/cat/files/1151_BT_080_Judgment_Admissibility_080710.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://www.catribunal.org.uk/cases/12603316-british-telecommunications
https://www.legislation.gov.uk/ukpga/2012/19/schedule/2/enacted
https://www.legislation.gov.uk/ukpga/2012/19/schedule/2/enacted
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(a) the person or a relevant connected 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 application or appeal, 
either by itself or taken together with other matters, information 
or evidence. 

Meaning of wrong 

3.28 While the CMA is able to decide whether a fact or inference is wrong, it cannot 
substitute its judgment for that of the regulator simply because it would have taken 
a different view.68 Further, it is not sufficient: 

(a) that the CMA or a party is able to identify an alternative approach, unless that 
approach is ‘clearly superior’;69 

(b) for the CMA to identify some defect in reasoning. It is only if the decision 
cannot be supported on any basis (whether or not relied upon by the CAA) 
that it will be ‘wrong’,70 or 

(c) for the CMA to identify some procedural deficiency. Such a deficiency will 
render the decision ‘wrong’ only if it is ‘so serious that [the CMA] cannot be 
assured that the Decision was not wrong’.71 

3.29 A decision will be ‘wrong’ if it is based on unreliable data or fails to take account of 
the relevant evidence.72 

3.30 Further, the CMA’s ELMA2021 decision recognised the importance of the ‘margin 
of appreciation’ in deciding whether a decision is ‘wrong’ (save that no such 
margin is available in respect of certain alleged errors of primary fact and certain 
errors of law – see further below). 

Error of fact 

3.31 The CMA’s starting point is that, as regards findings of primary fact, we will show a 
degree of deference to the CAA, as the specialist regulator, but we have a clear 

 
 
68 ELMA2021 paragraph 3.36. 
69 ELMA2021 paragraphs 3.40-3.43 and 3.77. 
70 ELMA2021 paragraph 3.51. 
71 ELMA2021 paragraph 3.54.  
72 ELMA2021 paragraph 3.47. 

https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
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jurisdiction in respect of factual errors, and the CMA will exercise that jurisdiction 
where we conclude that the CAA has based its decision on a plain error of fact. 

3.32 As stated by the Competition Commission (the CC) in E.ON:73 

GEMA, as the specialist regulator may well have an advantage 
over the CC in finding the relevant primary facts. […] GEMA […] 
has an advantage of experience, and will often have the benefit of 
having conducted a consultation with the industry […] For these 
reasons, the CC will be slow to impugn GEMA’s findings of fact. 
Nevertheless, the CC has a clear jurisdiction in respect of factual 
errors, and we will exercise that jurisdiction where we conclude 
that GEMA has based its decision on a plain error of fact.74  

3.33 This principle extends to the correctness or otherwise of any inference drawn from 
primary fact, although where we may be in as good a position as the CAA to 
determine some questions of primary fact, we should do so. In Assicurazioni 
Generali Spa v Arab Insurance Group, the Court of Appeal noted that: 

In appeals against conclusions of primary fact the approach of an 
appellate court will depend upon the weight to be attached to the 
findings of the judge and that weight will depend upon the extent to 
which, as the trial judge, the judge has an advantage over the 
appellate court; the greater that advantage the more reluctant the 
appellate court should be to interfere.75 

3.34 This reflects the prior judgment in Todd v Adam, in which the court stated that: 

Where the correctness of a finding of primary fact or of inference is 
in issue, it cannot be a matter of simple discretion how an appellate 
court approaches the matter. Once the appellant has shown a real 
prospect […] that a finding or inference is wrong, the role of an 
appellate court is to determine whether or not this is so, giving full 
weight of course to the advantages enjoyed by any judge of first 
instance who has heard oral evidence. In the present case, 
therefore, I consider that (a) it is for us if necessary to make up our 
own mind about the correctness or otherwise of any findings of 
primary fact or inference from primary fact that the judge made or 
drew and which the claimants challenge while (b) reminding 
ourselves that, so far as the appeal raises issues of judgment on 
unchallenged primary findings and inferences, this court ought not 
to interfere unless it is satisfied that the judge’s conclusion lay 

 
 
73 E.ON UK plc v GEMA (E:ON): energy code modification appeal, 10 July 2007. 
74 E.ON, paragraph 5.16, cited in ELMA2021, paragraph 3.73. 
75 Assicurazioni Generali Spa v Arab Insurance Group [2003] 1 All ER (Comm) 140, paragraph 15. 

https://assets.publishing.service.gov.uk/media/55194bf440f0b6140400036a/eon_final_decision.pdf
https://assets.publishing.service.gov.uk/media/55194bf440f0b6140400036a/eon_final_decision.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://www.bailii.org/ew/cases/EWCA/Civ/2002/1642.html
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outside the bounds within which reasonable disagreement is 
possible. In relation to (a) we must, as stated, bear in mind the 
important and well recognised reluctance of this court to interfere 
with a trial judge on any finding of primary fact based on the 
credibility or reliability of oral evidence.76 

3.35 When the exercise of judgement in relation to primary fact or inference is engaged 
in relation to the statutory ground of error of fact, the CMA’s position is as 
follows.77 

3.36 Where the alleged error lies in the CAA’s judgement in relation to unchallenged 
primary fact or inference, we ought not to interfere unless we are satisfied that the 
CAA’s conclusion lay outside the bounds within which reasonable disagreement is 
possible (see paragraph 3.34 above). 

3.37 Moreover, the CMA should not substitute its own judgement simply because it 
would have taken a different view had we been in the position of the regulator. As 
stated in SONI,78 having referred to Assicurazioni, the CMA concluded that: 

when applying the five statutory tests […] we consider that there is 
an important difference between the CMA making up our own mind 
about the correctness or otherwise of any findings of primary fact, 
or inference from primary fact, made in the Price Control Decision, 
which is permissible, and the CMA substituting our judgment for 
that of the regulator simply on the basis that we would have taken 
a different view of the matter, had we been the regulator, which is 
not permissible. 

3.38 Where conclusions of fact are, however, not conclusions of primary fact 
themselves but where the alleged error relates to an evaluation of the facts by the 
CAA or ‘an assessment of a number of different factors that have to be weighed 
against each other’, then, as set out in Assicurazioni, we should approach such 
evaluations in the same way that we approach the exercise of a discretion. 79 

Wrong in law 

3.39 The concept of ‘wrong in law’ is not defined in the Act. In other statutory contexts, 
however, appeals on a ‘point of law’ or a ‘question of law’ have been held to 
include matters of legal interpretation and also the full range of issues which would 
otherwise be the subject of an application to the High Court for judicial review.80 

 
 
76 Todd v Adam [2002] EWCA Civ 509, [2002] 2 All ER (Comm) 1, paragraph 129. 
77 We also take a similar position in relation to the ground of wrong in law. 
78 SONI Limited v Northern Ireland Authority for Utility Regulation (SONI), Final determination, 10 November 2017. 
79 Assicurazioni Generali Spa v Arab Insurance Group [2003] 1 All ER (Comm) 140, paragraph 16. 
80 See, for example, E v Secretary of State for the Home Department [2004] EWCA Civ 49, paragraph 42; Mohamoud v 
Birmingham City Council [2014] EWCA Civ 227, paragraph 23. 

https://www.bailii.org/ew/cases/EWCA/Civ/2002/509.html
https://assets.publishing.service.gov.uk/media/5a09a73ce5274a0ee5a1f189/soni-niaur-final-determination.pdf
https://www.bailii.org/ew/cases/EWCA/Civ/2002/1642.html
https://www.bailii.org/ew/cases/EWCA/Civ/2004/49.html
https://www.bailii.org/ew/cases/EWCA/Civ/2014/227.html
https://www.bailii.org/ew/cases/EWCA/Civ/2014/227.html
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These include challenges on grounds of procedural error, irrationality, inadequacy 
of reasons, having regard to irrelevant matters, and failing to have regard to 
relevant matters.81 

3.40 The language and context of section 26 of the Act are different from the legislation 
at issue in the case law cited in the previous paragraph. Nevertheless, we 
consider that this case law provides useful guidance as to the kinds of error that 
may render a decision ‘wrong in law’ for the purposes of section 26 of the Act. 

3.41 Accordingly, we consider that the CAA’s decision will be wrong in law where the 
CAA has misdirected itself as to the law. For example, a decision will be wrong in 
law where the CAA has misdirected itself as to its general duty and related 
statutory duties, but also more broadly as to any other applicable legal provisions, 
when making its decision that is the subject of an appeal under sections 24 or 25 
of the Act. 

3.42 As regards the adequacy of the CAA’s reasoning, in line with the statement of 
principle summarised in Firmus Energy,82 an appeal is against the decision, not 
the reasons for the decision. Therefore, it is not enough for an appellant to identify 
some error of reasoning; an appeal can only succeed if the decision cannot stand 
in light of that error. If the decision can be supported on a basis other than that on 
which the regulator relied, then the appellant will not have shown that the decision 
was wrong and will fail.83 Accordingly, we consider that the CAA’s decision will be 
wrong in law if it is based on irrelevant considerations or is otherwise irrational and 
the decision cannot be supported on any other basis. 

3.43 The CAA’s decision may also be wrong in law on the basis of a procedural 
deficiency. Consistent with the statement of principle summarised in Firmus 
Energy, the decision will be wrong in law only where the procedural deficiency 
(including a flawed consultation process) was so serious that the CMA cannot be 
assured that the decision was not wrong. 

Error in the exercise of a discretion 

3.44 As set out in ELMA2021, the CMA’s starting point: 

[…] will be to consider the adequacy of GEMA’s chosen approach 
rather than considering which approach we ourselves might have 
chosen had we been in GEMA’s position. [I]n considering whether 
GEMA’s chosen approach discloses an error, we will consider its 
inherent merits including by comparing its merits with those of any 

 
 
81 RB (Algeria) v Secretary of State for the Home Department [2008] EWCA Civ 290, paragraphs 62, 73; James v 
Hertsmere Borough Council [2020] EWCA Civ 489, paragraph 31. 
82 Firmus Energy (Distribution) Limited v Northern Ireland Authority for Utility Regulation: Final determination 
(publishing.service.gov.uk) (Firmus Energy). 
83 ELMA2021, paragraphs 3.50 (citing Firmus Energy, paragraph 3.20(h)) and 3.51. 

https://www.bailii.org/uk/cases/UKHL/2009/10.html
https://www.bailii.org/ew/cases/EWCA/Civ/2020/489.html
https://www.bailii.org/ew/cases/EWCA/Civ/2020/489.html
https://assets.publishing.service.gov.uk/media/5953bfd8e5274a0a69000079/firmus-final-determination.pdf
https://assets.publishing.service.gov.uk/media/5953bfd8e5274a0a69000079/firmus-final-determination.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/5953bfd8e5274a0a69000079/firmus-final-determination.pdf
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reasonable alternatives advanced by the appellants. If, out of the 
alternatives available, we conclude that some alternatives clearly 
had greater merit than the solution chosen by GEMA, then we are 
more likely to be persuaded that GEMA has erred.84 

3.45 However, the CMA will allow a sector regulator a margin of appreciation in the 
exercise of its duties and in particular in the exercise of a discretion provided for 
under statute. 

3.46 Applying the reasoning of the CMA in ELMA2021 to the appeal against the CAA’s 
Final Decision, where the appellants have pleaded an error in the exercise of a 
discretion on the part of the CAA, they will succeed if it is clear that the CAA has 
made one choice, albeit a rational choice, where another available choice would 
clearly have been superior in light of the CAA’s regulatory duties and all the 
relevant circumstances. 

Materiality 

3.47 It is common ground that the CMA should only interfere with the CAA’s Final 
Decision if we consider that the error identified is material, and this is consistent 
with the approach the CMA has adopted in previous cases. 

3.48 We have taken the same approach in determining the present appeal. We 
summarise below the key principles from past CMA determinations, which we 
have adopted for present purposes. 

3.49 In ELMA2021, the CMA adopted the approach that ‘an error will not be a material 
error where it has an insignificant or negligible impact on the overall level of price 
control set by GEMA’.85 

3.50 Offering a non-exhaustive list of criteria that the CMA may take into account in 
determining materiality, in ELMA2021 it was stated: 

Whether an error is material must be decided on a case-by-case 
basis taking into account the particular circumstances of each 
case. Relevant factors 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 

 
 
84 ELMA2021, paragraph 3.43. 
85 Adopting the approach in British Gas Trading Limited v The Gas and Electricity Markets Authority (BGTL v GEMA), 
paragraph 3.60 and Northern Powergrid (Northeast) Limited and Northern Powergrid (Yorkshire) plc v the Gas and 
Electricity Markets Authority (NPg v GEMA), paragraph 3.58, cited in ELMA2021, paragraph 3.91. 

https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/5609588440f0b6036a00001f/BGT_final_determination.pdf
https://assets.publishing.service.gov.uk/media/5609534de5274a036c000012/NPg_final_determination.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
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whether the error relates to a matter of economic or regulatory 
principle.86 

3.51 In Firmus Energy, the CMA noted that in the context of a telecoms appeal, its 
predecessor, the Competition Commission (CC), has stated that where the impact 
of the error as a percentage of the charge control is below 0.1%, the error is 
unlikely to be capable of producing a material effect on the charge control. The 
CMA noted further that this is ‘not intended to be a “bright–line test”; it is but one 
factor in an overall assessment based on all the circumstances of the case’.87 

3.52 As regards the potential aggregation of several errors, we acknowledge that, in 
principle, we should determine whether each alleged error is material in itself. 
However, we note that in Firmus Energy the CMA, quoting the CC’s approach, did 
not exclude the possibility that in certain cases an aggregation of immaterial errors 
could amount to a material error: 

No formal general approach has been identified that would 
determine when, if at all, immaterial errors should be aggregated. 
The CC was mindful that to aggregate immaterial errors would 
have the effect of converting an error that was in and of itself 
immaterial into a material error through its combination with other 
immaterial errors. Those other errors may be unrelated and may lie 
in different and discrete aspects of the price control. 

3.53 The CC did not rule out the possibility that there may be cases in which such 
aggregation was justifiable where the cumulative effect of discrete errors had a 
highly significant impact on the price control set by the regulator. 

3.54 However, as a general approach, the CC stated it would be cautious about 
elevating the immaterial into the material. It observed that aggregation might 
encourage a scattergun approach on the part of appellants, which was not the 
purpose of the appeal process.88 

3.55 We note also that in ELMA2021, the CMA stated, following its reference to the 
above principles, that it had considered, where appropriate, whether the 
cumulative effect of immaterial errors could have a highly significant impact on the 
price control.89 

 
 
86 Adopting the approach in BGTL v GEMA, paragraph 3.61 and NPg v GEMA, paragraph 3.58, cited in ELMA2021, 
paragraph 3.92. 
87 Firmus Energy, paragraph 3.24, cited in ELMA2021, paragraph 3.93. 
88 Firmus Energy, paragraph 3.26 (citing The Carphone Warehouse Group plc v Office of Communications, paragraph 
1.64), cited in ELMA2021, paragraph 3.96. 
89 ELMA2021, paragraph 3.97. 

https://assets.publishing.service.gov.uk/media/5609588440f0b6036a00001f/BGT_final_determination.pdf
https://assets.publishing.service.gov.uk/media/5609534de5274a036c000012/NPg_final_determination.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/5953bfd8e5274a0a69000079/firmus-final-determination.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/5953bfd8e5274a0a69000079/firmus-final-determination.pdf
https://assets.publishing.service.gov.uk/media/55194c4d40f0b614040003b6/llu_determination.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
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Interlinkages 

3.56 The CAA submitted that the CMA should seek to avoid the appellants being able 
to ‘cherry pick’ issues, while also following its practice in previous cases by not 
taking an ‘in the round’ view of the price control decision that is not viewed through 
the lens of the specific errors alleged.90 

3.57 In adopting the approach taken in ELMA2021, the CMA has sought to balance its 
role as an appeal body and recognising that price control decisions are complex 
and will, as appropriate, consider any interlinkages on a case-by-case basis in the 
particular circumstances of the H7 price control.91 

Precedents 

3.58 We would note that each case turns on its own facts and past decisions taken by 
the CMA in other regulatory appeals do not set binding precedent. This means that 
we are not required to ensure that our decision in the present appeal mirrors 
assessments made and conclusions reached by the CMA in other regulatory 
appeals.92 

The CMA’s powers on determination of the appeals 

3.59 Section 27 of the Act provides (so far as relevant): 

(1) Where it does not allow an appeal under section 24 or 25, the 
Competition and Markets Authority must confirm the decision 
appealed against. 

(2) Where it allows an appeal under section 24 or 25, the 
Competition and Markets Authority must do one or more of the 
following – 

(a) quash the decision appealed against; 

(b) remit the matter that is the subject of the decision 
appealed against to the CAA for reconsideration and 
decision in accordance with this Chapter and any 
directions given by the Competition and Markets Authority; 

(c) substitute its own decision for that of the CAA. 

(3) Where it allows only part of an appeal under section 24 or 25 – 

 
 
90 CAA, Response to applications for permission to appeal (CAA Response), 31 May 2023, paragraph 38. 
91 ELMA2021, paragraph 3.86. 
92 ELMA2021, paragraph 3.87. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
https://assets.publishing.service.gov.uk/media/617fd0608fa8f5297eda6850/ELMA_Final_Determination_Vol_1_-_1.11.21.pdf
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(a) subsection (2) applies in relation to the part of the decision 
appealed against in respect of which the appeal is allowed, 
and 

(b) subsection (1) applies in relation to the rest of that 
decision. 

(4) Where the Competition and Markets Authority substitutes its 
own decision for that of the CAA, the Competition and Markets 
Authority may give directions to – 

(a) the CAA, and 

(b) the holder of the licence. 
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4. The appeals, and conduct of the appeals 

Introduction 

4.1 This chapter sets out an overview of the grounds of appeal, the key events of the 
appeals process and the conduct of the appeals. 

The Notices of Appeal 

4.2 The Civil Aviation Authority (CAA) issued its Final Decision on the H7 price control 
for the period 2022 to 2026 on 8 March 2023. The deadline for parties eligible to 
apply for permission to appeal was six weeks following this date, that is 18 April 
2023. 

4.3 Heathrow Airport Limited (HAL) applied to the CMA for permission to appeal the 
Final Decision on 17 April 2023.93 British Airways plc (BA), Delta Air Lines, Inc 
(Delta) and Virgin Atlantic Airways Ltd (VAA) (together the Airlines) each applied 
to the CMA for permission to appeal the Final Decision on 18 April 2023.94 These 
applications were therefore submitted within the statutory time limit. 

HAL’s grounds of appeal 

4.4 HAL sought permission to appeal on five grounds concerning the following: 

(a) Ground 1, the RAB adjustment; 

(b) Ground 2, the cost of equity; 

(c) Ground 3, the cost of debt; 

(d) Ground 4, the AK factor;95 and 

(e) Ground 5, Capex incentives. 

BA’s grounds of appeal 

4.5 BA sought permission to appeal on three grounds concerning the following: 

(a) Ground 1, passenger forecasting; 

(b) Ground 2, the RAB adjustment; and 

 
 
93 HAL, Notice of Appeal (HAL NoA), 17 April 2023. 
94 BA, Notice of Appeal (BA NoA), 18 April 2023, Delta, Notice of Appeal (Delta NoA), 18 April 2023,and VAA, Notice of 
Appeal (VAA NoA), 18 April 2023. 
95 See chapter 10 for an explanation of the AK factor. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(c) Ground 3, the weighted average cost of capital (WACC). 

Delta’s grounds of appeal 

4.6 Delta sought permission to appeal on three grounds concerning the following:  

(a) Ground 1, passenger forecast; 

(b) Ground 2, WACC; and 

(c) Ground 3, the RAB adjustment. 

VAA’s grounds of appeal 

4.7 VAA sought permission to appeal on three grounds concerning the following:  

(a) Ground 1, passenger forecast; 

(b) Ground 2, WACC; and 

(c) Ground 3, the RAB adjustment. 

Permissions to appeal 

4.8 The CMA considered the applications and, after consulting with the Parties, gave 
permission to appeal to all the applicants on 11 May 2023.96 The permissions were 
granted on condition that certain of the grounds raised in each application be 
considered together with related grounds raised by other applicants. 

4.9 The various grounds were grouped for the purpose of determining the appeals as 
set out in Table 4.1. 

Table 4.1: Grounds heard together in determining the appeals 

 HAL ground BA ground Delta ground VAA ground 

Allocation for 
this 
determination 

RAB adjustment Ground 1 Ground 2 Ground 3 Ground 3 Ground A 
Cost of Capital Ground 2 (Cost 

of equity – 
Equity beta) 
Ground 3 (Cost 
of debt - 
embedded debt) 

Ground 3 
(WACC) 

Ground 2 
(WACC) 

Ground 2 
(WACC) 

Ground B 

Passenger forecast / forecasting -N/A-  Ground 1 Ground 1 Ground 1 Ground C 

Source: Permission decisions by the CMA (see case page). 

4.10 HAL’s Ground 4 and Ground 5 were heard as ‘Ground D’ and ‘Ground E’. 

 
 
96 BA decision on permission to appeal, Delta decision on permission to appeal, HAL decision on permission to appeal, 
and VAA decision on permission to appeal, all 11 May 2023.  

https://www.gov.uk/cma-cases/h7-heathrow-airport-licence-modification-appeals
https://assets.publishing.service.gov.uk/media/645cd7bf2c06a3000cc05b54/British_Airways_plc_decision_on_permission_to_appeal.pdf
https://assets.publishing.service.gov.uk/media/645cdb002c06a30013c05b5b/Delta_Air_Lines_Inc_decision_on_permission_to_appeal.pdf
https://assets.publishing.service.gov.uk/media/645cde2b653966000cbd3d56/Heathrow_Airport_Ltd_decision_on_permission_to_appeal.pdf
https://assets.publishing.service.gov.uk/media/645cdfc62c06a30013c05b62/Virgin_Atlantic_Airways_Ltd_decision_on_permission_to_appeal.pdf
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4.11 At the time of submitting their applications for permission to appeal, the three 
airlines each requested that their grounds of appeal be heard together, should 
permission be granted.97 Each of the Airlines made its own appeal, and we have 
determined each appeal separately (see chapters 13, 14 and 15), However, noting 
that the NoAs of the Airlines were similar, their grounds of appeal were considered 
together with the similar grounds of appeal pleaded by the other applicants (as 
outlined in Table 4.1 above), the Airlines were encouraged to coordinate their 
responses in written and oral submissions where possible. 

Appointment of the Group 

4.12 On 12 May 2023, the CMA Panel Chair appointed three members of the Panel to 
determine the appeals (the Group): 

● Kirstin Baker, Chair of the Group; 

● Juliet Lazarus; and  

● Paul Muysert. 

Applications for permission to intervene 

4.13 On 22 May 2023, we received applications for permission to intervene in the 
appeals from BA, Delta, and HAL.98 

HAL’s application to intervene 

4.14 HAL sought permission to intervene on three grounds raised by the Airlines: 

(a) the passenger forecasting ground, Ground C; 

(b) the RAB adjustment in 2021, which was raised as a ground by the three 
airline appellants and was to be taken together with HAL’s appeal in relation 
to the RAB as Ground A; and 

(c) the WACC grounds raised by the Airlines and to be taken together with 
HAL’s cost of equity and cost of debt grounds as Ground B.99 

 
 
97 BA NoA, paragraph 1.5, Delta NoA, paragraph 1.24 and VAA NoA, paragraphs 1.23 and 1.24.  
98 BA, Application for permission to intervene and Notice of Intervention (BA NoI), 22 May 2023; Delta, Application for 
permission to intervene and Notice of Intervention (Delta NoI), 22 May 2023 and HAL, Application for permission to 
intervene and Notice of Intervention (HAL NoI), 22 May 2023. 
99 HAL NoI, paragraph 2. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
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BA’s and Delta’s applications to intervene 

4.15 Both BA and Delta sought permission to intervene on four grounds raised by HAL: 

(a) The failure to make an adjustment to the RAB, which was to be taken 
together with the Airlines’ grounds on the 2021 RAB adjustment as 
Ground A; 

(b) The cost of equity and cost of debt grounds, to be taken together with the 
Airlines’ WACC grounds as Ground B; 

(c) HAL’s AK factor ground, taken in the CMA determination of the appeals as 
Ground D; and 

(d) HAL’s Capex incentives ground, taken in the CMA determination of the 
appeals as Ground E.100 

Permissions to intervene 

4.16 We granted HAL, BA and Delta permission to intervene on the grounds in their 
applications on 5 June 2023.101 

CAA response 

4.17 The CAA provided its response to the Notices of Appeal on 31 May 2023 
(CAA Response).102 

HAL reply 

4.18 HAL requested permission to submit a reply to the CAA Response. On 8 June 
2023, we granted permission to HAL to submit a focused reply. 

4.19 HAL submitted its Reply on 14 June 2023.103 

Conduct of the appeals 

Timetable 

4.20 Following consideration of representations made by the parties, the administrative 
timetable for the appeals was published on 26 June 2023, as required by Rule 10 

 
 
100 BA NoI, paragraphs 1.1.3–1.1.5; Delta NoI, paragraphs 1.3–1.5. 
101 CMA, Permission to HAL to intervene in the H7 Appeals; CMA, Permission to BA and Delta to intervene in the H7 
Appeals, both 5 June 2023. 
102 CAA Response to Notices of Appeal (CAA Response), 31 May 2023. 
103 HAL Reply to CAA Response, (HAL Reply to CAA Response), 14 June 2023.  

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64805486b32b9e0012a96359/Heathrow_Airport_Limited_permissions_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/6480510c5f7bb700127fa604/British_Airways_plc_and_Delta_Airlines_Inc_permissions_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/6480510c5f7bb700127fa604/British_Airways_plc_and_Delta_Airlines_Inc_permissions_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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of the Airport Licence Condition Appeals: Competition and Markets Authority Rules 
(CMA172).104 

Site visit and teach-in 

4.21 The Group and staff team members attended a site visit to Heathrow airport on 
6 June 2023.105 The site visit was combined with a teach-in, with slides agreed 
and presented by all parties to the appeals.106 

Confidentiality Ring 

4.22 Following discussions with the Parties, a confidentiality ring was established. The 
purpose of this was to allow advisers to the Parties, each of whom had given 
undertakings on the treatment of information, access to information that was 
considered confidential to one or more Parties but was part of the evidence that 
the Group would consider. 

Clarification of issues to be determined 

4.23 In order to ensure clear understanding by all Parties of the issues to be 
determined, in July 2023 we shared a series of documents with summaries of our 
understanding of the key questions for determining the appeals brought on the 
each of the grounds and sub-grounds raised in the appeals. 

4.24 The relevant appellants were invited to provide confirmation or comments on these 
documents. For the purpose of clarifying the issues, the Airlines agreed to 
coordinate between themselves on a single response. 

4.25 Following correspondence with the relevant appellant(s), they were finalised 
during July and August 2023 and provide the basis of the ‘Issues to be 
Determined’ in the chapters of these determinations dealing with each ground or 
subground.107 

Hearings 

4.26 The Group held hearings in July 2023, organised by Ground, which all Parties 
were invited to attend, either as appellants, respondent, intervener or observer. 

4.27 The Airlines agreed to coordinate their appearance at the hearings, nominating 
one or more lead speakers between them. 

 
 
104 The Rules (CMA172), 27 October 2022. 
105 Some staff team members attended remotely. 
106 Teach-in slides, 6 June 2023. 
107 Referred to in this document as ‘Agreed Issues for Determination’. 

https://www.gov.uk/government/publications/airport-licence-condition-appeals-rules-cma172
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4.28 In order to enable the Airlines to discuss and consider together their joint 
responses at the hearings, we circulated an indicative list of questions to all 
Parties. For Ground D and Ground E, we circulated a list of topics in advance of 
the hearings that the Group might wish to cover to assist the Parties in preparing 
for the hearings and ensuring the appropriate representatives attended the 
hearings. The hearings were an opportunity for the Group to ask such questions 
as it considered necessary in order to make the findings in its determinations.108 

Requests for information 

4.29 Before and after the hearings, we made a series of requests for information (RFIs) 
from the parties. RFIs and non-sensitive responses were shared with all Parties. 
Versions and parts of responses containing confidential information were shared 
within the Confidentiality Ring. 

Closing statements 

4.30 The Parties were invited to submit written closing statements, following completion 
of all hearings.109 The Airlines submitted a combined closing statement. Both HAL 
and the CAA were also given the opportunity to submit short commentaries on a 
presentation given by the Airlines at the Ground C hearing on 18 July 2023. 

4.31 These statements were submitted on 2 August 2023.110 

Provisional determinations 

4.32 On 8 September 2023 our Provisional Determination was issued to the Parties for 
comment, and a high-level summary was published on our case page for 
transparency.111 

4.33 Submissions in response to the Provisional Determination were received on 
22 September 2023 from HAL, the CAA and jointly from the Airlines. 

Final determinations and Order 

4.34 After reviewing and taking into account the Parties’ responses to the Provisional 
Determination, on 17 October 2023 we issued our Final Determination (including 
this document and the Order) to the Parties and published a high-level summary 
and news story on our case page. A non-sensitive version of the this document 
and the Order will be published as soon as practicable on our case page. 

 
 
108 CMA173, paragraph 4.44.  
109 These were subject to restrictions on page length.  
110 CAA Closing Submissions, (CAA Closing Statement), 2 August 2023; HAL H7 closing statement, (HAL Closing 
Statement) 2 August 2023; Airlines' closing statement, (Airlines Closing Statement) 2 August 2023. 
111 CMA, ‘Summary of provisional determinations’, 8 September 2023 (see Summary of provisional determinations)  

https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/1113624/Airports_Guidance.pdf
https://assets.publishing.service.gov.uk/media/64f99de4fdc5d10014fce7b0/Summary_of_provisional_determinations__FINAL.pdf
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5. Ground A: RAB Adjustment 

Introduction 

5.1 The COVID-19 pandemic had a significant impact on HAL and the aviation sector. 
This chapter deals with the alleged errors in how the CAA responded to the impact 
of the pandemic. Specifically, the CAA adjusted HAL’s RAB, increasing it by 
£300 million. Such an increase has the effect of allowing HAL to increase charges 
in future as a result of the RAB being the basis for setting allowances for 
depreciation and allowed returns in HAL’s price controls. 

5.2 In broad terms, HAL argued that the CAA should have increased the RAB further 
to compensate for losses during the pandemic to maintain investor confidence. In 
contrast, the Airlines argued that the CAA should have removed or reduced the 
RAB adjustment as the increase was not justified. Below we first deal with the 
errors HAL alleged before then addressing the errors alleged by the Airlines. 

Background 

5.3 In the Final Decision, the CAA set out how it calculated the value of HAL’s RAB for 
the H7 price control period, building on its assessment in the Final Proposals. In 
the Final Proposals, the CAA explained that its calculations built on the practice 
established in previous price controls and were designed to provide ‘an 
appropriate degree of certainty about the calculation of the RAB’.112 

5.4 However, the exceptional circumstances of the COVID-19 pandemic raised new 
issues that had not been faced before. In particular, the fall in passenger numbers 
during 2020 and 2021113 meant that HAL was able to recover much less revenue 
from airport charges than it had in previous years (ie pre-pandemic). 

5.5 In July 2020, HAL approached the CAA to request an adjustment to the RAB to 
address the shortfall in revenue it expected to experience in 2020 and 2021. 

5.6 In April 2021, the CAA decided that the best way to further the interests of 
consumers, consistent with its primary duty under the Act, in response to the 
issues raised by HAL’s request would be to make a targeted and focused 
regulatory intervention ahead of the H7 price review. The CAA decided that a RAB 
adjustment to increase it by £300 million (in 2018 prices) ‘represented a 

 
 
112 ‘Economic regulation of Heathrow Airport Limited: H7 Final Proposals’, CAP2365, June 2022, (See: Final and Initial 
proposals for H7 price control | Civil Aviation Authority), (Final Proposals), Section 3, CAP2365, paragraph 10.3. 
113 See chapter 2, paragraphs 2.23–2.25, Figure 2.4. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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transparent and proportionate intervention that was needed at the time to further 
the interests of consumers’.114 

5.7 The CAA stated in its April 2021 decision ‘Economic regulation of Heathrow Airport 
Limited: response to its request for a covid-19 related RAB adjustment.’ CAP2140, 
4 May 2021 (the 2021 RAB Adjustment Decision) that the adjustment would 
further the interests of consumers, ‘particularly by: 

(a) signalling to HAL the importance of maintaining appropriate investment and 
service quality levels ahead of the start of H7; 

(b) providing stronger incentives and financial capacity for HAL to be proactive in 
planning for potentially higher than expected traffic levels from the summer of 
2021; and 

(c) facilitating HAL in being able to continue to access investment grade debt to 
finance its activities, particularly if traffic levels turned out to be lower than 
expected.’ 115 

5.8 In taking this decision, the CAA ‘took note of the weight that credit rating agencies 
place on their qualitative assessment of the regulatory framework and the possible 
benefits of signalling support for the notional company being able to access 
investment grade finance’. The CAA ‘also noted that peak notional gearing levels 
were high relative to certain thresholds used by credit rating agencies’.116 

5.9 The CAA maintained the £300 million RAB adjustment in the Final Decision and 
then set its calculation of the opening RAB for H7 based on a roll-forward of the 
Q6 opening RAB, ‘including the application of an end-of-period adjustment which 
reflected our proposed RAB adjustment’.117 

HAL’s appeal 

5.10 In its Notice of Appeal (NoA), HAL submitted that the CAA erred in law and/or in 
the exercise of a discretion by failing to make a proper adjustment to HAL’s RAB in 
order to redress the catastrophic shortfall in passenger numbers and revenue 
resulting from the imposition of Government restrictions in response to the 
COVID-19 pandemic.118 

 
 
114 CAA, Economic regulation of Heathrow Airport Limited: H7 Initial Proposals, October 2021, (Initial Proposals), 
Section 2, CAP2265, paragraph 6.8.  
115 CAA, Witness statement from Andrew Walker (A Walker 1), 31 May 2023, paragraph 9.30 and CAA, Economic 
regulation of Heathrow Airport Limited: response to its request for a covid-19 related RAB adjustment, April 2021 (CAP 
2140) (2021 RAB Adjustment Decision), paragraph 24. 
116 Initial Proposals, Section 2, paragraph 6.10. 
117 Final Decision, Section 3, paragraphs 10.6 and 10.73. 
118 HAL Notice of Appeal (HAL NoA), 18 April 2023, paragraph 33. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/HAL%20Economic%20Regulation%20Covid-19%20related%20RAB%20adjustment%20(CAP2140%20v2).pdf
https://publicapps.caa.co.uk/docs/33/HAL%20Economic%20Regulation%20Covid-19%20related%20RAB%20adjustment%20(CAP2140%20v2).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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5.11 HAL alleged that the CAA erred as follows: 

(a) first, in refusing to make a RAB adjustment calibrated to redress the 
catastrophic shortfall in passenger numbers and hence revenue, the CAA 
fails to respect the terms of the previous regulatory settlement and hence 
reasonable investor expectations as to the allocation of risk in the current 
regulatory settlement (Error 1);119 and 

(b) second, and in any event, the CAA erred in failing to make a RAB adjustment 
calibrated to compensate for depreciation of the RAB during the pandemic 
(Error 2).120 

5.12 HAL contended that, in making the above errors, the CAA acted contrary to its 
statutory objectives of promoting the interests of current and future consumers, 
and failed to have any regard, or alternatively proper regard, to the principles of 
proportionality and consistency and the need to secure that each holder of a 
licence under Chapter 1 of Part 1 of the Act is able to finance its provision of 
airport operation services in the area for which the licence is granted.121 

5.13 In relation to Error 2, HAL also contended that the second error was a 
disproportionate and unlawful interference with its property rights for the purposes 
of Article 1 Protocol 1 of the European Convention on Human Rights (ECHR).122 

5.14 The overall statutory questions for our determination are therefore as follows. 

(a) Was the Final Decision wrong because it was wrong in law, or because the 
CAA made an error in the exercise of a discretion, in that the CAA refused to 
make an adjustment to HAL’s RAB to redress the shortfall in passenger 
numbers and revenue? 

(b) Was the Final Decision wrong because it was wrong in law, or because the 
CAA made an error in the exercise of a discretion, in failing to make a RAB 
adjustment calibrated to compensate for depreciation of the RAB during the 
pandemic? 

5.15 Taking into account HAL’s submissions, in order to determine the overall statutory 
questions set out at paragraph 5.14 above, we have addressed the following 
subsidiary questions as to whether the CAA was wrong in law and/or in the 
exercise of a discretion: 

 
 
119 HAL NoA, paragraph 40.1. 
120 HAL NoA, paragraph 40.2. 
121 HAL NoA, paragraph 41. 
122 HAL NoA, paragraph 100 and European Convention on Human Rights, page 33 (accessed 12 October 2023). 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://www.echr.coe.int/documents/d/echr/convention_eng
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(a) in allocating passenger traffic risk to HAL: did past regulatory practice give 
rise to reasonable investor expectations that they would not be expected to 
carry such risk? 

(b) by failing, when allocating the risk in relation to passenger numbers, to carry 
out its functions in a way that it considers will further the interests of users of 
air transport services regarding the range, availability, continuity, cost and 
quality of airport operation services? 

(c) by failing, when allocating the risk in relation to passenger numbers, to have 
regard to the principles that regulatory activities should be carried out in a 
way which is proportionate and consistent? 

(d) by failing, when allocating the risk in relation to passenger numbers, to have 
regard to the need to secure that each holder of a licence under Chapter 1 of 
Part 1 of the Act is able to finance its provision of airport operation services in 
the area for which the licence is granted? 

(e) by failing to make a RAB adjustment calibrated to compensate for 
depreciation of the RAB during the pandemic, because the RAB is intended 
to secure that investors receive the return of efficiently invested capital, and 
COVID-19 restrictions prevented HAL having a fair opportunity to recover the 
depreciation applied to the RAB by the CAA during the pandemic? 

5.16 In support of its appeal, HAL made the following detailed submissions. 

Error 1 – Was the CAA wrong – in law and/or in the exercise of a discretion – to 
allocate catastrophic passenger risk to HAL? 

5.17 HAL submitted that the CAA was wrong because: 

(a) It was clear from previous regulatory settlements, that HAL’s investors were 
not expected to bear the impact of catastrophic events of the scale of the 
COVID-19 pandemic and were not remunerated under the price control for 
bearing catastrophic risk.123 

(b) The Q6 settlement ‘embodied a view that, whilst HAL was expected to bear a 
certain, expected level of passenger volume risk, action could and should 
have been taken if traffic was significantly at odds with the forecast’.124 

(c) The impact of COVID-19 vastly exceeded either the average or the range of 
shocks that the CAA had regard to in setting the Q6 price control.125 

 
 
123 HAL NoA, paragraphs 74 and 80.4. 
124 HAL NoA, paragraph 78. 
125 HAL NoA, paragraph 82. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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(d) To the extent that the impact of the COVID-19 restrictions fell outside the 
risks allocated to investors under the existing price control settlement, the 
CAA’s statutory duty required it to take effective action substantially to 
redress the consequent collapse in passenger numbers and revenue, save 
insofar as Heathrow was able to mitigate it.126 

(e) The CAA clearly rejected a policy of non-intervention because ‘failing to 
intervene could create difficulties for Heathrow in financing itself and increase 
the cost of capital on a forward-looking basis’, but its intervention did not go 
far enough to satisfy its regulatory duties.127 

(f) The start and end point of the CAA’s statutory duties is the interests of both 
current and future consumers. Those interests are not always served simply 
by taking action that directly lowers charge per passenger in the short term, 
without regard to the impact on prices over the long term.128 

(g) Consumers’ interests are also required to be considered with reference to the 
factors in section 1(3) of the Act, including financeability, proportionality and 
consistency. Those interests are not served by inconsistent regulatory action 
which undermines confidence in the regulatory scheme and as such is liable 
to increase the cost of capital and is a risk to financeability. Proportionality 
requires that the action taken by the CAA should be calibrated to address the 
fundamental reason for intervention, namely the crystallisation of a 
catastrophic risk which had not been allocated to investors.129 

(h) The CAA’s refusal to implement a RAB adjustment which compensates HAL 
for the occurrence of a catastrophic demand shock, or at least ensures it will 
achieve the return of its capital, is contrary to the requirements of 
financeability, proportionality and regulatory consistency, and therefore 
contrary to the interests of consumers.130 

Error 2 – Was the CAA wrong – in law and/or in the exercise of a discretion – in 
failing to make a RAB adjustment calibrated to compensate for depreciation of the 
RAB during the pandemic? 

5.18 HAL submitted that the CAA was wrong because: 

 
 
126 HAL NoA, paragraphs 87–90. 
127 HAL NoA, paragraphs 59 and 63. 
128 HAL NoA, paragraph 88. 
129 HAL NoA, paragraph 89. 
130 HAL NoA, paragraph 89. 
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(a) The RAB reflects HAL’s previous investment in the business – its capital 
base – and is intended to secure that investors receive the return of 
efficiently invested capital.131 

(b) One way the RAB is factored into the price control, helping to provide 
Heathrow with both return of, and return on, capital invested, is in relation to 
annual depreciation. The depreciation charge depletes the RAB, and thus 
reduces HAL’s stock of capital. However, this depreciation is treated as a 
cost, so Heathrow is compensated for it through the price control, ensuring 
HAL receives the return ‘of’ the RAB, ie recovery of a proportion of its 
previously invested capital.132 

(c) Depreciation of the RAB matches an appropriate share of HAL’s 
accumulated capital investment to the opportunity to earn revenue in a 
particular year. However, for prolonged periods during the COVID-19 
pandemic, HAL had no opportunity to earn revenue from its accumulated 
asset base.133 

(d) The price control represents a control of use of property, within Article 1 
Protocol 1 (A1P1) of the European Convention on Human Rights.134 The 
depreciation mechanism is a form of expropriation: the RAB is an asset, 
representing a stock of invested capital on which HAL earns a return and the 
depreciation charge removes part of the value of that asset each year. Such 
expropriation must be proportionate. Normally it is, as the depreciation 
charge is also used to set the level of the price control, so an equivalent sum 
is returned to HAL. However, under the Government’s COVID-related 
restrictions, the operation of the charge control did not permit the return of 
the RAB. In those circumstances, the operation of the depreciation charge is 
disproportionate and unlawful. The CAA and CMA are obliged under section 
6 Human Rights Act 1998 (HRA) to take action to remedy this 
disproportionate interference with HAL’s rights. Section 3 HRA requires that 
the provisions of the Act be interpreted, so far as possible, to enable this 
interference to be remedied.135 

5.19 We address each of these submissions and the supporting evidence on which 
HAL has relied in turn in our assessment below. 

 
 
131 HAL NoA, paragraphs 40.2 and 93. 
132 HAL NoA, paragraph 93. 
133 HAL NoA, paragraph 96. 
134 European Convention on Human Rights, page 33. 
135 HAL NoA, paragraph 100. 
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CAA Response 

5.20 In response, the CAA submitted that HAL’s argument that because the CAA did 
not provide specific ex-ante compensation for bearing the risks of the COVID-19 
pandemic, then it was incumbent on the CAA to provide that compensation ex- 
post, was misconceived.136 

5.21 The CAA submitted that it had taken steps in respect of the RAB adjustment, re-
opened the price control and made an adjustment appropriate to the 
circumstances of the COVID-19 pandemic, all of which was consistent with what 
was envisaged at the Q6 price control in terms of re-opening the control in 
exceptional circumstances. To go beyond that and apply mechanistic and 
retrospective compensation ‘is unlikely to achieve anything more for 
consumers’.137 

5.22 In particular, the CAA submitted that it did not consider that a further RAB 
adjustment was likely to reduce the cost of capital, since it had taken further steps 
as part of the H7 review to introduce a TRS mechanism and an allowance for 
asymmetric risk and had also adjusted its approach to estimating the cost of 
capital. The CAA concluded that HAL’s proposal would be very largely a value 
transfer from consumers to investors and to permit this would not be consistent 
with the CAA’s statutory duties.138 

5.23 As regards HAL’s argument that the impact of the COVID-19 pandemic fell outside 
the risks allocated to investors under the Q6 settlement and that the CAA was 
therefore required to intervene to respect previous regulatory settlement and 
investor expectations, the CAA submitted that HAL’s submission was 
misconceived for the following reasons: 

(a) all volume risk was allocated to HAL under Q6 with the only proviso being to 
re-open the price control in exceptional circumstances, as it did by assessing 
HAL’s request for a COVID-19 related RAB adjustment. 

(b) further, ‘the relevance of the Q5139 determination is limited by the fact that it 
took place over 15 years ago’; and, even if it were relevant, the arguments 
put forward by HAL did not suggest that the CAA’s decision on the RAB 
adjustment was wrong.140 

5.24 The CAA maintained that, under Q6, HAL was to bear all upside and downside 
volume risk in exchange for the allowed cost of capital and that this was the basis 

 
 
136 CAA, Response to applications for permission to appeal (CAA Response), 31 May 2023, paragraph 72. 
137 CAA Response, paragraph 72. 
138 CAA Response, paragraph 72. 
139 ‘Q5’ was the price control for the period from 2008 to 2013, the approach to which was subsequently extended to 
cover January to March 2014. 
140 CAA Response, paragraph 74. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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upon which HAL and its shareholders accepted the Q6 price control settlement.141 
Although the Q6 settlement made no direct reference to COVID-19 or a similar 
event, ‘it is not true that the risk of such events was not allocated’; ‘all volume risks 
were allocated to HAL, save for the proviso that the price control could be re-
opened in exceptional circumstances’.142 

5.25 The CAA contended that its approach to considering HAL’s RAB adjustment 
request was entirely consistent with its approach in the Q6 decision that regulatory 
intervention was possible, but that no particular (or any) intervention was 
predetermined at that time. The CAA considered that it had honoured ‘both the 
letter and the spirit of the Q6 settlement’ by taking as its starting point that HAL 
bore volume risk, and then responding to HAL’s request by carrying out the review 
that resulted in the 2021 RAB Adjustment Decision143 through the lens of its 
statutory duties.144 

5.26 As regards the fulfilment of its statutory duties, the CAA submitted that its decision 
to make a £300 million RAB adjustment supported both the interests of consumers 
and HAL’s financeability. The CAA did not consider it was possible to reconcile 
HAL’s suggested approach with its duties to protect consumers and act in a 
proportionate and reasonably consistent way.145 

5.27 In turning to HAL’s Error 2, the CAA submitted that HAL is not entitled to recover 
its invested capital and there was no such regulatory commitment made by the 
CAA that would entitle HAL to such recovery. The CAA considered that any 
mismatch between regulatory depreciation and the revenues actually collected by 
HAL represented ‘nothing more than the crystallisation of the demand risk that 
HAL bore under the Q6 price control settlement’.146 

5.28 On HAL’s suggestion that the depreciation of its RAB amounts to a ‘deprivation’ 
within the meaning of A1P1, the CAA submitted that ‘that argument is hopeless’. 
The CAA maintained that the RAB is a regulatory judgement as to the value of the 
investment in the business and is not itself a ‘possession’ within the meaning of 
A1P1. It submitted that ‘it is a mechanism to assess the value of other 
possessions in which HAL has invested and which is then used to impose a price 
cap. It creates no entitlement or legitimate expectation which could amount to a 
“possession”’. Further, the CAA contended that it is inherent in the nature of 
capital investment that the value of that investment depreciates over time and that 

 
 
141 CAA Response, paragraph 85. 
142 CAA Response, paragraphs 86 and 88. 
143 2021 RAB Adjustment Decision.  
144 CAA Response, paragraph 88. 
145 CAA Response, paragraph 93. 
146 CAA Response, paragraph 94. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
http://www.caa.co.uk/CAP2140
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf


 

50 

this is ‘neither a deprivation nor a control of use for the RAB calculation to reflect 
that fact’.147 

Interveners’ submissions 

5.29 BA and Delta (the Airline Interveners) both intervened in HAL’s appeal. They 
made the following points: 

(a) First, that a further adjustment of the RAB would undermine the purpose of 
the RAB and, in consequence, the coherence of the price control as a whole; 

(b) Second, that HAL’s assertions as to the allocation of risk under the Q6 price 
control are entirely without foundation; 

(c) Third, that the difficulties HAL faced during the COVID-19 pandemic were 
significantly aggravated by its abnormally high debt ratios, and ought to be 
disregarded because HAL’s shareholders should bear the risks associated 
with HAL’s high gearing, not consumers; and 

(d) Finally, that HAL’s alternative case (concerning depreciation) is unprincipled 
and cannot be supported.148 

5.30 We address each of the CAA’s points and the submissions made by the Airline 
Interveners in support of the CAA, including relevant supporting evidence, in our 
assessment below. 

Assessment: HAL’s Error 1 

5.31 In this section we consider the arguments made by HAL in relation to its Error 1, ie 
that the impact of the COVID-19 pandemic fell far outside the risks which were 
allocated to investors under the Q6 settlement, and that the CAA was therefore 
required to intervene in order to fulfil the risk allocation implied and understood 
under the Q6 settlement. To avoid duplication, we also consider related arguments 
made under Error 2 in paragraphs 5.152 to 5.157. 

5.32 We begin by setting out a summary of our approach and the conclusions we have 
reached based on our analysis, followed by a background section summarising 
key elements of CAA’s decision-making process. We then consider each of the 
following subsidiary questions: 

 
 
147 CAA Response, paragraph 96. 
148 BA, Application for permission to intervene and Notice of Intervention (BA NoI), 22 May 2023, paragraph 2.1.3; and 
Delta, Application for permission to intervene and Notice of Intervention (Delta NoI), 22 May 2023, paragraph 2.3. 
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(a) Whether past regulatory statements and precedent gave rise to reasonable 
investor expectations that they would not be expected to carry traffic risk for 
catastrophic events; 

(b) Whether the CAA failed in the allocation of risk in relation to passenger 
numbers to carry out its functions in a way that it considered furthered the 
interests of users of air transport services in relevant respects; 

(c) Whether the CAA failed in the allocation of risk in relation to passenger 
numbers to have regard to the principles that regulatory activities should be 
carried out in a way that is proportionate and consistent; and 

(d) Whether the CAA failed in the allocation of risk in relation to passenger 
numbers, to have regard to the need to secure financeability in accordance 
with its statutory duty. 

Summary of our approach and conclusions 

5.33 We have considered HAL’s contentions that the CAA’s decision was wrong 
because it was wrong in law or because the CAA made an error in the exercise of 
a discretion, in line with the legal framework described in chapter 3. That includes 
considering whether the CAA was wrong in law because it misdirected itself as to, 
or otherwise failed to comply with, its statutory duties. Likewise, we considered 
whether the CAA was wrong in law because it failed to take account of past 
regulatory practice giving rise to reasonable expectations that investors would not 
carry the relevant passenger traffic risk, or otherwise committed an error of public 
law that would be amenable to judicial review in the High Court. Our assessment 
also includes making a judgement about whether the CAA made an error in the 
exercise of a discretion because it made a choice, albeit a rational one, where a 
clearly superior alternative advanced by HAL was available to it. 

5.34 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
below, we find that the CAA did not err in law or err in the exercise of a discretion 
as HAL submitted in respect of Error 1. The CAA did not err by failing to take 
account of past regulatory practice giving rise to reasonable expectations that 
investors would not carry the relevant passenger traffic risk because such risk was 
allocated to HAL’s investors. Neither did it err by failing to comply with its statutory 
duties. Our finding is that the CAA carried out its functions in a way that it properly 
considered will further the interests of users of air transport services in relevant 
respects and which had regard to the principles of proportionality and consistency 
and to the need to secure financeability. 

5.35 In particular, we find that passenger volume risk generally was allocated to HAL 
and its investors in the previous, Q6, price control. The CAA also said, as part of 
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the Q6 settlement that, in exceptional circumstances (for example, the realisation 
of catastrophic risk), it could re-open the price control and consider the matter in 
line with its statutory duties. That is what the CAA did in making the £300 million 
RAB adjustment. It was not a commitment that meant HAL and its investors were 
relieved of that risk such that they could or should have expected any guaranteed 
level of compensation for losses arising in such circumstances. 

5.36 In response to our Provisional Determination, HAL submitted that our 
determination would have wider implications for the use of RAB-based regulation 
in other regulated sectors and that the CMA is missing wider considerations of 
regulatory consistency, economy, efficiency and broader impacts on the level of 
investment across all of the regulated infrastructure sectors.149 We disagree and 
observe that: 

(a) the appeals that are the subject of this Final Determination concerned the 
CAA’s decision in this particular case, ie the Final Decision, and whether any 
aspect of that decision was wrong; 

(b) this is a question to be determined in the context of the settlement in Q6 and 
by reference to what was decided, and on what basis, for H7, taking into 
account, among other things, the purpose of RAB regulation of HAL; 

(c) we have taken into account that the CAA acted in accordance with the 
position in the Q6 settlement which placed traffic volume risk generally with 
HAL, the commitment it made as to re-opening that settlement and with its 
statutory duties; and 

(d) in that context, we have found that the CAA acted consistently with the RAB 
regulatory model as it applied in those circumstances. 

5.37 Specifically, and partly to reiterate the points in paragraph 5.35 above, the CAA: 

(a) having placed volume risk generally with HAL in Q6, also made provision for 
the Q6 control to be reopened in exceptional circumstances; 

(b) re-opened the Q6 control in response to a request by HAL, and considered 
the impact of the pandemic in the light of its statutory duties – in line with the 
commitment it had made to provide for such a reopening; and 

(c) for H7, preserved its 2021 RAB Adjustment Decision in the Final Decision, 
given that the tests for not doing so as set in that Decision had not been met. 

5.38 In that context, our determination as to whether or not the CAA was wrong in this 
particular case does not change the approach to the RAB regulatory model more 

 
 
149 HAL, Response to PD, 22 September 2023 (HAL Response to PD), paragraphs 160 and 198-200. 
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generally. Nor, in our judgement, does finding that the CAA was not wrong, 
because it treated risk as it said it would and met the commitments it made, offend 
against the principle of regulatory consistency. 

Background to CAA decision on this matter 

5.39 We set out below relevant background information on the Q6 and H7 settlements. 
In response to our Provisional Determination, HAL submitted that the factual 
background on which we based our assessment was both incomplete and in 
places inaccurate.150 We have taken account of these further submissions in this 
background section as well as in our assessment sections as relevant. 

5.40 The CAA stated in its Q6 Final Proposals that the risk that the outturn passenger 
numbers were different from forecast would be borne by the company and its 
shareholders and that the CAA would therefore allow a higher rate of return for the 
company than would otherwise be the case to compensate for this risk.151 The 
CAA also said that HAL could request that its price control be reopened at any 
time and that the CAA would consider such a request in the light of its statutory 
duties under the circumstances prevailing at the time.152 We note that the CAA did 
not expand in either the Q6 Final Proposals or Q6 Final Decision on the 
circumstances in which it would reopen the price control and the outcomes that 
might result from a reopening. 

5.41 In response to our Provisional Determination, HAL stated that the first of these 
CAA statements had been taken out of context and that it was clear from the 
original text that it relates solely to business-as-usual risk and not catastrophic 
risk.153 We have noted that the CAA made this statement in response to 
submissions on double counting in the application of the shock factor to the traffic 
forecasts and factors considered in determining the WACC. Nevertheless, we 
consider the statement to be informative as to where any passenger volume risk 
lies. We consider in our assessment section, paragraphs 5.64 to 5.94, 
submissions made on the distinction made between business-as-usual and 
catastrophic risks. 

5.42 The CAA said in its Q6 Initial Proposals and Final Proposals that it had asked 
stakeholders whether there was merit in introducing a traffic risk-sharing 
mechanism,154 but given the lack of support for the concept and the parties' 
preference to handle traffic risk using alternative mechanisms, the CAA had not 

 
 
150 HAL Response to PD, paragraph 161. 
151 CAA, Economic regulation at Heathrow from April 2014: final proposals (CAP 1103) (Q6 Final proposals), paragraph 
3.14. 
152 CAA, Q6 Final proposals, paragraph 2.11, and CAA, January 2014, Economic regulation at Heathrow from April 2014: 
Notice of the proposed licence, paragraph A12. 
153 HAL Response to PD, paragraph 163. 
154 The CAA noted at the time that it had introduced a traffic sharing mechanism for NERL (see Q6 Final Proposals, 
paragraph 2.58) 
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https://publicapps.caa.co.uk/docs/33/CAP1138%20Heathrow.pdf
https://publicapps.caa.co.uk/docs/33/CAP1138%20Heathrow.pdf
https://publicapps.caa.co.uk/docs/33/CAP%201103.pdf
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pursued this concept.155 In the Ground A hearing HAL explained that, at the time, it 
was very much focused on seeking clarity around the treatment of catastrophic 
risk and that business-as-usual traffic risk-sharing was not something it had 
modelled in its business plan and did not therefore pursue.156 

5.43 In July 2020, HAL requested a re-opening of the Q6 price control asking the CAA 
to make a RAB Adjustment to compensate for COVID-19 traffic shortfall.157 

5.44 In October 2020, the CAA published its initial views on HAL’s request. The CAA 
noted that while it could reopen the Q6 price control to deal with exceptional 
circumstances, HAL’s licence ‘did not include a specific mechanism to reopen the 
price control, or any specific criteria by which any request for such reopening 
would be assessed’.158 

5.45 However, the CAA said that it was very clear that the impact of the pandemic had 
created exceptional circumstances and that it had recognised the need to consider 
how the regulatory framework should change in response to these challenges, and 
that it had started to address issues in its work on the review of HAL’s H7 price 
control. Nonetheless, the starting point for its assessment was ‘a long standing 
system of economic regulation that allocates managing traffic risk to HAL, and that 
HAL accepted the continuation of these arrangements as part of a licence 
modification in 2019’.159 

5.46 The CAA stated that it had assessed the request in accordance with its statutory 
duties that included its primary duty to further the interests of consumers, where 
appropriate by promoting competition and its other duties, including to have regard 
to HAL’s financeability.160 

5.47 In its 2021 RAB Adjustment Decision, the CAA set out six key objectives it 
considered consistent with its statutory duties for determining how it should further 
the interests of consumers, as follows: 

(a) to protect efficient investment and service quality levels; 

(b) to promote economy and efficiency, including affordable charges; 

(c) to protect consumers by avoiding undue increases in the cost of equity 
finance; 

 
 
155 CAA, Q6 Initial Proposals, paragraph 14.17, Q6 Final proposals, paragraphs 2.58–2.61. 
156 Transcript of Hearing – Ground A, 25 July 2023 (Transcript of Ground A Hearing), page 48, lines 22–25. 
157 CAA, ‘Economic regulation of Heathrow Airport Limited: response to its request for a COVID-19 related RAB 
adjustment’. CAP1966, 9 October 2020, (CAA October 2020 Consultation), paragraph 4. 
158 CAA October 2020 Consultation, paragraph 1. 
159 CAA October 2020 Consultation, paragraphs 13 and 14. 
160 CAA October 2020 Consultation, paragraph 13. 
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(d) to protect consumers from the consequences of HAL experiencing difficulties 
with raising debt, including by avoiding undue or inefficient increases in the 
cost of debt finance; 

(e) to continue to promote competition; and 

(f) to have regard to the ‘Better Regulation Principles’ set out in the Act (the 
Better Regulation Principles), including proportionality and consistency.161 

5.48 The CAA considered that an early regulatory intervention, in the form of a RAB 
adjustment of £300 million, ahead of the H7 price review was the best way to 
further the interests of consumers in response to the impact of the COVID-19 
pandemic, having regard to both its primary and secondary duties. As we note in 
the introductory paragraph 5.7 above, it considered that such an intervention 
would further the interests of consumers, ‘particularly by: 

(a) signalling to HAL the importance of maintaining appropriate investment and 
service quality levels ahead of the start of H7; 

(b) providing stronger incentives and financial capacity for HAL to be proactive in 
planning for potentially higher than expected traffic levels from the summer of 
2021; and 

(c) facilitating HAL in being able to continue to access investment grade debt to 
finance its activities, particularly if traffic levels turned out to be lower than 
expected.’ 162 

5.49 The CAA also concluded that many important arguments raised by HAL would be 
best considered as part of the H7 price control review, including the broad issues 
around the protection of regulatory depreciation, the impact on the cost of capital 
and the overall balance of risk and reward with traffic risk-sharing.163 

5.50 The CAA published its Final Proposals in June 2022 and its Final Decision in 
March 2023. In these documents, the CAA stated that the impact of the COVID-19 
pandemic clearly revealed new information on risks that was not available at the 
time of the Q6 settlement. The CAA also stated that it had taken this new 
information into account on a forward-looking basis for the H7 period, in particular 
with the introduction of the TRS mechanism, as well as the allowance for 
asymmetric risk and its approach to the cost of capital.164 

 
 
161 A Walker 1, paragraph 9.27, referring to 2021 RAB Adjustment Decision, paragraph 19 and page 23, Figure 1. 
162 A Walker 1, paragraph 9.30 and 2021 RAB Adjustment Decision, paragraph 24. 
163 A Walker 1, paragraph 9.28, referring to 2021 RAB Adjustment Decision, paragraphs 21 and 3.33. 
164 CAA Response, paragraph 62.2. 
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The Traffic Risk-Sharing (TRS) mechanism in H7 

5.51 The CAA told us that the TRS was introduced in H7 in response to the greater 
than normal uncertainty about future traffic levels and to provide HAL with greater 
protection from the impact of future extreme events.165 

5.52 The mechanism provides for a 50% sharing of any difference between actual and 
forecast revenues up to 10% of forecast allowed revenues, and 105% of any 
difference above 10% of forecast allowed revenues.166 The CAA estimated that 
taking into account the expected impact of traffic changes on operating 
expenditure and commercial revenues, for differences up to 10%, the TRS will 
protect HAL from 45% of the overall impact on its profits and, for differences of 
more than 10%, the TRS will protect HAL from 91-94% of the overall impact on its 
profits.167 

5.53 The CAA said that the outer band is ‘intended to provide HAL with a relatively high 
degree of protection from the impact of extreme events, while still preserving some 
incentive for it to take action to facilitate traffic growth’.168 

5.54 The CAA reduced the asset beta by a range of 0.08-0.09 to take account of the 
impact of TRS on risk.169 

5.55 The CAA concluded that no further adjustment was required to the H7 opening 
RAB,170 taking into account that: HAL's investors bore passenger volume risk in 
Q6; the £300 million RAB adjustment having been made in 2021 for the reasons 
set out above; and the TRS mechanism having been introduced in respect of 
future passenger volume risk. 

Consideration of subsidiary questions 

Regulatory statements and precedent on the allocation of traffic risk 

5.56 The first subsidiary question (a) to be addressed in HAL’s appeal is whether past 
regulatory practice gave rise to reasonable investor expectations that they would 
not be expected to carry traffic risk for catastrophic events.171 

 
 
165 Teach-in slides, 6 June 2023 slide 32, first bullet point. 
166 Final Decision, Section 1, paragraph 2.20. 
167 Final Decision, Section 1, paragraph 2.6 and 2.21. 
168 Teach-in slides, 6 June 2023, slide 32. last bullet point. 
169 Final Proposals, Section 3, paragraph 9.145 and Table 9.2. 
170 Final Proposals, Section 3 paragraph 10.100. 
171 CMA, Ground A – RAB Adjustment: Issues for Determination Heathrow Airport Limited, Jul 2023 (Ground A: HAL 
Agreed Issues for Determination), paragraph 9(a). 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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HAL’s submissions 

5.57 As we note above, HAL made several submissions in support of its position on the 
allocation of traffic risk in the Q6 price control period including that it was clear 
that:  

(a) based on previous regulatory settlements and precedent, HAL’s investors 
were not expected to bear the impact of catastrophic events of the scale of 
the COVID-19 pandemic.172  

(b) the Q6 settlement ‘embodied a view that, whilst HAL was expected to bear a 
certain, expected level of passenger volume risk, action could and should 
have been taken if traffic was significantly at odds with the forecast’.173 In 
particular, that: 

(i) the impact of COVID-19 ‘vastly exceeded either the average or the 
range of shocks that the CAA had regard to in setting the Q6 price 
control’;174 and 

(ii) investors were not remunerated under the price control for bearing 
catastrophic risk.175 

5.58 In response to our Provisional Determination, HAL provided an annex 
summarising its prior submissions.176 This provided clear and helpful clarification 
of HAL’s case as set out in those previous submissions. 

CAA Response 

5.59 We have also noted above that, in response to HAL’s NoA submissions, the CAA 
submitted that: 

(a) the Q6 price control framework clearly allocated all traffic risk to HAL but 
provided for the possibility of the price control to be re-opened in exceptional 
circumstances.177 

(b) under the Q6 settlement, HAL was to bear all upside and downside volume 
risk in exchange for the allowed cost of capital. This was the basis upon 

 
 
172 HAL NoA, paragraphs 74 and 86. 
173 HAL NoA, paragraph 78. 
174 HAL NoA, paragraph 82. 
175 HAL NoA, paragraph 80.4.  
176 HAL PD Response, Annex A1: ‘RAB Diagram – Basis of Rational Investor Expectations at Q6’ 
177 CAA Response, paragraphs 62.1 and paragraph 86. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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which HAL and its shareholders accepted the Q6 price control 
settlement.178,179 

(c) the fact that COVID-19 was not foreseen, nor in the range of shocks the CAA 
had regard to in setting the Q6 price control, does not mean the risk of it was 
not allocated.180 

(d) the CAA has honoured ‘both the letter and the spirit of the Q6 settlement by 
taking as its starting point the position that HAL bore volume risk, and then 
responding to HAL’s request by carrying out the review that resulted in the 
April 2021 RAB Adjustment Decision through the lens of its statutory 
duties’.181 

(e) there is ‘therefore, no merit in HAL’s contention that the CAA was bound, by 
virtue of previous regulatory settlements, to adopt a particular approach to 
HAL’s RAB in the light of the COVID-19 pandemic’.182 

Interveners’ submissions 

5.60 We have similarly noted above that the Airline Interveners were supportive of the 
CAA’s position. More specifically, they submitted that it was clear from HAL’s 
response to the CAA’s H7 Initial Proposals (Initial Proposals) that it well 
understood that it would bear volume risk during the H7 price control period. They 
referred specifically to HAL welcoming the introduction of the TRS because 
(amongst other things) the impact of COVID-19 has highlighted that the previous 
regulatory framework did not have the necessary protections to deal with the 
asymmetric risk faced by HAL.183, 184 

5.61 The Airline Interveners submitted that a proposal to introduce volume risk-sharing 
was shelved even prior to the Initial Proposals stage in Q6,185 and that a 
consequence of this was that the Q6 proposals explicitly allocated all volume risks 
to HAL and its shareholders, allowing a higher rate of return for the company than 
would otherwise be the case to compensate for that risk.186 

 
 
178 CAA Response, paragraph 85. 
179 The CAA referred to the statement in their Q6 Final Proposals that ‘the risk that the outturn is different is borne by the 
company and its shareholders. The CAA therefore allows a higher rate of return for the company than would otherwise 
be the case to compensate for this risk.’ Q6 Final Proposals, paragraphs 3.13 and 3.14. 
180 CAA Response, paragraph 88. 
181 CAA Response, paragraph 88.  
182 CAA Response, paragraph 89. 
183 HAL Response to CAP2265 Initial Proposals, October 2021, paragraph 1.0.1. 
184 BA NoI, paragraph 2.3.2 and Delta NoI, paragraph 2.12. 
185 BA NoI, paragraph 2.3.6(c) and Delta NoI, paragraph 2.16(c). 
186 BA NoI, paragraph 2.3.6(d) and Delta NoI, paragraph 2.16(d). 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://publicapps.caa.co.uk/docs/33/CAP%201103.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://www.caa.co.uk/media/hjsnzxfm/heathrow-s-cap2265-response-redacted-1.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf


 

59 

5.62 They also submitted that while the CAA may have been required to consider a 
request to revisit the price control it was under no obligation to make any 
changes.187 

Our assessment 

5.63 As set out in paragraph 5.57, HAL made two main arguments in support of its 
submissions on the allocation of traffic risk in the Q6 price control period. We 
consider each of these in turn. 

Regulatory statements and precedent 

5.64 HAL argued that it is clear from statements by the CAA in previous regulatory 
periods and precedent in the aviation and other sectors that investors were not 
expected to bear the risks of events such as the COVID-19 pandemic.188 

Previous price control statements 

5.65 Our view is that there is no dispute between the CAA and HAL that in previous 
price control periods the CAA and the CC distinguished between ‘business as 
usual’ and exceptional or catastrophic risks and that exceptional circumstances 
could warrant a reopening of the control.189, 190 

5.66 We determine, however, that the regulatory statements to which HAL has referred 
in its NoA do not support its case on the allocation of risk. The CAA, having 
considered and decided not to adopt a TRS mechanism, confirmed in the Q6 Final 
Proposals that the ‘risk that the outturn is different is borne by the company and its 
shareholders’.191 That is, it placed passenger volume risk on HAL and its investors 
generally. While the CAA stated in the Q6 Final Proposals that HAL may request 
that the price control be reopened at any time, the CAA made no commitments in 
these statements in relation to the action it would take in the event of exceptional 
circumstances arising, beyond that it would consider requests to reopen a price 
control and to do so in accordance with its statutory duties.192 

5.67 Given the nature of those statements, they do not provide support for HAL’s 
position on the compensation that it considers should be paid to investors for the 
impact of the COVID-19 pandemic on passenger numbers and accordingly on 

 
 
187 BA NoI, paragraph 2.3.9 and Delta NoI, paragraph 2.19. 
188 HAL NoA, paragraphs 74 and 86. 
189 CAA Response, paragraphs 77.1 and 77.2; referring to Q5 Final Decision, paragraph 3.8. (Economic regulation of 
Heathrow and Gatwick airports 2008-2013: CAA decision and Q5 Final Decision, paragraph E.70. (Economic regulation 
of Heathrow and Gatwick airports 2008-2013: CAA decision). 
190 CAA Response, paragraph 74.2 and Q6 Final Proposals, paragraph 10.27. 
191 Q6 Final Proposals, paragraph 3.13. 
192 Q6 Final Proposals, paragraphs 2.11 and 12.114. 

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://webarchive.nationalarchives.gov.uk/ukgwa/20140605050545mp_/http:/www.caa.co.uk/docs/5/ergdocs/heathrowgatwickdecision_mar08.pdf
https://webarchive.nationalarchives.gov.uk/ukgwa/20140605050545mp_/http:/www.caa.co.uk/docs/5/ergdocs/heathrowgatwickdecision_mar08.pdf
https://webarchive.nationalarchives.gov.uk/ukgwa/20140605050545mp_/http:/www.caa.co.uk/docs/5/ergdocs/heathrowgatwickdecision_mar08.pdf
https://webarchive.nationalarchives.gov.uk/ukgwa/20140605050545mp_/http:/www.caa.co.uk/docs/5/ergdocs/heathrowgatwickdecision_mar08.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://publicapps.caa.co.uk/docs/33/CAP%201103.pdf
https://publicapps.caa.co.uk/docs/33/CAP%201103.pdf
https://publicapps.caa.co.uk/docs/33/CAP%201103.pdf
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HAL’s revenue. Nor do these statements support a reasonable expectation that 
investors would necessarily be compensated for any related losses. 

5.68 At the Ground A hearing we asked HAL to point us to any statements in previous 
price controls that set out the expected outcomes of a decision by the CAA to 
reopen the Q6 or previous price controls (which would have been consistent with a 
transfer of the risk away from HAL’s investors). We note that in response HAL 
referred us to the same statements reported in its NoA,193 and to a paragraph in 
the Q6 Initial Proposals that said: 

It is important that, once the level of the WACC is set, HAL is able 
to attain this level of profitability if it meets the other price control 
assumptions, particularly relating to efficiency and service quality 
[…]The new licensing framework also enables the CAA to revisit 
the price control within the five year period, if key assumptions 
such as traffic are significantly out of line with projections.194 

5.69 That latter statement again, however, is a statement, made at the initial proposal 
stage of the Q6 process, that reflects the position that would apply in any event 
(and whether or not the CAA had made such a statement expressly). 

5.70 In response to our Provisional Determination HAL said that we had erroneously 
dismissed the CAA statement ‘as setting out a statement that would apply in any 
event’.195 HAL submitted that the statement, ‘when considered in the context of the 
basis of the business plan and setting of the WACC being very similar to that in Q5 
- was central in setting investor expectations that they would be protected from 
catastrophic passenger volume risk’.196 We disagree. Considered alongside the 
way passenger volume risk was allocated, and other statements the CAA made, 
as described in paragraphs 5.66 and 5.67 above, that statement does not, in our 
view, reflect an allocation of risk away from HAL’s investors as HAL contends. 

5.71 We determine, therefore, that HAL has not demonstrated that statements made by 
the CAA in previous price control periods created a reasonable expectation that 
investors would not be expected to bear the risks of catastrophic downside events 
and we therefore find that the CAA was not wrong, on the basis of past regulatory 
practice, to act as it did. The most that the CAA had committed to was to consider 
revisiting the price control under exceptional circumstances, which is, in fact, what 
it did. 

 
 
193 HAL NoA, paragraphs 74–81; Transcript of Ground A Hearing, page 5, line 9 to page 7, line 2 and page 21, line 16 to 
page 22, line 6. 
194 CAA, Economic regulation at Heathrow from April 2014: Initial Proposals (CAP 1027) (Q6 Initial Proposals), 
paragraph 45. 
195 HAL Response to PD, paragraph 169. 
196 HAL Response to PD, paragraph 169. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://publicapps.caa.co.uk/docs/33/CAP%201027%20Economic%20regulation%20at%20Heathrow%20from%20April%202014%20initial%20proposals.pdf
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Regulatory precedent in aviation and other sectors 

5.72 HAL acknowledged in its NoA that none of the precedents it cited are precisely the 
same as the situation in respect of Heathrow and the COVID-19 restrictions or 
determine the exact form of intervention that the CAA should adopt. Nevertheless, 
HAL submitted that the precedent established by the CAA itself and other UK 
regulators showed that infrastructure investors had strong reasons to expect 
regulatory intervention in the event of a catastrophic exogenous occurrence.197 

5.73 We determine that the action taken by the CAA in response to HAL’s request in 
July 2020 – that the CAA change its approach to the calculation of its RAB to take 
account of the actual and expected impact of the COVID-19 pandemic – was 
consistent with what the CAA said it would do in previous price controls (Q4 
through to Q6) were it to receive a request from HAL to reopen a price control. In 
particular, as set out in paragraphs 5.43 to 5.48, the CAA considered HAL’s 
request, reopened the price control, consulted on a range of intervention options 
and intervened. 

5.74 We also note that the precedents citied by HAL in its NoA are limited to: 

(a) the January 2022 recommendation by the Thessaloniki Forum of Airport 
Charges regulators that the risk of the COVID-19 pandemic was to be 
regarded as an exceptional risk rather than an ordinary business risk which is 
compensated through the ordinary operation of charge controls; and 

(b) KPMG’s analysis of regulatory precedent on a reasonable threshold for 
significant risk-sharing.198 

5.75 Based on the extract reproduced in the NoA, the Thessaloniki recommendation 
makes no mention of the intervention that might be expected in event of 
exceptional risks crystalising. Moreover, HAL acknowledged in the Ground A 
hearing that care is required in making comparisons with other airports given the 
differences in ownership structures, regulatory frameworks and concession 
models,199 and we note that the Thessaloniki report stated the following: 

In practice the treatment of financial losses of course will depend 
on the (legal provisions of) the regulation model in force: (a) in 
models in which airport operators are assumed to bear traffic risk, 
for example some price cap regimes, there is unlikely to be a policy 
to recover losses from any crises; (b) in cost-based regulation 

 
 
197 HAL NoA, paragraph 86; HAL, Witness Statement from Cuchra, (Cuchra 1), paragraph 117.  
198 HAL NoA, paragraphs 82–86, Cuchra 1, Section 3. 
199 Transcript of Ground A Hearing, page 26 lines 21-24. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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regimes, it could be necessary to introduce a compensation 
mechanism during a certain period of time.200 

5.76 We also consider that the KPMG analysis does not provide evidence of a 
precedent on a reasonable threshold for significant risk-sharing. Rather the 
precedents to which KPMG referred are concerned with the definition of normal 
business risk, with the conclusions drawn limited to the following: 

(a) the level at which traffic risk can be assumed to change from normal 
business risk to a ‘significant’ deviation would be at a level where traffic 
deviates from forecast by around 10% or more; and 

(b) the risk allocation changes from normal business risk to significant/ 
catastrophic risk would plausibly have been identified by investors to be at a 
level of a traffic reduction of around 10%.201 

5.77 We determine, therefore, that HAL has not demonstrated that precedent in the 
aviation sector, or other sectors, creates a reasonable expectation that investors 
would not be expected to bear the risks of catastrophic downside events, nor that 
the CAA erred in not so treating those precedents. That is particularly so when 
those precedents are considered alongside what the CAA had said (in Q6) it would 
do in respect of Heathrow. 

Allocation of risks in the Q6 settlement  

5.78 HAL argued that the intended allocation of risk in Q6 is clear in that the settlement 
explicitly did not remunerate investors for bearing the risks of demand shocks of 
the scale of the COVID-19 pandemic.202 

5.79 HAL submitted that the CAA set the Q6 price control to account for an expected 
level of demand shocks which were to be taken into account in traffic forecasts, 
with ‘variations around this expected level’ to be dealt with through the cost of 
capital. HAL considered that the approach taken to setting the cost of capital is 
‘completely incapable’ of taking account of the kind of volume risk to which HAL 
was exposed as a result of the COVID-19 restrictions.203 HAL also submitted that 
the Competition Commission (CC) had said in 2007 that catastrophic risks cannot 
be compensated through WACC.204 

5.80 The CAA responded that the Q6 WACC was set on the basis of the market risks 
as assessed at the time, whereas COVID-19 has subsequently provided new 

 
 
200 Thessaloniki Forum of Airport Charges Regulators, Airport charges in times of crisis, 27 January 2022, paragraph 4.7. 
Submitted within Exhibit LS1 to Witness statement of Lucy Squire (Squire 1). (accessed 12 October 2023). 
201 Cuchra 1, paragraphs 195 and 201. 
202 HAL NoA, paragraph 81. 
203 HAL NoA, paragraphs 78–81. 
204 Competition Commission, BAA Ltd Report on the economic regulation of the London airports companies (September 
2007), Appendix F: Cost of Capital, paragraph 145. 
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information on the extent of volume risk in the aviation sector. The CAA added that 
this does not mean that the risk had not been allocated to HAL: rather that, with 
hindsight, HAL considered the allocation of risk which it accepted for Q6 
constituted a bad deal. The CAA also submitted that the Q6 WACC was an 
estimate and not a guarantee.205 

5.81 In response to our Provisional Determination, HAL said that it was common 
ground between the CAA and HAL that in Q6 HAL was not compensated ex ante 
to bear catastrophic risk.206 

5.82 We have considered the CAA’s and CC’s statements carefully. Our assessment is 
that they do not provide the support claimed for HAL’s position in relation to the 
allocation of risk for the reasons set out below. 

5.83 First, the CC said in 2007 that: 

We consider that the cost of capital cannot capture the risks 
associated with truly catastrophic events, for example a terrorist 
event which rendered much of Heathrow unusable for a significant 
amount of time. In the event of a truly catastrophic event we 
consider it to be outside the framework of economic regulation. We 
expect that the CAA would intervene and a recovery plan would be 
agreed between the CAA, BAA, airlines and probably the 
Government.207 

5.84 We note that this statement was limited to a category of ‘truly catastrophic events,’ 
although we consider it likely that an event of the scale of COVID-19 would have 
been considered to fall into this category. More importantly, the CC’s expectation, 
were such an event to happen, was that the CAA would intervene and that a 
recovery plan would be agreed with stakeholders. The CC did not say that it would 
expect the CAA to compensate investors for their losses. 

5.85 Second, the CAA’s submission referenced by HAL stated as follows: 

It is common ground between the CAA and HAL that the Q6 
settlement did not provide specific (or quantified) ex ante 
compensation for bearing the risk associated with events of the 
magnitude of the COVID-19 pandemic. In fact, it would have been 
irrational for the CAA to have done so, since the evidentiary basis 
for any such compensation would have been absent.208 

 
 
205 CAA Response, paragraph 87.1. 
206 HAL Response to PD, paragraph 164 referring to CAA, Witness Statement of Jayant Hoon, (Hoon 1), 31 May 2023, 
paragraph 4.21. 
207 Competition Commission, BAA Ltd Report on the economic regulation of the London airports companies (September 
2007), Appendix F: Cost of Capital, paragraph 145. 
208 Hoon 1, paragraph 4.21 
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5.86 Similarly, we note that the CAA’s statement was limited to ‘events of the 
magnitude of the COVID-19 pandemic’ and that the CAA disagreed with HAL in 
relation to the consequences of not providing ex ante compensation for risks of 
such events occurring. In particular, the CAA explained that: 

The CAA’s disagreement with HAL concerns the conclusion to be 
drawn from this observation. HAL’s argument is that, since the 
CAA did not provide ex ante compensation for bearing COVID-19 
risk, then it is incumbent on the CAA to provide that compensation 
ex post.209 

I disagree. The CAA’s approach to assessing HAL’s request for ex 
post compensation for COVID-19 risk started and ended with its 
statutory duties under CAA12. The primary duty clearly requires 
that such compensation would need to be justified on the grounds 
that it would further the interests of consumers, for example, in 
facilitating lower allowed returns, greater investment or better 
quality of service. In considering any intervention, the CAA would 
also need to consider its secondary duties, for example the need to 
secure that the licensee is able to finance its functions.210 

5.87 Accordingly, the statements provide support for HAL’s position that the Q6 
settlement did not through the WACC provide ex ante compensation for bearing 
the risks of events of the scale of COVID-19. They do not, however, provide 
support for its position on the consequences for investors of events of the scale of 
COVID-19 happening. 

5.88 We also consider HAL’s lack of support for the introduction of a traffic risk-sharing 
mechanism in Q6 (see paragraph 5.42, and below) to be informative of the 
allocation of risk, and of the risk accepted by HAL at the time for the following 
reasons. 

5.89 First, we note that, as demonstrated above in paragraph 5.42, the CAA said in the 
Q6 initial and final proposals that it had asked stakeholders whether there was 
merit in introducing a traffic risk-sharing mechanism at an earlier stage in the 
process but that neither HAL nor the airlines supported this concept, preferring to 
consider traffic risk through the medium of the traffic forecasts and the WACC. The 
CAA also said that given this lack of support for the concept and the parties' 
preference to handle traffic risk using alternative mechanisms, it did not pursue 
this concept for its Q6 initial proposals.211 

 
 
209 Hoon 1, paragraph 4.22 
210 Hoon 1, paragraph 4.23. 
211 Q6 Final proposals, paragraphs 2.58–2.60, Q6 Initial Proposals, paragraph 14.17. 
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5.90 Second, in the Ground A hearing both parties confirmed that there was discussion 
in the Q6 process of a 50:50 traffic risk-sharing mechanism, but that HAL was not 
supportive. HAL explained that, at the time, it was very much focused on seeking 
clarity around the treatment of catastrophic risk including the circumstances in 
which the CAA would reopen the settlement.212 

5.91 Based on this evidence, we consider it likely that HAL would have understood that 
had the CAA introduced a traffic risk-sharing mechanism in Q6 the result would 
have been a lower WACC. We also consider that HAL was in a position to support 
the introduction of a traffic risk-sharing mechanism that would have provided an 
explicit degree of protection from demand shocks were they to arise in Q6, but that 
it chose not to do so. 

5.92  HAL also said that, at the time, business-as-usual traffic risk-sharing was not 
something it had modelled in its business plan.213 We note that neither HAL nor 
the CAA suggested that the 50:50 risk sharing arrangements being discussed 
would have been limited to business-as-usual traffic risk.214 Our view, therefore, is 
that HAL chose not to support the introduction of a traffic risk sharing mechanism 
that would have provided its investors with a degree of protection from more 
severe demand shocks including catastrophic events. 

5.93 We recognise that the choice HAL made would have been informed by its 
assessment of demand risk at the time. We also note that HAL described 
COVID-19 as a ‘previously unanticipated and catastrophic demand shock’215. 
Nevertheless, we consider that it is clear from various statements made in the Q5 
and Q6 price control processes (and to which HAL has referred in its NoA216) that 
stakeholders were alert to the risk of catastrophic events such as those referred to 
by the CC in previous cases217 (see paragraph 5.83 to 5.84 above). We also note 
above, that the priority for HAL in the Q6 process was seeking clarity on treatment 
of catastrophic risk including the circumstances in which the CAA would reopen 
the settlement.218 We therefore consider that HAL made an informed choice in 
agreeing to the Q6 price control and that even if the Q6 settlement subsequently 
turned out not to be a good deal for investors, this would not change the allocation 
of risk accepted by HAL at the time. 

5.94 We determine, therefore, that HAL has not demonstrated that embedded in the Q6 
settlement was any recognition that investors would not bear the risks of demand 

 
 
212 Transcript of Ground A Hearing, page 48, lines 14–21. 
213 Transcript of Ground A Hearing, page 48, lines 14–21. 
214 In Initial Proposals the CAA indicated that the mechanism it had in mind would be similar to that recently introduced 
for the regulation of NERL (see Q6 Initial Proposals, paragraph 14.17). 
215 HAL NoA, paragraph 59. 
216 HAL NoA, paragraphs 76-81. 
217 CC, BAA Ltd Report on the economic regulation of the London airports companies (September 2007), Appendix F: 
Cost of Capital, paragraph 145. 
218 Transcript of Ground A Hearing, page 48, lines 14–21. 
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shocks of the scale of the COVID-19 pandemic. Given this, we do not consider 
that that the CAA erred in not treating the Q6 settlement as having that effect. 

Conclusion 

5.95 Based on the considerations set out in paragraphs 5.64 to 5.94 above, our view is 
that HAL has not established that past regulatory practice gave rise to reasonable 
investor expectations that they would not be expected to carry traffic risk for 
catastrophic events. The CAA was accordingly not wrong in law or in the exercise 
of a discretion in treating the allocation of passenger risk in the way it did. It was 
not wrong in considering the position to be one in which, if catastrophic events 
occurred, it would consider reopening the price control and taking action in light of 
its statutory duties, but that this did not amount to a transfer of the risk away from 
HAL and its investors as HAL contends. 

CAA’s duties to further the interests of consumers 

5.96 The second subsidiary question (b) to be addressed in HAL’s appeal is whether 
the CAA was wrong in law and/or in the exercise of a discretion by failing, when 
allocating the risk in relation to passenger numbers, to carry out its functions in a 
way that it considers will further the interests of users of air transport services 
regarding the range, availability, continuity, cost and quality of airport operation 
services.219 

HAL’s submissions 

5.97 HAL submitted that the CAA was wrong because: 

(a) to the extent that the impact of the COVID-19 restrictions fell outside the risks 
allocated to investors under the existing price control settlement, the CAA’s 
statutory duty required it to take effective action substantially to redress the 
consequent collapse in passenger numbers and revenue, save insofar as 
Heathrow was able to mitigate it.220 

(b) the start and end point of the CAA’s statutory duties is the interests of both 
current and future consumers. Those interests are not always served simply 
by taking action that directly lowers the charge per passenger in the short 
term, without regard to the impact on prices over the long term.221 

 
 
219 Ground A: HAL Agreed Issues for Determination, paragraph 9(b). 
220 HAL NoA, paragraphs 87–90. 
221 HAL NoA, paragraph 88. 
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CAA Response 

5.98 The CAA submitted that its decision to make a £300 million RAB adjustment 
supported both the interests of consumers and HAL’s financeability. In contrast, 
the approach that HAL suggested would involve a retrospective and mechanistic 
adjustment to provide compensation for demand risk that HAL had previously 
accepted at the time of the Q6 price control settlement. The CAA also said that it is 
not possible to reconcile HAL’s suggested approach with the CAA’s duties to 
protect consumers and act in a proportionate and reasonably consistent way.222 

Interveners’ submissions 

5.99 The Airline Interveners were supportive of the CAA’s position. They submitted that 
the CAA ‘demonstrably’ did not accept that HAL was entitled to be compensated in 
respect of its lost revenues and the RAB adjustment was not given on the basis 
that HAL was entitled to some form of indemnity or compensation for its COVID-19 
pandemic losses.223 

5.100 They noted that the CAA acted not to compensate HAL’s investors for lost 
revenues, but rather to ‘further the interests of consumers’.224 

5.101 The Airline Interveners also submitted that the 2021 RAB Adjustment Decision 
was made on the explicit basis that it was to ‘secure that all reasonable demands 
for airport operation services at Heathrow airport are met’ by ‘incentivising 
investment by HAL during 2021 that would further the interests of consumers’.225 

Our assessment 

5.102 As set out above, HAL made two main arguments in support of its submissions 
that the CAA failed, in considering HAL’s requested RAB adjustment, to carry out 
its functions in a way that furthered the interests of users of air transport services. 
We consider each of these in turn. 

Statutory duty to take action 

5.103 HAL submitted that to the extent that the impact of the COVID-19 restrictions fell 
outside the risks allocated to investors under the existing price control settlement, 
the CAA’s statutory duties required it to take effective action to redress the 
collapse in passenger numbers and revenue, save insofar as HAL was able to 
mitigate it.226 

 
 
222 CAA Response, paragraph 93. 
223 BA NoI, paragraph 2.2.2 and Delta NoI, paragraph 2.5. 
224 BA NoI, paragraph 2.2.2 and Delta NoI, paragraph 2.5. 
225 BA NoI, paragraph 2.2.4 and Delta NoI, paragraph 2.7. 
226 HAL NoA, paragraphs 87–90. 
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5.104 We note that HAL’s argument relies on establishing that the impact of the COVID-
19 pandemic on Heathrow airport passenger numbers and revenues fell outside of 
the risks allocated to investors in Q6. We have considered above the evidence 
presented by HAL on this point and, for the reasons given there, we determine 
that: 

(a) HAL has not demonstrated that the impact of catastrophic or exceptional risk 
was transferred away from it and its investors as it contends (albeit with the 
proviso that the CAA could reopen the price control in certain circumstances); 
and 

(b) the CAA was not wrong in treating the allocation of risk as it did and in re-
opening the price control as it committed to doing. 

That is important context in which the CAA considered the interests of relevant 
end users (consumers) in its decisions on the RAB adjustment in 2021 and further 
in 2023. 

5.105 Moreover, we consider that the CAA was required to take action in response to 
HAL’s requested RAB adjustment only to the extent that it needed to do so to meet 
its statutory duties.227 We first note that the CAA considered HAL’s request against 
its statutory duties as set out in and evidenced by its October 2020 and February 
2021 RAB Adjustment Consultations, and 2021 RAB Adjustment Decision. 

5.106 In the February 2021 document the CAA consulted on its framework for 
considering HAL’s request. The CAA said that the actions taken should be justified 
by reference to its primary duty to further the interests of consumers and that it 
needed to have regard to the matters set out in its secondary duties, including the 
need to secure that all reasonable demands are met for airport operation services 
and that HAL is able to finance its provision of airport operation services at 
Heathrow airport. The CAA also said that it ‘must have regard to the ‘“better 
regulation principles” specified in section 1(4) CAA12’.228 

5.107 In the 2021 RAB Adjustment Decision the CAA concluded that early intervention 
would further the interests of consumers ahead of the H7 price review,229 and that 
certain issues would be considered as part of the H7 price review including the 
impact on the cost of capital, and the overall balance of risk and reward with traffic 
risk sharing.230 This would allow the CAA to more clearly assess the impact on 
forward-looking charges, financeability and investment.231 Within the H7 Final 

 
 
227 Transcript of Ground A Hearing, page 30, lines 6–11. 
228 CAA, Economic regulation of Heathrow Airport Limited: response to its request for a covid-19 related RAB 
adjustment, February 2021 (CAP 2098) (CAA February 2021 Consultation), paragraphs 1.15 to 1.24, Section 1(4) of 
the Act. 
229 2021 RAB Adjustment Decision, paragraph 24. 
230 2021 RAB Adjustment Decision, paragraph 21. 
231 2021 RAB Adjustment Decision, paragraph 21. 
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Decision, the CAA set out the updated weighted average cost of capital estimate, 
which reflected its final views on the impact of the pandemic and the introduction 
of the TRS on the cost of capital.232 Further, the CAA stated in its H7 Final 
Decision that ‘by confirming the risks that HAL is expected to bear during H7 and 
by reducing HAL's exposure to the current uncertain environment, [the TRS] 
should help avoid unnecessary upward pressure on HAL's cost of capital. This will 
lead to lower charges for consumers than they otherwise would be and will support 
HAL's financeability’.233 

Longer term impact on prices 

5.108 We note, second, that, as to the longer term impact on prices, HAL submitted that 
the interests of both current and future consumers are not always simply served by 
taking action that directly lowers the charge per passenger in the short term, 
without regard to the impact on prices in the long term.234 HAL added that the 
CAA’s decision not to make a further RAB Adjustment (in 2023) would result in 
higher prices for consumers in the longer term, because of a loss of investor 
confidence leading to a higher cost of capital.235 

5.109 The CAA submitted that to go beyond the action it took and apply mechanistic and 
retrospective compensation would be unlikely to achieve anything more for 
consumers. HAL’s proposals would be very largely a value transfer from 
consumers to investors.236 

5.110 Our judgement is that the evidence shows that the CAA did properly consider the 
immediate and longer-term case for further intervention. We note, for example, 
that, in addition to the consideration reflected in the 2021 RAB Adjustment 
Decision cited in paragraphs 5.48 and 5.107, in the H7 Final Decision, the CAA 
concluded that: 

(a) an interim RAB adjustment had done enough to address immediate concerns 
about financeability and investment,237 and 

(b) a package of measures including the introduction of the TRS, recalibrated 
WACC, and the asymmetric risk allowance would be key to HAL’s 
financeability over the H7 price control period.238 

 
 
232 Final Decision, Section 3, Chapter 9.  
233 Final Decision, Summary, paragraph 56; Final Decision, Section 1, paragraph 2.4 and 2.23. 
234 HAL NoA, paragraph 88. 
235 HAL NoA, paragraph 88.1. 
236 CAA Response, paragraph 72. 
237 Final Decision, Section 3,. paragraph 10.62 – 10.63. Also Transcript of Ground A Hearing, page 33, lines 1–4. 
238 Final Decision, Section 3, paragraphs 11.38, and 13.9; Final Decision, Summary, paragraphs 69–76. 
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5.111 The CAA also stated that further intervention would be expensive for consumers 
and undermine the CAA’s primary duty.239 

5.112 Taking all the above points into account, it is not evident that there was a clearly 
superior alternative approach open to the CAA, considering its statutory duties. In 
our judgement, it considered, on a sufficiently sound basis, and within the margin 
of appreciation open to it as the expert regulator, that making the £300 million RAB 
adjustment in 2021, for the reasons it did so at that time, and making no further 
RAB adjustment, as part of the package of measures in H7, would further the 
interests of end users in relevant respects in line with its primary duty. 

5.113 We further consider that HAL has not provided any evidence to support its 
argument that the CAA’s decision not to make a further adjustment to the RAB 
would result in a higher cost of capital and, as a result, higher prices in the longer 
term than otherwise for consumers. This also supports a finding that the CAA did 
not fail to adopt a clearly superior alternative approach. We consider this point 
further below in paragraphs 5.143 to 5.149 where we consider submissions on 
investor reports. 

Conclusion 

5.114 For the reasons given above, we determine that HAL has not demonstrated that 
the CAA failed, when allocating the risk in relation to passenger numbers, to carry 
out its functions in a way that it considered would further the interests of users of 
air transport services. We find that the CAA was not wrong in law or in the 
exercise of a discretion in this regard. 

Regulatory principles of proportionality and consistency 

5.115 The third subsidiary question (c) to be addressed in HAL’s appeal is whether the 
CAA was wrong in law and/or in the exercise of a discretion by failing, when 
allocating the risk in relation to passenger numbers, to have regard to the 
principles that regulatory activities should be carried out in a way which is 
proportionate and consistent.240 

HAL’s submissions 

5.116 Again, as we note above, HAL submitted that the CAA was wrong because: 

 
 
239 Transcript of Ground A Hearing, page 33, lines 1–12. 
240 Ground A: HAL Agreed Issues for Determination, paragraph 9(c). 
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(a) proportionality required that action taken by the CAA should be calibrated to 
address the fundamental reason for intervention, ‘namely the crystallisation 
of a catastrophic risk which had not been allocated to investors’.241 

(b) the CAA’s refusal to implement a RAB adjustment which compensated HAL 
for the occurrence of a catastrophic demand shock, or at least ensures it will 
achieve the return of its capital, was ‘contrary to the requirements of 
proportionality and regulatory consistency, and therefore contrary to the 
interests of consumers’.242 

CAA Response 

5.117 As we similarly note above, the CAA submitted that: 

(a) ‘no indication was given that, were a “catastrophic” event to take place, HAL 
would receive mechanistic compensation for its losses or that the CAA would 
act in any way other than being guided by its statutory duties’.243 

(b) the impact of the COVID-19 pandemic ‘clearly revealed new information on 
risks that was not available at the time of the Q6 settlement’, and the CAA 
had now taken this new information into account on a forward-looking basis 
for the H7 period. This is ‘entirely consistent with the normal workings of the 
price control review process with each price control review updating the 
regulatory framework as appropriate for the emergence of new 
information’.244 

(c) the approach the CAA took to guide the development of possible regulatory 
interventions was consistent with what the CAA said at the Q6 price control 
review that the price control could be reopened in exceptional circumstances, 
and that it would consider such a request in the light of its statutory duties 
and the circumstances prevailing at the time.245 

(d) the decision to make a £300 million RAB adjustment supported both the 
interests of consumers and HAL’s financeability. In contrast, the approach 
that HAL has suggested would involve a retrospective and mechanistic 
adjustment to provide compensation for demand risk that HAL had previously 
accepted at the time of the Q6 price control settlement: ‘It is not possible to 
reconcile HAL’s suggested approach with the CAA’s duties to protect 
consumers and act in a proportionate and reasonably consistent way’.246 

 
 
241 HAL NoA, paragraph 89.3. 
242 HAL NoA, paragraph 89. 
243 CAA Response, paragraph 62.1. 
244 CAA Response, paragraph 62.2. 
245 CAA Response, paragraph 64, referring to CAA February 2021 Consultation, paragraph16. 
246 CAA Response, paragraph 93. 
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(e) The CAA looked at the RAB Adjustment twice, first on the interim basis in 
2021, and secondly during the main H7 review, and ‘neither of those 
assessments revealed a need for further intervention that would otherwise be 
expensive for consumers and undermine our duty to consumers’.247 

Interveners’ submissions 

5.118 Again, the Airline Interveners were generally supportive of the CAA’s position. 
They submitted that the RAB adjustment was not given on the basis that HAL was 
entitled to some form of compensation for its COVID-19 pandemic losses. That is 
not the purpose of the price control, nor could it be justified either as a matter of 
regulatory principle or by reference to the CAA’s statutory duties.248 

5.119 The Airline Interveners noted that the CAA's decision to apply a RAB Adjustment 
of £300 million was made on the explicit basis that it was to secure that all 
reasonable demands for airport operation services at Heathrow airport are met, by 
incentivising investment by HAL during 2021 that would further the interests of 
consumers, which is consistent with the CAA’s objectives.249 

5.120 They also stated that HAL requested a RAB adjustment, which the CAA ‘duly 
considered’, and which did result in an adjustment. They noted that the CAA’s 
decision said that this adjustment would promote financeability by ‘providing a 
strong signal that the regulatory framework is consistent with enabling a notionally 
financed company to continue to access cost effective investment grade debt 
finance’.250 

Our assessment 

5.121 HAL submitted that the CAA’s refusal to implement a RAB adjustment which 
compensated HAL for the occurrence of a catastrophic demand shock was 
contrary to the requirements of the regulatory principles of proportionality and 
consistency.251 

5.122 We note firstly that the CAA’s statutory duties are in a hierarchy. Its primary duty in 
section 1(1) of the Act is that it must carry out its relevant 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 airport operation 
services. Section 1(3) of the Act says that in performing its duties under 
subsections (1) and (2) the CAA must have regard [emphasis added] to certain 
matters. That is, broadly speaking,252 the CAA must take the relevant statutory 

 
 
247 Transcript of Ground A Hearing, page 33, lines 9–12. 
248 BA NoI, paragraph 2.2.2 and Delta NoI, paragraph 2.5.  
249 BA NoI, paragraph 2.2.4 and Delta NoI, paragraph 2.7. 
250 BA NoI, paragraph 2.3.10 and Delta NoI, paragraph 2,20, referring to 2021 RAB Adjustment Decision, paragraph 4. 
251 HAL NoA, paragraph 89. 
252 And as more fully described in chapters 3 (legal framework) and 11 (Ground E) of this Final Determination. 
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matters properly and conscientiously into account, and weigh them in the balance, 
in making its decision. Those statutory matters include that regulatory activities 
should be carried out in a way which is, amongst other things, proportionate and 
consistent. 

5.123 Our judgement is that the CAA did respond to HAL’s request for a RAB 
adjustment, and decided the matter in 2021 and 2023, in a manner which had 
proper regard to the principles of consistency and proportionality, as evidenced by 
the following: 

(a) The CAA did reopen the price control given the severity of the shock and the 
exceptional circumstances at play and assessed the options for intervention 
in terms of its statutory duties, as it said it would within the Q6 price 
control.253 

(b) The CAA acted promptly on receipt of HAL’s request to reopen the price 
control in July 2020 in publishing its first consultation in October 2020 and 
issuing a final decision in April 2021.254 

(c) The CAA considered and consulted on the case for a range of options in the 
form of four broad packages as follows: 

(i) no intervention before H7, but considering interventions at H7; 

(ii) targeted intervention now and considering further intervention at H7; 

(iii) application of the H7 traffic risk sharing approach to 2020-2021; 

(iv) HAL’s proposed risk-sharing arrangements for 2020-2021.255 

(d) In the 2021 RAB Adjustment Decision the CAA decided to make a 
£300 million RAB adjustment stating that an early and targeted intervention 
would be consistent with its statutory duties and proportional to the issues at 
play.256 

(e) The CAA also said that it would consider the need for further intervention in 
the on-going H7 price control review and provided an update of the changes 
it was thinking about making including the introduction of a traffic or revenue 
risk-sharing arrangement.257 

(f) In June 2022 the CAA stated that the impact of the COVID-19 pandemic had 
clearly revealed new information on risks that was not available at the time of 

 
 
253 2021 RAB Adjustment Decision, paragraph 3. 
254 2021 RAB Adjustment Decision, paragraph 1. 
255 2021 RAB Adjustment Decision, paragraph 3.3. 
256 2021 RAB Adjustment Decision, paragraphs 3 and 4. 
257 2021 RAB Adjustment Decision, paragraph 33. 
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the Q6 settlement and proposed introducing a TRS calibrated to provide a 
high level of protection from future demand shocks.258 

(g) In the H7 Final Decision, the CAA retained its position on the RAB 
adjustment259 and introduced a package of forward-looking measures 
concerned with the allocation and remuneration of demand shock risks 

(including the introduction of the TRS, recalibrated WACC, and the 
asymmetric risk allowance) which it considered key to HAL’s financeability 
over the H7 price control period.260 

(h) In this context, the CAA stated that further adjustment to the RAB would be 
expensive for consumers and undermine the CAA’s primary duty.261 

(i) The CAA concluded in the H7 Final Decision, specifically as far as the 
regulatory principles of consistency and proportionality are concerned, that 
generally it had considered a range of potential options/approaches to ensure 
its approach was proportionate to furthering consumers’ interests.262 

5.124 HAL also submitted that the principle of proportionality required the CAA to have 
calibrated the action taken to address the fundamental reason for intervention, 
‘namely the crystallisation of a catastrophic risk which had not been allocated to 
investors’.263 

5.125 In this regard, we note two points. First, and re-iterating the point above, the duty 
is one of having regard to the relevant principles. 

5.126 Second, HAL’s argument is premised on the fundamental reason for intervention 
being to compensate investors for a catastrophic demand shock the risks of which 
were not allocated to them. For the reasons given above, in our assessment of the 
first subsidiary question (paragraphs 5.64 to 5.94), we determine that HAL has not 
made its case on this point and that the CAA was not wrong in considering that 
passenger volume risk was not transferred away from HAL and its investors in the 
manner and to the effect HAL contends. 

5.127 In that context, our view is that the CAA did have proper regard to the principles of 
consistency and proportionality and made assessments it was entitled to make in 
those connections. 

5.128 We also note that HAL’s position that the RAB adjustment made by the CAA was 
not proportionate, as the RAB adjustment should have been calibrated in 
proportion to the shortfall in the revenue it expected to recover in 2020 and 
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2021,264 fails to recognise that the £300 million adjustment made in April 2021 was 
only part of the CAA’s response to the impact COVID-19 had on Heathrow airport. 

5.129 The CAA clearly stated, at the time it made the £300 million RAB adjustment, that 
it was an early regulatory response to HAL’s request ahead of the H7 price review 
and that it would consider the need for further intervention as part of the H7 price 
review.265 The CAA also said that it was thinking about introducing a form of traffic 
or revenue risk-sharing which would reduce the level of risk that HAL bears from 
variations in traffic levels in future.266 In the Final Decision, the CAA introduced a 
traffic risk-sharing arrangement calibrated to provide a high level of protection from 
future downside demand shocks, as part of a package of measures (as set out 
above in paragraph 5.123(g)) in response to what it described as ‘the greater than 
normal uncertainty about future traffic levels’.267 In this context, the CAA 
determined that any further adjustments of the RAB would not be in the interests 
of consumers. 

5.130 In our judgement, this indicates that the CAA had regard to the principles of 
consistency and proportionality in considering its response to the impact that the 
pandemic had on HAL, in a context where HAL’s investors generally bore 
passenger volume risk. Moreover, there is clear evidence of the CAA weighing up 
benefits and risks. For example, the CAA said in this regard in the H7 Final 
Proposals that it considered that a further RAB adjustment as proposed by HAL 
would not provide sufficient offsetting benefits to consumers: for example by 
reducing the WACC or providing essential support for future investment.268 
Further, the CAA noted that the £300 million adjustment was justified and 
appropriately calibrated given the information available at the time,269 and the CAA 
stated that its approach was consistent with the approach to pandemic risk set out 
by the CC in 2007.270 Given the above, it is not evident that, in having regard to 
the principles of proportionality and consistency, the CAA failed to adopt a clearly 
superior alternative view or approach. 

Conclusion 

5.131 Based on the above, we determine that HAL has not demonstrated that the CAA 
failed to have the necessary regard to the principles that regulatory activities 
should be carried out in a way which is proportionate and consistent. We 
determine that the CAA’s Final Decision was not wrong in law or in the exercise of 
a discretion on this account. 

 
 
264 HAL NoA, paragraph 3.1. 
265 2021 RAB Adjustment Decision, paragraph 23. 
266 2021 RAB Adjustment Decision, paragraph 33. 
267 Teach-in slides, 6 June 2023, slide 32. 
268 Final Proposals, Section 3, paragraphs 10.94–10.95. 
269 Final Proposals, Section 3, paragraph 10.99. 
270 Final Proposals, Section 3, paragraph 10.96. 
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Need to secure financeability 

5.132 The fourth subsidiary question (d) (see paragraph 5.32(d)) to be addressed in 
HAL’s appeal is whether the CAA was wrong in law and/or in the exercise of a 
discretion by failing, when allocating the risk in relation to passenger numbers, to 
have regard to the need to secure that each holder of a licence under Chapter 1 of 
Part 1 of the Act is able to finance its provision of airport operation services in the 
area for which the licence is granted.271 

HAL’s submissions 

5.133 HAL’s submissions were that the CAA was wrong because: 

(a) the CAA clearly rejected a policy of non-intervention because failing to 
intervene could create difficulties for Heathrow in financing itself and increase 
the cost of capital on a forward-looking basis, but its intervention did not go 
far enough to satisfy its regulatory duties.272 

(b) consumers’ interests are not served by inconsistent regulatory action, which 
undermines confidence in the regulatory scheme and as such is liable to 
increase the cost of capital and is a risk to financeability.273 

(c) the CAA’s refusal to implement a RAB adjustment which compensates HAL 
for the occurrence of a catastrophic demand shock, or at least ensures it will 
achieve the return of its capital, is contrary to the requirements of 
financeability and therefore contrary to the interests of consumers.274 

CAA Response 

5.134 The CAA submitted that: 

(a) HAL remained financeable throughout the period of the pandemic and 
retained an investment grade credit rating.275 

(b) While financeability is a factor to which the CAA must have regard but is 
under no obligation to secure,276 the CAA did in fact adequately protect 
HAL’s financeability through the £300 million RAB adjustment and its 
approach to financeability in the H7 price control review.277 

 
 
271 Ground A: HAL Agreed Issues for Determination, paragraph 9d; the Act, section 1(3). 
272 HAL NoA, paragraphs 59 and 63. 
273 HAL NoA, paragraphs 88.1 and 89.2, HAL, Witness Statement of Lucy Squire (Squire 1), paragraphs 4.11 and 4.13. 
274 HAL NoA, paragraph 89. 
275 CAA Response, paragraph 81.1. 
276 CAA Response, paragraph 92.1. 
277 CAA Response, paragraph 92.2. 
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(c) The CAA’s decision to make a £300 million RAB adjustment supported both 
the interests of consumers and HAL’s financeability.278 

5.135 The CAA also submitted that after assessing the possibilities that further 
adjustment to the RAB would reduce the H7 cost of equity, support investment, or 
service quality, and/or have a positive effect on financeability, the CAA concluded 
that such a further adjustment would not benefit consumers or be necessary to 
support HAL’s financeability. The CAA, therefore, decided that it would better 
further the interests of consumers in accordance with its statutory duties to retain 
the £300 million RAB adjustment and not increase this amount.279 

Interveners’ submissions 

5.136 The Airline Interveners submitted that the purpose of the RAB adjustment was to 
incentivise further investment by HAL, and to secure that an efficiently (or 
‘notionally’) financed company could finance its licensed activities at Heathrow 
Airport.280 

5.137 The Airline Interveners also noted that the CAA's decision to apply a £300 million 
upward adjustment to HAL’s RAB was made ‘on the explicit basis’ that it was to 
secure that all reasonable demands for airport operation services at Heathrow 
airport were met by incentivising investment by HAL during 2021 that would further 
the interests of consumers.281 

5.138 They also stated that HAL’s submissions did not acknowledge that ‘a material 
element of [the financial pressures it experienced] arose due to HAL’s excessive 
debt levels’.282 They noted that, consistent with the CAA’s statement that HAL’s 
shareholders should bear the risks as well as the benefits associated with 
adopting its own financing structure,283 the CAA had considered HAL’s request for 
a RAB adjustment through the prism of HAL’s notional (rather than actual) 
gearing.284 

Our assessment 

5.139 HAL submitted that the CAA, in making the £300 million RAB adjustment, and the 
subsequent decision to make no further adjustment in H7, took insufficient account 
of the need to ensure the financeability of Heathrow airport and that as a result 

 
 
278 CAA Response, paragraph 93. 
279 A Walker 1, paragraph 3.6. 
280 BA NoI, paragraph 2.2.2 and Delta NoI, paragraph 2.5. 
281 BA NoI, paragraph 2.2.4 and Delta NoI, paragraph 2.7, referring to 2021 RAB Adjustment Decision, paragraph 4. 
282 BA NoI, paragraph 2.4.1 and Delta NoI, paragraph 2.27. 
283 BA NoI, paragraph 2.4.2 and Delta NoI, paragraph 2.27, referring to 2021 RAB Adjustment Decision, paragraph 29. 
284 BA NoI, paragraph 2.4.3 and Delta NoI, paragraph 2.28. 
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could undermine investor confidence to the detriment of consumers, including by 
resulting in an increase in the cost of capital. 

5.140 In our view, it is clear that the CAA, in its decision in April 2021 to make the 
£300 million RAB adjustment and in March 2023 not to make any further 
adjustment, had regard to the need to secure the financeability of the licence 
holder in line with its statutory duty. We take account, for example, of the following: 

(a) In the 2021 RAB Adjustment Decision, the CAA said that:  

(i) In reaching its decision it had regard to the need to secure that an 
efficiently financed company could finance its licenced activities at 
Heathrow airport.285 

(ii) As part of the H7 review, it would decide on whether further intervention 
was appropriate in the interests of consumers, taking into account the 
overall price control package and impacts on affordability and 
financeability.286 

(b) In its H7 Final Decision, the CAA said that the financeability assessment in 
the Final Proposals clearly showed that the notional company was 
financeable in the absence of any further RAB adjustment.287 

5.141 We are also of the view that it is clear that the CAA considered that the 
£300 million RAB adjustment would be sufficient to secure the financeability of the 
notional company. We note, for example, the following statements: 

(a) In the 2021 RAB Adjustment Decision, the CAA said that it had based its 
calibration of the RAB adjustment on projections showing that an adjustment 
of £300 million would reduce HAL’s notional gearing below that required for 
investment grade financing.288 The CAA concluded that: 

The intervention provides gearing headroom above its planned 
level of investment, which would provide a clear and strong 
incentive for HAL to: undertake any necessary investment; 
maintain service quality; and provide necessary capacity during 
2021.289 

(b) The CAA further stated in April 2021 that there was no compelling case for 
an immediate adjustment greater than the £300 million, as this sum would 

 
 
285 2021 RAB Adjustment Decision, paragraph 4. 
286 2021 RAB Adjustment Decision, paragraph 4.3. 
287 Final Decision, Section 3, paragraph 10.62. 
288 A Walker 1, paragraph 9.34, referring to 2021 RAB Adjustment Decision, paragraph 4.12. Paragraph 14 stated that 
the 70% gearing level is a guideline level set by some rating agencies, such as Moody and S&P, for a strong investment 
grade credit rating. 
289 2021 RAB Adjustment Decision, paragraph 4.16. 
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provide HAL with sufficient financial flexibility to deal with any issues that 
arise. Longer-term investment and quality of service issues would be dealt 
with at the H7 price control review.290 

(c) In the Final Proposals, the CAA said that its forward-looking analysis of 
financeability: 

demonstrates that the notional entity should be in a position to 
obtain new finance from both debt and equity investors on 
reasonable terms without any further RAB adjustment. We 
therefore disagree with HAL’s view that a RAB adjustment is 
necessary to ensure financeability.291 

(d) In the Final Decision, the CAA said that: 

a further RAB adjustment would have no material impact on 
investment or service quality, it logically followed that the main 
impact of a further RAB adjustment would be the transfer of value 
from consumers to shareholders and that this would not be in the 
interests of consumers.292 

5.142 Our judgement, therefore, is that HAL has not demonstrated that the CAA, in 
deciding in H7 to preserve the £300 million RAB adjustment made following its 
2021 RAB Adjustment Decision but not to make any further adjustment, failed to 
have regard to the need to secure financeability as required by the Act. Our view is 
that it did so and reached a finding that, as the expert regulator, it was entitled to 
reach and was not wrong. 

5.143 HAL also submitted that there was evidence that both shareholders and 
independent analysts considered that the CAA’s refusal to make any further 
adjustment would undermine HAL’s financeability, both due to the level of the price 
control itself and due to a strong perception of regulatory risk arising from the 
failure to fulfil the Q6 settlement.293 

5.144 We note that while the shareholder responses to which HAL referred in its Closing 
Statement raised many of the points made by HAL in its NoA, they provide no 
evidence of financeability problems arising from the CAA’s decision to make no 
further adjustment to the RAB. 

5.145 In its Closing Statement, HAL referred to the following July 2022 ratings agency 
statements:294 

 
 
290 2021 RAB Adjustment Decision, paragraph 4.17. 
291 Final Proposals, Section 3, paragraph 10.46. 
292 Final Decision, Section 3, paragraph 10.62. 
293 HAL Closing Statement, paragraph 9. 
294 HAL Closing Statement, paragraph 9b, footnote 10. 
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(a) an S&P Global Ratings (S&P) statement putting HAL’s debt on CreditWatch 
with negative implications stating that the ‘proposed tariff decline may weigh 
further on already-tight credit metrics and that there are still uncertainties 
regarding Heathrow Funding Ltd’s ability to recover and sustain its credit 
metrics to a level commensurate with its credit ratings’; and 

(b) a Moody’s report affirming a negative outlook for HAL reflecting ‘the 
continued risks to the group’s credit profile linked to the H7 final regulatory 
determination against the backdrop of an uncertain economic environment’. 

5.146 However, the CAA said in its Closing Statement that after the publication of the 
2021 RAB Adjustment Decision, S&P cited no difficulties with the CAA’s approach 
to the RAB adjustment and that after the H7 Final Decision, S&P affirmed the 
credit rating of HAL Funding PLC’s Class A debt (which reflects a higher level of 
gearing than the notional entity) at BBB+ and removed it from negative credit 
watch.295 

5.147 We also note that the later S&P statement stated that it expected Heathrow to 
achieve and sustain metrics commensurate with the current ratings, that the 
outlook was stable, and its expectation was that the airport should achieve and 
sustain credit metrics in line with its current rating. 

5.148 Moreover, the CAA’s approach to the assessment of HAL’s financeability focused 
on the notional company. The CAA said that HAL’s directors and shareholders are 
responsible for determining the actual capital structure that they consider to be 
appropriate, and they bear the risks of their decisions.296 We agree that it is 
appropriate to consider financeability of the notional company, consistent with 
regulatory practice. This approach protects the interests of consumers by only 
funding efficient financing costs while supporting financing for new investment. On 
this basis, the CAA’s overall approach was ‘designed to secure that HAL can 
reasonably finance its activities through an appropriate mixture of debt and equity 
on the basis of the ratio of debt and equity finance, or gearing, of the notional 
company’.297 As such, it is unclear that negative views from S&Ps and Moody's 
which would have been based on the actual company would indicate that the CAA 
had not acted appropriately. Rather, they would indicate that the equity holders 
might have to take action to reduce the actual level of leverage. 

5.149 We therefore consider that HAL has not provided any compelling evidence in 
support of its position in relation to the impact of the CAA’s actions on investor 
confidence, nor that HAL has demonstrated that the CAA was wrong in that, in 
reaching its Final Decision, it failed to have regard to its statutory duty in relation to 

 
 
295 CAA Closing Statement, paragraph 14(i) and 14(ii). 
296 Final Decision, Section 3, paragraph 12.2. 
297 Final Decision, Section 3, paragraph 12.3. 
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financeability or rejected a clearly superior alternative view or approach in that 
connection. 

Conclusion 

5.150 Based on the above, we determine that HAL has not demonstrated that the CAA 
failed, when allocating the risk in relation to passenger numbers to HAL, to have 
regard to the need to secure that the holder of a relevant licence would be able to 
finance its provision of airport operation services.298 We determine that the CAA 
was not wrong in law or in the exercise of a discretion in this regard. 

HAL submissions not addressed above 

5.151 HAL made a number of detailed submissions on which we do not need to 
conclude given the determinations above which address matters to which those 
submissions relate. For completeness, these are (i) HAL NoA paragraphs 115299 
and 118.1300 which do not require further consideration in light of the assessment 
and conclusions at paragraphs 5.64 to 5.95; and (ii) HAL NoA paragraph 118.3 
which does not require further consideration in the light of the assessment and 
conclusions at paragraphs 5.64 to 5.95 and 5.139 to 5.150. 

Related arguments made by HAL under Error 2 

5.152 Again, for completeness, in this section we consider two arguments made by HAL 
under Error 2 that overlap with some of those made under Error 1 but have not 
been expressly addressed fully above. We note that these arguments are made in 
the context of HAL responding to arguments made by the CAA in the H7 
consultation process. 

5.153 First, HAL submitted that the CAA’s rejection of HAL’s argument that the Q6 
framework must have envisaged intervention in the event of a demand shock of 
the scale of COVID-19, since it did not adequately remunerate HAL for accepting 
such risks, 301 relied upon a general principle that it should not intervene 
retrospectively in order to preserve incentives to efficiency.302 

5.154 We determine, in the light of our review of CAA’s reasoning on this matter as set 
out above, that HAL has not demonstrated that the CAA’s decision not to make 
further adjustment to the RAB relied on this general principle. In this context, we 

 
 
298 Ground A: HAL Agreed Issues for Determination, paragraph 9(d). 
299 HAL NoA, paragraph 115. 
300 HAL NoA, paragraph 118.1. The footnote referred to in the Final Proposals, Section 3 qualified a statement in 
paragraph 10.39 that ‘we do not retrospectively correct for these forecast errors, even when they are material’ and reads: 
‘There are exceptions to this: for example, where we explicitly introduce mechanisms for truing up against out-turn data, 
such as the TRS mechanism and cost of new debt indexation mechanism we are introducing at H7. However, these 
should be clearly signalled and defined upfront. This is not the case with HAL’s proposed RAB adjustment.’ 
301 HAL NoA, paragraph 116. 
302 HAL NoA, paragraphs 118.2. 
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note that the CAA did in fact intervene with the £300 million RAB adjustment to 
address immediate concerns about financeability and investment,303 alongside a 
package of forward-looking measures in H7 concerned with the allocation and 
remuneration of demand shock risks.304 Accordingly, our view is that the CAA did 
not err in this regard. 

5.155 Second, HAL submitted that: 

The CAA rejected the argument that there was an inconsistency 
between its application of the TRS risk-sharing mechanism for the 
future and its refusal to implement such risk-sharing 
retrospectively, or that to do so would undermine the credibility of 
its risk-sharing arrangements for the future. It did so explicitly on 
the basis that this risk-sharing was a new arrangement, and again 
that the Q6 settlement did not explicitly or implicitly include any 
such commitment to risk-sharing.305 

5.156 HAL added that ‘it is clear that the CAA did not “consciously and explicitly” apply a 
different allocation of catastrophic risk in the Q6 period to that in the Q4 and Q5 
periods’.306 

5.157 We understand HAL’s point to be that statements made in Q4 and Q5 are relevant 
for understanding the allocation of risk in Q6. We set out in paragraphs 5.64 to 
5.71 and 5.78 to 5.94 above our assessment of the effect of the statements the 
CAA made about the allocation of passenger volume risk in Q6, taking account of 
the context – the consideration and rejection of the adoption of a TRS mechanism 
– in which they were made. We also note in this connection that, in its response to 
the Initial Proposals (that is, reflecting on the position in Q6 and what should 
happen in H7), HAL said: 

The impact of Covid-19 has highlighted that the previous regulatory 
framework did not have the necessary protections to deal with the 
asymmetric risk faced by Heathrow. In our business plans, we 
have proposed a regulatory framework which deals with the issue 
of asymmetric risk, delivers for consumers, and is aligned to best 
practice in regulation. We welcome the CAA’s recognition that 
Covid-19 and its continuing impact necessitates changes to the 
framework, including new mechanisms to deal with uncertainty and 
a traffic risk sharing mechanism. 

 
 
303 Final Decision, Summary, paragraph 14. 
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Conclusions 

5.158 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, we find that the CAA did not err in law or err in the exercise 
of a discretion in refusing to make a RAB adjustment calibrated to redress the 
catastrophic shortfall in passenger numbers and hence revenue, thereby failing to 
respect the terms of the previous regulatory settlement and hence reasonable 
investor expectations as to the allocation of risk in the current regulatory 
settlement. 

5.159 In our judgement, the CAA was not wrong in concluding that past regulatory 
practice did not give rise to reasonable investor expectations that they would not 
be expected to carry passenger volume risk. Nor do we find that the CAA failed to 
carry out its functions in a way that it considered will further the interests of users 
of air transport services regarding the range, availability, continuity, cost and 
quality of airport operation services. 

5.160 We also find that, in accordance with its statutory duty, the CAA had regard to the 
principles that regulatory activities should be carried out in a way which is 
proportionate and consistent when allocating the risk in relation to passenger 
numbers, and to the need to secure that each holder of a licence under Chapter 1 
of Part 1 of the Act is able to finance its provision of airport operation services in 
the area for which the licence is granted. 

5.161 Accordingly, we determine that the CAA’s Final Decision was not wrong either 
because it was wrong in law or because the CAA made an error in the exercise of 
a discretion as contended by HAL in respect of Error 1 under Ground A. We do 
not, therefore, allow the appeal on that basis. 

HAL’s Error 2 

5.162 As set out in paragraph 5.18, HAL submitted that the CAA erred in failing to make 
a RAB adjustment calibrated to compensate for depreciation of the RAB during the 
pandemic. 

CAA Response 

5.163 As set out in paragraph 5.27, the CAA stated that HAL is not entitled to recover its 
invested capital and there was no such regulatory commitment made by the CAA 
that would entitle HAL to such recovery. The CAA was clear that any mismatch 
between regulatory depreciation and the revenues actually collected by HAL 
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represents nothing more than the crystallisation of the demand risk that HAL bore 
under the Q6 price control settlement.307 

5.164 As set out in paragraph 5.28, in relation to HAL’s suggestion that the depreciation 
of its RAB amounts to a ‘deprivation’ within the meaning of A1P1, the CAA stated 
that ‘that argument is hopeless’. The CAA maintained that the RAB is a regulatory 
judgement as to the value of the investment in the business and is not itself a 
‘possession’ within the meaning of A1P1. Rather it is a mechanism to assess the 
value of other possessions in which HAL has invested and which is then used to 
impose a price cap. It creates no entitlement or legitimate expectation which could 
amount to a ‘possession’. Further, the CAA contends that it is inherent in the 
nature of capital investment that the value of that investment depreciates over time 
and that it is neither a deprivation nor a control of use for the RAB calculation to 
reflect that fact.308 

Interveners’ submissions 

5.165 The Airline Interveners submitted that HAL’s Error 2 was ‘in substance simply a 
repackaging of its primary case and again rests on a flawed premise that the risk 
that passenger numbers would be lower was not HAL’s to bear’. They contended 
that HAL’s case in relation to Error 2 ‘is (again) that it is entitled to an indemnity in 
respect of depreciation incurred at a time where passenger numbers were low, 
and that this is the “nature” of the RAB’ and that ‘this is patently incorrect’.309 

5.166 The Airline Interveners refer to the International Financial Reporting Standard IAS 
16 to demonstrate that HAL’s understanding of the depreciation of the RAB was 
‘simply mistaken’.310 

5.167 The Airline Interveners maintained that HAL’s shareholders are investing – an 
activity which inherently carries risk and ‘is self-evidently not intended to guarantee 
the return of invested capital’.311 

5.168 Further, the Airline Interveners did not consider that depreciation of the RAB ‘even 
arguably’ represents a control of the use of property within the meaning of 
A1P1.312 First, they argued that the RAB is not a possession within the meaning of 
A1P1 – it is not a ‘shorthand for a “stock of invested capital” [… it] is a mechanism 
by which HAL has the ability to charge future consumers for present capital 
expenditure and its depreciation represents the cost charged to current 
consumers’. They stated that ‘it is well established’ that future income does not 

 
 
307 CAA Response, paragraph 94. 
308 CAA Response, paragraph 96. 
309 BA NoI, paragraph 2.5.2 and Delta NoI, paragraph 2.33.  
310 BA NoI, paragraph 2.5.3 and Delta NoI, paragraph 2.34.  
311 BA NoI, paragraph 2.5.4 and Delta NoI, paragraph 2.35.  
312 BA NoI, paragraph 2.5.6 and Delta NoI, paragraph 2.37.  

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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constitute a possession for the purposes of A1P1.313 Finally, to the extent there is 
any interference with any possession of HAL’s, they considered that this would 
instead equate to a control on its use as opposed to a deprivation or expropriation. 
The Airline Interveners further considered that such control was then amply 
justified by the public interest considerations which underlie the Q6 and H7 price 
controls.314 

Assessment: HAL’s Error 2 

5.169 In considering HAL’s Error 2, we focus our assessment on the four points set out 
at paragraph 5.18. 

Summary of our approach and conclusions 

5.170 As with Error 1, we have considered HAL’s contentions that the CAA’s decision 
was wrong because it was wrong in law or because the CAA made an error in the 
exercise of a discretion in line with the legal framework described in chapter 3. 
That includes considering whether the CAA was wrong in law because it failed to 
make a RAB adjustment calibrated to compensate for depreciation of the RAB 
during the pandemic, where the pandemic restrictions prevented HAL having a fair 
chance to recover that depreciation, and because the CAA’s failure to do so 
breached A1P1 of the European Convention on Human Rights. It also includes 
making a judgement about whether the CAA made an error in the exercise of a 
discretion because it made a choice, albeit a rational one, where a clearly superior 
alternative advanced by HAL was available to it. 

5.171 Following our in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
below, we find that the CAA did not err in law or err in the exercise of a discretion 
as HAL submitted in respect of Error 2. Our finding is that the CAA treated the 
depreciation of the RAB consistently with the allocation of risks in the Q6 price 
control, as part of a package of measures responding to the effects of the 
pandemic, and consistently with A1P1. 

Assessment: HAL’s Error 2 

5.172 In making our assessment, we consider HAL’s Error 2 in three parts: 

(a) first, we consider the treatment of regulatory depreciation in regulating HAL; 

(b) second, we review the CAA’s approach to depreciation in its 2021 RAB 
Adjustment Decision; and 

 
 
313 BA NoI, paragraph 2.5.7 and Delta NoI, paragraph 2.38.  
314 BA NoI, paragraph 2.5.8 and Delta NoI, paragraph 2.39.  
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(c) third, we discuss HAL’s submission that the treatment of depreciation is a 
breach of A1P1. 

The treatment of regulatory depreciation in regulating HAL 

5.173 We agree with HAL’s view that the RAB reflects HAL’s previous investment in the 
business and that it is a means for enabling HAL’s investors to receive the return 
of that efficiently invested capital. However, as set out in more detail at paragraph 
5.230 below, we consider that it may in some circumstances, such as those of the 
COVID-19 pandemic, permissibly be used for other purposes. We also agree with 
HAL’s explanation of the operation of the depreciation charge as a mechanism 
through which to compensate HAL for the return ‘of’ the RAB. We also recognise 
that, due to the COVID-19 pandemic, there were significant periods of time during 
which HAL was unable to earn a return equivalent to expectations because of 
travel restrictions. To assess whether these points raised by HAL indicate an error 
in the CAA’s Final Decision on the RAB adjustment, we have focused on the key 
question of whether HAL should be compensated for the amounts it could not earn 
(specifically in this case in relation to depreciation) due to operating restrictions 
resulting from the pandemic. 

5.174 As we have set out in our discussion of HAL’s Error 1, we are of the view that the 
risk of lower-than-expected passenger numbers was generally a risk for HAL to 
bear under the terms of the Q6 price control. This had the potential for limiting 
HAL’s ability to recover its allowed return ‘on’ capital. We have considered whether 
there is reason to believe that depreciation and the return ‘of’ capital should be 
considered differently, and that the CAA was wrong in not doing so. In making that 
assessment, we have had regard to past regulatory decisions. We note, however, 
that there is limited commentary in the Q5 or Q6 decisions on the level of certainty 
around recovery of the return of capital.315 This may be a result of such price 
controls being considered in the context of limited fluctuations in passenger 
numbers, compared with the significant fluctuations resulting from the COVID-19 
pandemic. 

5.175 During the Ground A hearing, HAL noted its position that it should be 
compensated for the lost depreciation, explaining that it had a ‘legitimate 
expectation’ that it would recover depreciation, and that it was not able to do so as 
a result of the ‘catastrophic event’ of COVID-19.316 It told us that it did not consider 
that depreciation was ‘guaranteed’, but that the COVID-19 pandemic meant that it 
did not have the opportunity to earn its return of capital as a result of catastrophic 
impact of the pandemic, which was ‘through no fault of its own’.317 HAL submitted 

 
 
315 See the Q5 decision: CAA, ‘Economic Regulation of Heathrow and Gatwick Airports 2008-2013’, 11 March 2008. See 
also the Q6 decision: CAA, ‘Economic regulation at Heathrow from April 2014: Final Proposals’ (CAP1103), (Q6 Final 
Proposals) 3 October 2013.  
316 Transcript of Ground A Hearing, page 52, lines 12–14. 
317 Transcript of Ground A Hearing, page 64, lines 8–24. 

mhttps://webarchive.nationalarchives.gov.uk/ukgwa/20140605050545mp_/http:/www.caa.co.uk/docs/5/ergdocs/heathrowgatwickdecision_mar08.pdf
https://publicapps.caa.co.uk/modalapplication.aspx?appid=11&mode=detail&id=5783
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that by continuing to depreciate the RAB throughout the pandemic, HAL did not 
have the opportunity to recover the depreciation on the RAB which was incurred 
during that pandemic (when it did not have a ‘fair opportunity of recouping its 
investment’), and that it would otherwise be irrecoverable.318 

5.176 In contrast, the CAA noted its position that there was ‘no separate commitment in 
relation to regulatory depreciation’ and that its consideration of the RAB 
adjustment was focused on a ‘forward looking assessment of financeability 
concerns, about investment and quality of service is what was important, given our 
statutory duties’.319 

5.177 Having reviewed the points put to us by HAL, the Airlines, and the CAA on 
depreciation, we have been unable to identify any reasoning to suggest that 
depreciation of the RAB, ie the return ‘of’ capital, should be treated any differently 
from the return ‘on’ capital or that the CAA was wrong in not treating it as such. 
We take account of the following points: 

(a) As with all other components of allowed revenue, the recovery of 
depreciation is at risk, as reflected in the fact that the allowed return on the 
RAB is a cost of capital significantly above the risk-free rate. While 
depreciation of the RAB throughout the COVID-19 pandemic means that HAL 
will be unable to recover the value of that proportion of the RAB in future 
periods, we are of the view that the CAA was not wrong to treat this as 
reflected within the allocation of risks as set out in the Q6 price control and, 
as we have set out in detail above, in particular at paragraphs 5.158 to 5.161, 
we consider the CAA did not err in treating this as a risk generally for HAL to 
bear. 

(b) The CAA made a £300 million RAB adjustment in 2021, consistent with the 
commitments it made in respect of the reopening of the Q6 price control in 
exceptional circumstances, and made no further RAB adjustment in 2023, for 
the reasons described in paragraphs 5.110 and 5.111 above, as part of the 
package of measures adopted for H7 following the pandemic. We note that 
the price control going forward manages traffic risk differently, but in the 
context of the Q6 price control and the assessment that the CAA was making 
in April 2021 and March 2023, there is no reason to believe that the CAA was 
wrong in not treating the revenue associated with regulatory depreciation as 
more ‘secure’ than the return of capital, based on the allocation of risks. 

(c) In our judgement – in the light of both: (i) the CAA’s allocation of passenger 
volume risk generally in Q6; and (ii) the other steps it took in making the RAB 

 
 
318 HAL NoA, paragraph 3.1. 
319 Transcript of Ground A Hearing, page 67, line 22 to page 68, line 3. 
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adjustment and for sharing risk more specifically in H7 – there was not a 
clearly superior alternative approach the CAA should have taken. 

5.178 In response to our Provisional Determination to the above effect, HAL submitted 
that the depreciation of the RAB (ie return 'of’ capital) should be treated differently 
to the return ‘on’ capital. It submitted that it is a fundamental principle of economic 
regulation that regulated entities should be able to recover efficiently incurred 
costs. It noted that this is particularly important in the context of regulatory regimes 
such as those which apply to HAL, and which are subject to a price cap. HAL 
explained that its regulatory framework is underpinned by the long-term 
commitment mechanism of the RAB and that the high level of capital investment 
required at Heathrow means that these costs need to be recovered over time. It 
told us that investors need confidence that they will be remunerated for their 
capital investment, and that the depreciation mechanism provides this confidence 
because depreciation: 

(a) smooths the recovery of capital costs over a long period, reducing the costs 
to users and spreading the recovery over current and future users; 

(b) provides certainty to investors on the recovery of their efficiently incurred 
capital investment leading to a lower cost of capital and therefore lower costs 
for consumers; and 

(c) incentivises investment through the maintenance of a stable framework for 
the recovery of investment.320 

5.179 HAL told us that, by linking the recovery of depreciation to the risk allocation of the 
other price control building blocks, the wider policy significance is missed. HAL 
submitted that, given the significance of the depreciation profile to investor 
confidence to invest, the logical response to preventing the recovery of 
depreciation is that utilities would either simply seek to recover all costs up-front in 
terms of ‘fast money’ (which would have a significant impact on customer charges 
and not be in customers’ interest), or would seek a higher WACC to reflect the 
increased risk associated with their investment, or that investors simply would not 
invest. Further, HAL submitted that ‘the CAA’s own depreciation policy reflects the 
important role of depreciation in ensuring that efficient investment can be 
recovered once’.321 

5.180 In assessing these points raised by HAL, we have had regard to the expectations 
that investors may have around recovery of depreciation. While we note that 
depreciation allows investors the opportunity to recover their investment via the 
return ‘of’ capital, we do not consider that the inclusion of depreciation in allowed 
revenues implies investors are guaranteed recovery of that part of allowed 

 
 
320 HAL Response to PD, paragraphs 179–180. 
321 HAL Response to PD, paragraphs 181–194. 
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revenues (ie that investors are guaranteed to fully recover their invested capital 
over time). The CAA set out its position on the likelihood of recovering 
depreciation in the 2021 RAB Adjustment Decision in which it noted: 

We do not accept that the Q6 price control provided a guarantee 
that HAL would be able to recover all its regulatory depreciation 
and/or a particular level of return. The Q6 price control for HAL was 
set ex ante on the basis that HAL would recover regulatory 
depreciation and a reasonable allowed return on a forward-looking 
basis. HAL would bear traffic risks, and we could consider requests 
to re-open the price control. This did not constitute an absolute 
guarantee that HAL would recover regulatory depreciation ex post 
irrespective of what happens to traffic levels during the regulatory 
period. Such a guarantee does not seem proportionate or 
consistent with the approach we took to setting the Q6 price 
control.322 

5.181 The CAA noted the importance of considering regulatory depreciation, further 
stating: 

This is an important issue that merits additional consideration, 
including assessing the impact of the treatment of regulatory 
depreciation on HAL’s cost of capital, and if we were to make 
allowances for the recovery of historical depreciation, whether 
these should be adjusted to take account of outperformance by 
HAL earlier in the Q6 period.323 

5.182 Ensuring the recovery of depreciation in the way proposed by HAL would imply 
investors would never be exposed to losses of their invested capital. We are not 
aware of any regulatory principle which would imply investors’ losses are limited in 
this way. We do not consider that this would be consistent with the way the WACC 
is generally estimated or with the approach to the Q6 price control which was set 
on the basis of HAL generally bearing traffic risk. 

5.183 On this basis, our consideration of the recovery of regulatory depreciation is not 
linked solely to the risk allocation of other building blocks, but also to investor 
expectations on the recovery of depreciation itself. Moreover, on that footing, 
again we do not find that the CAA rejected a clearly superior alternative (ie treating 
regulatory depreciation differently and making a RAB adjustment calibrated to 
compensate for such depreciation during the pandemic). 

 
 
322 2021 RAB Adjustment Decision, paragraph 4.28. 
323 2021 RAB Adjustment Decision, paragraph 35. 
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The CAA’s approach to depreciation in the 2021 RAB Adjustment Decision 

5.184 Also in its response to our Provisional Determination, HAL submitted that the CAA 
did not properly consider the ‘mechanistic implementation’ of its depreciation 
policy during COVID-19 and how this would contribute to the delivery of its 
statutory duties.324 It told us that a RAB adjustment calculated in line with the asset 
usage during the COVID-19 pandemic is a ‘far superior alternative’ to the CAA’s 
£300 million RAB adjustment, and that it ensures that the CAA discharges its 
primary duty as it: 

(a) Ensures that the cost of airport operation services is in line with the efficient 
cost of delivering the services requested by users. 

(b) Promotes ongoing investment in the airport to further the interests of users in 
regard to the range, quality, and continuity of airport services by preserving 
the incentive to invest through maintaining a stable and consistent regulatory 
framework and the underpinning principle of return of efficiently incurred 
investment. 

(c) Ensures intergenerational fairness across current and future users by 
ensuring that users are paying for the efficient cost of the services they are 
receiving.325 

5.185 HAL submitted that the approach to depreciation as set out in the CAA’s Final 
Decision: (i) undermines incentives to invest by transferring value from investors to 
others who have as a result made no financial contribution to it; and (ii) distorts the 
cost of the service being provided leading to future users not paying their fair 
share or efficient prices for the services they are using.326 

5.186 As set out in detail in our discussion of HAL’s Error 1 above, our view is that the 
CAA clearly re-opened and reconsidered the Q6 price control and in doing so 
considered potential changes to depreciation. Further, as evidenced in the CAA’s 
documents assessing and confirming its 2021 RAB Adjustment Decision, the CAA 
did have regard to alternative approaches to applying depreciation. In its initial 
assessment of the RAB Adjustment in October 2020 and its response to HAL’s 
proposals around depreciation (including a ‘depreciation holiday’) the CAA 
explained that it would assess whether, if HAL were not to recover a significant 
proportion of the depreciation of past investments, this could lead to an increase in 
the cost of capital in the longer term to the detriment of customers.327 In February 
2021, the CAA further explored HAL’s submissions on depreciation (including 
whether a RAB adjustment was necessary to allow a smoothing of regulatory 

 
 
324 HAL Response to PD, paragraphs 185–197.  
325 HAL Response to PD, paragraph 195. 
326 HAL Response to PD, paragraph 196. 
327 CAA October 2020 Consultation, paragraph 2.8. 
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depreciation over the H7 period). The CAA’s report demonstrates its consideration 
of HAL’s submissions, for example, stating: 

From an initial review, we are unclear why a RAB adjustment is 
needed to facilitate the reprofiling of regulatory depreciation during 
H7.328 

5.187 Further, the CAA demonstrated clear consideration of its approach to depreciation 
in the 2021 RAB Adjustment Decision, as set out in more detail at paragraphs 
5.180 and 5.181 above. The CAA also had regard to the ongoing approach to 
depreciation, explaining that its consideration of how traffic risks would be 
allocated in future at the stage of setting the H7 price control could reduce the 
likelihood that HAL would under-recover depreciation in the future.329 

5.188 On this basis, the CAA did clearly consider what an appropriate approach to the 
application of depreciation would be in the context of the COVID-19 pandemic. We 
understand that the CAA considered HAL’s proposals on a depreciation holiday 
and the use of a RAB adjustment to manage depreciation as part of its overall 
assessment of HAL’s RAB Adjustment request. That is, the CAA considered 
whether, in light of its decision as to where passenger volume risk lay and its 
commitment to consider requests to re-open the price control in exceptional 
circumstances and in accordance with its statutory duties, regulatory depreciation 
should, subject to any such re-opening, apply in the usual way. The CAA met its 
commitment to reopening the Q6 price control in exceptional circumstances and, 
having done so, concluded (i) that regulatory depreciation should apply in that way 
and (ii) that it would make a specific RAB adjustment for specific reasons in line 
with its duties. On this basis, we consider that the CAA did properly consider the 
appropriateness of the application of depreciation and did not apply it 
‘mechanistically’. 

Consideration of the treatment of depreciation as a breach of A1P1 

5.189 We note that HAL considers the approach taken by the CAA to be a breach of 
A1P1 on the basis of the price control representing a control of use property and 
its view that the approach to depreciation through the price control represented 
expropriation. 

5.190 Article A1P1, under the heading ‘Protection of property’ provides:  

Every natural or legal person is entitled to the peaceful enjoyment 
of his possessions. No one shall be deprived of his possessions 

 
 
328 CAA February 2021 Consultation, paragraph 2.51. 
329 2021 RAB Adjustment Decision, paragraph 33. 
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except in the public interest and subject to the conditions provided 
for by law and by the general principles of international law. 

The preceding provisions shall not, however, in any way impair the 
right of a State to enforce such laws as it deems necessary to 
control the use of property in accordance with the general interest 
or to secure the payment of taxes or other contributions or 
penalties. 

5.191 We note from the submissions outlined above that the Parties take differing views 
as to whether the RAB is a ‘possession’ within the meaning of A1P1 and therefore 
whether it falls to be protected under the ECHR.330 However, even if the RAB were 
such a possession, this does not necessarily mean that the CAA’s actions 
constituted a breach of A1P1. Other elements of that provision are relevant (and 
determinative). 

5.192 Assuming the RAB is a ‘possession,’ HAL submitted that the price control itself 
constitutes the control of the use of its property.331 It said that the failure by the 
CAA to compensate it for depreciation of the RAB and which it was unable to 
recover due to COVID-19 restrictions results in an expropriation of at least a 
portion of that property. 

5.193 Our view is that the depreciation mechanism is not a form of expropriation or, in 
terms closer to A1P1, a deprivation of a possession. Depreciation in the context of 
the present form of regulation forms part of the ‘building blocks’ of the price 
control. We are of the view that these are set in the context of the proper 
application of a statutory regime, which we set out at paragraphs 5.195 to 5.197. 
Pursuant to that regime, in line with our assessment of HAL’s Error 1, the CAA 
generally placed the risk of under-recovery of depreciation with HAL and its 
investors, not consumers, in the Q6 price control. 

5.194 The final element of our assessment of this issue is that, in any event, even if: 

(a) the RAB (or a portion of it) constitutes a ‘possession’ for the purposes of 
Article 1 Protocol 1 ECHR; and 

(b) the State has exercised control over this possession through the imposition 
of the price control or failure to fully compensate HAL for depreciation of its 
RAB during the pandemic, 

(c) we do not consider that the CAA acted in breach of A1P1. 

 
 
330 See paragraph 5.18(d) for HAL’s submission, paragraphs 5.28 and 5.164 for the CAA response to HAL’s submission 
and paragraph 5.168 for an overview of the submissions made by the Airline Interveners in relation to the application of 
A1P1 ECHR to HAL’s RAB. 
331 HAL NoA, paragraph 100. 
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5.195 The price control mechanism, including the treatment of the RAB, is set pursuant 
to a statutory regime under the Act. Under that regime, the CAA has made a 
market power determination in relation to HAL, granted HAL a licence and, as 
required by the Act, included in that licence charge control conditions taking 
account of its duties in sections 1 and 18 of the Act. In our view it has done so, in 
relation to the RAB, in accordance with its statutory duties, including that to further 
the interests of end-users (consumers) and having regard to the principle that 
regulatory activities should be carried out in a way that is proportionate. 

5.196 On that basis, in our judgement, the price control mechanism, including the 
treatment of the RAB, is clearly accessible, precise and foreseeable as to its 
application (and HAL has not previously raised any objection to the regime itself 
on this basis). The use of the price control regime pursues, and can be justified on 
the basis of, a clear public interest, ie the prevention of an abuse of substantial 
market power under the Act,332 in accordance with the law and where a 
proportionate balance has been struck between the interests of the public and 
HAL (as an operator of a dominant airport). 

5.197 Accordingly, we do not consider the CAA to have erred in not allowing for 
compensation of the depreciation ‘lost’ as a result of the COVID-19 pandemic, 
under A1P1 of the ECHR. Nor do we consider that we are obliged to allow such 
compensation. 

Conclusions 

5.198 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, our view is that the CAA did not err in law or err in the 
exercise of a discretion by failing to make a RAB adjustment calibrated to 
compensate for depreciation of the RAB during the pandemic. The CAA’s Final 
Decision was not wrong on that account. We do not therefore, allow the appeal on 
that basis. 

Airlines’ appeals 

5.199 In their NoAs, the Airlines submitted that the CAA made two errors: 

(a) The RAB Adjustment Error: that in making the adjustment – adding 
£300 million – to HAL’s RAB the CAA made errors of fact, was wrong in law 
or made errors in the exercise of a discretion;333 and 

(b) The Failure to Review Error: that the CAA made errors of fact, was wrong 
in law or made errors in the exercise of a discretion in failing to review, 

 
 
332 Section 6 of the Act. 
333 BA Notice of Appeal (BA NoA), 18 April 2023, paragraph 4.2.1(b), Delta Notice of Appeal, (Delta NoA), 18 April 
2023, paragraph 6.3(a), and Virgin Notice of Appeal, (VAA NoA), 18 April 2023, paragraph 6.3(a). 

https://www.legislation.gov.uk/ukpga/2012/19/section/6/enacted
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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reduce or remove the RAB Adjustment originally made in 2021 before 
reaching the Decision.334 

5.200 In relation to the RAB Adjustment Error, the Airlines alleged that the CAA’s 
Final Decision was wrong because the adjustment was: 

(a) unjustified, in that it was inconsistent with the regulatory principle or purpose 
of the RAB (to incentivise efficient investment);335 and was unjustified 
because it was inconsistent with the Q6 control and amounted to double 
recovery and because ‘there are other, more appropriate and proportionate 
regulatory tools and mechanisms’ to mitigate COVID-related uncertainty for 
investors;336 

(b) unnecessary to secure,337 or not justified by the need to secure,338 that the 
notional or efficient company considered by the CAA in its assessment could 
finance the provision of airport operation services, nor that all reasonable 
demands for airport operation services would be met; 

(c) wrongly justified as necessary to allow HAL the flexibility to respond to 
changing circumstances;339 and 

(d) contrary or harmful to consumers’ interests.340 

5.201 In relation to the Failure to Review Error, the Airlines alleged that the CAA’s Final 
Decision was wrong because in failing to review the RAB Adjustment first decided 
on in April 2021 and before making the Final Decision the CAA: 

(a) acted contrary to its previous commitment to carry out a review if evidence 
emerged of HAL failing to deliver (or misdirected itself that the adjustment in 
2021 was intended to be final and/or not contingent on HAL’s subsequent 
conduct);341 

(b) as a result, failed properly to consider the evidence before it and erred in its 
conclusion that it was not clear that it would have been in consumers’ 
interests for HAL to have undertaken a materially greater volume of capital 
expenditure in 2021;342 

 
 
334 BA NoA, paragraph 4.2.1(a), Delta NoA, paragraph 6.3(b), and VAA NoA, paragraph 6.3(b). 
335 BA NoA, paragraph 4.9, Delta NoA, paragraph 6.22; and VAA NoA, paragraph 6.22. 
336 BA NoA, paragraph 4.11.9 and Schedule 1, paragraph 1.1.4, Delta NoA, paragraphs 6.23 and 6.24, , and VAA NoA, 
paragraphs 6.23 and 6.24. 
337 Delta NoA, paragraphs 6.33 and 6.38, and VAA NoA, paragraphs 6.33 and 6.38. 
338 BA NoA, paragraphs 4.10 and 4.11. 
339 BA NoA, paragraph 4.12.4, Delta NoA, paragraph 6.40 and VAA NoA, paragraph 6.40. 
340 BA NoA, paragraph 4.12, Delta NoA, paragraph 6.43 and VAA NoA, paragraph 6.43. 
341 BA NoA, paragraph 4.6, Delta NoA, paragraph 6.48, and VAA NoA, paragraph 6.48. 
342 BA NoA, paragraph 4.6.9, Delta NoA, paragraph 6.57, and VAA NoA, paragraph 6.57. 
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(c) wrongly treated itself as precluded from reversing or reducing the adjustment 
by regulatory precedent;343 and 

(d) caused and will continue to cause consumer harm.344 

5.202 On the basis of the Airlines’ pleadings, the overall statutory questions for 
determination are: 

(a) For the RAB Adjustment Error: Was the CAA’s Final Decision wrong because 
it was based on errors of fact, was wrong in law or an error was made in the 
exercise of a discretion in making the RAB Adjustment? 

(b) For the Failure to Review Error: Was the CAA’s Final Decision wrong 
because it was based on errors of fact, was wrong in law or an error was 
made in the exercise of a discretion, in failing to review, reduce or remove 
the RAB Adjustment originally made in 2021? 

5.203 Taking into account the submissions made by the Airlines in their NoAs and 
supporting evidence, in our assessment of the overall statutory questions we have 
addressed a number of subsidiary questions as to whether the Final Decision was 
wrong because it was based on an error of fact, or the CAA was wrong in law or in 
the exercise of a discretion. These subsidiary questions are split between the RAB 
Adjustment Error and the Failure to Review Error (see further below). 

5.204 Below we first consider the RAB Adjustment Error overall statutory question, 
subsidiary questions, submissions, our assessment and conclusions before then 
turning to the Failure to Review Error. 

The RAB Adjustment Error 

5.205 As set out above in paragraph 5.202, the overall statutory question for 
determination is: 

Was the CAA’s Final Decision wrong because it was based on 
errors of fact, was wrong in law or an error was made in the 
exercise of a discretion in making the RAB Adjustment? 

Summary of our approach and conclusions: subsidiary questions – the RAB 
Adjustment Error 

5.206 In the light of the very diffusely pleaded appeals advanced by the Airlines, the 
subsidiary questions relating to the RAB Adjustment Error that we have 

 
 
343 BA NoA, paragraph 4.7.2, Delta NoA, paragraph 6.68, and VAA NoA, paragraph 6.68. 
344 BA NoA, paragraphs 4.12 and 4.13.1(c); Delta NoA, paragraph 6.70, and VAA NoA, paragraph 6.70. 
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considered in order to determine the overall statutory question, and our findings in 
respect of each of them, are as follows. 

The RAB Adjustment was unjustified 

(a) Was the CAA wrong in law because, by acting inconsistently with the 
regulatory principle or purpose of the RAB and in making the RAB 
Adjustment, it breached its statutory duty to have regard to the principles that 
regulatory activities should be carried out in a way which is transparent, 
accountable, proportionate, consistent and targeted only at cases in which 
action is needed, or acted in defiance of logic? Our finding is that the CAA 
was not wrong as alleged. 

(b) Did the CAA make an error in the exercise of a discretion because, by acting 
inconsistently with the regulatory principle or purpose of the RAB, it failed to 
take relevant considerations into account? Our finding is that the CAA was 
not wrong as alleged. 

(c) Was the CAA wrong in law because it made a RAB Adjustment that is 
inconsistent with the Q6 price control and amounts to double recovery from 
consumers, in defiance of logic? Our finding is that the CAA was not wrong 
as alleged. 

(d) Was the CAA wrong in law (by failing properly to enquire and to take proper 
account of relevant considerations) or did it make an error in the exercise of a 
discretion (by failing to utilise the most appropriate regulatory mechanism, to 
consider all alternative options, and to prefer clearly superior approaches) in 
making the RAB Adjustment where there are other, more appropriate and 
proportionate regulatory tools and mechanisms at its disposal to mitigate 
uncertainty for investors arising out of the COVID-19 pandemic? Our finding 
is that the CAA was not wrong as alleged. 

The RAB adjustment was unnecessary 

(a) Did the CAA make errors of fact in concluding that the RAB Adjustment was 
necessary to ensure notional financeability by (i) relying on flawed evidence 
and assumptions (that the 70% gearing threshold would have been breached 
without the RAB Adjustment, that it was necessary for HAL to access 
investment grade finance, that improved financial metrics would be sufficient 
to improve HAL’s credit ratings); (ii) reaching conclusions without a 
reasonable basis that the RAB Adjustment was necessary to secure notional 
financeability and that HAL was at risk of an increase in debt costs sufficient 
to justify a £300 million RAB Adjustment? Our finding is that the CAA was not 
wrong as alleged. 
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(b) Was the CAA wrong in law in making the RAB Adjustment because it failed 
to have regard to the need to secure that a ‘notionally financed company’ 
(and not HAL specifically) is able to finance its provision of airport operation 
services at Heathrow Airport? Our finding is that the CAA was not wrong as 
alleged. 

(c) Did the CAA wrongly conclude as a matter of law that the RAB Adjustment 
was necessary to ensure notional financeability because it failed to carry out 
the necessary analysis and quantification in relation to the potential increase 
in debt costs (and thus failed in its duty properly to enquire)? Our finding is 
that the CAA was not wrong as alleged. 

(d) Did the CAA wrongly conclude that the RAB Adjustment was necessary to 
ensure notional financeability because it made errors in the exercise of its 
discretion by taking into account the risk to the headroom on HAL’s actual 
debt gearing covenants which were irrelevant factors? Our finding is that the 
CAA was not wrong as alleged. 

(e) Was the CAA wrong in law in making the RAB Adjustment because it failed 
to have regard to the need to promote economy and efficiency by HAL in its 
provision of airport operation services at Heathrow Airport? Our finding is that 
the CAA was not wrong as alleged. 

(f) Did the CAA make errors of fact in concluding that the RAB Adjustment was 
necessary to secure that all reasonable demands for airport operation 
services are met by (i) relying on flawed evidence and assumptions that the 
adjustment would incentivise additional investment; (ii) making false 
comparisons in relation to using the RAB to smooth the impact on charges 
from adjustments and incentives? Our finding is that the CAA was not wrong 
as alleged. 

(g) Was the CAA wrong in law in making the RAB Adjustment because it failed 
to have regard to the need to secure that all reasonable demands for airport 
operation services are met? Our finding is that the CAA was not wrong as 
alleged. 

(h) Did the CAA wrongly conclude as a matter of law that the RAB Adjustment 
was necessary to secure that all reasonable demands for airport operation 
services are met because it: (i) failed to properly enquire by not properly 
assessing the impact of the RAB Adjustment on HAL’s investment incentives; 
(ii) acted in defiance of logic by seeking to use a lump sum RAB Adjustment 
as an incentive mechanism, and by failing to apply effective incentive 
regulation which would have used rewards and/or penalties to induce HAL to 
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achieve set objectives;345 and (iii) acted disproportionately by using a long-
term solution for a potentially short-term issue? Our finding is that the CAA 
was not wrong as alleged. 

(i) Did the CAA wrongly conclude as a matter of law that the RAB Adjustment 
was necessary to allow HAL the flexibility to respond to changing 
circumstances because it reached conclusions that the RAB Adjustment 
could be belatedly justified on the basis of flexibility for HAL without adequate 
supporting evidence, contrary to the CAA’s earlier reliance on evidence 
relating to notional financeability and securing all reasonable demands for 
airport operation services? Our finding is that the CAA was not wrong as 
alleged. 

The RAB Adjustment was contrary or harmful to consumers’ interests 

(a) Was the CAA wrong in law in making the RAB Adjustment because it failed 
to carry out its 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 airport operation services? Our finding is that 
the CAA was not wrong as alleged. 

(b) Was the CAA wrong in law in making the RAB Adjustment because it acted 
in defiance of logic, having included a review mechanism in the original 2021 
RAB Adjustment Decision precisely because the CAA was not able at the 
time to be sure that the RAB Adjustment was justified and appropriately 
calibrated? Our finding is that the CAA was not wrong as alleged. 

(c) Did the CAA harm the interests of consumers in making the RAB Adjustment 
because it made errors in the exercise of its discretion by failing to meet any 
of its own key consumer interest objectives? Our finding is that the CAA was 
not wrong as alleged. 

Airlines’ submissions: the RAB Adjustment Error 

5.207 In support of their appeals, the Airlines relied on the following. 

The RAB Adjustment was unjustified 

5.208 The Airlines submitted that the CAA was wrong because: 

(a) The CAA decided on a RAB Adjustment that was inconsistent with the 
primary purpose of the RAB. The RAB is intended to reflect the capital value 
of investments such that an efficient company is allowed to earn a return, to 

 
 
345 Delta NoA, paragraph 6.38(d)(iv) and VAA NoA, paragraph 6.38(d)(iii). 
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incentivise efficient investment.346 The RAB Adjustment was not required for 
that purpose:347 efficient capex is added to the RAB anyway, and there is no 
evidence that 2021 adjustment did lead to investment.348 HAL’s RAB has 
now been set ‘at a level that is not reflective of the value delivered and 
unreasonably compensates HAL’s investors at consumers’ expense’.349 

(b) The RAB is to represent efficient capex investments which investors can 
expect (although there is no guarantee) to recoup and earn a return on, will 
include investments from different periods, and is not to compensate 
pandemic losses.350 Any adjustments must be strictly justified, and this 
adjustment was not.351 

(c) Rather, the CAA’s £300 million upward adjustment of HAL’s RAB was not 
‘reasonable and appropriate’ as it artificially inflated HAL’s RAB so that ‘it no 
longer represents the value of efficient investments that HAL has made in the 
regulated business'.352 It benefitted HAL – and its investors – at the expense 
of consumers, becoming in effect a compensation for pandemic losses, 
particularly when permitted to be retained despite HAL's failure to deliver, 
despite traffic risk being a cost for HAL to bear and no identifiable benefit for 
consumers being delivered.353 It is contrary to other regulators’ 
approaches354 and undermines the predictability of, and confidence in, the 
RAB model, and consumer legitimacy.355 

(d) Insofar as the RAB Adjustment becomes, in effect, a compensation for 
historic pandemic losses it is inconsistent with the Q6 price control and 
amounts to an unjustified ’double recovery’ from consumers. The Q6 price 
control was concluded on the basis that HAL assumed the traffic risk. This 
was made clear in Q6 and in the Q7 Final Proposals. The Q6 price control 
also included higher WACC (relative to other network facilities) and a Shock 
Factor (Shock Factor) adjustment that took account of the risk.356 

(e) For the H7 period, there are other more appropriate and proportionate 
regulatory tools and mechanisms at the CAA’s disposal to mitigate 
uncertainty for investors arising out of the COVID-19 pandemic: 

 
 
346 BA NoA, paragraphs 4.9.1-4.9.7, Delta NoA, paragraph 6.22 and VAA NoA, paragraph 6.22. 
347 BA NoA, paragraph 4.9.9(a), Delta NoA, paragraph 6.38 and VAA NoA, paragraph 6.38. 
348 BA NoA, paragraph 4.9.9(b), Delta NoA, paragraph 6.38(d)(iii) and VAA NoA, paragraph 6.38(d)(v). 
349 BA NoA, paragraph 4.8.1, Delta NoA, paragraphs 6.2 and 6.75(c), and VAA NoA, paragraphs 6.2 and 6.75(c). 
350 BA NoA, paragraph 4.9.6, Delta NoA, paragraphs 6.22(a) – (g) and (h)(iii), and VAA NoA, paragraphs 6.22(a) – (g) 
and (h)(iii). 
351 BA NoA, paragraphs 4.8.2(b) and 4.9.7, Delta NoA paragraph 6.22(h)(ix), and VAA NoA, paragraph 6.22(h)(viii). 
352 BA NoA, paragraph 4.5.1, Delta NoA, paragraph 6.22(h)(i), and VAA NoA, paragraph 6.22(h)(i). 
353 Delta NoA, paragraphs 6.22(h)(iii) and 6.23, and VAA NoA, paragraphs 6.22(h)(iii)) and 6.23. 
354 Delta NoA, paragraph 6.22(h)(vi). 
355 BA NoA, paragraph 4.9, Delta NoA, paragraph 6.22(h)(viii), and VAA NoA, paragraph 6.22(h)(vii). 
356 Delta NoA, paragraph 6.23, and VAA NoA, paragraph 6.23. 
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(i) the TRS mechanism provides HAL with a relatively high degree of 
protection from extreme events – mitigating c.50% of HAL’s overall 
volume risk; 

(ii) the Asymmetric Risk Allowance aims to give the notional company a fair 
bet and to compensate HAL for bearing the downside risk for low 
frequency, high-impact shocks that cause major traffic disruption; 

(iii) the CAA has set a higher asset beta (and correspondingly higher 
WACC) to reflect that HAL is higher risk, even with the TRS 
mechanism; 

(iv) the CAA has included a Shock Factor to cover temporary and difficult to 
predict non-economic downside risks; 

(v) the CAA has issued guidance on reopening HAL’s price controls;357 

(vi) the RAB Adjustment, by contrast, is blunt and unfocused – it will have 
long term effects to solve short term issues and has poor incentive 
properties;358 and 

(vii) HAL’s shareholders could have injected equity but have not done so.359 

The RAB Adjustment was unnecessary 

5.209 The Airlines submitted that the CAA was wrong because: 

(a) The RAB Adjustment was not necessary to secure all reasonable demand for 
airport operation services would be met.360 

(b) There is no evidence that HAL had actually made any incremental 
expenditure due to the RAB Adjustment: out-turn capital expenditure in 2021 
was lower than in 2020. The evidence before the CAA – had it properly 
enquired – admitted of only one conclusion: that HAL had failed to do as it 
had promised when seeking the RAB Adjustment.361 

(c) The RAB Adjustment was not necessary to incentivise making required 
investments, and it was ‘an extra-ordinary justification to suggest’ that it was. 
Efficient investment is added to the RAB. Making a RAB Adjustment in 
advance of any additional capex would not realise additional investment 
without controls to ensure it was spent. Without such controls, the risk was 
that HAL would make no investment and the Net Present Value (NPV) of its 

 
 
357 Delta NoA, paragraphs 6.24 and 6.25, and VAA NoA, paragraphs 6.24 and 6.25. 
358 Delta NoA, paragraph 6.26, and VAA NoA, paragraph 6.26. 
359 BA NoA, paragraphs 4.11.8 and 4.12.7; Delta NoA, paragraphs 6.27–6.28, and VAA NoA, paragraphs 6.27–6.28. 
360 BA NoA, paragraph 4.10, Delta NoA, paragraph 6.38, and VAA NoA, paragraph 6.38. 
361 BA NoA, paragraph 4.10. 
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profits would increase by £300 million. The CAA recognised this in the review 
mechanism built into the 2021 RAB Adjustment decision but failed to use that 
mechanism. HAL did not make the capex the CAA sought to incentivise 
through the adjustment (it spent less in 2021 than 2020 and failed to open 
Terminal 4 in a timely way despite this being a specific expectation of the 
CAA). Nor were there clear advantages in using the RAB Adjustment to 
smooth the impact on charges.362 

(d) In relation to securing that an efficiently (notionally) financed company can 
finance its licensed activities, it was an error for the CAA to assume that HAL 
was at risk of an increase in debt costs – and certainly not of the order to 
justify a £300 million RAB Adjustment. Such an adjustment would require an 
86 Basis Points (bps) rise in the cost of HAL’s new debt and the CAA could 
not reasonably conclude there would be anything like such an effect.363 

(e) The CAA was wrong to conclude that the RAB Adjustment was necessary to 
ensure notional financeability for the following reasons: 

(i) It recognised elsewhere in the 2021 RAB Adjustment Decision that, 
viewed on an actual basis, the evidence suggested that ‘an early RAB 
adjustment [was] not necessary to support HAL being able to access 
investment grade debt or prevent a substantial short term increase in 
the cost of debt’ and there is no rational basis why the notional 
company should have any issues if the much more highly geared actual 
HAL did not.364 

(ii) It did not quantify whether the expected saving in interest payments 
would outweigh the cost of the RAB Adjustment. The adjustment could 
only have been justified if the cost of new debt for a notionally efficient 
company would otherwise have increased by a material amount over 
H7 by around 144bps. The CAA could not reasonably have concluded 
that there would be anything like such an effect.365 

(iii) The CAA was wrong to say that absent the RAB Adjustment the gearing 
of the notional company would go above 70% and above the guidance 
levels set by some rating agencies for a strong investment grade credit 
rating. The CAA’s own analysis showed that the notional company 
could return notional gearing to 60% without a RAB Adjustment.366 

 
 
362 Delta NoA, paragraph 6.38, and VAA NoA, paragraph 6.38. 
363 BA NoA, paragraph 4.11. 
364 BA NoA, paragraphs 4.11.6 and 4.11.7, Delta NoA, paragraphs 6.34 and 6.35, and VAA NoA, paragraphs 6.34 and 
6.35. 
365Delta NoA, paragraph 6.36(a) and VAA NoA, paragraph 6.36(a). See also BA NoA, paragraph 4.11 where BA refers to 
an increase of 86 bps rise in the cost of HAL’s new debt as opposed to the 144 bps calculated by Delta and VAA. 
366 BA NoA, paragraph 4.11.6, Delta NoA, paragraphs 6.36(a) and (b), and VAA NoA, paragraphs 6.36(a) and (b). 
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(iv) Despite being highly geared, HAL was financeable without the RAB 
Adjustment. HAL’s financing group had made public statements that it 
had good liquidity and would not breach its debt covenants in 2021. 
HAL maintained investment grade credit ratings just before the 2021 
adjustment decision. It raised significant debt in 2020 and 2021 
(£2.5 billion in 2020) and retained headroom on its gearing ratios to 
raise effective investment grade finance.367 

(v) The CAA should have taken into account the fact that HAL’s higher 
financing costs were due to its higher gearing practices and dividend 
payments and HAL’s significant over-achievement of regulatory WACC 
over the Q6 period.368 

The RAB Adjustment was unnecessary to allow HAL the flexibility to respond to 
changing circumstances 

5.210 The Airlines submitted that an adjustment to HAL’s RAB was not necessary to 
allow HAL the flexibility to respond to changing circumstances:369 

(a) The CAA’s reliance on a stronger than expected recovery in passenger traffic 
as the trigger for HAL’s additional expenditure was ‘at odds with’ statements 
in the original 2021 RAB Adjustment Decision that HAL was expected to 
invest in 2021 in anticipation of increases in traffic. 

(b) The CAA provided no supporting evidence or analysis for its view that it is not 
clear that it would have been in consumers’ interests for HAL to have 
undertaken a materially greater volume of capital expenditure in 2021. HAL 
‘manifestly failed to make additional investment in 2021 to support service 
quality and capacity going forward, with significant consequences for airlines 
and consumers.’ It would have been in consumers’ interests to make further 
investments in 2021 insofar as they might have mitigated issues that arose in 
2022. 

(c) The CAA’s ‘belated’ reliance on flexibility ‘renders worthless’ the additional 
protection for consumers that the CAA chose to include, in the form of the 
review mechanism, in the initial 2021 RAB Adjustment Decision. 

 
 
367 Delta NoA, paragraph 6.36(c), and VAA NoA, paragraph 6.36(c). 
368 Delta NoA, paragraph 6.36(d), and VAA NoA, paragraph 6.36(d). 
369 Delta NoA, paragraphs 6.40 to 6.42, and VAA NoA, paragraphs 6.40 to 6.42. 
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The RAB Adjustment was contrary or harmful to consumers’ interests 

5.211 The Airlines submitted that the RAB Adjustment was contrary or harmful to 
consumers’ interests in that:370 

(a) The adjustment is contrary to the principle that only efficient investment is 
added to the RAB. 

(b) The CAA said it is ‘plausible’ that a small increase in charges would be offset 
by (i) a WACC reduction; (ii) increased investor confidence leading to 
investment in quality of service; (iii) improvement in the notional company’s 
financing position going into H7. However, to be justified, the CAA would 
have to ‘reasonably expect’ that the adjustment would add £300 million of 
consumer benefits, and there is no reasonable basis to think HAL’s debt 
costs would fall enough to offset the higher charges. 

(c) Consumers are actually paying for no benefit: 

(i) The adjustment was not required to enable HAL to meet higher than 
forecast demand. On HAL’s own forecasts, it only sought to make 
£218 million in capex in 2021, which would be added to RAB anyway, 
and it would not necessarily need to spend all in the event of higher 
than forecast passenger traffic. And, absent the review promised in the 
original 2021 RAB Adjustment Decision, HAL is not incentivised to 
invest by the adjustment, since the adjustment is not conditional on HAL 
having spent the sums or having enabled higher demand to be met. 

(ii) Nor is the adjustment required for financeability if demand is lower than 
forecast. Even if, without the adjustment, HAL received a two-notch 
downgrade on its credit rating (which ‘was never in reasonable 
prospect’), consumers would effectively be paying 1.4 to 2.2 times what 
is necessary to maintain HAL’s credit rating. 

(iii) Even if there was a financeability issue with the notional company, 
requiring consumers to pay more was not reasonable or lawful 
because: 

(1) the adjustment added more value to investors, who already 
expected a cost of equity return; and 

(2) investors could, as the CAA acknowledges, have invested to 
maintain HAL’s debt covenants.371 

 
 
370 BA NoA, paragraph 4.12, Delta NoA, paragraphs 6.43 to 6.46, and VAA NoA, paragraphs 6.43 to 6.46. 
371 BA NoA, paragraph 4.12. 
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(i) the TRS mechanism provides HAL with a relatively high degree of 
protection from extreme events – mitigating c.50% of HAL’s overall 
volume risk; 

(ii) the Asymmetric Risk Allowance aims to give the notional company a fair 
bet and to compensate HAL for bearing the downside risk for low 
frequency, high-impact shocks that cause major traffic disruption; 

(iii) the CAA has set a higher asset beta (and correspondingly higher 
WACC) to reflect that HAL is higher risk, even with the TRS 
mechanism; 

(iv) the CAA has included a Shock Factor to cover temporary and difficult to 
predict non-economic downside risks; 

(v) the CAA has issued guidance on reopening HAL’s price controls;357 

(vi) the RAB Adjustment, by contrast, is blunt and unfocused – it will have 
long term effects to solve short term issues and has poor incentive 
properties;358 and 

(vii) HAL’s shareholders could have injected equity but have not done so.359 

The RAB Adjustment was unnecessary 

5.209 The Airlines submitted that the CAA was wrong because: 

(a) The RAB Adjustment was not necessary to secure all reasonable demand for 
airport operation services would be met.360 

(b) There is no evidence that HAL had actually made any incremental 
expenditure due to the RAB Adjustment: out-turn capital expenditure in 2021 
was lower than in 2020. The evidence before the CAA – had it properly 
enquired – admitted of only one conclusion: that HAL had failed to do as it 
had promised when seeking the RAB Adjustment.361 

(c) The RAB Adjustment was not necessary to incentivise making required 
investments, and it was ‘an extra-ordinary justification to suggest’ that it was. 
Efficient investment is added to the RAB. Making a RAB Adjustment in 
advance of any additional capex would not realise additional investment 
without controls to ensure it was spent. Without such controls, the risk was 
that HAL would make no investment and the Net Present Value (NPV) of its 

 
 
357 Delta NoA, paragraphs 6.24 and 6.25, and VAA NoA, paragraphs 6.24 and 6.25. 
358 Delta NoA, paragraph 6.26, and VAA NoA, paragraph 6.26. 
359 BA NoA, paragraphs 4.11.8 and 4.12.7; Delta NoA, paragraphs 6.27–6.28, and VAA NoA, paragraphs 6.27–6.28. 
360 BA NoA, paragraph 4.10, Delta NoA, paragraph 6.38, and VAA NoA, paragraph 6.38. 
361 BA NoA, paragraph 4.10. 
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profits would increase by £300 million. The CAA recognised this in the review 
mechanism built into the 2021 RAB Adjustment decision but failed to use that 
mechanism. HAL did not make the capex the CAA sought to incentivise 
through the adjustment (it spent less in 2021 than 2020 and failed to open 
Terminal 4 in a timely way despite this being a specific expectation of the 
CAA). Nor were there clear advantages in using the RAB Adjustment to 
smooth the impact on charges.362 

(d) In relation to securing that an efficiently (notionally) financed company can 
finance its licensed activities, it was an error for the CAA to assume that HAL 
was at risk of an increase in debt costs – and certainly not of the order to 
justify a £300 million RAB Adjustment. Such an adjustment would require an 
86 Basis Points (bps) rise in the cost of HAL’s new debt and the CAA could 
not reasonably conclude there would be anything like such an effect.363 

(e) The CAA was wrong to conclude that the RAB Adjustment was necessary to 
ensure notional financeability for the following reasons: 

(i) It recognised elsewhere in the 2021 RAB Adjustment Decision that, 
viewed on an actual basis, the evidence suggested that ‘an early RAB 
adjustment [was] not necessary to support HAL being able to access 
investment grade debt or prevent a substantial short term increase in 
the cost of debt’ and there is no rational basis why the notional 
company should have any issues if the much more highly geared actual 
HAL did not.364 

(ii) It did not quantify whether the expected saving in interest payments 
would outweigh the cost of the RAB Adjustment. The adjustment could 
only have been justified if the cost of new debt for a notionally efficient 
company would otherwise have increased by a material amount over 
H7 by around 144bps. The CAA could not reasonably have concluded 
that there would be anything like such an effect.365 

(iii) The CAA was wrong to say that absent the RAB Adjustment the gearing 
of the notional company would go above 70% and above the guidance 
levels set by some rating agencies for a strong investment grade credit 
rating. The CAA’s own analysis showed that the notional company 
could return notional gearing to 60% without a RAB Adjustment.366 

 
 
362 Delta NoA, paragraph 6.38, and VAA NoA, paragraph 6.38. 
363 BA NoA, paragraph 4.11. 
364 BA NoA, paragraphs 4.11.6 and 4.11.7, Delta NoA, paragraphs 6.34 and 6.35, and VAA NoA, paragraphs 6.34 and 
6.35. 
365Delta NoA, paragraph 6.36(a) and VAA NoA, paragraph 6.36(a). See also BA NoA, paragraph 4.11 where BA refers to 
an increase of 86 bps rise in the cost of HAL’s new debt as opposed to the 144 bps calculated by Delta and VAA. 
366 BA NoA, paragraph 4.11.6, Delta NoA, paragraphs 6.36(a) and (b), and VAA NoA, paragraphs 6.36(a) and (b). 
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(iv) Despite being highly geared, HAL was financeable without the RAB 
Adjustment. HAL’s financing group had made public statements that it 
had good liquidity and would not breach its debt covenants in 2021. 
HAL maintained investment grade credit ratings just before the 2021 
adjustment decision. It raised significant debt in 2020 and 2021 
(£2.5 billion in 2020) and retained headroom on its gearing ratios to 
raise effective investment grade finance.367 

(v) The CAA should have taken into account the fact that HAL’s higher 
financing costs were due to its higher gearing practices and dividend 
payments and HAL’s significant over-achievement of regulatory WACC 
over the Q6 period.368 

The RAB Adjustment was unnecessary to allow HAL the flexibility to respond to 
changing circumstances 

5.210 The Airlines submitted that an adjustment to HAL’s RAB was not necessary to 
allow HAL the flexibility to respond to changing circumstances:369 

(a) The CAA’s reliance on a stronger than expected recovery in passenger traffic 
as the trigger for HAL’s additional expenditure was ‘at odds with’ statements 
in the original 2021 RAB Adjustment Decision that HAL was expected to 
invest in 2021 in anticipation of increases in traffic. 

(b) The CAA provided no supporting evidence or analysis for its view that it is not 
clear that it would have been in consumers’ interests for HAL to have 
undertaken a materially greater volume of capital expenditure in 2021. HAL 
‘manifestly failed to make additional investment in 2021 to support service 
quality and capacity going forward, with significant consequences for airlines 
and consumers.’ It would have been in consumers’ interests to make further 
investments in 2021 insofar as they might have mitigated issues that arose in 
2022. 

(c) The CAA’s ‘belated’ reliance on flexibility ‘renders worthless’ the additional 
protection for consumers that the CAA chose to include, in the form of the 
review mechanism, in the initial 2021 RAB Adjustment Decision. 

 
 
367 Delta NoA, paragraph 6.36(c), and VAA NoA, paragraph 6.36(c). 
368 Delta NoA, paragraph 6.36(d), and VAA NoA, paragraph 6.36(d). 
369 Delta NoA, paragraphs 6.40 to 6.42, and VAA NoA, paragraphs 6.40 to 6.42. 
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The RAB Adjustment was contrary or harmful to consumers’ interests 

5.211 The Airlines submitted that the RAB Adjustment was contrary or harmful to 
consumers’ interests in that:370 

(a) The adjustment is contrary to the principle that only efficient investment is 
added to the RAB. 

(b) The CAA said it is ‘plausible’ that a small increase in charges would be offset 
by (i) a WACC reduction; (ii) increased investor confidence leading to 
investment in quality of service; (iii) improvement in the notional company’s 
financing position going into H7. However, to be justified, the CAA would 
have to ‘reasonably expect’ that the adjustment would add £300 million of 
consumer benefits, and there is no reasonable basis to think HAL’s debt 
costs would fall enough to offset the higher charges. 

(c) Consumers are actually paying for no benefit: 

(i) The adjustment was not required to enable HAL to meet higher than 
forecast demand. On HAL’s own forecasts, it only sought to make 
£218 million in capex in 2021, which would be added to RAB anyway, 
and it would not necessarily need to spend all in the event of higher 
than forecast passenger traffic. And, absent the review promised in the 
original 2021 RAB Adjustment Decision, HAL is not incentivised to 
invest by the adjustment, since the adjustment is not conditional on HAL 
having spent the sums or having enabled higher demand to be met. 

(ii) Nor is the adjustment required for financeability if demand is lower than 
forecast. Even if, without the adjustment, HAL received a two-notch 
downgrade on its credit rating (which ‘was never in reasonable 
prospect’), consumers would effectively be paying 1.4 to 2.2 times what 
is necessary to maintain HAL’s credit rating. 

(iii) Even if there was a financeability issue with the notional company, 
requiring consumers to pay more was not reasonable or lawful 
because: 

(1) the adjustment added more value to investors, who already 
expected a cost of equity return; and 

(2) investors could, as the CAA acknowledges, have invested to 
maintain HAL’s debt covenants.371 

 
 
370 BA NoA, paragraph 4.12, Delta NoA, paragraphs 6.43 to 6.46, and VAA NoA, paragraphs 6.43 to 6.46. 
371 BA NoA, paragraph 4.12. 
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(d) The RAB Adjustment has and will continue to cause consumer harm in 
increased passenger charges in that: 

(i) It is contrary to the key principle that only efficiently incurred 
expenditure should be added to the RAB – which should have been the 
CAA’s starting point. 

(ii) HAL, not consumers, bore volume risk and made its own financing 
choices (which clearly deviated from the notional company) and it is not 
appropriate to transfer that risk to consumers from investors who 
already benefit from the expectation of earning the allowed cost of 
equity and could provide cash injections if necessary. 

(iii) The adjustment was always a bad bargain for consumers since: 

(1) HAL’s expected total expenditure was materially less than 
£300 million, and capex would be added to the RAB anyway 
making the adjustment duplicative and consumers pay twice; 

(2) there was no reasonable basis to assume a risk of increased debt 
costs that justified a £300 million adjustment and, even with a two-
notch downgrade, consumers would be paying 2.5 to 3.7 times the 
amount necessary to maintain HAL’s credit rating; 

(iv) The adjustment has not delivered additional value for consumers and, 
despite the additional protection for consumers in the form of the review 
built in to the original 2021 RAB Adjustment Decision, there have been 
no consequences for that non-delivery. 

(e) It is illogical for the CAA to say that reversing the adjustment would not 
further consumers’ interests – and that the adjustment was justified and 
carefully calibrated – when the review mechanism was included precisely 
because the CAA was not able to so justify and calibrate it and the CAA 
expressly managed the expectations of investors by clearly making it 
contingent. 

(f) The adjustment will make charges higher than necessary, contrary to the 
CAA’s stated objective, over multiple price control periods. 

(g) The adjustment has not met any of the six consumer interest objectives the 
CAA identified in its final assessment framework.372 

 
 
372 Delta NoA, paragraph 6.45 and VAA NoA, paragraph 6.45. 
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CAA response to the RAB Adjustment Error 

5.212 The CAA submitted that the Airlines’ allegation that the overall conclusion that the 
CAA reached in respect of the RAB was unsupportable does not demonstrate an 
error on the part of the CAA, but merely reflects a number of policy disagreements 
with the CAA’s exercise of its regulatory judgement.373 

5.213 The CAA submitted that it considers that, while the primary purpose of the RAB is 
to support the remuneration of efficient investment, the RAB adjustment was 
consistent with this purpose. It told us that the use of the RAB for a wider purpose 
in the special circumstances of the COVID-19 pandemic falls firmly within the 
CAA’s regulatory discretion.374 

5.214 The CAA further submitted that the Airlines’ argument that an adjustment was not 
required to encourage efficient investment is merely a policy disagreement, which 
does not adequately consider the exceptional circumstances of the COVID-19 
pandemic and the very real pressure on HAL’s cash flow, resulting in the very 
significant reductions HAL had made to its investment programmes. The CAA 
maintained that in these special circumstances, where there was evidence of 
exceptional financial pressure (on both the notional company and HAL itself), it 
was reasonable for the CAA to conclude that additional incentives were required at 
that time ‘to encourage HAL to react flexibly’ to any higher-than-expected 
increases in passenger traffic.375 

5.215 Where the CAA took the view in the 2021 RAB Adjustment Decision that HAL was 
at risk from an increase in debt costs, the CAA maintained that this was an 
exercise of predictive, expert judgment and was explained and justified in the 2021 
RAB Adjustment Decision itself. The CAA submitted that it cannot show that the 
CAA erred in reaching this conclusion. It told us that any downgrade of the 
notional company’s debt could reasonably have been expected to have limited the 
notional company’s access to financial markets, as well as to have an impact on 
HAL itself. The CAA therefore maintained that its decision on this issue was 
appropriate in the light of the broader context of special circumstances in early 
2021.376 

5.216 In relation to consumer harm, the CAA considered that its assessments of (a) the 
extent to which consumers would be harmed by increased perceptions of investor 
risk if the CAA went back on its commitment; and (b) the extent to which 
consumers would be harmed by increased charges following an increase in the 

 
 
373 CAA Response, paragraph 111. 
374 CAA Response, paragraph 112. 
375 CAA Response, paragraph 113. 
376 CAA Response, paragraph 114. 
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RAB, were exercises in regulatory judgement which it was entitled to make. They 
do not mean that the CAA’s decision was wrong.377 

5.217 In response to the Airlines’ arguments that a RAB adjustment was unnecessary, 
the CAA submitted that it considers that the Airlines’ statements ignore the very 
real risk of a credit rating downgrade that was faced by HAL at the relevant time. 
The CAA told us that it reasonably expected that its intervention would signal the 
limits of risk to which HAL would be exposed, thereby providing reassurance to 
debt investors and credit rating agencies. It was the CAA’s further intention that its 
intervention would provide high-level reassurance that new investment, at the 
margin, would be profitable on an expected basis, and that HAL ‘should therefore 
go ahead with rather than shun discretionary new expenditure’.378 

5.218 As regards whether HAL’s shareholders should have injected additional equity into 
the business which would have meant that the RAB adjustment was not necessary 
or appropriate, the CAA noted that HAL had just incurred a multi-billion-pound loss 
and current and prospective shareholders may well have viewed an equity 
injection as throwing ‘good money after bad’. Under these circumstances, the CAA 
considered that it was reasonable to have had doubts regarding the viability of a 
notional equity injection.379 

Intervener’s submissions  

5.219 HAL’s position in its intervention remained that the CAA should have made a much 
larger RAB adjustment than it did, and HAL therefore contended that the Airlines’ 
appeal should fall away on that ground. 

5.220 However, in relation to the RAB Adjustment Error in particular, HAL contended that 
the Airlines’ arguments are fundamentally wrong in two respects: 

(a) They misunderstand and misrepresent the nature of the RAB; and 

(b) They ignore the fact that, by reason of the pandemic restrictions, HAL had 
effectively been deprived of a large part of the RAB which did reflect efficient 
investments.380 

5.221 As regards Delta and VAA’s argument that it is wrong in principle for the CAA to 
compensate HAL through the RAB for historic losses giving rise to double 
recovery, HAL contended that this argument again misunderstands the RAB as a 
regulatory tool which can be appropriately used to ensure financial capital 
maintenance and was therefore legitimate for the CAA to use in this case where 
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HAL had been deprived of the opportunity to recover previous efficient 
investments. 

5.222 Where the Airlines argue that there are other aspects of the price control 
framework which adequately and/or more appropriately mitigate the uncertainty for 
investors arising out of the COVID-19 pandemic, HAL submitted that these 
arguments only deal with what would happen if a further COVID-type event arise 
in future and do not deal with the impact of the actual COVID-19 pandemic and 
associated restrictions. HAL contended that it was legitimate for the CAA therefore 
to take action to reflect the fact that unforeseen and exceptional circumstances 
had occurred and where the CAA concluded that to fail to act would not accord 
with its statutory duties.381 

5.223 As regards the Airlines’ argument that a RAB adjustment was not necessary to 
ensure financeability of the notional company, HAL responded that the Airlines’ 
submissions seemed to be arguments that the CAA should have exercised its 
regulatory judgement differently. It said that the manner in which the CAA acted 
was legitimate in the light of the very real risks faced by the notional company and 
HAL at the relevant time.382 

5.224 HAL also considered that the Airlines’ arguments that (a) the CAA was wrong to 
conclude that an adjustment to the RAB was necessary to secure that all 
reasonable demands for airport operation services at Heathrow were met; (b) that 
it was necessary to allow HAL the flexibility to respond to changing circumstances; 
and (c) that the RAB adjustment was not therefore in the interests of consumers, 
should fail.383 

Assessment: the RAB Adjustment Error 

5.225 We structure our assessment of the RAB Adjustment Error in line with the 
subsidiary questions set out above. 

(a) First, we consider whether the CAA was wrong by making a RAB adjustment 
that was unjustified. 

(b) Second, we consider whether the CAA was wrong by making a RAB 
adjustment that was unnecessary. 

(c) Third, we consider whether the CAA was wrong because the RAB 
Adjustment was contrary or harmful to consumers’ interests. 
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Was the RAB Adjustment unjustified? 

5.226 In our assessment of whether the CAA was wrong because the RAB adjustment 
was unjustified, we focus our assessment on four key questions. 

(a) Was the CAA wrong to adjust the RAB as a matter of regulatory principle and 
so failed to have regard to the principles that regulatory activities should be 
carried out in a way which is transparent, accountable, proportionate, 
consistent and targeted only at cases in which action is needed, and failed to 
take relevant considerations into account? 

(b) Did the RAB Adjustment amount to double recovery from consumers? 

(c) Were there other more appropriate tools available to mitigate the uncertainty 
arising from the COVID-19 pandemic and did the CAA fail to use the most 
appropriate regulatory mechanism available to it? 

(d) Was the adjustment a transfer of value from consumers to investors, with no 
identifiable consumer benefit? 

5.227 In our assessment of whether it is wrong to adjust the RAB as a matter of 
principle, we first considered the nature and function of the RAB. We note the 
CAA’s position in its Final Decision that the RAB reflects the value of investments 
that HAL has made in its business.384 However, we also note the CAA’s 
submission that while the primary purpose is to reflect the level of efficient 
investment made for the purposes of setting appropriate charges, this does not 
preclude the use of the RAB in the manner implemented through the 2021 RAB 
Adjustment Decision (and maintained in the Final Decision).385 

5.228 Further, we have had regard to the submission from the CAA which provided 
examples of other non-capex related adjustments to the RAB. These included the 
addition to the RAB of: (i) compensation for inflation; (ii) expenditure on 
abandoned capital projects (as occurred in the Q5 price control); (iii) early 
expansion costs including financing costs (as occurred in the Q6 price control); 
traffic risk-sharing reconciliations (as has been implemented via the TRS 
mechanism in the H7 price control); and under/over forecasts of the cost of new 
debt (again, as implemented in the H7 price control).386 

5.229 Alongside these points, we have considered the CAA’s submission that the: 

H7 RAB cannot be construed solely as a measure of historical 
capital investment. Rather, it is best viewed as a store of financial 
value, or a rolling record showing how much accrued revenue 
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entitlement the CAA has acknowledged and expects to bring 
forward to factor into future price control decisions.387 

5.230 Our view is that, while the RAB is generally described as reflecting the value of 
efficient investments, previous instances (both in the regulation of HAL and in the 
broader UK regulatory regime) demonstrate that adjustments to the RAB are not 
always directly and only reflective of efficient investment. Rather, the RAB may in 
some circumstances permissibly be used for other purposes. 

5.231 Our view, accordingly, is that the CAA was not wrong in law because it acted 
inconsistently with the regulatory principle or purpose of the RAB, in making an 
adjustment to the RAB in the special circumstances of the COVID-19 pandemic. 

5.232 We observe that the Airlines’ case appeared at least in part to be that because the 
CAA had made a RAB adjustment that conflicted with regulatory principle and the 
purpose of the RAB, it necessarily followed that the CAA breached its statutory 
duties to have regard to the principles that regulatory activities should be carried 
out in a way which is transparent, accountable, proportionate, consistent and 
targeted only at cases in which action is needed. Given our finding that the CAA 
did not act in conflict with such principle and purpose, we also do not find that, by 
virtue simply of making the RAB adjustment, the CAA failed to have regard to the 
relevant principles. Nor did it necessarily act in defiance of logic or fail to take 
account of relevant considerations. We also take into account in these connections 
that, in any event, and as set out in paragraphs 5.245 to 5.272 below (and in 
paragraphs 5.121 to 5.131 above in the context of HAL’s appeal), the CAA had 
regard to a series of considerations relevant to the principles relating to regulatory 
activities. 

5.233 Further, we have considered whether the RAB Adjustment is inconsistent with the 
Q6 price control and amounts to double recovery from consumers. As set out at 
paragraph 5.200(a), the Airlines consider that the Q6 price control was concluded 
on the basis that HAL assumed all traffic volume risk, and that providing an 
adjustment therefore amounts to double recovery. At paragraphs 5.158 to 5.161, 
we set out our assessment that the Q6 price control was concluded on the basis 
that HAL generally bore traffic volume risk, but subject to the proviso that the price 
control might be reopened in exceptional circumstances and considered further in 
line with the CAA’s statutory duties. 

5.234 That – such re-opening and reconsideration – is what happened. The CAA has 
been clear in its position in that regard: that the RAB Adjustment was not intended 
to constitute compensation for HAL’s previous losses. Rather, it was to: 
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(a) signal to HAL the importance of maintaining appropriate investment and 
service quality levels ahead of the start of H7; 

(b) provide stronger incentives and financial capacity for HAL to be proactive in 
planning for potentially higher than expected traffic levels from the summer of 
2021; and 

(c) facilitate HAL in being able to continue to access investment grade debt to 
finance its activities, particularly if traffic forecasts were lower than forecast at 
the time of the adjustment.388 

5.235 On the basis that the RAB Adjustment was not made to compensate HAL for 
losses suffered as a result of the pandemic, and was instead focused on ensuring 
the financeability of the notional company and signalling the importance of ongoing 
investment and service quality (as considered in further detail in paragraphs 5.258 
to 5.272 below), our view is that the CAA was not wrong because it made a RAB 
Adjustment that was inconsistent with the Q6 price control. Nor was it wrong on 
the basis the RAB Adjustment amounted to double recovery of revenues from 
consumers previously provided for at Q6. We find that the CAA’s rationale for, and 
the effect of, the RAB Adjustment was consistent and logical. 

5.236 We have also considered the Airlines’ submission that more appropriate tools 
were available to mitigate the uncertainty arising from the COVID-19 pandemic, 
and that the CAA failed properly to enquire, to take account of relevant 
considerations and to utilise the most appropriate regulatory mechanism available 
to it. The Airlines suggested that these tools and mechanisms could take the form 
of: (i) other uncertainty mechanisms within the H7 price control; or (ii) an injection 
of equity. 

5.237 As to other mechanisms within the H7 price control, we observe that in seeking in 
April 2021 to mitigate uncertainty arising from the effects of the pandemic, the 
CAA was making an adjustment outside of the normal price control process. It did 
not, as it submitted to us, have a fully specified H7 price control at that time.389 It 
might have been possible to manage future uncertainty through adjustments to the 
H7 price control in due course, but the H7 process was at that stage not nearing 
completion and there would have been a significant time delay before it could be 
adjusted in any way to mitigate the pandemic-related uncertainty that existed. The 
CAA considered waiting until the finalisation of the H7 process – and doing nothing 
in the interim – but ruled this out and decided that it needed to act earlier. In doing 
so, it also recognised that some issues would require further consideration in 
terms of broader changes to the regime at the time of setting the H7 price control. 
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5.238 As to a possible equity injection, the CAA submitted that at the point at which it 
was considering the RAB Adjustment, it had not seen ‘extensive evidence of other 
aviation business or other businesses generally injecting substantial amounts of 
equity’ in a way that would give it confidence that it would be an effective solution 
in this case.390 It also noted that it had not at that point completed its review of the 
financeability of the notional company, and it felt the risk of investors seeing an 
equity injection as ‘throwing good money after bad’ was a live issue.391 

5.239 We have taken into account in this connection that there was significant financial 
uncertainty across markets more broadly at that time. While there were some 
equity injections within the aviation sector, as highlighted by the Airlines,392 and 
while we agree with them that it may be proper for a regulator to require an equity 
injection in some circumstances,393 it does not follow that the CAA was wrong in 
not so requiring in this case. It made a judgement based on its understanding of 
the limited number of successful equity raises within the sector and the broader 
uncertainty facing such a proposal in such exceptional circumstances as the 
COVID-19 pandemic. 

5.240 We note that the Airlines dispute the CAA’s concern around ‘throwing good money 
after bad’. The Airlines submitted that this evinces a ‘fundamental 
misunderstanding as to the motivations and incentives of long-term, institutional 
investors in regulated infrastructure, and also demonstrates a fundamental 
unwillingness on the part of the CAA to consider using the obvious lever to protect 
the consumer interest’.394 

5.241 However, it is also relevant to consider that the COVID-19 pandemic is liable to 
have raised uncertainties, at least in the immediate aftermath, that went beyond 
the normal expectations of long-term institutional investors. Managing risk within 
that period of uncertainty was a complex task in which – including with the benefit 
of hindsight – it is not apparent that an equity injection would have been a 
materially superior approach to a RAB adjustment. 

5.242 On this basis, and with consideration of its focus on providing increased certainty 
in a short timeframe and against a highly uncertain backdrop, our view is that the 
CAA was not wrong in opting for an adjustment to the RAB over an equity injection 
at the relevant time in 2021 (nor, as we set out elsewhere in this determination, do 
we find that the CAA was wrong to maintain that adjustment in the Final Decision). 

5.243 Accordingly, taking into account our assessment of the questions set out at 
paragraphs 5.206(a) to 5.206(d) above, our view is that the CAA did not make an 
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error in law or in the exercise of a discretion in making a RAB Adjustment on that 
basis that it was unjustified. Nor, similarly, on the basis there was an unfair 
transfer of value from consumers to investors. 

5.244 The CAA did not err in adjusting the RAB as a matter of principle. It made its 
adjustment for reasons that extend beyond the routine management of the 
allocation of risk, noting the need to support ‘appropriate levels of investment’, and 
provide ‘clarity and clear signals that could reduce the risk of a credit downgrade 
and increases in the cost of debt’.395 On that basis, the adjustment was not 
inconsistent with the Q6 price control and did not amount to double recovery. 
There were other mechanisms that may have been used to mitigate COVID-
related uncertainty for investors – of which there has been implementation in the 
H7 price control, such as the TRS mechanism – but the CAA’s judgement that it 
needed to provide greater certainty in the midst of the pandemic, and that an 
adjustment to the RAB was a means by which to provide a quick and appropriate 
solution, was one it was entitled to make. It is not clear that either waiting until the 
H7 price control to implement any action, or requiring an equity injection, would 
have been a clearly superior means by which to provide such certainty. 

Was the RAB adjustment unnecessary? 

5.245 We turn next to the Airlines’ allegation that the RAB adjustment was unnecessary. 
In making our assessment, and having regard to the questions we have identified 
as being those we need to answer (as set out above), we consider, in particular, 
whether the CAA was wrong to: (i) use the RAB adjustment as a way of 
incentivising investment; (ii) conclude that the RAB adjustment was necessary to 
ensure financeability of the notional company; and (iii) assume that HAL was at 
risk of an increase in debt costs. 

5.246 The CAA stated in its 2021 RAB Adjustment Decision that its rationale for the 
adjustment was to: 

(a) secure that all reasonable demands for airport operation services at 
Heathrow are met. It considered that its intervention would do that by 
incentivising additional investment by HAL during 2021 that would further the 
interests of consumers; and 

(b) secure that an efficiently or ‘notionally’ financed company could finance its 
licensed activities at Heathrow airport.396 

5.247 The CAA expanded on this during the Ground A hearing, in which it explained to 
us that there two principal aspects to how it arrived at the £300 million adjustment: 
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(a) First, it examined credit metrics considered by credit rating agencies and 
estimated the scale of the adjustment that would bring the notional company 
within the threshold for a strong investment credit rating. 

(b) Second, it reflected on the need to encourage HAL to continue investing 
‘particularly ahead of the summer period when there was the possibility of a 
sudden recovery’.397 

5.248 In other words, the CAA told us that it took into account both the need to secure 
financeability and the need to incentivise investment in determining the 
£300 million figure, which it concluded would achieve both sets of objectives.398 In 
this context, we have considered the CAA’s position on the need to secure 
financeability alongside its view that an adjustment could assist in incentivising 
investment. 

5.249 We note the CAA’s position that the gearing for the notionally financed company 
was expected to have increased from 60% prior to the COVID-19 pandemic to just 
over 70% in 2021. It explained that this increase would have taken the notionally 
financed company above the guideline levels set by some rating agencies for a 
strong investment grade credit rating, and that a RAB adjustment of £300 million 
would reduce the gearing of the notionally financed company and bring it below 
the threshold. It noted that it would not expect a credit rating to be ‘unduly 
influenced by credit metrics in any single year’, but that it nonetheless considered 
a regulatory intervention of £300 million would provide a strong signal that the 
regulatory framework is consistent with enabling the notionally financed company 
to access cost effective investment grade debt finance.399 On this basis, we 
understand that the CAA made its financeability assessment taking account of 
gearing ratios and how these affect credit metrics, and determined £300 million to 
be an appropriate value. 

5.250 The Airlines submitted that the CAA’s RAB adjustment would not be in consumers’ 
interests if the RAB adjustment exceeded the expected saving in interest 
payments. They contended that the CAA’s approach would require a 16.7 bps 
increase in the overall cost of debt to be effective in this context. The Airlines told 
us that there is no indication that the CAA assessed the likelihood of such an 
increase. Further, the Airlines submitted that, as a result of the ratio of embedded 
to new debt, the approach followed by the CAA could only be justified if there were 
a 144 bps rise in the cost of new debt during H7. They also referred to HAL’s 
actual gearing position, setting out examples as to why it considered that HAL had 
a higher level of gearing than the notional company but remained financeable, 
meaning that the notional company had no need for a RAB adjustment to secure 
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notional financeability. We note also that the Airlines submitted that they disagreed 
with the CAA’s position that the pandemic would have resulted in an increase in 
notional gearing. 

5.251 In making our assessment, we take into account, that an actual company having 
higher gearing and remaining financeable does not necessarily indicate that the 
relevant notional company would have remained financeable absent the 
intervention. Gearing is one, albeit significant, element which influences the credit 
rating amongst a range of quantitative and qualitative indicators. More importantly, 
we agree with the CAA that the Airlines’ point about the actual and notional 
company overlooks that the CAA’s intervention was intended to provide greater 
clarity about the regulator’s support on a forward-looking basis, extending into H7 
and beyond.400 We also observe that the assessment of financeability requires a 
degree of judgement and should not be reduced to a marginal cost-benefit 
analysis as proposed by the Airlines. The CAA’s intervention was intended to 
provide greater certainty to investors which, in our view, could have reasonably 
been expected to reduce the cost of new debt finance and the cost of equity on a 
forward-looking basis for the notional company, but quantifying this at the time of 
the decision would have been challenging. 

5.252 We also take into account that, in the 2021 RAB Adjustment Decision, the CAA 
noted that: 

(a) There was a risk that HAL could face higher debt costs and more difficulty 
accessing debt if traffic recovery was slower than expected.401 Credit rating 
agencies had put HAL on negative outlook and therefore it was at risk of a 
downgrade.402 This could reduce the target credit rating for the notional 
company, increasing the cost to consumers as a result of higher debt costs. 

(b) Its focus was on the notional company’s, rather than HAL’s actual, financial 
structure, and that, on a notional basis, a number of key credit metrics were 
below the levels normally associated with investment grade debt.403 

(c) On the basis of the above, early regulatory intervention may be appropriate 
to signal the importance of the notional company being able to retain access 
to investment grade finance, in the case of recovery of traffic being slower 
than expected.404 

5.253 Additionally, the CAA explained that notional gearing was expected to increase 
substantially in 2021, as a result of the impact of COVID-19, to above 70%. Again, 
the CAA noted that if recovery in traffic remained lower than expected, this would 
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increase the peak gearing of the notional company. That could prolong the 
reduction in access to efficient and sustainable levels of finance unless the CAA 
made an intervention. The CAA noted that without an intervention, the increase in 
gearing could reduce the headroom for the notional efficient company to make 
investments in the short term that would further the interests of consumers.405 

5.254 On the specific issue of assuming an increase in the notional company’s gearing 
from 60% to just over 70%, the CAA explained to us its judgement that ‘it was 
reasonable to assume that the operating issues associated with the pandemic 
would have initially been funded through debt issuance (rather than equity 
injections) and therefore drive-up notional gearing’.406 That, in our view, was a 
judgement the CAA was entitled to make, given its (in our view, legitimate) 
assessment of the limited prospects for a fresh equity injection in the relevant 
circumstances. 

5.255 On these bases, the CAA considered that there was a case for targeted 
intervention to address the risks that the notional company could face higher debt 
costs. That risk was liable to affect its financeability – in particular its ability to raise 
finance at efficient costs – which would in turn increase charges to customers.407 

5.256 The CAA also noted that, in addition to considering the notional company, it 
examined the impact on the actual company (as a secondary consideration). It 
observed that it was possible that HAL would need to seek support on debt 
covenants in 2021 in respect of interest cover ratios but that it was unlikely that 
HAL’s ability to achieve such waivers would depend on early regulatory 
intervention because: (i) a RAB adjustment would not improve interest cover 
ratios; and (ii) HAL should remain an attractive investment when traffic recovers.408 

5.257 Further, the CAA noted that shareholders had the option of providing additional 
support to HAL, but nonetheless the CAA considered that providing a signal of 
regulatory support for the notional company was likely to provide a spill-over effect 
to the benefit of the actual company. That is, both in terms of improving the 
headroom on certain covenants and strengthening HAL’s negotiations with 
bondholders on future waivers if required (thereby reducing the cost of covenant 
waivers or potentially avoiding the need for waivers on gearing).409 

5.258 We have also considered that, alongside the CAA’s financeability reasoning for the 
RAB adjustment, it referred to the need to encourage HAL to maintain appropriate 
investment and service quality levels ahead of the start of H7.410 This would in turn 
have helped ensure that reasonable demands for airport services were met as 
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passenger numbers recovered following the pandemic. The CAA did not, 
therefore, fail to have regard to the need to secure that the notional company 
would be able to finance its provision of airport operation services at Heathrow. To 
the contrary, the CAA’s reasoning for making the RAB Adjustment was to 
encourage continued investment and the maintenance of service quality levels at 
the height of the pandemic uncertainty and through 2021. 

5.259 We take into account that, as noted above, we agree that the general purpose of 
the RAB is to reflect the value of efficient investment. Generally, therefore, we 
would expect the value of such investment to be applied to the RAB after the 
expenditure had been occurred. However, as set out at paragraph 5.230 above, 
we also recognise that the RAB may in some circumstances, such as those of the 
COVID-19 pandemic, permissibly be used for other purposes. 

5.260 In this case, the CAA was considering the need to incentivise investment in the 
context of the COVID-19 pandemic. While we would be generally less sympathetic 
towards a view that a RAB adjustment ahead of investment would be an 
appropriate tool to incentivise investment in a business-as-usual scenario, we 
recognise that in this particular case the CAA was concerned about the risk of a 
‘very real pressure on HAL’s cash flow’ which had resulted in reductions to its 
investment programmes (as detailed at paragraph 5.214 above).411 Despite the 
fact that the value of investments is added to the RAB in the normal course of the 
regulatory price control, given that HAL was losing money as a result of operating 
restrictions arising from the COVID-19 pandemic and in light of its concerns about 
the notional company’s ability to borrow at all (or at efficient cost), the CAA was 
concerned that its normal methods to incentivise investment were less effective.412 

5.261 Finally, we have considered whether the CAA was wrong to include a review 
mechanism in the 2021 RAB Adjustment Decision because it was not able at the 
time to be sure that the RAB Adjustment was justified and appropriately calibrated. 

5.262 As we previously noted, the CAA made clear, at the time it took the 2021 RAB 
Adjustment Decision, that the adjustment was made in order to: 

(a) signal to HAL the importance of maintaining appropriate investment and 
service quality levels ahead of the start of H7;  

(b) provide stronger incentives and financial capacity for HAL to be proactive in 
planning for potentially higher than expected traffic levels from the summer of 
2021; and 
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(c) facilitate HAL in being able to continue to access investment grade debt to 
finance its activities, particularly if traffic levels turned out to be lower than 
expected. 

5.263 These were forward-looking objectives and, in a period of such uncertainty, the 
CAA did – and was, in our opinion, not wrong to – provide for a review mechanism 
in its 2021 RAB Adjustment Decision to ensure that if the adjustment were to be 
included in the H7 price control, it was justified on the basis of meeting these 
objectives. As discussed in further detail below, the CAA, in reaching its Final 
Decision did assess the RAB Adjustment against the objectives set in April 2021 
and concluded that they had been met. 

5.264 We also consider that the CAA did not provide for the review mechanism on the 
basis that it was unable to calibrate the level of RAB Adjustment required. The 
CAA primarily reached the £300 million figure provided for in its 2021 RAB 
Adjustment Decision on the basis of a financeability assessment.413 The review 
mechanism was not designed to re-calibrate the adjustment amount except in the 
event that the RAB Adjustment had not met its objectives. 

5.265 Taking all the above into account, our finding is that the Final Decision was not 
wrong on account of the RAB adjustment being unnecessary. The decision was 
not based on errors of fact, nor wrong in law and nor did the CAA made an error in 
the exercise of discretion, as the Airlines allege. 

5.266 The CAA was responding to concerns that arose in the highly unusual 
circumstances of the pandemic. It did so having generally allocated passenger 
volume risk to HAL and its investors in Q6 but also having indicated that it could 
re-open the price control in exceptional circumstances and consider matters in the 
light of its statutory duties. Its assessment was a context-specific and reactive one, 
in circumstances that it was not wrong to regard as urgent. 

5.267 In that uncertain and unusual context, the nature of the assessments the CAA had 
to make is important. It had to make judgements which balanced quantitative 
considerations (eg the need to bring the notional gearing back to targets 
consistent with an investment grade credit rating) and qualitative considerations 
(eg as to the signalling effect of any intervention or non-intervention). Our view is 
that this was an appropriate evaluative approach in the circumstances, and one 
that the CAA was accordingly not wrong to adopt. The Airlines’ contended 
approach to aspects of the CAA’s assessment involves an overly simplified 
quantification of the potential impact of the CAA’s decision. 

5.268 Insofar as the CAA’s assessment involved alleged errors of fact, these were not 
simply matters of plain fact. They were matters of evaluative and predictive 

 
 
413 Transcript of Ground A Hearing, page 83, lines 3–23 
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assessment (eg as to gearing thresholds and the need to bring ratios back to 
certain levels and the effect on the ability to meet uncertain levels of demand after 
the pandemic), where there was uncertainty around identifying the precise impacts 
of any intervention and in respect of which the CAA should be afforded a margin of 
discretion. 

5.269 On that basis, we do not find that the Final Decision was wrong as alleged 
because it was based on material errors of fact relating to the need for the RAB 
adjustment in terms of financeability or HAL’s ability to meet demand for airport 
services. 

5.270 Neither do we find that the decision was wrong in law in those respects. The CAA 
plainly had regard to the need to secure the financeability of the notional company 
and to the need to meet all reasonable demands for airport services (in the context 
of the uncertain recovery of passenger numbers following the pandemic). Its 
assessments were the products of enquiry and its regard to relevant 
considerations, and had foundations in the facts (as it judged them) and evidence, 
such that we do not consider them to have been wrong as a matter of law. 

5.271 In making this judgement, we recognise that while the CAA made only a single 
adjustment to the RAB, by doing so it addressed a number of concerns relating to 
HAL’s ability to operate amidst the uncertainty arising from the COVID-19 
pandemic. The CAA considered there to be a very real risk to the ongoing 
financeability of the notional company and its incentives to deliver the necessary 
investment to maintain service quality. In the context of those (in our view) 
legitimate concerns, it judged an intervention in the form of a RAB adjustment to 
be in line with its statutory duties, including having regard to the needs for 
financeability, to meet demand and to promote economy and efficiency by HAL in 
the provision of airport operation services at Heathrow airport.414 

5.272 We also do not judge the CAA to have made an error in the exercise of a 
discretion. In the urgency and uncertainty that existed, it is not evident that there 
was a clearly superior alternative open to the CAA and which we should find it 
wrong not to have adopted. 

Was the RAB adjustment harmful to consumers? 

5.273 The rationale for the Airlines’ submission that the RAB adjustment was harmful to 
consumers (as set out from paragraph 5.211 above) is, in effect, a logical 
consequence of their submissions about why – in their view – the RAB adjustment 
was unjustified and unnecessary. 

 
 
414 See paragraphs 5.118 – 5.127 above where we set out further detail on our consideration of the CAA’s actions in 
response to its statutory duties in the context of HAL’s appeal. 
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5.274 As set out at paragraph 5.251, we recognise that the RAB Adjustment was made 
primarily on the basis of ensuring the financeability of the notional company, which 
the CAA concluded was necessary on the basis of its review of credit metrics, 
having regard to gearing ratios. We note also the CAA’s position that it considered 
there to be a real risk of HAL pausing or slowing investment due to the uncertainty 
arising from the pandemic and the potential need to restrict cash outflows. While 
the Airlines suggested that an adjustment on this basis, in effect, double counts 
the cost of investment because customers were not paying for actual expenditure 
but a ‘real option’ for HAL to undertake investment,415 our view is that the CAA did 
not err in having regard to the uncertain financial position in which HAL was 
considering its investment plans. 

5.275 In this context, while the passenger charge may be greater than if there had been 
no RAB Adjustment, this is a direct reflection of a need to support HAL/the notional 
company during the exceptional circumstances of the pandemic. We recognise 
that the CAA was balancing additional charges to consumers arising from a higher 
RAB against the potential harm (and ultimately cost) to consumers in the case of 
the company being unfinanceable (or facing significantly higher financing costs) or 
unwilling to continue to invest in projects, negatively affecting service quality. That, 
in the context of HAL’s statutory duties, was a balancing exercise that the CAA 
had to undertake, and it involved an exercise of regulatory judgement that the 
CAA, as the expert regulator, was entitled, within the margin of appreciation it 
should be given, to make. Our view, therefore, is that the CAA did not err in this 
regard. 

Conclusions on the RAB Adjustment Error 

5.276 On the basis of our detailed review of the Parties’ submissions and supporting 
evidence and the assessment set out above, we determine that the CAA was not 
wrong in fact, law, or in the exercise of a discretion in making a RAB Adjustment. 

5.277 We find that the CAA was not wrong in that: 

(a) It acted consistently with the regulatory principle and purpose of the RAB in 
making the RAB Adjustment; 

(b) It plainly had regard to its statutory duties in reaching the conclusion that the 
RAB Adjustment was necessary to ensure (notional) financeability, and in 
order to encourage efficient investment so as to meet all reasonable 
demands for airport services; 

 
 
415 Airlines, AlixPartners, Assessment of the CAA’s H7 RAB Adjustment, Report prepared for British Airways, Virgin 
Atlantic Airways and Delta Air Lines, 17 April 2023, paragraph 2.6.7. 
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(c) It based its conclusions on evaluative assessments of facts that it was 
entitled to make and on supporting evidence available to it, taking into 
account relevant factors; 

(d) In focusing a RAB adjustment on relevant considerations that arose in the 
context of the pandemic416, the CAA acted in the way it considered would 
further consumers’ interests and had regard to its statutory duties, including 
the principles that regulatory activities should be carried out in a way which is 
transparent, accountable, proportionate, consistent and targeted. It also took 
relevant considerations into account, and the RAB Adjustment it made was 
not inconsistent with the Q6 price control. 

(e) It did not err in the exercise of a discretion by failing to adopt a clearly 
superior alternative to the making of the RAB Adjustment. 

The Failure to Review Error 

5.278 As set out above in paragraph 5.202, the overall statutory question for 
determination in this regard is: 

Was the CAA’s Final Decision wrong because it was based on 
errors of fact, was wrong in law or an error was made in the 
exercise of a discretion, in failing to review, reduce or remove the 
RAB Adjustment originally made in 2021? 

Summary of our approach and conclusions: subsidiary questions – the Failure to 
Review Error 

5.279 The Airlines’ appeals on the Failure to Review Error were again diffusely pleaded. 
In the light of the pleadings made and supporting evidence, the subsidiary 
questions relating to this alleged error that we have considered in order to 
determine the overall statutory question, and our findings in respect of each of 
them, are: 

The CAA was wrong in failing to review the RAB contrary to a previous 
commitment to do so 

(a) Did the CAA make errors of fact in refusing to conduct a review of the RAB 
Adjustment because: (i) it relied on flawed evidence and assumptions that 
reversal of the RAB Adjustment would not be the appropriate remedy in the 
context of a review, and that the RAB Adjustment had not been made to 
support service quality over 2021 and into 2022; and (ii) had the wrong facts 

 
 
416 For example, legitimate concerns about HAL’s ability to borrow at all (or at efficient cost) and the real risk to its 
ongoing operation in terms of financeability and investment. 
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or interpreted them incorrectly in concluding that a review would be 
distraction? Our finding is that the CAA was not wrong as alleged. 

(b) Was the CAA wrong in law in refusing to conduct a review of the RAB 
Adjustment because it misdirected itself that the 2021 RAB Adjustment 
decision was intended to be final or was not contingent on HAL’s subsequent 
conduct and failed to meet its commitment to conduct a review in the 
circumstances which arose? Our finding is that the CAA was not wrong as 
alleged. 

(c) Did the CAA make errors in the exercise of a discretion by refusing to 
conduct a review of the RAB Adjustment because it: (i) put in place additional 
protections for consumers but unreasonably sought to limit and refused to 
use them; and (ii) failed to provide proper reasons? Our finding is that the 
CAA was not wrong as alleged. 

The CAA failed properly to consider the evidence and erred in its conclusion 
relating to the volume of capital expenditure in 2021 

(d) Did the CAA make errors of fact in refusing to conduct a review of the RAB 
Adjustment because it reached conclusions that it would not have been in 
consumers’ interests for HAL to have undertaken more investment in 2021 to 
maintain and improve quality of services to consumers in 2021 and beyond 
without a reasonable basis for doing so? Our finding is that the CAA was not 
wrong as alleged. 

(e) Was the CAA wrong in law because in refusing to conduct a review of the 
RAB Adjustment it failed to take proper account of relevant considerations in 
the form of evidence that HAL had failed to meet commitments on 
investment, capacity, and service quality? Our finding is that the CAA was 
not wrong as alleged. 

The CAA wrongly treated itself as precluded from reversing or reducing the 
adjustment by regulatory precedent 

(a) Did the CAA make errors of fact in refusing to conduct a review of the RAB 
Adjustment because it relied on flawed assumptions and evidence that the 
facts of the Competition Commission’s (CC) Phoenix Natural Gas Limited 
(PNGL) price determination were sufficiently similar to the H7 price control to 
justify the CAA’s reliance on that determination in its refusal to reverse the 
amounts previously added to the RAB? Our finding is that the CAA was not 
wrong as alleged. 

(b) Was the CAA wrong in law because in refusing to conduct a review of the 
RAB Adjustment it misdirected itself in law by misinterpreting and 
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misapplying (i) the CC’s price redetermination in PNGL (or, in the alternative, 
by indicating that the RAB Adjustment could be reversed or reduced when it 
could not); (ii) the contingent nature of the RAB Adjustment? Our finding is 
that the CAA was not wrong as alleged. 

Failing to review the RAB adjustment caused and will continue to cause 
consumer harm 

(a) Did the CAA make errors in the exercise of a discretion by refusing to 
conduct a review of the RAB Adjustment which has created a significant and 
lasting distortion to airport charges which unreasonably benefits HAL’s 
investors at consumers’ expense? Our finding is that the CAA was not wrong 
as alleged. 

Airlines’ submissions on the Failure to Review Error 

The CAA was wrong in failing to review the RAB contrary to a previous 
commitment to do so 

5.280 The Airlines submitted the CAA was wrong because: 

(a) It misdirected itself in asserting that ‘the April 2021 RAB Adjustment Decision 
was intended to be our H7 Final Decision to give effect to the inclusion of the 
£300 million in HAL’s opening RAB for H7’ such that there was ‘a relatively 
high evidential threshold for us to consider reversing that decision’.417 

(b) The adjustment was made on the explicit basis that it was to secure that all 
reasonable demands for airport operation services at Heathrow airport are 
met by incentivising investment by HAL during 2021 that would further the 
interests of consumers. The CAA made statements that the adjustment was 
contingent on HAL making the investments necessary to maintain service 
quality and provide necessary capacity during the remainder of 2021 and 
beyond in the event of a stronger than expected recovery in passenger 
traffic, and that it intended to hold HAL to its commitments. It said that if 
evidence were to emerge of HAL failing to deliver on an appropriate quality of 
service in 2021, it would conduct a review and, if that review were to show 
that HAL had not responded appropriately, including in respect of service 
levels where this is within HAL's control, it would consider reducing the 
adjustment.418 

(c) There was ample evidence of HAL not making the promised investments and 
this failure demonstrably resulting in a failure to deliver on an appropriate 

 
 
417 BA NoA, paragraph 4.6.7. 
418 BA NoA, paragraph 4.6, Delta NoA, paragraph 6.49 and VAA NoA, paragraph 6.49. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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quality of service, making it incumbent on the CAA to conduct the promised 
review: 

(i) HAL’s out-turn capital expenditure was lower in 2021 than 2020; 

(ii) HAL was not planning and prepared for, and subsequently was unable 
to meet, demand in Summer 2022 despite airlines' warnings of a strong 
rebound in passenger volumes; 

(iii) HAL refused to open T4 until mid-2022, leading to congestion at T2 in 
particular, and significant delays at the UK border across all terminals; 
and 

(iv) HAL under-performed in the Service Quality Rebates and Bonuses 
(SQRB) metrics,419 particularly in relation to security queue 
performance, and a decline in passenger satisfaction in relation to 
security.420 

(d) The original 2021 RAB Adjustment Decision included statements that 
showed the CAA clearly wanted to ensure that HAL was appropriately 
prepared for the return in demand by making investments in 2021 and 
beyond. Whilst the CAA has attempted to reposition its RAB adjustment as 
relating only to outcomes in 2021, this is inconsistent with previous 
statements made by the CAA and with what HAL requested. The 2021 RAB 
Adjustment Decision expressly stated that: (i) the CAA would review the 
adjustment if evidence were to emerge of HAL failing to deliver on quality of 
service; and (ii) the outcome of such review could be a reduction in the RAB 
Adjustment.421 

(e) There was clear evidence of HAL’s failures, and numerous explicit requests 
for the CAA to initiate a review, but the CAA failed to conduct a review: 

(i) the Airlines put evidence to the CAA of HAL’s failure to invest in 2021 to 
meet forecast demand for 2022 and delivery of poor quality of service; 
and 

(ii) there were at least eight requests for a review of the adjustment, citing 
failures to invest and poor quality of service, made to the CAA by or on 
behalf of airlines between December 2021 and October 2022.422 

 
 
419 The service quality regulation regime for Q6. 
420 BA NoA, paragraph 4.6.9. Delta and VAA made similar submissions in Delta NoA, paragraph 6.61 and VAA NoA, 
paragraph 6.61 
421 BA NoA, paragraph 4.6, Delta NoA, paragraphs 6.49 and 6.51(c) to (f); and VAA NoA, paragraphs 6.49 and 6.51(c) to 
(f). 
422 BA NoA, paragraphs 4.6.12 and 4.10.2, Delta NoA, paragraphs 6.51(a) and (b), and VAA NoA, paragraphs 6.51(a) 
and (b). 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(f) In the H7 Final Proposals the CAA said that, if appropriate, it would review 
HAL’s performance in the Autumn of 2022, with a view to ensuring that 
consumers’ interests were properly protected. It then wrongly refused to do 
so, saying its focus was on finalising the H7 price control and a review would 
be a distraction, and that it was not clear that the reversal of the original April 
2021 RAB Adjustment would have been the appropriate remedy in such a 
review. 

(g) This refusal was wrong because: (i) a review was an essential part of 
calibrating the RAB and reaching the Final Decision to ensure that HAL’s 
future charges would be no higher than necessary; and (ii) the CAA provided 
no reasons why a review was unnecessary and its assertion that it was not 
clear the reversal of the adjustment would have been the appropriate remedy 
was opaque and ill-founded (without a review, the CAA could not consider 
properly the appropriate outcome).423 

The CAA failed properly to consider the evidence and erred in its conclusion 
relating to the volume of capital expenditure in 2021 

5.281 The Airlines submitted the CAA was wrong because: 

(a) HAL told the CAA in response to the February 2021 Consultation that 
preceded the original 2021 RAB Adjustment Decision that the adjustment 
would unlock additional investment and help to deliver more benefits for 
consumers. The CAA’s decision to make the adjustment was linked to this 
investment, with a review mechanism as an additional protection for 
consumers if it was not made. A review properly considering the evidence 
would have made clear that: 

(i) HAL had not delivered on its investment, capacity and quality of service 
commitments in 2021 and beyond; 

(ii) HAL’s failure to invest to provide sufficient capacity to meet returning 
demand had serious negative impacts on airlines and consumers; and 

(iii) in those circumstances, it was inappropriate for HAL to retain the 
benefit of (some or all of) the adjustment. 

(b) The evidence would have included: 

(i) there was no evidence of additional expenditure – in fact outturn capex 
in 2021 was lower than in 2020; 

 
 
423 BA NoA, paragraphs 4.6.13–4.6.17, Delta NoA, paragraphs 6.52–6.55, and VAA NoA, paragraphs 6.52–6.55. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(ii) there was a delay in re-opening Terminal 3 until July 2021; 

(iii) Terminal 4 re-opened late despite airlines’ requests and passenger 
forecasts for 2022 and this being a specific expectation of the CAA in 
connection with the RAB adjustment – leading to very long queues and 
substantial impacts on consumers’ experiences; 

(iv) there were resilience issues in the baggage system owing to HAL’s lack 
of maintenance; 

(v) HAL failed to ensure there were sufficient staff to meet demand in 2022, 
with published SQRB performance data (highlighted by the CAA in the 
2021 RAB Adjustment Decision as ‘useful information to signal any 
potential issues with service quality’) showing failures to meet security 
queue performance targets, and there were failures by the HAL ID 
Centre in processing staff security clearances efficiently and effectively; 
and 

(vi) the capacity restrictions under Local Rule A between July and October 
2022 were a further demonstration that HAL failed to maintain and 
improve quality of services to consumers in 2021 and beyond, and this 
outcome is exactly what the CAA stated the RAB Adjustment should 
avoid.424 

The CAA wrongly treated itself as precluded from reversing or reducing the 
adjustment by regulatory precedent 

5.282 The Airlines submitted the CAA was wrong because: 

(a) It misinterpreted the direction in the CC’s price determination in PNGL in 
suggesting that this precluded the CAA from reversing or reducing the RAB 
Adjustment. It was clearly wrong to say that the Commission’s decision 
proscribed ex-post RAB reductions – it said they should only be made with 
very good justification and after appropriate consultation. 

(b) The context of the direction in PNGL is important because: 

(i) PNGL involved changes already made in a price review. Here, the 
adjustment is a policy decision where the licence modifications have not 
yet taken effect; 

(ii) the historic position differs – HAL has always borne the passenger 
volume risk and been allowed to earn a higher WACC as a result; 

 
 
424 BA NoA, paragraphs 4.10.1 and 4.10.2, Delta NoA, paragraphs 6.58-6.64, and VAA NoA, paragraphs 6.58-6.64. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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(iii) the CAA itself said PNGL had limited application – unlike in PNGL, the 
CAA was not making a discretionary reduction in HAL’s RAB, rather 
HAL was subject to an external shock and experiencing the 
crystallisation of a commercial risk; 

(iv) the scope for a review and reduction was signalled in 2021 when the 
adjustment was first made; 

(v) in PNGL, the CC decided that the regulated company should not retain 
a financial benefit for projects not undertaken; 

(vi) PNGL is not, in any event, a binding precedent; and 

(vii) if PNGL did, as the CAA has suggested, preclude a RAB reduction, the 
CAA erred in law in saying that it would consider reducing the 
adjustment first made in 2021.425 

Failing to review the RAB adjustment caused and will continue to cause 
consumer harm 

5.283 The Airlines submitted the CAA was wrong because: 

(a) In addition to the points going to consumer harm above, the CAA’s failure to 
reverse or reduce the adjustment has caused and will continue to cause such 
harm in that it: 

(i) will cost consumers on average an additional £0.17 per passenger over 
H7, and more in later periods, or £338.48 million in NPV terms (in 2021 
prices) and more in cash terms over multiple price control periods; and 

(ii) has undermined the incentive properties of the review mechanism and 
made it likely that consumers will continue to pay for and receive poor 
customer service, disruption and inconvenience at Heathrow.426 

CAA Response  

5.284 The CAA submitted that there is no merit in the Airlines’ argument that the CAA 
committed a ‘fundamental misdirection’ by failing to appreciate that, in April 2021, 
it had adjusted the RAB on a contingent basis.427 

5.285 The CAA maintained that the 2021 RAB Adjustment Decision stated that the 
intervention it decided to make would: 

 
 
425 BA NoA, paragraph 4.7, Delta NoA, paragraphs 6.67–6.69, and VAA NoA, paragraphs 6.67–6.69. 
426 BA NoA, paragraph 4.3.2, Delta NoA, paragraphs 6.71 to 6.73 and VAA NoA, paragraphs 6.71 to 6.73. 
427 CAA Response, paragraph 99. 
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https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(a) Signal to HAL the importance of maintaining appropriate investment and 
service quality levels ahead of the start of H7; 

(b) Provide stronger incentives and financial capacity for HAL to be proactive in 
planning for potentially higher than expected traffic levels from the summer of 
2021; and 

(c) Facilitate the notional company being able to continue to access investment 
grade debt to finance its activities, particularly if traffic levels turned out lower 
than forecast.428 

5.286 The CAA submitted that it did not make the adjustment of £300 million in the 2021 
RAB Adjustment Decision on a ‘contingent basis’ or in any other way dependent 
on HAL’s performance (whether in terms of making specific capex investments or 
increases in opex) except to the extent that it expected HAL to be proactive in 
undertaking necessary investment to maintain service quality and provide 
necessary capacity during the remainder of 2021 in the event of a stronger than 
expected recovery in passenger traffic. It told us that it did not make a promise to 
conduct a review and HAL did not promise to make any specific investments.429 

5.287 The CAA further submitted that it found no evidence of significant failures in HAL’s 
provision of quality of service in 2021 and therefore the circumstances in which the 
CAA might have undertaken a review along the lines set out in the 2021 RAB 
Adjustment Decision did not arise.430 

5.288 The CAA noted that, whilst it was aware of service quality issues arising during 
2022, it was also clear that these issues were by no means confined to Heathrow 
airport or even the aviation sector (in particular, issues with staff absences, 
retention and recruitment were an economy-wide issue in 2022). At the time, the 
CAA considered it the right approach to work with the industry ‘as a whole’ to 
address these problems rather than instigate a specific investigation of HAL. The 
CAA considered that this was the best means at its disposal to further the interests 
of consumers at that time.431 

5.289 In addition, the CAA considered that the RAB adjustment in 2021 was expressly 
framed as an early intervention and, properly assessed, was an entirely 
reasonable response to the exceptional circumstances of the pandemic. It 
considered that, at the point at which it took the Final Decision, reversal of the 
RAB adjustment for reasons beyond those set out in the 2021 RAB Adjustment 

 
 
428 CAA Response, paragraph 100. 
429 CAA Response, paragraphs 101 and 102. 
430 CAA Response, paragraph 103. 
431 CAA Response, paragraph 105. 
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Decision would give rise to increased perceptions of investor risk which would 
undermine the CAA’s duties towards consumers.432 

5.290 Finally, the CAA also submitted that the Airlines’ suggestion that the CAA 
misdirected itself in relation to the PNGL precedent is misconceived. The CAA told 
us that it did not direct itself that there was a ‘categorical proscription’ on revoking 
the RAB adjustment, merely that it decided it would not review its adjustment of 
the RAB because there was no evidence that this was necessary.433 

Intervener submissions 

5.291 HAL’s position in its intervention remained that the CAA should have made a much 
larger RAB adjustment than it did, and HAL therefore contended that the Airlines’ 
appeal should fall away on that ground. However, in any event HAL submitted that 
the Airlines’ grounds of appeal in respect of the RAB adjustment are misconceived 
and fail to identify any proper basis on which the £300 million RAB adjustment 
should be removed. 

5.292 HAL contended that the Airlines’ arguments were based on a fundamental 
misunderstanding of the 2021 RAB Adjustment Decision. HAL maintained that the 
2021 RAB Adjustment Decision was neither conditional nor provisional as regards 
the making of a RAB adjustment of £300 million and that this was a firm and 
binding decision. Nor was the £300 million RAB adjustment simply a payment for 
specific investment projects or the making of an equivalent amount of investment. 
HAL argued that such an arrangement would have done nothing to tackle the 
problems caused by the COVID-19 pandemic restrictions. The RAB adjustment 
was made to be an additional and immediate signal to HAL that it could continue 
to invest in the airport despite the uncertain outlook.434 

5.293 HAL also submitted that the Airlines’ argument that the CAA failed to consider 
various items of evidence before making the Final Decision does not add anything 
to the Airlines’ previous argument. HAL maintained that the CAA had taken a 
binding decision on the £300 million RAB adjustment in its 2021 RAB Adjustment 
Decision and that, to the extent that the CAA might consider reversing that RAB 
adjustment, this would therefore require a much higher threshold for intervention 
than simply considering the evidence in the round.435 

5.294 HAL further contended that the CAA was correct to reference the CC’s PNGL 
determination on the basis that, as the 2021 RAB Adjustment Decision was itself a 
decision, any reversal of that decision would require a fresh decision and that, as 
stated in the PNGL decision ‘to reduce ex-post and without clear signalling the 

 
 
432 CAA Response, paragraph 107. 
433 CAA Response, paragraph 109. 
434 HAL NoI, paragraph 108. 
435 HAL NoI, paragraph 109. 
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opening value of a RAB is a step that should not normally be taken without good 
justification’.436 

Responses to our Provisional Determination 

5.295 Our provisional finding, set out in our Provisional Determination, was that the CAA 
did not err as the Airlines alleged in respect of the Failure to Review Error. In 
response to that, the Airlines submitted that we had misunderstood the scope of 
their appeal in this regard. They said that, contrary to our provisional finding that 
the CAA had not so erred, they ‘squarely contended that no such review was 
carried out, and that HAL had not done what was required of it – including in 
2021’. 

5.296 We have considered the Airlines’ response carefully before making our Final 
Determination. While we make the same final finding as in our Provisional 
Determination – ie that the CAA did not err in this regard – our assessment below 
expands on that we previously set out. 

Assessment: Failure to Review Error 

5.297 In assessing the Airlines’ alleged Failure to Review Error, we have regard to the 
questions set out in paragraph 5.279 above. In doing so, we particularly focus our 
assessment, first, on the parameters the CAA set for review of the RAB 
Adjustment in its 2021 RAB Adjustment Decision, and then on whether the CAA 
was wrong because it fell short in the context of these parameters. We then 
consider whether the CAA wrongly interpreted a previous regulatory determination 
in making its decision. 

Parameters the CAA set for a review of the RAB Adjustment in its 2021 RAB 
Adjustment Decision 

5.298 In the 2021 RAB Adjustment Decision, the CAA stated that its decision to adjust 
the RAB was made having regard to the need to ‘secure that all reasonable 
demands for airport operation services at Heathrow airport are met’ and that it 
considered that the adjustment would do this by ‘incentivising additional 
investment by HAL during 2021’ that would further consumers’ interests. This was 
in addition (a counterpart to) having regard to the need to secure that an efficiently 
or ‘notionally’ financed company could finance its licensed activities at Heathrow 
airport.437 

5.299 The CAA said that it expected that HAL would be ‘proactive in undertaking 
necessary investment to maintain service quality and provide necessary capacity 

 
 
436 HAL NoI, paragraph 110. 
437 2021 RAB Adjustment Decision, paragraph 4. 

https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
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during the remainder of 2021 in the event of a stronger than expected recovery in 
passenger traffic’.438 It also observed that short-term investment might have been 
required by HAL to maintain service quality over 2021 and into 2022.439 

5.300 We have considered what the CAA said specifically about the contingencies that 
attached to the 2021 RAB Adjustment Decision and the review it would undertake. 
Our finding, based on those statements, is that the decision was not as contingent 
as the Airlines contend, nor was the CAA’s commitment to a review in the sort of 
terms that would support their submissions. 

5.301 Rather, the CAA was careful in the limitations it set around the objectives of the 
RAB Adjustment, stating that it was made for a range of purposes. What it said in 
the 2021 RAB Adjustment Decision made clear that a review was contemplated, 
not guaranteed, if evidence were to emerge that HAL was not delivering an 
appropriate quality of service in 2021. 

5.302 In particular, the CAA said (emphasis added): 

We consider that an intervention that provides gearing headroom 
above its level of planned investment, for example, in the range 
£230 million to £300 million, would provide a clear and strong 
incentive for HAL to: 

▪ undertake any necessary investment; 

▪ maintain service quality; and 

▪ provide necessary capacity during 2021. 

We also note that efficient capex investment would be added to 
HAL’s RAB and the current evidence is that HAL has maintained a 
reasonable quality of service throughout the covid-19 pandemic. 
As a result, there is no compelling case for an immediate 
adjustment greater than the £300 million, as this sum will provide 
HAL with sufficient financial flexibility to deal with any issues that 
arise. Longer-term investment and quality of service issues will be 
dealt with at the H7 price control review. 

As set out above, we have considered potential interventions 
based on mitigating risks around the notional company’s gearing 
(£300 million) and providing clear incentives on investment (above 
£230 million). On this basis, our judgment is that a RAB adjustment 

 
 
438 2021 RAB Adjustment Decision, paragraph 4.  
439 2021 RAB Adjustment Decision, paragraphs 3.16 and 3.38. 
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https://publicapps.caa.co.uk/modalapplication.aspx?appid=11&mode=detail&id=10399


 

131 

of £300 million in 2021 would be an appropriate and proportionate 
regulatory intervention.440 

5.303 As to a review that may be carried out, the CAA said (again our emphasis): 

If evidence were to emerge of HAL failing to deliver on quality 
of service then we will take steps to further protect the 
interests of consumers by conducting a review of these 
matters (and we would seek to protect consumers from the costs 
of any such failure). This should help further incentivise HAL in 
delivering an appropriate level of investment and quality service to 
consumers.441 

We will consider whether any further intervention is required as 
part of the H7 price control.442 

As noted above, if evidence were to emerge of HAL failing to 
deliver on an appropriate quality of service in 2021, we will 
conduct a review of these matters. This would seek to 
understand whether HAL was reasonably prepared for the increase 
in passengers, provided additional capacity (for example, by 
reopening terminals) in a timely way and maintained service 
quality. In the event that such a review were to show that HAL had 
not responded appropriately, including in respect of service levels 
where this is within HAL’s control, we would look to introduce 
additional protections around service quality in H7 and we would 
consider reducing the £300 million RAB adjustment or making 
offsetting reductions to revenue. The existing Service Quality 
Rebates and Bonus scheme provides metrics that can help to give 
an early indication of any issues with service quality.443, 444 

5.304 In other words, the CAA said that the conduct of what might for ease of reference 
be called a ‘full’ or ‘formal’ review depended on whether, in an earlier, less formal 
assessment or review, evidence emerged that the objectives of the RAB 
Adjustment had not been met. We also observe that, in that connection, the CAA 
additionally said (our emphasis again): 

[…] It would be undesirable for us to reverse interventions we 
make now during the H7 process unless HAL were to 
manifestly fail to deliver on investment or quality of service. 
This could undermine both investor expectations and our 

 
 
440 2021 RAB Adjustment Decision, paragraphs 4.16–4.18. 
441 2021 RAB Adjustment Decision, paragraph 4. 
442 2021 RAB Adjustment Decision, paragraph 23. 
443 2021 RAB Adjustment Decision, paragraph 32. 
444 These were points the CAA re-iterated through the 2021 decision. See also, for example, 2021 RAB Adjustment 
Decision, paragraphs 4.21–4.25. 
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credibility. The approach we have decided to take seeks to 
manage this risk to consumers by making a proportionate 
intervention at this stage and considering whether further action is 
needed as part of the H7 price control.445 

5.305 We note that, in their response to our Provisional Determination, the Airlines 
referred to certain paragraphs of the 2021 RAB Adjustment Decision as evidence 
of the contingencies attached to the adjustment and the CAA’s commitment to a 
review. They submitted that these show that the CAA ‘prescribed’ the expected 
investment outcomes:446 

HAL also reports that Terminal 4 requires investment which will 
take approximately 9 to 12 months before it can reopen (which is 
currently planned for the second half of 2022).447 

As a result, we consider it is plausible that there may be some 
additional investment in the short term which is necessary to 
support: 

▪ service quality being maintained over 2021 and into 2022; and 

▪ such investment in critical maintenance for Terminal 4 to be 
carried out in a timely way.448 

HAL has set out that with appropriate incentives, it would plan to 
make additional investment in 2021 of around £230 million (£218 
million capex and £9m of opex) to maintain and improve quality of 
services to consumers in 2021 and beyond. This includes 
investment to provide appropriate capacity at the airport if there is 
a particularly strong recovery in demand.449 

5.306 It is, in our view, instructive to consider the paragraphs referred to by the Airlines 
above (at paragraph 5.305) in the context of those we set out previously above (in 
paragraphs 5.302 to 5.304). That makes clear the (limited) extent to which the 
RAB adjustment was contingent and subject to review. 

Did the CAA fail to review the RAB adjustment made in 2021 in the context of the 
parameters set in the 2021 RAB Adjustment Decision? 

5.307 The Airlines highlighted a number of areas where they considered that HAL’s 
performance was below expectations, as set out above at paragraph 5.281(b)). 
We have considered whether the CAA erred as alleged, in light of the 

 
 
445 2021 RAB Adjustment Decision, Appendix C, paragraph C20. 
446 Airlines Response to PD, paragraphs 2.11 and 2.14. 
447 2021 RAB Adjustment Decision, paragraph 3.37. 
448 2021 RAB Adjustment Decision, paragraph 3.38. 
449 2021 RAB Adjustment Decision, paragraph 4.15. 
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contingencies and commitments described above, by failing to reverse or reduce 
the £300 million RAB Adjustment as a result of HAL falling short of expectations of 
investment and service quality in 2021. 

5.308 We have assessed these matters by reference to the CAA’s consideration of them 
as set out in the Initial Proposals, Final Proposals and the H7 Final Decision 
(together the Decision Documents). Our view is that the Decision Documents 
make clear that the CAA reviewed matters consistently with the contingencies it 
set and the commitments it made, and so did not err as alleged. 

5.309 The CAA’s Initial Proposals (published in October 2021) demonstrated that the 
CAA had assessed HAL’s service quality up to that point. The CAA said that: 

In the April 2021 RAB Adjustment Decision, we stated it would be 
undesirable for us to reverse our £300 million RAB adjustment 
during the H7 process, with the “benefit of hindsight”, unless there 
was evidence that HAL was manifestly failing to deliver on 
necessary investment to re-open additional capacity, particularly in 
terminals, in a timely way and to maintain quality of service. 
Otherwise, reversing the RAB adjustment could undermine both 
investor expectations and the credibility of our decisions, leading to 
higher costs to consumers in future. So, we do not propose to 
adopt the suggestions made by airlines that we reverse the RAB 
adjustment set out in our April 2021 RAB Adjustment Decision. 

We also said that if evidence were to emerge that HAL had not 
responded appropriately, including in respect of service levels 
where this is within HAL’s control, we would: 

▪ look to introduce additional protections around service 
quality in H7; and 

▪ consider reducing the £300 million RAB adjustment or 
making offsetting reductions to revenue. 

We are continuing to monitor performance at the airport including 
with respect to investment and service levels. Our initial view is 
that HAL has re-opened terminal capacity in a way that has 
allowed airline demand to be met, and that service quality 
performance has been good when measured against the 
metrics.450 

5.310 Stakeholders responded to those Initial Proposals and in the Final Proposals (in 
June 2022) the CAA said: 

 
 
450 Initial proposals, Section 2, paragraphs 6.14-6.16. 
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We disagree [with BA] that we made an error at Initial Proposals in 
relation to our assessment of HAL’s investment and operational 
performance. At that point in time, the evidence suggested to us 
that there were no clear grounds for further intervention in the 
interest of consumers.451 

5.311 The CAA also said in the Final Proposals: 

For 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. 

Bearing this in mind, there is a relatively high evidential threshold 
for us to consider reversing this decision. We would, for example, 
need to consider the adverse impact that this would have on 
investor confidence and hence on HAL’s cost of capital and the 
level of airport charges.452 

5.312 The CAA assessed ‘Consumer outcomes and investment’ in paragraphs 10.69 to 
10.79 of the Final Proposals, including that: 

We reached the April 2021 RAB Adjustment Decision with the 
expectation that HAL would be proactive in undertaking necessary 
investment to maintain service quality and provide necessary 
capacity during 2021 in the event of a stronger than expected 
recovery in passenger traffic.453  

The recovery in passenger numbers was, in fact, relatively 
subdued during 2021. As such, it is not clear to us that it would 
have been in consumers’ interests for HAL to have undertaken a 
materially greater volume of capital expenditure in that year than it 
did in practice. Nonetheless, it was important to have allowed HAL 
the flexibility to respond to changing circumstances and, on this 
basis, we continue to consider that the £300m RAB adjustment 
was warranted.454 

Our reasoning was that providing a RAB adjustment could alleviate 
balance sheet constraints faced by the notional entity that might 
otherwise prevent it from undertaking capital expenditure needed 
to accommodate a potential recovery of passenger volumes in the 
summer of 2021. We continue to consider that this was a 
reasonable assumption in the context of the prevailing 

 
 
451 Final Proposals, Section 3, paragraph 10.86. 
452 Final Proposals, Section 3, paragraphs 10.61-10.62. 
453 Final Proposals, Section 3, paragraph 10.81 
454 Final Proposals, Section 3, paragraph 10.82. 
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circumstances at the time of the April 2021 RAB Adjustment 
Decision.455 

5.313 In the Final Decision (in March 2023) the CAA decided to maintain, rather than 
further review, remove or reduce the RAB Adjustment it made in 2021. Amongst 
other things, the CAA said: 

We note in this regard that the focus of the RAB adjustment made 
under the April 2021 Decision was on outcomes, namely, service 
quality and investment in 2021: that is, before we were able to take 
account of such outcomes in our H7 price control proposals. As 
such, we do not consider that it would be appropriate to revisit our 
April 2021 RAB Adjustment Decision on the basis of outcomes in 
2022.456 

We did not subsequently consider that a review of HAL’s 
operational performance was necessary, and that it would distract 
from our primary focus of reaching a decision in respect of the H7 
price control. In any case, it is not clear that the reversal of the 
April 2021 RAB Adjustment would have been the appropriate 
remedy in the context of such a review.457 

5.314 We also take account of the CAA’s evidence at the main party hearing on Ground 
A, which was consistent with the contents of the Decision Documents set out 
above. As to its focus being on HAL’s service quality in 2021 and there being no 
sufficient emerging evidence then (in its assessment) to trigger a full or formal 
review of the RAB Adjustment, the CAA said, amongst other things: 

So in 2021 we set a clear trigger as to whether we would revisit 
that RAB adjustment and that was based on quality of service in 
2021. So when we came to 2023 what we did was look back to 
those prior commitments that we'd made and whether there was a 
problem with quality of service during 2021, and there wasn't.458 

Our focus was looking at service quality in 2021. As we said we 
would do in our April 2021 decision. The service quality metrics 
didn't show any significant issues or problems at the airport. So 
there was no substantive case to re-open.459 

5.315 As to effect of regulatory consistency and credibility if the CAA removed or 
reduced the RAB Adjustment in the Final Decision in 2023, the CAA’s statements 

 
 
455 Final Proposals, Section 3, paragraph 10.84. 
456 Final Decision, Section 3, paragraph 10.68. 
457 Final Decision, Section 3, paragraph 10.71. 
458 Transcript of Ground A Hearing, page 93, lines 15–23. 
459 Transcript of Ground A Hearing, page 104, lines 1–4. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf


 

136 

at the Ground A hearing, which again we note are consistent with the Decision 
Documents, included that: 

[…] the removal of amounts from the RAB is not a decision that 
should be taken lightly. Without adequately signalling this course of 
action well in advance there is a real risk of undermining our 
credibility as a regulator.460 

As far as 2023 goes, we saw the April 2021 decision as a decision 
[…] We felt that it was justified based on the information we had at 
the time and that to withdraw it subsequently based on new 
information would be potentially very deleterious in terms of 
credibility.461 

Findings and conclusions on the Failure to Review Error 

Findings 

5.316 We make a number of findings and draw a number of conclusions based on the 
above statements. 

5.317 First, the CAA made the RAB Adjustment in 2021 for a range of reasons 
(incentivising investment if necessary and maintaining service quality in 2021, 
protecting financeability and to give HAL additional flexibility). The CAA properly 
assessed and concluded at the time that such an adjustment for those reasons 
was in line with its statutory duties and, as we find in this Final Determination, it 
was not wrong to do so. 

5.318 Second, having so concluded (not wrongly in our view), the CAA placed a degree 
of contingency, but a limited degree, around the RAB Adjustment. That is, it said it 
would consider whether evidence emerged that the objectives of the adjustment 
were not met in 2021. If so, it would conduct a fuller review that could result in the 
removal or reduction of the adjustment. We observe in that connection that the 
RAB Adjustment Decision was made in April 2021, when the CAA expected that 
the H7 price control would be in operation by 2022. It was not, accordingly, likely 
at that stage to have been contemplating a contingency to apply in that latter year. 

5.319 Third, the CAA was clear that, having decided to make the adjustment, a high bar 
applied before it would be removed or reduced – evidence of HAL ‘manifestly’ 
failing to deliver on investment or quality of service would be required. Again, in 
our view, this is an assessment the CAA was entitled to make. Having (not 
wrongly) decided that the adjustment should be made, in line with its statutory 

 
 
460 Transcript of Ground A Hearing, page 18, lines 10–15. 
461 Transcript of Ground A Hearing, page 93, lines 9–14. 
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duties, for the reasons stated, it was also not wrong to take the view that removing 
it too readily could undermine both investor expectations and the CAA’s credibility 
(neither of which would have been in consumers’ interests). 

5.320 Putting the second and third points another way, the CAA made the RAB 
Adjustment and specified its contingent status and liability to review carefully. It did 
this by stating that the RAB Adjustment could be reviewed if relevant evidence 
emerged, but also making statements about its relative finality and limited scope 
for review. What the CAA did not do was make a commitment to a full review in 
any event. Its position is better characterised as one in which the RAB Adjustment 
could be reviewed (if necessary) not that it will be (in any event). 

5.321 Fourth, the CAA did a ‘review’ within the scope to which it committed. That is, it 
considered if evidence had emerged of poor service quality and demand not being 
met in 2021. These were matters of evaluation, rather than just of plain fact, that it 
fell to the CAA to assess. In light of that evidence – that in its assessment demand 
was met and relevant performance metrics did not demonstrate significant service 
problems – and of the subdued recovery in passenger numbers in 2021, the CAA 
assessed that a basis for a further, full or formal review had not emerged. In other 
words, the condition the CAA set for not reviewing the adjustment further was met, 
and the condition for reviewing it further was not. 

5.322 Fifth, in that context, the CAA was not wrong in: 

(a) not considering matters of service quality in 2022; or 

(b) taking the view that a removal or reduction of the RAB Adjustment made in 
2021 would not necessarily be the appropriate remedy for any shortcoming in 
service quality in 2022. 

Having made the adjustment contingent on objectives relating to 2021, the CAA 
was not wrong to consider that reviewing the adjustment based on outcomes in a 
different year would go against regulatory consistency. This does not disclose an 
error of fact (or any other error). 

5.323 Taking account of these points, we consider that the CAA was not wrong to make 
an assessment in 2023 that: 

(a) the reasons for which the RAB Adjustment had been made in 2021 justified 
its making; 

(b) the limited circumstances in which it had committed to formally review the 
adjustment had not transpired; and 

(c) in that context, maintaining a regulatory commitment and thereby providing 
regulatory certainty was important. 
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That involves judgements that fell to the CAA to make within its margin of 
appreciation as expert regulator. 

5.324 We note that the Airlines have submitted that the CAA wrongly treated the CC’s 
interpretation of the PNGL case as relevant regulatory precedent that precluded it 
reopening the RAB Adjustment. While we do not consider the Airlines’ allegation to 
relate to errors of fact but instead to an alleged error of judgement on the part of 
the CAA, we observe that, as set out above, the CAA said its decision not to 
reopen the 2021 RAB Adjustment Decision was not made on the understanding 
that it was precluded from doing so. 

5.325 Nor do we find that the CAA misdirected itself in law by misinterpreting or 
misapplying the PNGL price determination. The CAA did not reopen the 2021 RAB 
Adjustment Decision on the basis that: (i) its trigger for a further reopener based 
on HAL’s investment in 2021 and set out in the 2021 RAB Adjustment Decision 
was not met; and (ii) reversing the decision without a strong foundation and on the 
basis of matters outside of those provided for in the 2021 RAB Adjustment 
Decision itself would have a broader detrimental impact on the regulatory 
regime.462 This is evident both in the submissions set out by the CAA from 
paragraphs 5.287 to 5.289 above, and in the statements it has made to us 
throughout the appeal process. 

5.326 On those bases, our view is that the Final Decision was not wrong on account of 
the CAA failing to review and reverse the adjustment owing to its understanding of 
the PNGL determination. 

Conclusions 

5.327 We accordingly determine, following a detailed assessment of the Parties’ 
submissions and supporting evidence, that the CAA did not err in failing to review, 
reduce or remove the RAB Adjustment it set out in the 2021 RAB Adjustment 
Decision prior to its inclusion in the Final Decision. 

5.328 Our finding is that the CAA was not wrong because: 

(a) It did not make errors of fact, and nor was it wrong in law, in refusing to 
conduct a review of the RAB Adjustment. The CAA did review the 2021 RAB 
Adjustment consistently with the commitment it made to do so. 

(b) It had proper regard to the reasons for making the RAB Adjustment, to the 
need for regulatory consistency and certainty and to its statutory duties, and 
it made assessments and judgements it was entitled to make that the 

 
 
462 Transcript of Ground A Hearing, page 93, lines 19–23 and page 111, lines 3–4. 
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adjustment should not be removed or reduced. It did not wrongly regard itself 
as precluded from acting by regulatory precedent. 

(c) It did not make an error in the exercise of a discretion by refusing to conduct 
a review. Given the reasons for making the RAB Adjustment, the 
contingencies attached to it, the level of review the CAA conducted, and its 
assessments that the contingencies were met and that a removal or 
reduction of the adjustment would offend regulatory certainty and 
consistency, the CAA cannot, in our judgement, be said to be wrong for 
having failed to adopt a clearly superior alternative approach. 

Overall determination on Ground A 

5.329 In light of all our findings on this ground A, we determine that neither HAL’s nor the 
Airlines’ appeals are allowed and confirm the Final Decision in respect of the RAB 
Adjustment. 
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6. Ground B1: Asset beta 

Introduction 

6.1 This chapter covers the errors alleged by the appellants relating to the CAA’s 
methodology and eventual estimate of HAL’s asset beta. HAL’s asset beta is a 
component within the estimation of HAL’s overall allowed cost of equity. 

6.2 In broad terms, HAL argued that the CAA had underestimated its asset beta, 
leading to too low passenger charges. In contrast, the Airlines argued that the 
CAA had overestimated HAL’s asset beta, resulting in too high passenger 
charges. 

Background 

Cost of capital 

6.3 The cost of equity and the cost of debt, along with an assumption about the level 
of gearing,463 are the key inputs into the Weighted Average Cost of Capital 
(WACC). The WACC is an input to the calculation of HAL’s allowed revenue and is 
used to calculate the profit that HAL needs to earn to compensate its debt and 
equity investors for the risks of investing into HAL. 

6.4 The cost of equity is an estimate of the returns required by equity investors. The 
actual cost of equity is unknowable in advance and must be estimated. The CAA 
used the Capital Asset Pricing Model (CAPM) as the basis of its estimate of the 
cost of equity within the WACC. The CAPM relates the cost of equity (KE) to the 
risk-free rate (Rrf), the expected return on the market portfolio (Rm), and a firm-
specific measure of investors’ exposure to systematic risk (beta464 or β) as follows: 

 

 

6.5 The CAPM is an established methodology with well understood theoretical 
foundations and which makes use of observable market data as far as possible. 
The CAPM is used by all UK regulators when calculating the cost of capital. The 
appellants have alleged errors in the CAA’s CAPM metrics and the overall level of 
the cost of equity, but the use of the CAPM ‘in principle’ was not challenged in this 
appeal. 

 
 
463 Gearing is a measure of the proportion of a firm’s capital accounted for by debt and is defined as g = D/(D+E) where 
D is Debt and E is Equity. 
464 We discuss the concept of beta in paragraphs 6.6–6.11. 
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Asset beta 

6.6 Within the CAPM, beta reflects an asset’s (or portfolio of assets’) exposure to 
systematic (or common) risks relevant to the broader market. An example of a 
systematic risk is the performance of the overall economy, which affects all assets 
to varying degrees. 

6.7 Systematic risks are distinct from idiosyncratic risks, which may impact only a 
small number of assets, or may simultaneously impact different assets positively 
and negatively. When calculating the cost of equity, the CAPM framework is 
concerned only with investors’ exposure to systematic risks because it is assumed 
that idiosyncratic risks can be diversified away (for example by holding a portfolio 
of assets). 

6.8 The beta which would be faced by investors in a company’s assets is often called 
the asset beta. However, investors normally invest in securities (which can call on 
returns earned on those assets), rather than directly investing in the assets 
themselves. In this case, the asset beta (𝛽A) can then be split into: 

(a) Equity beta (𝛽E), the exposure of shareholders to systematic risk; and 

(b) Debt beta (𝛽D), the exposure of bondholders to systematic risk. 

6.9 In calculating asset beta, debt and equity betas are weighted by the proportion of 
debt (𝑔)465 and equity (1-𝑔) within the capital structure as shown below: 

   𝛽A =  𝑔. 𝛽D + (1 − 𝑔). 𝛽E  

6.10 According to this equation, for a given value of asset beta (𝛽A) a positive debt beta 
(𝛽D) reduces the (re-levered466) equity beta, as a portion of systematic risk is 
assumed to be borne by debt investors, and so does not require compensation in 
equity returns. 

6.11 The equity beta, and therefore the cost of equity, in the CAPM framework will also 
generally rise as gearing rises, because increasing gearing means that 
shareholders are exposed to increasing levels of systematic risks. As a result of 
this relationship between gearing and equity beta, in estimating the WACC 
regulators often calculate an asset beta. This approach enables the regulator to 
compare firms which have different capital structures. This comparator asset beta 
is then adjusted using the formula above to estimate the equity beta of the 
regulated firm. 

 
 
465 ‘g’ represents ‘gearing’. Gearing demonstrates the extent to which a firm’s operations are funded by debt compared to 
equity and measures a company’s financial leverage, defined as debt / (debt + equity). 
466 The equity beta is ‘re-levered’ to represent the notional company gearing.  
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Final Proposals 

6.12 This section summarises the decisions made by the CAA in determining the asset 
beta for the Final Proposals. We provide further detail as necessary on the CAA’s 
reasoning in the assessment of Parties’ arguments further below. As a preliminary 
point, we note that the CAA final view on HAL’s asset beta (as set out in its Final 
Decision) did not differ from its proposed asset beta which it had consulted upon in 
its Final Proposals.467 Much of the CAA’s reasoning for its calculation of HAL’s 
asset beta is therefore found within the Final Proposals and we cite the Final 
Proposals as necessary below. 

6.13 The CAA’s final methodology for the H7 asset beta followed a three-stage process 
in which the CAA determined the following. 

(a) Stage 1 – a baseline beta: the baseline beta captures the balance of risks 
faced by HAL which are unrelated to COVID-19 (effectively based on a ‘pre-
COVID-19’ beta). 

(b) Stage 2 – a COVID-19 adjustment: to be added to the baseline beta, 
reflecting the risk of events similar to COVID-19 that may occur in the future. 
An application of the COVID-19 adjustment to the baseline beta results in the 
‘post-pandemic’ asset beta. 

(c) Stage 3 – a Traffic Risk Sharing (TRS)468 adjustment: then applied to the 
post-pandemic asset beta, to reflect the reduction in systematic risk facing 
HAL as a result of the TRS mechanism. 

Stage 1: baseline beta 

6.14 In the Final Proposals, the CAA proposed a pre-pandemic asset beta of 0.50 for 
H7 (the pre-pandemic asset beta), in line with the level previously determined for 
Q6 and at the bottom of the 0.50-0.60 range of betas estimated by the CAA’s 
advisers FlintGlobal (Flint) 469 for listed comparator airports using pre-pandemic 
data.470 

6.15 At Q6, the CAA estimated an asset beta for HAL (0.42-0.52) that was below the 
estimated asset betas for comparator airports Fraport (0.52-0.55) and ADP (0.59-
0.60), and in line with the Q5 estimate (which was based on BAA’s share price 

 
 
467 Economic regulation of Heathrow Airport Limited: H7 Final Decision Section 3: Financial issues and implementation 
(caa.co.uk) (Final Decision), Section 3, paragraph 9.67. 
468 Traffic Risk Sharing adjustment, implemented by the Traffic Risk Sharing mechanism is intended to ensure that the 
risks associated with variances between the CAA’s forecast of passenger numbers and out-turn passenger numbers are 
shared between HAL and consumers in an appropriate way. The TRS mechanism is described in more detail at 
paragraphs 2.6 and 2.7 of the Final Decision, Section 1. 
469 FlintGlobal is a consultancy firm which was commissioned by the CAA to assess the weighted average cost of capital 
(WACC) for the H7 price control period. 
470 Final Proposals, Section 3, paragraph 9.62. Flint updated its beta analysis between Initial and Final Proposals but 
retained the overall recommended baseline beta range at 0.50–0.60. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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data). The CAA justified the differential between HAL and ADP/Fraport on the 
basis that HAL exhibited excess demand due to the capacity constraint, which 
insulated it from demand risk to a greater extent than comparator airports. 

6.16 In the Initial Proposals, the CAA had stated that it did not consider it appropriate to 
rely on BAA share price data, given that this was now over 15 years old. The CAA 
stated that it must therefore rely on comparator asset beta estimates. 

6.17 The CAA’s advisers, Flint, estimated a baseline beta range of 0.50-0.60, based on 
pre-pandemic data for three comparator airports (AENA471, ADP and Fraport) and 
without an analysis of the relative risk of HAL to these airports. The range was 
based on spot, 2-year averages, and 5-year averages of 2-year and 5-year betas 
using daily data up to 28 February 2020.472 

6.18 In the Final Proposals, the CAA also considered the issue around relative risk of 
HAL versus comparator airports. The CAA proposed that, in the absence of the 
pandemic, HAL would have been expected to continue to have a lower asset beta 
relative to comparator airports in H7 because of the presence of excess demand 
due to the existence of a capacity constraint. 473 

6.19 However, the CAA also considered that the pandemic has had a significant effect 
on each of the drivers of differences in risk exposure between HAL and 
comparator airports and came to the view that the pandemic effectively eliminated 
the risk differential that previously existed between HAL and comparator 
airports.474 

6.20 The CAA therefore assumed that the pandemic had increased HAL’s asset beta 
by up to 0.10 due to the change in its relative risk compared with listed 
comparators, producing an overall baseline beta range of 0.50-0.60 (the baseline 
beta).475 This range represented the CAA’s view of HAL’s riskiness going forward, 
absent another pandemic event happening but taking into account that COVID-19 
had narrowed the risk differential between HAL and comparator airports more 
generally. 

6.21 The CAA considered the possibility of future pandemic-like events and their likely 
impact on the beta in Stage 2. 

Stage 2: COVID-19 adjustment 

6.22 To calculate its COVID-19 adjustment, the CAA calculated the difference between 
the baseline beta and a probability weighted pandemic beta, based on advice and 

 
 
471 AENA was not listed at the time of Q6 beta analysis. 
472 Initial Proposals, Section 2, Table 9.3. 
473 Final Proposals, Section 3, paragraph 9.61.  
474 Final Proposals, Section 3, paragraph 9.81. 
475 Final Proposals, Section 3, paragraph 9.81. 

https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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analysis from Flint. The CAA stated that such an approach did not ignore the 
impact of the pandemic on the beta, but it did ensure the impact of the pandemic 
was not over-represented in the asset beta estimate.476 

6.23 Flint stated that its overall approach to the COVID-19 adjustment was to estimate 
the effect on HAL’s long-run beta that would be observed if events similar in nature 
to COVID-19 occurred again in the future.477 Flint further stated that its preferred 
approach was to use Ordinary Least Squares (OLS) regression478 (as it is 
commonly used by regulators and practitioners) but with alternative weights 
applied to different subsets of historical data. The effect was to ‘dial down’ the 
influence of the observed, COVID-19 affected data.479 

6.24 Flint estimated the adjustment in three steps:480 

(a) Flint carried out a weighted regression of daily returns for listed comparator 
airports against their respective market indices, where different weights were 
applied depending on whether the observation falls within or outside the 
pandemic period.481 Flint assigned a lower weight to pandemic-period 
observations, reflecting an assumption of the frequency and duration with 
which pandemic-like events might occur in the future (once every 20-50 
years) and their duration (17-39 months). 

(b) Flint then estimated a regression that excluded pandemic-period datapoints 
entirely. It estimated the pandemic impact for each airport as the difference in 
the asset beta estimates between the two regressions. 

(c) Flint then aggregated the estimated pandemic impacts for each airport into a 
range for H7 based on 1, 4 and 6-company averages across the comparator 
airports (AENA, ADP, Fraport, Zurich, Vienna and Sydney). 

6.25 The CAA’s proposed post-pandemic asset beta range was 0.52-0.71, before 
taking into account the impact of the TRS.482 

Stage 3: the TRS adjustment 

6.26 In the Final Proposals, the CAA also proposed adjusting the asset beta range 
downwards to reflect the introduction of the new traffic risk sharing mechanism for 
H7, which in its view would reduce the systematic risk faced by HAL. The CAA 

 
 
476 Final Proposals, Section 3, paragraph 9.30. 
477 CAA, Flint, Support to the Civil Aviation Authority: H7 Updated Beta Assessment, May 2022, page 9. 
478 OLS describes an approach to analyse the relationship between independent variables and a dependent variable by 
minimising the sum of the squares in the difference between the observed and predicted values of the dependent 
variable, configured as a straight line. 
479 Flint, Support to the Civil Aviation Authority: H7 Updated Beta Assessment, May 2022, page 12 
480 Final Proposals, Section 3, paragraph 9.151. 
481 Final Proposals, Section 3, paragraph 9.30. 
482 Final Proposals, Section 3, paragraph 9.152.  

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/220509%20Flint%20H7%20FD%20Asset%20Beta%20Updated%20Report.pdf
https://publicapps.caa.co.uk/docs/33/220509%20Flint%20H7%20FD%20Asset%20Beta%20Updated%20Report.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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was of the view that none of the airport comparators that it used to estimate the H7 
asset beta benefited from traffic risk sharing in a way that significantly mitigated 
pandemic risk, and therefore that observed betas did not already reflect the impact 
of the TRS.483 The CAA’s proposed conclusion was that the best available 
approach was to apply a reduction that assumed a degree of convergence 
between the pre-TRS asset beta for HAL and the asset betas for regulated 
network utilities that were not exposed to traffic risk.484 

6.27 The CAA noted that while network utilities operated in different sectors and were 
subject to different risks to HAL, they also exhibited various characteristics which 
made them suitable as a benchmark. The CAA’s proposed conclusion was that the 
principal driver of the difference in asset betas between HAL (at present) and 
network utilities was the exposure of HAL to volume risk.485 

6.28 The CAA estimated the post-TRS asset beta as follows.486 

(a) The CAA calculated the difference between its pre-TRS asset beta range for 
HAL of 0.52-0.71 and the average asset beta for network utilities of 0.342. 

(b) The CAA assumed that traffic risk accounted for 50 to 90% of the difference. 

(c) The CAA then assumed the TRS mechanism would reduce HAL’s exposure 
to traffic risk by 50%, on the basis that the TRS sharing factors insulate HAL 
from approximately half of possible traffic-related cash-flow losses/gains 
under plausible (non-pandemic) traffic shock scenarios. 

6.29 Following this approach, the CAA estimated that the impact of TRS was to reduce 
HAL’s asset beta by 0.08-0.09. This produced an overall proposed asset beta 
range of 0.44-0.62.487 

Summary of CAA’s estimates 

6.30 Table 6.1 below sets out the estimates determined by the CAA at each stage of its 
process. 

 
 
483 Final Proposals, Section 3, paragraph 9.126–9.127 
484 Final Proposals, Section 3, paragraph 9.153. 
485 Final Proposals, Section 3, paragraph 9.157. 
486 Final Proposals, Section 3, paragraph 9.158. 
487 Final Proposals, Section 3, paragraph 9.159. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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Table 6.1: Component parts of the CAA’s asset beta determination 

Component Lo Hi 
Pre-pandemic asset beta 0.50 0.50 
Impact of the pandemic on the risk differential between HAL and comparator airports n/a 0.10 
Flint baseline asset beta 0.50 0.60 
Impact of the pandemic on comparator airports’ asset betas 0.02 0.11 
Impact of the TRS (0.08) (0.09) 
H7 asset beta 0.44 0.62 

Source: CAA, Final Proposals, Section 3 CAP2365D, Table 9.2. 

Final Decision 

6.31 As noted above, the CAA’s final view on HAL’s asset beta (as set out in its Final 
Decision) did not differ from its proposed asset beta which it had consulted upon in 
its Final Proposals.488 Rather than repeat its detailed calculation of HAL’s asset 
beta, the Final Decision set out the CAA’s response to stakeholders’ criticisms of 
the CAA’s asset beta proposed at Final Proposals. Many of these criticisms (and 
the CAA’s responses to those criticisms) form the subject of the appeals before us 
in these proceedings. HAL’s criticisms were set out at paragraphs 9.50 to 9.59 of 
the Final Decision. In broad terms, HAL submitted that the CAA’s asset beta 
assessment was poorly evidenced and resulted in an asset beta estimate which 
was too low. The Airlines’ criticisms were set out at paragraphs 9.62 to 9.66 of the 
Final Decision. In broad terms, they submitted that the CAA’s asset beta estimate 
was too high. The CAA responded to those criticisms at paragraphs 9.68 to 9.86 of 
the Final Decision. 

Overview of HAL’s and the Airlines’ appeals 

6.32 Ground B1 concerns alleged errors in CAA’s estimation of HAL’s asset beta. We 
have considered HAL’s and the Airlines’ submissions on the asset beta together, 
but split into two broad groups: 

(a) The first set of errors concern errors related to stage 1 and stage 2 of the 
CAA’s assessment. HAL alleged that the assessment of a pre- and post-
pandemic asset beta was illegitimate in principle. HAL and the Airlines also 
alleged that the CAA made various methodological errors in stage 1 and in 
stage 2 of its assessment. We note that there are interlinkages between 
HAL’s allegation that the CAA’s overall approach was illegitimate and its 
specific criticisms of the CAA’s stage 1 and stage 2 assessments. (Section A 
of our analysis). 

(b) The second set of alleged errors concern methodological matters related to 
the TRS adjustment (ie ‘stage 3’ of CAA’s asset beta calculation). HAL and 
the Airlines each submitted that methodological errors have occurred, albeit 

 
 
488 Final Decision, paragraph 9.67. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/modalapplication.aspx?appid=11&mode=detail&id=11472
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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they submitted that different errors have occurred. (Section B of our 
analysis). 

6.33 In addition to these groups of errors, HAL raised further arguments which it said 
demonstrated that the CAA’s overall asset beta calculation was wrong (too low). 
These were not separate errors or grounds of appeal. We describe these 
additional arguments and then address them from paragraph 6.248 below. 
(Section C of our analysis). 

6.34 In the rest of this chapter, we provide an overview of the issues for determination 
under HAL’s and the Airlines’ appeals. We then consider the alleged errors, 
addressing each of the appellants’ appeals. For each group of errors and 
arguments, we provide summaries of the submissions from the appellants, the 
CAA and from interveners before providing our assessment and conclusions. 
Finally, we set out our determination on the appeals concerning the CAA’s 
calculation of HAL’s asset beta. 

Questions for determination 

HAL’s appeal 

6.35 HAL submitted that the CAA made two errors in setting the asset beta for HAL: 

(a) in respect of the pre- and post-pandemic asset beta (stages 1 and 2 of the 
CAA’s asset beta assessment); and 

(b) in respect of the Traffic Risk Sharing (TRS) adjustment (stage 3 of the CAA’s 
asset beta assessment)489 

6.36 HAL submitted in respect of the first error that the CAA’s approach was wrong in 
law, because it sought to substitute evidence-based decision making with pure 
discretion. It also contended that the CAA made an error in the exercise of a 
discretion in its departure from the readily available evidence and a well-
established regulatory method used by other regulators.490 

6.37 HAL submitted in respect of the second error that the CAA was wrong in law to 
apply a further arbitrary (downward) adjustment to the asset beta on account of 
the TRS mechanism. It said that the adjustment was irrational and lacked 
evidential support for key assumptions, and that the CAA had failed to take 
account of relevant considerations, including comparator airports’ risk sharing 
mechanisms. HAL also said that the TRS adjustment suffered from factual errors 
in respect of its coverage of non-aeronautical charges and the protection rate 

 
 
489 HAL NoA, paragraph 159. 
490 HAL NoA paragraph 183. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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achieved by the TRS mechanism, and that the CAA had made an error in the 
exercise of a discretion by departing further from best regulatory practice and 
applying a disproportionate adjustment to the asset beta.491 

6.38 Accordingly, the overall statutory questions for our determination are: 

(a) Was the Final Decision wrong in law, or because the CAA made an error in 
the exercise of a discretion, in the estimate of HAL’s asset beta?492 

(b) Was the Final Decision wrong because it was based on an error of fact, 
because it was wrong in law or because the CAA made an error in the 
exercise of a discretion, in making a further downward adjustment to the 
asset beta to account for the TRS mechanism?493 

6.39 Taking account of HAL’s submissions, in order to determine the first of the overall 
questions set out in paragraph 6.38, we have addressed the following subsidiary 
questions: 

(a) In estimating HAL’s asset beta, was the CAA wrong in law because it sought 
to substitute evidence-based decision making with pure discretion? 

(b) In estimating HAL’s asset beta, did the CAA make an error in the exercise of 
a discretion by departing from well-established regulatory best practice of 
relying directly on market data to estimate HAL’s asset beta? 

6.40 Taking account of HAL’s submissions, in order to determine the second of the 
overall questions in paragraph 6.38, we have addressed these subsidiary 
questions: 

(a) Was the CAA’s decision to make a further adjustment to HAL’s asset beta on 
account of the TRS mechanism wrong because it was based on factual 
errors in respect of the mechanism’s coverage of non-aeronautical charges 
and the protection rate achieved by it? 

(b) Was the CAA’s decision to make a further adjustment to HAL’s asset beta on 
account of the TRS mechanism wrong because it was wrong in law on 
account of being irrational, lacking in evidential support for key assumptions 
or because the CAA failed to take account of relevant considerations? 

(c) Was the CAA’s decision to make a further adjustment to HAL’s asset beta on 
account of the TRS mechanism wrong because the CAA made an error in 

 
 
491 HAL NoA, paragraphs 211 – 213. 
492 This is the overall statutory question to which HAL’s pleaded Ground 2A, relating to stages 1 and 2 of the CAA’s asset 
beta assessment, gives rise. 
493 This is the overall statutory question to which HAL’s pleaded Ground 2B, relating to stage 3 of the CAA’s asset beta 
assessment (the TRS adjustment), gives rise. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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the exercise of a discretion by departing from best regulatory practice and 
applying a disproportionate adjustment? 

Airlines’ appeals 

6.41 The Airlines submitted that the CAA made errors of fact or was wrong in law at the 
first and third stages of its assessment beta assessment, and made errors of fact, 
was wrong in law or made an error in the exercise of a discretion at the second, 

resulting in it setting an asset beta which was too high. 

6.42 The specific errors alleged by the Airlines were: 

(a) An error in setting the pre-pandemic asset beta using HAL’s Q6 asset beta of 
0.5, when more recent pre-pandemic asset beta data was available (Stage 1 
– pre-pandemic asset beta). 

(b) Errors in calculating the impact of the pandemic on HAL’s asset beta: 

(i) by increasing HAL’s asset beta to account for HAL’s change in risk 
compared with comparator airports; and 

(ii) in calculating the adjustment to reflect the impact of the pandemic on 
comparator airports (Stage 2 – pandemic effects). 

(c) An error in calculating the Traffic Risk Sharing (TRS) adjustment by 
concluding that traffic risk accounts for 50-90% of the differential between 
HAL’s and regulated utilities asset betas, rather than 90-100% (Stage 3 – 
TRS mechanism). 

6.43 Accordingly, the overall statutory questions for our determination of the Airlines’ 
appeal on asset beta are: 

(a) Was the Final Decision wrong because it was based on errors of fact, was 
wrong in law or an error was made in the exercise of a discretion in setting 
the pre-pandemic asset beta? 

(b) Was the Final Decision wrong because it was based on errors of fact, was 
wrong in law or an error was made in the exercise of a discretion, in 
calculating the impact of the pandemic on HAL’s asset beta? 

(c) Was the Final Decision wrong because it was based on errors of fact, was 
wrong in law or an error was made in the exercise of a discretion in 
calculating the TRS adjustment? 

6.44 Taking account of the Airlines’ submissions, in order to determine the overall 
statutory questions set out in paragraph 6.43, we have addressed the following 
subsidiary questions as to whether the CAA was wrong in fact, in law or in the 
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exercise of a discretion, noting that the appeals varied slightly between the airline 
appellants: 

(a) Stage 1 – pre-pandemic asset beta:  

(i) Did the CAA make an error of fact when setting the pre-pandemic asset 
beta because it relied on flawed evidence and assumptions (by relying 
on the Q6 asset beta of 0.5, despite more recent pre-pandemic asset 
beta data being available)? 

(ii) Was the CAA wrong in law in setting the pre-pandemic asset beta 
because, in doing so, the CAA failed to take proper account of relevant 
considerations, relied on flawed evidence and assumptions, made 
methodological errors, acted in defiance of logic or reached conclusions 
without adequate supporting evidence (by relying on the Q6 asset beta 
of 0.5, which was out of date, by failing to update the pre-pandemic 
asset beta data for the comparator set with up-to-date data, selecting 
the wrong data, relying on asset beta values for the comparator set 
estimated in 2013, failing to take into account up-to-date and, therefore, 
more relevant data)? 

(iii) Was the CAA wrong in law in setting the pre-pandemic asset beta using 
the Q6 asset beta because doing so was irrational when more recent 
and reliable pre-pandemic asset beta data for comparator airports was 
available? 

(iv) Did the CAA make an error of discretion in setting the pre-pandemic 
beta, because it decided to rely on a Q6 finding when more recent (and 
more reliable) pre-pandemic asset beta data was available for the 
comparator set? 

(b) Stage 2 – pandemic effects: 

(i) Did the CAA make an error of fact when it increased HAL’s asset beta 
to account for the impact of the pandemic on the risk differential 
between HAL and comparator airports, because it: 

(1) relied on flawed evidence and assumptions (by relying on out-
dated pre-pandemic data for comparator airports); and 

(2) reached conclusions without a reasonable basis (by wrongly 
assuming that the pandemic neutralised the effect of the capacity 
constraint on HAL’s beta relative to comparator airport betas)? 

(ii) Did the CAA make an error of law when it increased HAL’s asset beta 
to account for the impact of the pandemic on the risk differential 
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between HAL and comparator airports, because it failed properly to 
enquire, failed to take proper account of the relevant considerations, 
relied on flawed evidence and assumptions, made methodological 
errors, acted in defiance of logic or reached conclusions without 
adequate supporting evidence? 

(iii) Did the CAA make errors of fact when it assessed the impact of the 
pandemic on comparator airports because in doing so, it applied the 
wrong facts or interpreted the facts incorrectly (it (1) considered that all 
increases in comparators’ betas during the pandemic were due to the 
pandemic, and (2) relied on analysis by Flint which contained 
methodological errors)? 

(iv) Was the CAA wrong in law when it assessed the impact of the pandemic 
on comparator airports because, in doing so, it failed to take proper 
account of relevant considerations, relied on flawed evidence and 
assumptions, made methodological errors, acted in defiance of logic or 
reached conclusions without adequate supporting evidence? 

(v) Did the CAA make an error in the exercise of discretion by making 
erroneous methodological choices (to depart without good reason, from 
the standard econometric practises of using ‘slope dummy’ or separate 
regression models when calculating the impact of the pandemic on 
comparator airports)? 

(vi) Did the CAA make an error in the exercise of discretion by adopting a 
methodological approach that involved combining pandemic and non-
pandemic periods, rather than the only reasonable approach of 
estimating equity betas separately for each period? 

(c) Stage 3 – TRS mechanism: 

Taking account of the Airlines’ submissions, the subsidiary questions for our 
assessment, in order to determine the third overall statutory question on the 
TRS adjustment are: 

(i) Did the CAA make errors of fact when calculating the TRS adjustment 
by: 

(1) relying on flawed evidence and assumptions (by wrongly assuming 
that 50% - 90% of the asset beta differential between HAL and 
network utilities was due to traffic risk); and 

(2) reaching conclusions without a reasonable basis (by wrongly 
considering that other factors mentioned by CEPA could account 
for the asset beta differential between HAL and network utilities)? 
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(ii) Was the CAA wrong in law in calculating the TRS adjustment because, 
in doing so, the CAA failed properly to enquire, failed to take proper 
account of relevant considerations, relied on flawed evidence and 
assumptions, made methodological errors, reached conclusions without 
adequate supporting evidence or acted in defiance of logic? 

(iii) Was the CAA wrong in law in calculating the TRS adjustment because, 
in doing so, it failed reasonably to account for the mitigation of HAL’s 
risk exposure in the Final Decision as a whole and made an adjustment 
outside the range it could reasonably have made? 

(iv) Did the CAA make an error of discretion in calculating the TRS 
adjustment because it erred in its approach to determining where HAL 
lay on the risk spectrum. 

Section A: stage 1 and stage 2 (pre- and post-pandemic asset beta) 

Summary of our conclusions (stage 1 and stage 2) 

HAL’s appeal 

6.45 We have considered whether the Final Decision was wrong because the CAA was 
wrong in law or in the exercise of a discretion as HAL submitted. 

6.46 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, we find that the CAA did not err in law because it sought to 
substitute evidenced-based decision making with pure discretion; nor did the CAA 
err in the exercise of a discretion by departing from readily available evidence and 
well-established regulatory method. 

6.47 Accordingly, we determine that the CAA’s Final Decision was not wrong in law, or 
because the CAA made an error in the exercise of a discretion, in the estimate of 
HAL’s asset beta. 

Airlines’ appeals 

6.48 We have also considered whether the Final Decision was wrong because it was 
based on an error of fact, or because the CAA was wrong in law or in the exercise 
of a discretion in the diffusely pleaded ways the Airlines alleged. 

6.49 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, we find that the CAA did not err in setting the pre-pandemic 
asset beta using HAL’s Q6 asset beta of 0.5. Nor did the CAA err: (i) in calculating 
the impact of the pandemic on HAL’s asset beta by increasing HAL’s asset beta to 
account for HAL’s change in risk compared to comparator airlines; (ii) in reckoning 
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the impact of the pandemic on HAL’s asset beta when calculating the adjustment 
to reflect the impact of the pandemic on comparator airports. 

6.50 In our judgement, in relation to stage 1 (pre-pandemic asset beta), the CAA did not 
make an error of fact on which the Final Decision was based when setting the pre-
pandemic asset beta because it relied on flawed evidence and assumptions (by 
relying on the Q6 asset beta of 0.5). Nor do we find that the CAA was wrong in law 
in setting the pre-pandemic asset beta because, in doing so, the CAA failed to take 
proper account of relevant considerations, relied on flawed evidence and 
assumptions, made methodological errors, acted in defiance of logic or reached 
conclusions without adequate supporting evidence. Nor was the CAA otherwise 
wrong in law nor did it make an error of discretion in setting the pre-pandemic 
asset beta when more up to date data was available to it. 

6.51 In our judgement, in relation to stage 2 (pandemic effects), the CAA did not make 
an error of fact on which the Final Decision was based when it increased HAL’s 
asset beta to account for the impact of the pandemic on the risk differential 
between HAL and comparator airports. Nor in doing so did the CAA err in law 
because it failed properly to enquire, failed to take proper account of the relevant 
considerations, relied on flawed evidence and assumptions, made methodological 
errors, acted in defiance of logic or reached conclusions without adequate 
supporting evidence. 

6.52 We also find that, in relation to stage 2 (pandemic effects), the CAA did not make 
errors of fact on which the Final Decision was based when it assessed the impact 
of the pandemic on comparator airports. Nor in doing so, did the CAA err in law 
because it failed to take proper account of relevant considerations, relied on 
flawed evidence and assumptions, made methodological errors, acted in defiance 
of logic or reached conclusions without adequate supporting evidence. 
Furthermore, the CAA did not err in the exercise of discretion by not using a ‘slope 
dummy’ or separate regression models when calculating the impact of the 
pandemic on comparator airports. Nor do we agree that the only reasonable 
approach open to the CAA was to estimate equity betas separately for each 
period, such that the CAA erred in the exercise of discretion by adopting a different 
methodological approach. 

6.53 Accordingly, we determine that the CAA’s Final Decision was not wrong either 
because it was based on errors of fact, was wrong in law or an error was made in 
the exercise of a discretion in setting the pre-pandemic asset beta. Further, we 
determine that the CAA’s Final Decision was not wrong because it was based on 
errors of fact, was wrong in law or an error was made in the exercise of a 
discretion, in calculating the impact of the pandemic on HAL’s asset beta. 
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HAL’s appeal on stage 1 and stage 2 

HAL’s submissions 

6.54 In respect of the first set of errors, HAL submitted that the CAA’s approach was 
wrong in law, because it sought to substitute evidence-based decision making with 
pure discretion. It also submitted that the CAA made an error in the exercise of a 
discretion in its departure from the readily available evidence and a well-
established regulatory method used by other regulators.494 

1. Departure from regulatory best practice 

6.55 HAL submitted that the CAA had departed from regulatory best practice but had 
no reason to do so. 

(a) Regulatory discretion: The CAA’s approach effectively substituted evidence 
from a wide range of market participants with its own subjective assessment 
of future risk which had little evidential support. That approach was 
misconceived. The regulatory regime and investor confidence require that 
regulatory discretion is applied in accordance with principles of regulatory 
best practice, not arbitrarily. ‘Regulatory discretion’ should not be relied upon 
instead of evidence-based decision making.495 

(b) Self-correction: The established approach (which takes betas from a range 
of time periods) is self-correcting. In contrast, the CAA’s assumption-based 
approach does not self-correct and simply introduces subjectivity into the 
assessment process.496 

(c) PR19 and PR24: The CMA in its Redetermination of Ofwat’s PR19 Final 
Determination and Ofwat in its proposed methodology for PR24 each also 
indicated that the established approach is more robust than the application of 
assumptions.497 

2. Pure discretion 

6.56 HAL submitted that the CAA's process depended upon a number of assumptions 
which were speculative and ill-evidenced. 

 
 
494 HAL NoA, paragraph 183. 
495 HAL NoA, paragraph 177–180. 
496 HAL NoA, paragraph 174. 
497 HAL NoA, paragraph 175–176. PR19 is the five-year price control settlement for water companies in England and 
Wales for 2020-2024. Ofwat’s PR19 Final Determinations published on 16 December 2019 can be found at: 
www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overview-of-final-determinations.pdf. PR24 is 
Ofwat’s proposed methodology for the next set of water price controls. CMA: Anglian Water Services Limited, Bristol 
Water plc, Northumbrian Water Limited and Yorkshire Water Services Limited price determinations, final report, dated 17 
March 2021 (PR19 Final Report). Ofwat: Creating tomorrow, together: Our final methodology for PR24, Appendix 11 
Allowed return on capital, at page 42. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/final-determinations/
http://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overview-of-final-determinations.pdf
https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf
https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf
https://www.ofwat.gov.uk/regulated-companies/price-review/2024-price-review/final-methodology/
https://www.ofwat.gov.uk/regulated-companies/price-review/2024-price-review/final-methodology/
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(a) Outdated pre-pandemic data: The first assumption relates to the pre-
pandemic beta used by the CAA as a starting point. HAL submitted that the 
pre-pandemic baseline relied on data from 2014 and earlier which is now out 
of date given developments since then including the break-up of BAA's 
ownership of Heathrow, Gatwick and Stansted airports (which now compete), 
the growth of low-cost airlines and Brexit. The CAA also ignored more recent 
pre-pandemic asset betas (including those of other airports estimated by the 
CMA from February 2020).498 

(b) Estimating future pandemic-like events: The second assumption relates to 
the frequency and duration of future pandemic-like events, for the probability 
re-weighting of observed betas. HAL submitted that the CAA's estimate of 
the likely frequency of pandemic-like events is necessarily arbitrary.499 

(c) Disregard of non-pandemic factors: The third assumption related to the 
extent to which recent market data reflects factors other than COVID-19 for 
the measure of the size of a pandemic effect. HAL submitted that the CAA 
implicitly assumed that all of the increase in the observed betas over 
pandemic period was due to the immediate impact of the COVID-19 
pandemic, rather than that the pandemic revealed an exposure to policy risk 
not previously anticipated and not limited to pandemics. HAL further 
submitted that the increase was also due in part to other factors including 
those which post-date February 2022 (such as the Ukraine war and changed 
monetary policy).500 

3. Impact on regulatory risk 

6.57 HAL also submitted that the CAA’s approach increased perceived regulatory risk 
which will increase the cost of financing HAL in future. The CAA’s subjective 
approach diminishes investor confidence since, unlike the established approach, it 
cannot be applied predictably and consistently over time.501 

The CAA’s response to HAL’s submissions on stage 1 and stage 2 

6.58 The CAA agreed that its approach is the first to deliberately and explicitly assign 
weights to different observations but submitted that this approach was reasonable 
in the circumstances of the COVID-19 pandemic and its impact on estimates of 
beta values. The CAA also submitted that any asset beta estimate necessarily 
involves implicitly assigning weights to a particular period of time, and assigning 
weights to historical observations in line with their expected likelihood of 
recurrence is less arbitrary than assuming (as HAL did) that each observation is 

 
 
498 HAL NoA paragraph 171. 
499 HAL NoA, paragraph 169. 
500 HAL NoA paragraph 170, HAL, Witness statement from Michael King, 17 April 2023, (King 1) paragraph 71 and 74. 
501 HAL NoA, paragraph 180–182. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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equally weighted.502 It said that declining to use an unweighted regression cannot 
be said to be an error as this simply represented an exercise of the CAA’s 
regulatory judgement. 

6.59 The CAA submitted that it was entitled to consider that the factors mentioned by 
HAL in its NoA (including those outlined above in paragraph 6.56(a) above) did not 
amount to a convincing reason to expect that HAL’s asset beta had increased 
between Q5 and the start of the pandemic.503 In particular, the CAA was not aware 
of evidence that suggested that the competitive pressure on HAL had intensified 
over this period, and even if it did, it would not necessarily have led to an increase 
in HAL’s systematic risk exposure.504 The CAA also submitted that there was no 
reason to suggest that low-cost carriers had led to increased systematic risk 
exposure, and that it did not seem likely that Brexit had resulted in a significant 
increase in the asset beta prior to the pandemic.505 

6.60 Concerning its estimate of the likely frequency and duration of future pandemic-
like events, the CAA submitted it was obvious that the frequency of future 
pandemic-like events was highly uncertain, but the CAA needed to make 
assumptions about factors which may reduce or increase the frequency or 
probability of pandemic-like events in the future. This would involve a degree of 
judgement, but that did not make them ‘necessarily …arbitrary’, as HAL alleged. 
The CAA also submitted that HAL’s own estimates included assumptions which 
were not reasonable, and in any case the CAA’s view could not sensibly be 
described as ‘wrong’, even if other reasonable views were also possible.506 

6.61 The CAA submitted that HAL’s argument that the CAA assumed that the pandemic 
accounted for substantially all of the increases in comparator airport asset betas 
observed during the pandemic period was a broadly correct characterisation of the 
CAA’s approach but that did not demonstrate that this approach was wrong. The 
CAA submitted that it explicitly considered the impact of other events such as the 
Russia-Ukraine conflict and concluded that their impact was insignificant 
compared with the onset of the pandemic. In addition, the CAA submitted that 
recent data showed a clear reversion of comparator airport asset betas towards 
their pre-pandemic level following the end of the pandemic, suggesting that the 
pandemic was the dominant driver of elevated asset betas previously.507 

 
 
502 CAA Response, paragraph 148 
503 CAA Response, paragraph 144. 
504 CAA Response, paragraph 144.1 
505 CAA Response, paragraph 144.3–144.3 
506 CAA Response, paragraph 150.2 
507 CAA Response, paragraph 150.3. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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Interveners’ submissions on HAL’s submissions on stage 1 and stage 2 

6.62 BA and Delta (together, the Airline Interveners) intervened in HAL’s appeal. The 
Airline Interveners submitted that HAL’s allegation that there was no justification to 
depart from the best regulatory best practice overlooked two critical factors, 
namely i) the impact on airport betas of the COVID-19 pandemic; and ii) the 
impact of the introduction of the TRS mechanism which protects HAL from risks 
deriving from passenger volumes.508 

6.63 The Airline Interveners submitted that HAL’s reliance on Ofwat’s proposed 
methodology for PR24 was erroneous. They submitted that the impact of the 
COVID-19 pandemic was materially different on airports as compared to water 
companies, which justified the CAA adopting a different approach that specifically 
looked at appropriate beta adjustments.509 

6.64 With regard to HAL’s submission that it was not realistic to assume that the 
systematic risk of Heathrow would remain the same given certain changes (see 
paragraph 6.56(a) above), the Airline Interveners submitted a report from their 
advisers Alix Partners – the AP Intervention Report – which noted that these 
factors did not directly impact on HAL’s proposed beta, because none of these 
represented a systematic risk that would justify a higher beta.510 

6.65 The Airline Interveners submitted that it was vital that the CAA took due 
consideration of the impact of the COVID-19 pandemic, and referred to the AP 
Intervention Report which indicated that the relevant issue was estimating beta on 
a forward looking basis allowing the risk of future pandemics, and that the CAA 
was correct in using judgement to determine how much weight to give to pandemic 
influenced periods in the estimation of beta. The Airline Interveners submitted that 
ignoring the pandemic by assuming that the last five years were typical, as HAL 
proposed, would be a clear error that the CAA has avoided in using its best 
judgement to support its assumptions.511 

6.66 The Airline Interveners submitted that the pandemic’s impact on the aviation 
sector specifically had significantly reduced by around March 2022 and factors 
other than the COVID-19 pandemic are now influencing demand for air travel, and 
that the CAA was correct in its approach.512 The Airline Interveners also submitted 

 
 
508 BA, Application for permission to intervene and Notice of Intervention (BA NoI), paragraph 3.2.2b, referring to the 
AlixPartners, Issues raised by Heathrow Airport Limited’s Appeal of the CAA’s H7 Final Decision, Report prepared for 
British Airways, Virgin Atlantic Airways and Delta Air Lines, 22 May 2023, (AlixPartners Intervention Report), 
paragraph 17. 
509 BA NoI, paragraph 3.3.1b(v), Delta NoI paragraph 3.29(a)(ii). 
510 BA NoI, paragraph 3.2.2c and Delta NoI paragraph 3.16, referring to the AlixPartners Intervention Report, paragraph 
23. 
511 BA NoI, paragraph 3.3.1a and Delta NoI, paragraph 3.20. 
512 BA NoI, paragraph 3.3.1b(i) and Delta NoI, paragraph 3.21. 

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/645cdb002c06a30013c05b5b/Delta_Air_Lines_Inc_decision_on_permission_to_appeal.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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that there was little evidence that airports’ betas were continuing to be impacted by 
the COVID-19 pandemic. 

6.67 Overall, the Airline Interveners submitted that to assume that an event such as the 
COVID-19 pandemic should be given the same weight in H7 as it had in the last 
five years of HAL’s proposed beta estimation period was unreasonable 

Our assessment – HAL’s appeal on stage 1 and stage 2 

Preliminary remarks 

6.68 Before we consider the detail of HAL’s appeal, we first note that the beta 
estimation is an area within the cost of capital estimation which requires significant 
judgement. In particular, when the regulated company is not listed on the stock 
market, as is the case for HAL, the estimation has to rely on comparator analysis, 
and these comparators will often be far from perfect. 

6.69 Second, the cost of capital should reflect the forward-looking risk of investing in 
the regulated activities, but the available evidence on risk is backward-looking. 
Betas are typically estimated using regression analysis of share price returns on 
the stock market returns, using historical data (typically over varying periods of 
time, eg 2-, 5- or 10-year periods).513 The frequency of datapoints analysed within 
the dataset varies, but may be daily, weekly, or monthly. This type of analysis 
implicitly assumes that risks faced by investors historically are broadly 
representative of forward-looking risks. The CAA therefore faced a particularly 
challenging task in estimating beta following the COVID-19 pandemic. 

6.70 As explained in paragraphs 6.12 to 6.30 above, the CAA followed a ‘three-stage’ 
approach to setting the asset beta. 

6.71 In undertaking our assessment, we have focused on whether the CAA’s overall 
approach to setting the asset beta was wrong. We have considered HAL’s 
submissions that the CAA was wrong to depart from ‘well-established regulatory 
best practice’ and that it substituted evidence-based decision making with ‘pure 
discretion’. We then consider HAL’s submission that the CAA’s approach would 
increase perceived regulatory risk. 

 
 
513 For example, this was the approach used by the CMA in the PR19 redetermination(See: CMA, PR19 Final Report, 
paragraphs 9.457–9.494), and in the NERL redetermination (See: CMA, NATS (En Route) Plc Final Report, paragraphs 
13.84–13.96).  

https://www.gov.uk/cma-cases/ofwat-price-determinations
https://assets.publishing.service.gov.uk/media/5f350e17e90e0732e0f31c2a/NATS_-_CAA_final_report_for_publication_August_2020_-----.pdf
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1. ‘Departure from regulatory best practice’ argument 

1a ‘Regulatory discretion’ argument 

6.72 Our first observation is that in many respects the CAA’s approach was similar to 
standard regulatory practice. It involved analysing historical share price 
movements of suitable listed comparator airports relative to the market to derive a 
forward-looking assessment of risk faced by investors in the long run. The main 
difference is that the CAA applied different weights to historical datapoints to 
reflect its view that historical betas (if taken unadjusted) would not be reflective of 
the forward-looking balance of risk. This is because, according to the CAA, the 
historical dataset is heavily dominated by the impact of the COVID-19 pandemic, 
during which airport betas increased considerably.514 The CAA also noted that the 
impact of the COVID-19 pandemic on airport betas was significantly greater than 
that seen in other regulated sectors or in previous determinations, which 
necessitated taking a different approach to past decisions.515 

6.73 HAL’s proposed approach instead relies on a selection of estimation windows (ie 
two, five, seven and ten years) and both daily and weekly frequencies. It makes no 
adjustments to reflect the impact of the pandemic. 

6.74 As we explained earlier, the purpose of the asset beta assessment is not simply to 
consider historical data, but to determine a forward-looking estimate that will 
capture appropriately the systematic risks expected by investors in HAL in the long 
run. In normal circumstances, basing forward-looking estimates on recent beta 
history, as suggested by HAL, is an appropriate means by which to estimate 
expected levels of systematic risk. However, even in normal circumstances, 
regulators apply some judgement and implicitly weigh historical data differently in 
deriving an asset beta range from the available estimates. For example, a range 
which takes into account both 2-year and 10-year betas would implicitly give more 
weight to the most recent two years of data than to the other eight years. The main 
difference is that the CAA assigned explicit weights to historical data. It cannot, in 
our view, be said to have been wrong to do so in the unusual circumstances that 
applied and where there is an obvious downside to the approach advocated by 
HAL that indicates that it is not a clearly superior alternative. 

6.75 In this context, we agree with the CAA’s submission that the impact of the COVID-
19 pandemic has resulted in significantly elevated asset betas, and that the asset 
beta levels observed at the height of the pandemic are unlikely to be 

 
 
514 See, for example, Flint’s analysis of the 2-year rolling daily asset betas of airport comparators from January 2019 to 
January 2023. (CAA, Witness Statement from Craig Lonie (Flint), (Lonie 1) 31 May 2023, Figure 3. Oxera also 
presented the 5-year OLS asset beta of comparator airports from January 2015 to January 2023. (HAL, First Witness 
Statement from Peter Hope, (Hope 1), 17 April 2023, Figure 3.8. Both figures demonstrate an increase in asset betas at 
the start of the COVID-19 pandemic.  
515 See, for example, Flint’s comparison of the 2-year rolling asset beta average of water companies as compared to 
airport groups. (Lonie 1, Figure 7). 
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representative of future observed asset beta dynamics.516 We also agree with the 
CAA’s assessment that HAL’s estimates implicitly assume that a COVID-19-like 
event will occur once every five, seven or ten years, which we think is not a 
credible assumption.517 Not only does this assume that pandemic-like events are 
relatively frequent, it also assumes that governments’ responses to such events 
would be similar to their handling of the COVID-19 pandemic. 

6.76 We further agree with the CAA’s submission that future stock price movements are 
likely to comprise a combination of both relatively benign periods, such as those 
that prevailed prior to the pandemic, and occasional periods of market turmoil akin 
to those observed during the pandemic.518 As such, our judgement is that the CAA 
was not wrong to give some weight to the pandemic data but also to take the view 
that reliance only on unadjusted recent historical data to estimate the asset beta 
would inappropriately weight the asset beta upwards. 

1b The ‘self-correction’ argument 

6.77 HAL submitted (see paragraph 6.55(b)) that the ‘established approach’ (which 
takes betas from a range of time periods) was self-correcting, and that the 
approach taken by the CAA was not self-correcting and introduced subjectivity. 
The principle of HAL’s argument is that as relevant data comes to light, the 
broader datasets will ‘self-correct’, meaning that the ‘right’ beta will come through 
over time. Flint (on behalf of the CAA) responded by noting that the CAA has a 
duty to further the interests of present and future consumers while promoting 
economy and efficiency on the part of HAL. In this context, it noted that the CAA’s 
duties provide a clear steer that HAL’s beta should be made on a forward-looking 
basis and must not use historically observed values for beta if these values are 
known or considered likely to be misaligned with its view of the future.519 

6.78 In this case, our view is that historical betas risked overweighting COVID-19 data 
and therefore an unadjusted estimate based on this data risked increasing asset 
beta, in the current price control, beyond what the CAA considered to be a 
reasonable reflection of systematic risk in the H7 period. Even if this were to ‘self-
correct’ in future periods, it risked increasing passenger charges in the current 
period, meaning that current customers would be compensating future passengers 
for a known over-estimate in the H7 price control. On that basis, our view is that 
the CAA’s interpretation of its statutory duties and its decision to make 
adjustments to historical data was not wrong. 

 
 
516 CAA, Second Witness Statement from Jayant Hoon (Hoon 2), 31 May 2023 paragraphs 7.12–7.13. 
517 Lonie 1, paragraph 134. 
518 Hoon 2, paragraph 7.13. 
519 Lonie 1, paragraphs 91–100.  
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1c CMA PR19 precedent  

6.79 HAL also submitted (see paragraph 6.55(c)) that the CMA PR19 Final Report520 
indicates that the ‘established approach’ is more robust than the application of 
assumptions. Flint, on behalf of the CAA, noted that it did not see the CMA PR19 
Final Report decision in such clear terms. It submitted that the CMA had decided 
that, in setting a beta for the water sector, and using comparators from the water 
sector, the difference between COVID-19- affected data and non-COVID-19 data 
was insufficiently significant to justify a reweighting approach equivalent to 
Flint’s.521 

6.80 We first reproduce the quote from the CMA PR19 Final Report submitted by HAL 
to support its position.522 

We recognize that beta may change over time (…) we consider the 
most robust approach to be to use the available beta evidence that 
we have from historic movements in stock prices, rather than to 
make speculative adjustments to reflect how beta may change in 
the future. 

6.81 We then show the quote from the CMA PR19 Final Report that Flint (on behalf of 
the CAA) submitted in support of the CAA’s position (noting that this relates to the 
water sector and not specifically to HAL nor aviation more broadly).523 

The inclusion of the 10 months from March 2020 to December 
2020, covering the period of the COVID-19 pandemic, reduces the 
spot, 1-year and 2-year rolling average beta estimates materially in 
comparison with the various estimates to February 2020. Similarly, 
we observe that, for the period to December 2020, the spot, 1- and 
2-year rolling average beta estimates were materially lower than 
the 5-year average. While we consider that the pandemic 
represents a systematic event which should not be excluded from 
our estimates, we also recognise that this type of economic crisis is 
relatively rare and that it is likely to be over-weighted in our range 
of beta estimates, which cover the last 2-, 5- and 10-year periods. 
Therefore, we have placed less weight on the lower estimates from 
the dataset to December 2020. 

6.82 What this shows is that, although the CMA applied the more ‘standard’ 
methodology in the CMA Final Report on the PR19 Redetermination,524 it placed 
lower weight on estimates from the pandemic period. Our view is that this is 

 
 
520 Of the CMA’s redetermination of the PR19 price control of four water companies. 
521 Lonie 1, paragraph 111. 
522 HAL NoA, paragraph 175.  
523 Lonie 1, paragraph 115. 
524 CMA Final Report PR19 Redetermination.  

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://www.gov.uk/cma-cases/ofwat-price-determinations#final-report
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consistent with the general observation that past regulatory practice is not 
mechanistic and involves a critical evaluation of whether historical beta trends are 
representative of future risks. 

6.83 Further, while the inclusion of COVID-19 data is described as having a ‘material’ 
impact on estimates within the water sector in the quote above, we note that the 
impact of the pandemic on betas of water companies was of a different scale to 
the airport sector. A comparison of the two sectors (as demonstrated in Figure 6.1 
below, which replicates analysis undertaken by Flint) demonstrates that the impact 
of the pandemic on water betas was relatively small as compared to airport 
groups.525 Accordingly, we also make the judgement that the precedent from the 
water sector is not determinative of the appropriate approach for H7. This similarly 
applies to HAL’s proposed comparison to Ofwat’s proposed methodology for the 
next set of water price controls (PR24). 

Figure 6.1: Flint’s comparison of 2-year rolling asset beta average – water companies versus airport 
groups 

 

Note: The average beta includes the two-year daily asset beta of Severn Trent and United Utilities for Water companies, and AENA, 
ADP, Fraport and Zurich for airport groups. 
The original source was an analysis by Flint of Thomson Reuters data as of 28 February 2023. 
Source: Lonie 1, Craig Lonie Expert Report, Flint Global Limited, May 2023, Figure 7. 

6.84 Drawing the above points together, our view is that while regulatory past practice 
can provide a useful indicator of sensible approaches to take to estimating the 
asset beta, the CAA was not wrong in departing from past practice (even as recent 
as PR19) to the extent it did so, on the basis of the actual evidence before it at that 
time. We agree with the CAA’s position that the interpretation of the COVID-19 
evidence was challenging,526 and that it was not bound to follow a particular 

 
 
525 Lonie 1, Figure 7.  
526 Lonie 1, page 21.  
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approach in the face of evidence that such an approach will fail to take appropriate 
account of relevant available information.527 It cannot, in our judgement, be said 
that HAL’s proposed approach would clearly have been superior to that adopted 
by the CAA in the light of all the relevant circumstances. Accordingly, the CAA did 
not err in the exercise of its discretion in adopting the approach it did to asset beta. 

2. ‘Pure-discretion’ argument 

Overall approach 

6.85 HAL submitted that the CAA substituted evidence-based decision making with 
pure discretion and was accordingly wrong in law. That, however, is not our 
assessment. Rather, we find that, in forming its assessment of the asset beta, the 
CAA applied its expert regulatory judgement to an analysis of market data. That is, 
as set out at paragraphs 6.13 to 6.30 above, the CAA reviewed a broad range of 
datasets in making its assessment, and while it recognises that its approach 
results in the CAA exercising its judgement ‘perhaps to a greater extent than is 
usually the case’,528 we do not consider that this amounts to the CAA having 
engaged in an exercise of ‘pure discretion’ nor that it was wrong in law on that 
basis. 

6.86 As set out at paragraph 6.55 above, HAL also submitted that the CAA approach 
effectively substitutes evidence from a wide range of market participants and is 
therefore not ‘market-based’. The CAA responded that it sees no reason why an 
unweighted regression provides a better representation of market evidence or 
investor views than a weighted regression. The CAA further stated that investors 
can and do apply their own views in terms of which periods are relevant to 
assessing future risk and which are not.529  

6.87 Contrary to HAL’s submission, our view is that the CAA’s approach remained 
evidence-based. While at any point in time a stock’s share price is expected to 
reflect the market’s latest expectations of future cash flows and returns, assuming 
markets are efficient, it does not follow that betas based on historical data are 
necessarily the most appropriate guide to the future assessment of risk.  

6.88 More broadly, we recognise that beta estimation requires that a number of 
different assumptions be made to determine an appropriate estimate. In this case, 
the CAA relied on data from prior to the pandemic period, made an adjustment to 
reflect the impact of the pandemic, and then made a further adjustment to reflect a 
broader change to the price control mechanism. We discuss the specifics of each 
of these adjustments below but for now it suffices to state that, in our view, the 

 
 
527 Lonie 1, paragraph 103.  
528 Hoon 2, paragraph 7.4.  
529 Hoon 2, paragraph 20.11.  
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CAA was not wrong to take this approach in principle, particularly given the highly 
unusual circumstances it faced during this price control. Its assessment of the 
evidence and consideration of relevant circumstances was an approach that had 
reasoned foundations. As such it was within the range of approaches that it was 
open to the CAA as a regulatory decision-maker to adopt. On this basis, we do not 
consider that it can be said that the CAA erred in law in its overall approach to 
setting the asset beta.  

‘Outdated data’ and ‘impact of the pandemic’ arguments 

6.89 HAL submitted that the CAA wrongly relied upon outdated pre-pandemic baseline 
data (paragraph 6.56(a) above). We note that the Airlines, in their appeals, made 
similar submissions (see paragraph 6.95 below). We address these arguments 
together at paragraphs 6.111 to 6.117.  

6.90 HAL also submitted that the CAA’s assumption of the likely frequency and duration 
of future pandemic-like events, used for the probability re-weighting of observed 
betas, were necessarily arbitrary (see paragraph 6.56(b) above). We address 
these arguments at paragraphs 6.132 to 6.137 (‘length and frequency of future 
pandemics'). 

6.91 HAL further submitted the CAA implicitly assumed that all of the increase in the 
observed betas over pandemic period was due to the immediate impact of COVID-
19 pandemic, rather than other matters (paragraph 6.56(c) above). We note that 
the Airlines, in their appeals, have also submitted that the CAA erred in the setting 
of its post-pandemic adjustment. We first set out the Airlines’ submissions before 
addressing HAL’s argument at paragraphs 6.118 to 6.119 and 6.128 to 6.131 
below (‘increase in comparator airport betas’). 

3. ‘Impact on regulatory risk’ argument 

6.92 We next turn to HAL’s submission, as set out at paragraph 6.57, that the CAA’s 
approach increases perceived regulatory risk, which will increase the cost of 
financing HAL in future and risks diminishing investor confidence. Our view is that, 
in undertaking its three-stage process to setting the asset beta for the H7 price 
control, the CAA had regard to the evidence before it and made adjustments for 
the benefit of accurately estimating a forward-looking asset beta. While this differs 
from the ‘standard’ regulatory approach, we recognise that, in making its 
assessment, the CAA has maintained an approach which has regard to historical 
data, and its adjustments were based on its reasoned assessment of how to 
weight data to reflect forward-looking risk (taking account of the exceptional 
circumstances of the pandemic that had occurred and the level of risk of such 
circumstances in future). On this basis, our view is that the CAA has not 
introduced material regulatory uncertainty into the process such that its approach 
was wrong. Rather, it followed a reasoned process which it considered allowed for 
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an accurate measure of the asset beta estimate in the context of unusual 
circumstances. This does not point to either an increase in the cost of financing 
HAL in future, or to the diminishing of investor confidence, nor to the CAA being 
wrong on that account.  

6.93 We observe that the CAA’s focus in its Final Proposals (as confirmed in its Final 
Decision) was on determining an appropriate asset beta for the H7 price control 
period in an exceptional set of circumstances. The CAA judged its approach (not 
wrongly in our view) to be the right one in those circumstances, taking account of 
its duty to act in a way that it considered would further the interests of current and 
future consumers. Insofar as it was an approach that sought accordingly, on the 
basis of a weighted assessment of the evidence, to reflect risk in relevant 
circumstances, it was an approach that can be applied consistently and 
predictably. It was on that basis, and on the basis of our finding that it was an 
approach open to the CAA to take, not wrong in law.  

Conclusion 

6.94 For the reasons given above, we find that the CAA did not err in respect of the pre-
and post-pandemic asset beta (stages 1 and 2 of the CAA’s asset beta 
assessment). We determine that the CAA was not wrong in law or in the exercise 
of a discretion in these regards.  

Airlines’ appeals on stage 1 and stage 2 

The Airlines’ submissions 

Stage 1 – reliance on more up to date, pre-pandemic data 

6.95 The Airlines submitted that the CAA erred because it used unreliable, outdated 
data. In more detail: 

(a) The Q6 data relied on by the CAA was for a period up to 2013; 

(b) The CAA could have relied upon up-to-date data from January 2020 
(including the comparator group considered by the Airlines) but it did not; 

(c) The up-to-date data shows the asset beta values were 0.055-0.065 lower 
than the corresponding values at the time of the Q6 determination; and 

(d) The CAA therefore over-estimated HAL’s asset beta by 0.055-0.065 and it 
should have been set at 0.44.530  

 
 
530 VAA NoA, paragraphs 5.36–5.37, Delta NoA ,paragraphs 5.38–5.39, BA NoA, paragraphs 5.7.6 and 5.7.9. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf


 

166 

Stage 2 – pandemic effects 

6.96 The Airlines submitted that the CAA was wrong because it miscalculated the 
impact of the pandemic on comparator airports for three main reasons. 

‘Risk differential between HAL and comparator airports’ argument 

6.97 The Airlines submitted that the CAA wrongly made an adjustment to account for a 
change in HAL’s risk compared with comparator airports: 

(a) The CAA should have analysed whether there had been a relaxation in 
HAL’s capacity constraints since Q6 relative to comparator airports. It failed 
to do so, just assuming that the pandemic neutralised the effect of the 
capacity constraint on HAL’s beta relative to comparators’ betas. 

(b) The evidence before the CAA indicated that HAL was likely to continue to 
benefit from excess demand, which would insulate it from risks owing to 
passenger traffic volatility, relative to comparator airports: 

(i) The CAA’s forecasts of HAL’s traffic volumes for 2023 were at virtually 
the same level as the CAA had forecast in Q6 for 2018/19 at which time 
it held that HAL was capacity constrained;  

(ii) for 2024 onwards the CAA’s passenger forecasts were at least 97.5% 
of HAL’s 2019 peak passenger numbers; and 

(iii) the rationale for treating HAL as having lower volatility than comparator 
airports therefore continued to apply.531  

Impact of the pandemic on comparator airports 

6.98 The Airlines submitted that the CAA erred in calculating the impact of the 
pandemic on comparator airports. The Airlines’ submissions concerned two 
issues: (i) the econometric estimation method; and (ii) the impact of gearing.  

Econometric estimation method 

6.99 The Airlines submitted that the CAA used the wrong econometric estimation 
method: 

(a) The CAA wrongly relied on a weighted least squares (WLS) estimator to 
address the structural break in the share price time series caused by the 

 
 
531 BA NoA, paragraph 5.7.8, Delta NoA, paragraphs 5.43–5.45, VAA NoA, paragraphs 5.41–5.43. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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pandemic. This was a departure from the standard econometric practice, for 
which there was no good reason. 

(b) The CAA ought to have used a ‘slope dummy’ to address the structural break 
or through separate regression models for the two periods, in line with the 
standard practice.532  

6.100 In response to our Provisional Determination, the Airlines submitted further 
evidence in support of their argument that the betas for the pandemic and non-
pandemic period were structurally different. The Airlines told us that Flint’s 
approach of using a single pooled dataset (with weights applied to the data which 
are not related to actual market volatility) is not good practice when there ‘are 
clearly two structurally different periods’. The Airlines stated that pooling data 
periods in these circumstances will give statistically less efficient (ie less accurate) 
estimates.533  

Impact of gearing 

6.101 The Airlines submitted that the CAA erred by combining pandemic and non-
pandemic periods when calculating HAL’s asset beta. This error arose because: 

(a) the CAA examined equity betas of comparator airports across the pandemic 
and non-pandemic periods and attributed the increase in equity beta that was 
found to the impact of the pandemic; 

(b) the CAA failed to take account of the fact that the debt gearing of most 
airports increased (on average 8%) during the pandemic, and this change in 
gearing accounted for roughly half of the increase in the comparator airports’ 
equity betas calculated by the CAA; and 

(c) if the CAA had instead calculated equity betas separately for the pandemic 
and non-pandemic periods, it would have corrected for this change in gearing 
and the correct adjustment to the asset beta would have been smaller.534 

CAA’s response to the Airlines’ submissions on stage 1 and stage 2 

Stage 1 – reliance on more up to date, pre-pandemic data 

6.102 The CAA submitted that the Airlines’ estimates of the pre-pandemic asset beta for 
HAL represented a subset of the evidence considered by the CAA and ignored 
other evidence that pointed to a higher value. The CAA submitted that once this 

 
 
532 BA NoA, paragraph 5.7.11, Delta NoA, paragraph 5.48, VAA NoA, paragraphs 5.45–5.46. 
533 Airlines Response to PD, paragraph 3.15. 
534 BA NoA, paragraphs 5.7.10–5.7.14, Delta NoA, paragraphs 5.49–5.54, VAA NoA, paragraphs 5.47–5.52. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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evidence was taken into account, the CAA’s estimate was reasonable in the 
round.535 

Stage 2 – pandemic effects  

6.103 The CAA submitted that it was reasonable for the CAA to have assumed that 
Heathrow would exhibit a similar level of excess demand as comparator airports in 
H7, even if it reached its capacity constraint within the H7 period, and that 
therefore excess demand would no longer drive a wedge between comparator 
airports and HAL in H7.536 

6.104 The CAA submitted that it was reasonable for it to have used a WLS estimate, 
noting that neither the Airlines nor their expert witness, Mr Holt, actually based 
their asset beta estimate using slope dummy variables, but on their previous 
approach of separate beta estimates for pandemic and non-pandemic periods. 
The CAA submitted that the Airlines’ preferred method also failed to reflect the 
higher market and share price volatility observed during the pandemic period, and, 
as such, resulted in a biased and inefficient estimator for the H7 asset beta.537, 538 

6.105 The CAA submitted that changes in gearing at comparator airports were 
accounted for when estimating the asset beta through the process of ‘unlevering’ 
comparator equity betas.539 

Intervener’s submissions 

6.106 HAL submitted it had explained in its NoA (Ground 2) that CAA’s overall approach 
to estimating asset beta was flawed and should be rejected, in which case the 
three stages addressed by the Airline Appellants would not have occurred. 
Notwithstanding that, HAL submitted that the arguments advanced within the 
Airlines’ Asset Beta subground are also each individually in error.540  

Stage 1 – reliance on more up to date, pre-pandemic data 

6.107 HAL submitted that the estimate of 0.44 was neither consistent with the CAA’s 
own estimate of airport asset betas pre-pandemic, nor with HAL’s adviser’s 
estimate. It told us that it was not based on up-to-date market information as it 

 
 
535 CAA Response, paragraph 145. 
536 CAA Response, paragraph 153, referring to Hoon 2, paragraph 20.30. 
537 CAA Response, paragraph 154.1-154.2. 
538 The CAA challenged the admissibility of this point, submitting that it had not been raised by the Airlines during the 
Initial Proposals or Final Proposals consultations (CAA Response, paragraph 154.3). In our Provisional Determination we 
set out our provisional view that this point appeared to be akin to a submission or argument rather than a new ‘matter’ or 
new piece of ‘information or evidence’. Accordingly, our provisional view was that it was not inadmissible under 
paragraph 23(3) of Schedule 2 to the Act. The CAA did not disagree with this provisional view in its response to our 
Provisional Determination. We retain that view. 
539 CAA Response, paragraph 155 
540 HAL, Application for permission to intervene and Notice of Intervention (HAL NoI), paragraphs 121-122. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
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relied on historical differences between market data and CAA assumptions of 
HAL’s asset beta.541  

Stage 2 – pandemic effects  

6.108 On the risk differential between HAL and comparator airports, HAL submitted that 
analysis showed that HAL would be expected to face more risk than comparator 
listed airports, meaning that the CAA was not wrong to adjust HAL’s pre-pandemic 
asset beta upwards. HAL submitted that analyses of HAL’s revenue volatility 
relative to comparator airports during the last two ‘major shocks’ to airports (the 
financial crisis and COVID-19) demonstrated that it holds more risk. Further, HAL 
submitted that an impact of HAL’s capacity constraints was that they lead to 
negatively skewed risk for investors as they limited the potential for upside. HAL 
submitted that the CAA was therefore right to apply an upwards adjustment to 
HAL’s pre-pandemic asset beta to account for ‘the relatively higher level of risk’ 
faced by HAL.542 

6.109 As noted from paragraph 6.96 above, the Airlines submitted that the CAA’s 
approach to calculating the impact of the pandemic on comparator airports was 
wrong. In response, HAL submitted that the key point was that the data should not 
have been weighted at all, as it introduced an ‘arbitrary element’ into the CAA 
estimate. HAL noted that the Airlines’ proposed alternative weighting was 
equivalent to the cross-checking method used by the CAA and Flint. HAL 
submitted that it considered the correct approach to be one which used 
unweighted market data.543 

6.110 On the Airlines’ submissions on gearing, HAL submitted that the specific manner 
in which Flint calculated the pandemic adjustment meant that any increase in 
equity beta due to the increase in gearing would have been offset through the 
calculation. It told us that the CAA’s pandemic adjustment therefore isolated the 
underlying change in asset beta specifically attributable to the pandemic, and no 
further accounting for gearing was required. HAL submitted that the Airlines’ 
argument on this point was therefore wrong.544 

 
 
541 HAL NoI, paragraph 124. 
542 HAL NoI, paragraph 130. 
543 HAL NoI, paragraph 132. 
544 HAL NoI, paragraph 133–134. 

https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
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Our assessment – Airlines’ appeals and remaining HAL grounds  

The pre-pandemic beta (stage 1) 

‘Outdated pre-pandemic data’ argument 

6.111 The Airlines submitted that the CAA was wrong in its stage 1 (pre-pandemic beta) 
assessment to rely on the Q6 asset beta range to inform its assessment of the 
asset beta for H7, rather than more recent pre-pandemic asset beta estimates 
(which the Airlines submitted were lower). In contrast, HAL contended that, if the 
CAA’s 3-stage framework were to be adopted, the appropriate pre-pandemic beta 
would be 0.6 rather than 0.5. In doing so, HAL cited the CMA’s analysis for NATS 
En Route plc (NERL) in which the overall beta range was 0.52 to 0.62, as well as 
HAL’s closest comparator, AENA, which had an asset beta range of 0.55 to 0.65. 

6.112 In assessing whether the CAA made an error in determining the pre-pandemic 
asset beta, we have first sought to understand the CAA’s approach to determining 
the pre-pandemic asset beta and the evidence that it reviewed in determining its 
estimate.  

6.113 The CAA explained that it used the Q6 asset beta as part of its assessment of the 
pre-pandemic asset beta but that it had also considered fresh analysis which took 
into account data from the intervening period from 2013 to 2020.545 The CAA told 
us that it considered the analysis undertaken by Flint. Flint recommended a 
baseline beta range of 0.50-0.60 based on beta estimates for AENA, ADP and 
Fraport. This range was first recommended in Flint’s August 2021 report546 and 
then later re-affirmed in its May 2022 report.547  

6.114 Table 6.2 below sets out the different pre-pandemic spot asset beta estimates for 
HAL’s main comparator airport operators, put forward by AlixPartners (on behalf of 
the Airlines) and Flint (prepared for the CAA). Table 6.3 shows the CAA’s 
estimates for HAL in its final Q6 and Q7 decisions. 

Table 6.2: Pre-pandemic asset beta estimates for comparators 

 Q7 Alix Partners Q7 Flint (August 2021) Q7 Flint (May 
2022) 

Fraport 0.48 0.51 0.48 
ADP 0.53 0.54 0.54 
AENA 0.48 0.60 0.52 

Source: ‘AlixPartners WACC Report, 17 April 2023, Table 3; Flint, Support to the Civil Aviation Authority: Estimating Heathrow’s beta 
post-COVID-19, August 2021, Table 8; and Flint. Support to the Civil Aviation Authority: H7 Updated Beta Assessment, May 2022, 
Table 3.  

 
 
545 CAA Response, paragraph 143; and Hoon 2, paragraph 19.2.  
546 Flint, Support to the Civil Aviation Authority: Estimating Heathrow’s beta post-COVID-19, August 2021. 
547 Flint, Support to the Civil Aviation Authority: H7 Updated Beta Assessment, May 2022, Table 3 (AENA, ADP and 
Fraport). 

https://publicapps.caa.co.uk/docs/33/CAP2266E%20Estimating%20Heathrows%20beta%20post%20covid-19%20(Flint%20August%202021).pdf
https://publicapps.caa.co.uk/docs/33/CAP2266E%20Estimating%20Heathrows%20beta%20post%20covid-19%20(Flint%20August%202021).pdf
https://publicapps.caa.co.uk/docs/33/220509%20Flint%20H7%20FD%20Asset%20Beta%20Updated%20Report.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://publicapps.caa.co.uk/docs/33/CAP2266E%20Estimating%20Heathrows%20beta%20post%20covid-19%20(Flint%20August%202021).pdf
https://publicapps.caa.co.uk/docs/33/220509%20Flint%20H7%20FD%20Asset%20Beta%20Updated%20Report.pdf
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Table 6.3: CAA asset beta estimates 

 Q6 CAA Q7 (pre-pandemic) 
CAA 

HAL 0.5 0.5 

Source: CAA, Final Proposals, Section 3 CAP2365D, Table 9.2 and paragraph 9.62. 

6.115 We note that Flint made changes to its estimates between its August 2021 and 
May 2022 reports. The spot estimates in the Flint May 2022 report are lower than 
those in its August 2021 report. This is partly due to the extension of the dataset 
further back in time,548 when betas were generally lower.549  

6.116 Despite the reduction in spot estimates, Flint’s May 2022 report retained the range 
of 0.50 to 0.60 as its recommended baseline range. This is because Flint noted 
that there was a trend of increasing betas pre-pandemic and therefore it placed 
greater weight on more recent data over older data, which implied placing greater 
weight on its original estimates in the April 2021 report which were based on a 
slightly shorter dataset.550 Further, in recommending a range for the baseline beta, 
Flint did not rely exclusively on spot betas shown in Table 6.2 above, but also 
considered 2-year averages and 5-year averages of 2-year and 5-year daily betas. 
Our view is that this type of reasoning and judgement when evaluating beta 
evidence is relatively standard and does not indicate an error.  

6.117 We note that the CAA’s pre-pandemic estimate of asset beta of 0.5 is within the 
ranges put forward by the Airlines (0.48 to 0.52) and Flint (0.5 to 0.6). Judgement 
is required to select a point estimate from within each of these ranges, and our 
view is that, taking account of the approach Flint adopted as described above, the 
CAA was not wrong either in law or in the exercise of its discretion to use 0.5 as 
the estimate of the pre-pandemic asset beta. We note that it is close to the 
average of the ‘Q7’ AlixPartners analysis and the Flint May 2022 spot estimates. 
The CAA’s decision was not wrong on account of being based on outdated data, 
nor because there was a clearly superior alternative approach the CAA should 
have adopted instead. 

‘Disregard of non-pandemic factors’ argument 

6.118 We next consider HAL’s allegation that the CAA was wrong in assuming that 
HAL’s systematic risk exposure did not change between Q5 and the start of the 
pandemic period. HAL submitted that a number of factors have led to an increase 
in the systematic risk that it faces, including: (i) the breakup of BAA; (ii) the 
increasing impact of low-cost carriers; and (iii) the UK’s withdrawal from the EU.551 
As set out above, the CAA told us that it did take these factors into account in 
making its assessment. It told us that changes in structural factors are only 

 
 
548 Flint, Support to the Civil Aviation Authority: H7 Updated Beta Assessment, May 2022, page 21. 
549 Flint, Support to the Civil Aviation Authority: H7 Updated Beta Assessment, May 2022.  
550 Lonie 1, paragraph 162–163.  
551 HAL NoA, paragraph 171; and HAL, First Witness Statement from Michael King (King 1), 17 April 2023, paragraph 62.  

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/modalapplication.aspx?appid=11&mode=detail&id=11472
https://publicapps.caa.co.uk/docs/33/220509%20Flint%20H7%20FD%20Asset%20Beta%20Updated%20Report.pdf
https://publicapps.caa.co.uk/docs/33/220509%20Flint%20H7%20FD%20Asset%20Beta%20Updated%20Report.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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relevant to the extent that they drive differences in systematic risk exposure 
compared with the listed comparator airports on which the CAA’s beta estimates 
are based – otherwise, these would be captured in the CAA’s beta estimates. The 
CAA submitted that it came to the view that they did not have a material impact of 
HAL’s exposure to systematic risk. Therefore, in the CAA’s view, it was reasonable 
to assume that HAL’s systematic risk had remained unchanged between Q5 and 
the start of the pandemic.552 In particular, the CAA noted: 

(a) First, the breakup of BAA is not likely to have affected HAL’s systematic risk 
exposure. While the breakup of BAA is likely to have improved competition 
within the airport market in the south-east of England as a whole, the CAA 
submitted that it had seen no evidence to suggest that competition intensified 
at Heathrow airport specifically prior to the pandemic. By way of an example, 
the CAA submitted that the continued existence of excess demand until the 
beginning of 2020 is likely to have limited the extent to which competition 
could have emerged. Further, the CAA submitted that even if one was to 
accept that competition has intensified at Heathrow airport, this does not 
imply that HAL’s systematic risk exposure had increased. The CAA explained 
that systematic risk exposure is, by its nature, market wide, whereas 
competition is fundamentally idiosyncratic in nature.553 

(b) Second, that there is no clear reason why the increase in the number and 
traffic share of low-cost carriers in the broader UK market should materially 
affect HAL’s systematic risk exposure since HAL exhibited excess demand 
that would have insulated it from any resulting fluctuations in demand. 
Moreover, HAL’s declining market share is unlikely to have had any bearing 
on its systematic risk exposure for the same reason.554 

(c) Third, that the UK left the European Union on 31 January 2020, shortly 
before the pandemic. Excess demand persisted at the airport until the onset 
of the pandemic, and HAL’s financial profile appeared to be healthy up to 
2019.555  

6.119 Our view is that the factors above (ie break-up of BAA, advent of low cost carriers, 
exit from the EU) do not, for the reasons the CAA advanced, provide a convincing 
basis to expect that HAL’s exposure to systematic risk would have increased 
between Q5 and the start of the pandemic. The CAA was not wrong to take that 
view. Moreover, in considering whether the CAA made an error in setting the pre-
pandemic asset beta, we note that it relied on a combination of data points to 
make its assessment and took into account data up to the end of February 2020, 
so HAL’s submissions that the CAA’s assessment was based on ‘severely out of 

 
 
552 Hoon 2, paragraph 19.5. 
553 Hoon 2, paragraphs 18.13–18.14. 
554 Hoon 2, paragraph 19.6. 
555 Hoon 2, paragraph 19.6.  
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date’ evidence and that the CAA’s assumptions were ‘clearly flawed’556 are not 
made out. On this basis, our view is that the CAA did not ignore materially relevant 
information in determining its estimate. Further, while the CAA’s 0.50 estimate is in 
line with the Q6 asset beta estimate (also of 0.5), it is also consistent with the 
estimates put forward by the Airlines and Flint which took into consideration more 
updated data. Accordingly, we find that, having considered relevant information 
and selected a point estimate within the relevant range, the CAA did not make an 
error in determining the pre-pandemic asset beta estimate.  

Pandemic effects (stage 2) 

6.120 Having estimated a pre-pandemic asset beta, the CAA made two key adjustments. 
First, it applied an upward adjustment to the pre-pandemic asset beta to reach a 
baseline beta. Second, it made adjustments based on the impact of the pandemic 
on comparator airports. 

Risk differential between HAL and comparator airports 

6.121 Having estimated a pre-pandemic beta, the CAA applied an upward adjustment to 
arrive at a baseline range of 0.50 to 0.60 to reflect the view that on a forward-
looking basis the relative risk between HAL and comparator airports had 
narrowed. The CAA considered that HAL had benefitted from excess demand prior 
to the pandemic, as a result of being capacity constrained.557 This meant that HAL 
was less exposed to fluctuations in unconstrained demand,558 and was therefore 
deemed to have lower systematic risk than comparators. However, the CAA found 
that HAL’s risk exposure compared with comparator airports remained elevated in 
the post-pandemic period.559 The CAA defined this as a narrowing of the risk 
differential between HAL and its comparators, hence the CAA decided to apply an 
upwards adjustment to the asset beta. 

6.122 The Airlines submitted that this adjustment was wrong because: (i) the CAA failed 
to conduct analysis on the relaxation of capacity constraints at Heathrow as 
compared to competitors; (ii) the CAA used passenger numbers consistent with 
pre-pandemic figures; and (iii) the CAA used outdated data.  

6.123 The CAA reviewed comparator data and made an assessment of HAL's capacity 
constraints, noting its view of a narrowing of the differential in excess demand 
between HAL and its comparators. The CAA noted that it did not set out 

 
 
556 HAL NoA, paragraphs 167 and 171. 
557 Hoon 2, paragraph 7.12. 
558 Hoon 2, paragraph 7.12. 
559 Final Proposals, Section 3, paragraph 9.11. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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quantitative evidence but referred to prima facie examples which it considered 
indicated a closing of the gap.560 The CAA’s assessment included the following. 

(a) It considered that it is unlikely that HAL will exhibit materially greater excess 
demand in H7 than comparator airports. It noted its view that neither HAL nor 
the airports in its comparator set are likely to fully reach their capacity 
constraints in the near future. 

(b) A review of analysis from CEPA which suggested that HAL is less exposed to 
risk due to its previously higher proportions of long-haul traffic and lower 
proportion of low-cost-carrier traffic. However, CEPA submitted that HAL had 
exhibited a greater decline in traffic during the pandemic than most 
comparator airports, in part because long-haul traffic at HAL had been more 
affected by the pandemic than short-haul and low-cost-carrier traffic; 

(c) The CAA also noted CEPA’s suggestion that HAL’s traffic volatility has been 
lower than comparator airports. It noted that this was not the case during the 
pandemic, and there was no evidence to suggest it would be the case in H7, 
particularly given that there would be limited capacity constraints for a 
substantial proportion of that period; and  

(d) CEPA suggested that other airports, on account of various investment 
projects taking place at them, had greater growth and development risk than 
several of the comparator airports. The CAA noted that this is unlikely to be 
the case in H7, as capex at most airports was significantly scaled back due to 
the pandemic.561 

6.124 The CAA took the view that the evidence suggested that the pandemic effectively 
eliminated the risk differential that previously existed between HAL and 
comparator airports. The CAA noted that it considered HAL’s pre-pandemic asset 
beta to have been around 0.50, and that Flint estimated the pre-pandemic asset 
beta for comparator airports to be 0.50 to 0.60. The CAA therefore judged that the 
pandemic increased HAL’s asset beta by up to 0.1, due to this change in relative 
risk. It noted that this is separate from and cumulative with the impact of the 
pandemic on comparator asset betas of 0.02 to 0.11 as estimated by Flint (and as 
discussed in further detail from paragraph 6.126 below).562  

6.125 In our view, this exercise entailed a significant element of judgement by the CAA 
as expert regulator (ie comparisons between HAL and its comparators). On the 
basis of the CAA's reasoned view and a lack of substantive evidence from the 
Airlines pointing to the CAA being wrong in its assessment of excess demand, we 
have not identified material errors of fact on which the CAA’s assessment was 

 
 
560 Hoon 2, paragraph 20.31. 
561 Final Proposals, Section 3, paragraph 9.80. 
562 Final Proposals, Section 3, paragraph 9.81. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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based nor an alternative clearly superior approach the CAA should have adopted. 
We therefore conclude that the CAA was not wrong in reaching its conclusion on 
the appropriate adjustment to apply. 

Impact on comparator airports  

6.126 From its baseline range of 0.50 to 0.60, the CAA applied an adjustment of 0.02 at 
the low end and 0.11 at the high end to reflect the impact of the pandemic on 
comparator airports’ asset betas. HAL and the Airlines both alleged errors in 
relation to the CAA’s adjustment, which we group under the following sub-
headings: 

(a) Increase in comparator airport betas; 

(b) Methodological approach – length and frequency of future pandemics; 

(c) Methodological approach – econometric estimation method; and 

(d) Methodological approach – impact of gearing. 

6.127 We consider each of these points in turn.  

Increase in comparator airport betas 

6.128 HAL has alleged (as set out at paragraph 6.56(c)) that the CAA was wrong to 
conclude that the pandemic accounted for substantially all of the increases in 
comparator airport asset betas observed during the pandemic period. HAL stated 
that the CAA’s conclusion demonstrated that the CAA did not adequately consider 
the impact of other events (including, for example, the Russian invasion of 
Ukraine) which drove an increase in asset betas.  

6.129 In response, the CAA submitted that it did review the impact of events other than 
COVID-19 and their impact on comparator asset betas, but concluded that it did 
not expect this to have a significant effect on beta estimates beyond 2021. Further, 
the CAA submitted that recent data shows a clear reversion of comparator airport 
asset betas towards their pre-pandemic levels following the end of the pandemic, 
suggesting that the pandemic had been the dominant driver of elevated asset 
betas previously. The CAA presented the chart as set out in Figure 6.2 below as 
evidence. 
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Figure 6.2: Average betas for the four airport comparator set (AENA, ADP, Fraport and Zurich) over 
different estimation windows as presented by Flint. 

 

Note: the 4 airports comparator set includes AENA, ADP, Fraport and Zurich. 
The original source was an analysis by Flint of Thomson Reuters data as of 28 February 2023. 
Source: Lonie 1, Craig Lonie Expert Report, Flint Global Limited, May 2023, Figure 8 

6.130 Figure 6.2 showed Flint’s analysis of comparator betas. The supporting narrative 
submitted that the elevated betas resulting from COVID-19, and the more recent 
reversion of short (for example one- or two-year) window beta observations, are 
not only driven by the inclusion of new, recent data, but equally by the exclusion of 
historical data from earlier periods.563 Referring to the November 2020 data which 
was ‘heavily affected by news of successful vaccine trials’, Flint noted that when 
this data drops out of the backward-looking beta calculations (for example in 
November 2021 for the one-year data and November 2022 for the two-year data), 
there is a marked drop in the observed values.564 Further, it noted that the five-
year window is yet to see such a drop due to its longer-term timeframe.565  

6.131 In making our assessment, we have considered first whether the CAA failed to 
take into account relevant information, and second whether it drew flawed 
conclusions from the evidence it did consider. As to the first point, we note that the 
CAA did consider events other than the COVID-19 pandemic in making its 
assessment of the asset beta but concluded that their impact was not material in 
comparison to that of the pandemic. As to the second, we have considered the 
CAA’s conclusions on this matter in the context of the data put to us. We note that 
the COVID-19 pandemic had a significant upwards effect on asset betas and 
caused systematic shocks across the market, as demonstrated by the increase in 
asset betas in early 2020. However, our view is that the data also shows that asset 

 
 
563 Lonie 1, paragraph 127. 
564 Lonie 1, paragraph 127. 
565 Lonie 1, paragraph 128. 
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betas are falling to levels in line with those seen prior to the pandemic. For 
example, this is evident from a comparison of the one- and two-year datasets in 
January 2020 and January 2023. Accordingly, HAL’s argument that CAA’s 
assumptions were ‘clearly flawed’ is not made out.566 On this basis, our view is 
that the CAA was not wrong in determining that events other than the COVID-19 
pandemic have not been shown to have had a material impact on comparator 
asset betas. 

Length and frequency of future pandemics 

6.132 As discussed in the description of the CAA’s approach to setting the asset beta, in 
determining the probability-weighted pandemic beta, the CAA relied on 
assumptions around the frequency and duration of pandemics.  

6.133 As noted at paragraph 6.56(b) above, HAL argued that the CAA’s assumptions 
around when the COVID-19 pandemic ended were wrong. In support of its 
submissions, HAL (via Oxera) presented volatility analysis, as set out in Figure 6.3 
and Figure 6.4 below. 

Figure 6.3: Oxera’s analysis of implied volatilities of the STOXX European 600 index and airport 
comparators, based on prices of one-year call options  

 
Note: Comparators include ADP, AENA, Fraport and Flughafen Zürich. The cut-off date for the analysis is 17 November 2022. 
The original source was an analysis by Oxera based on data from Bloomberg.  
Source: First Witness Statement of Peter Hope (Hope 1),17 April 2023; H7 appeal: cost of capital, Oxera, 13 April 2023, Figure 3.3. 

 
 
566 HAL NoA, paragraphs 167 and 171. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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Figure 6.4: Oxera’s analysis of the difference between the average airport implied volatilities and the 
STOXX Europe 600 implied volatilities 

 

Note: The Y-axis indicates the difference between the average implied volatility of four comparator airports (ADP, AENA, Zurich and 
Fraport) to the implied volatility of the STOXX Europe 600 index. The cut-off date for the analysis is 17 November 2022.  
The original source was an analysis by Oxera based on data from Bloomberg (2023).  
Source: Hope 1, H7 appeal: cost of capital, Oxera, 13 April 2023, Figure 3.4. 

6.134 HAL submitted that Figure 6.3 demonstrated that the implied volatilities on airport 
equity options remained elevated relative to the implied volatilities from options on 
the equity market as a whole. It noted that this can be visualised as the difference 
between the average airport implied volatilities and STOXX Europe 600 implied 
volatilities since the pandemic started, as set out in Figure 6.4. HAL told us that 
the increase in the difference between the two volatilities before and after the 
shock of March 2020 confirmed that airports were still facing relatively more 
uncertainty than the rest of the market. HAL further submitted that slow recovery in 
the corporate travel sector and a possible permanent shift in business travel 
expenditure would result in a permanent change to the betas of aviation 
businesses.  

6.135 In reviewing the evidence put forward by HAL, we observe that there is a 
difference between a measure of volatility and a measure of beta. Volatility 
measures the fluctuations in individual stock returns, while a beta analysis 
considers the variability of individual stock returns relative to a broader stock 
market index. HAL appears to have tried to control for this in presenting the 
implied volatility of both airport stocks and the market more broadly (the STOXX 
Europe index). Noting this limitation of the analysis and the attempt by HAL to 
control for it, we consider that while option-implied volatility can provide a useful 
indicator of forward-looking volatility, it is difficult to extrapolate from this evidence 
the implications for the forward-looking beta. This position was, in our assessment, 
reflected by the CAA, which noted that it does not see a translation of volatility into 
beta behaviour, noting that the infrequent nature of trading of such options can 
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create noise in the results. The CAA noted that the initial volatility assessment has 
been subsequently shown not to send the signal that it was believed to send at the 
time of analysis.567  

6.136 Considering the definition of the length and frequency of future pandemics more 
broadly, we note the CAA’s position that the frequency of future pandemics is 
highly uncertain, and that it had to make assumptions involving a degree of 
judgement, but that this did not make its decision ‘arbitrary’.568 Further, it noted 
that its decision to select March 2022 as the end point of the impact of the 
pandemic on HAL was not a suggestion that all of the effects of COVID-19 were 
expected to have ended, rather its assumption concerned the point at which the 
asset beta for comparator airports no longer appeared to be significantly affected 
by the pandemic.569  

6.137 We agree with the CAA’s position that estimating the length and frequency of 
future pandemics requires the exercise of regulatory judgement. The CAA based 
its analysis on a reasoned assessment of the evidence and, while other 
reasonable conclusions could be reached on when a pandemic may be likely to 
occur again and the expected timeframe of such a pandemic, there is no evidence 
of a clearly superior approach that indicates that an alternative conclusion on 
length and frequency would have been more appropriate. We do not, therefore, 
find that the CAA was wrong on that account. 

Econometric estimation method  

6.138 AlixPartners (on behalf of the Airlines) submitted that the methodological 
weakness in the CAA’s approach to this issue was the decision by its adviser, 
Flint, to address the structural break570 in the share price time series caused by 
COVID-19 through a WLS estimator.571 The Airlines submitted that instead the 
correct approach would have been the use of a ‘slope dummy’ for the beta in the 
pandemic period, or if the model residual variances differ over the non-pandemic 
and pandemic periods (which, the Airlines submitted, in this case, they do), then 
through separate regression models for each period. The Airlines submitted that 
whilst weighting in statistical analysis can be used to make a sample more 
representative of a population for the purposes of producing descriptive statistics, 
it is a less precise method for estimating regression coefficients compared to the 
alternative of including slope dummy variables. Further, the Airlines submitted that 
combining pandemic and non-pandemic periods into one data series (as in the 

 
 
567 Transcript of Ground B Hearing, 17 July 2023, page 27, line 18 to page 29, line 16.  
568 CAA Response, paragraph 150.2. 
569 Hoon 2, paragraph 20.15. 
570 In econometrics and statistics, a structural break is an observable change over time in the parameters of regression 
models, which can lead to forecasting errors and unreliability of the model.  
571 'Cost of capital issues raised by the Heathrow Airport H7 price control': (AlixPartners WACC Report) an Expert 
Report prepared for British Airways, Virgin Atlantic Airways and Delta Air Lines, 17 April 2023, paragraph 53. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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case of the CAA’s approach) will distort the subsequent calculations of asset beta 
and so will result in a clear error.572  

6.139 We make the following observations. First, we understand AlixPartners’ argument 
to mean that in its view the correct approach is to run two separate regressions on 
COVID-19 and non-COVID-19 data and then take a weighted average of the two 
betas. While it mentions using slope dummy variables, it then concludes that it 
would not be appropriate to use this method in the current context.  

6.140 Second, we note that the approach proposed by the Airlines/AlixPartners was 
considered by the CAA during the H7 consultation process. Flint presented 
alternative estimates of the pandemic effect using what it referred to as a ‘cross-
check’ method. This was based on splitting the dataset into COVID-19 and non-
COVID-19 periods, estimating a separate beta for the two periods and then 
estimating a combined beta based on a weighted average of the two betas.573 
However, the CAA considered that using OLS on a single pooled dataset was 
preferable. The CAA noted that beta estimation on a pooled time series of returns 
is a widely adopted statistical technique and that the cross-check method loses 
some of the inherent statistical properties of the data used.574  

6.141 Third, we note that the two methods are likely to produce different beta estimates. 
The Flint May 2022 report includes a simple example to illustrate this.575  

For two (adjacent) six-month periods with six-month betas of 0.5 
and 1, the averaging method would lead to an estimated 1-year 
beta of 0.75. However, taking an OLS regression of the full 1-year 
dataset would likely obtain a beta different from this. The 1-year 
beta could be higher or lower than 0.75 because of the 
characteristics of the daily data in one of the six-month periods that 
have greater or lesser influence on the overall OLS beta estimate.  

6.142 The pooled OLS beta will depend on the exact share price and market behaviour 
during the one-year period. For example, if the six-month period with the higher 
beta of 1.0 was a period of higher market volatility and more extreme share price 
movements than the other six-month period, the observations during the higher 
volatility period would get a greater weight in OLS estimation by design leading to 
a higher beta from a pooled OLS regression than the simple average of 0.5.576 In 
response to our Provisional Determination, the Airlines submitted that this example 
illustrates why the CAA/Flint approach is wrong ie it is not correct to estimate an 

 
 
572 ‘AlixPartners WACC Report, 17 April 2023, paragraphs 53–54.  
573 Flint, Support to the Civil Aviation Authority: H7 Updated Beta Assessment, May 2022, Appendix 2.  
574 Final Proposals, Section 3, paragraphs 9.107-9.109.  
575 Flint, Support to the Civil Aviation Authority: H7 Updated Beta Assessment, May 2022, footnote 24. 
576 This effect is also clearly illustrated by the AENA example discussed in Lonie 1, paragraphs 223-227. 

https://publicapps.caa.co.uk/docs/33/220509%20Flint%20H7%20FD%20Asset%20Beta%20Updated%20Report.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/220509%20Flint%20H7%20FD%20Asset%20Beta%20Updated%20Report.pdf
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average beta from two structurally different periods with different levels of beta and 
market volatility.577 

6.143 In its response to the Airlines’ NoAs, Flint (on behalf of the CAA) submitted that it 
had considered a similar approach to that proposed by the Airlines but that it 
rejected it on the basis that it captured only the ‘scale of the beta’ and not the 
‘scale and strength of the beta relationship experienced during the different 
periods of [its] two (COVID-19 and non-COVID-19) datasets’.578 Flint then 
explained in some detail what this means, which is to preserve the fact that 
periods of higher volatility have a greater impact on how investors perceive risk, 
while the approach proposed by the Airlines does not do this (according to 
Flint).579 

6.144 In undertaking our assessment of the CAA’s approach to this piece of econometric 
analysis, we first consider the CAA’s overarching task. That task is to use 
historical data to determine an estimate that reflects a forward-looking, balanced 
view of the future.  

6.145 Had a major shock like the COVID-19 pandemic not occurred, then a conventional 
approach to determining the asset beta may have been that proposed by HAL in 
which regressions are run over different time periods and frequencies.580.  

6.146 If periods of higher market volatility coincide with periods of higher betas, the OLS 
beta using a single ‘pooled’ data series will produce a higher beta than the 
averaging method proposed by AlixPartners. Flint provided an example of this 
using data for AENA. For illustration, if it were assumed that historical data was 
representative of the relative likelihood of pandemic and non-pandemic events, 
there would be no need to re-weigh the data and practitioners and regulators 
would estimate the equity beta using the combined dataset (producing a value of 
0.94). Adopting the Airlines’ approach and splitting the dataset would produce a 
lower beta of 0.85.581 

6.147 We consider this example to be informative in assessing the CAA’s approach. 
While the underlying beta and stock market behaviour may differ over time, 
practitioners and regulators will typically estimate a single beta which captures 
periods of both benign markets and periods of heightened market volatility, without 
splitting the dataset into multiple periods (ie estimating an equity beta of 0.94 in 
the example above). In other words, the conventional approach has been to use 
standard OLS on the pooled dataset. 

 
 
577 Airlines Response to PD, paragraph 3.17. 
578 Lonie 1, paragraph 210.  
579 Lonie 1, paragraphs 220-232. The statement about the ‘strength of the relationship’ does not refer to the statistical 
confidence interval around the estimate, as suggested by the Airlines Response to PD, paragraph 3.18). 
580 As set out in further detail in HAL, First Witness Statement of Peter Hope (Hope 1), 17 April 2023. 
581 Lonie 1, paragraph 233-238.  
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6.148 We do not need to take a view on whether OLS beta estimates on pooled data is 
superior to splitting the dataset in all circumstances. Rather, we are focused on 
ensuring that the CAA used an appropriate estimate of the forward-looking asset 
beta based on historical data in this case.  

6.149 We recognise the Airlines’ submission (set out at paragraph 6.100 above) that the 
betas are structurally different between the COVID-19 and non-COVID-19 periods. 
However, for the reasoning set out above, this in itself does not indicate that the 
only appropriate way to estimate a single beta for both periods is to estimate a 
separate beta for each and then take some form of average of the two. If 
‘structural breaks’ are representative of future risks, then estimating a single beta 
over the full dataset is a relatively standard, and in our view reasonable and not 
clearly inferior, approach.582  

6.150 The novel part of the CAA/Flint approach is the assignment of different weights to 
the historical datapoints, to reflect its view of the likely probability of such 
‘structural breaks’ in future. In response to our Provisional Determination, the 
Airlines submitted that Flint’s approach would only give acceptable estimates if the 
weights in its WLS approach were based on the actual volatility in the two periods 
(which the Airlines say Flint did not do).583 This is based on the Airlines’ 
assumption that the CAA/Flint re-weighting approach is concerned with capturing 
the differences in statistical confidence intervals in the two periods. As discussed 
above (at paragraph 6.143), CAA/Flint do not agree with this assumption.  

6.151 We understand there to be no dispute that an OLS regression, by design, 
overweighs data points when market volatility is high. However, our view is that 
this is broadly consistent with the intuition behind the CAPM. The sensitivity of the 
stock (beta) during a crisis period is likely to be more important than the beta when 
the market is stable when assessing forward-looking risks and which would be 
also consistent with investors being risk averse. Therefore, our view is that the 
CAA was not wrong to adopt an approach which preserves the impact of higher 
volatility periods on the beta.  

6.152 In this context, our view is that the CAA/Flint approach (utilising WLS rather than 
OLS), was not materially different to recent regulatory practice, with the only 
difference being that the CAA re-weighed pandemic datapoints to capture its view 
that the likelihood of future pandemics will be lower than observed in the historical 
data set.  

6.153 We also note that the circumstances in which the CAA had to estimate the beta 
were relatively unusual compared with regulatory precedent and it had to adapt its 
approach in response. Further, we take into account that, as we noted earlier, Flint 

 
 
582 The Airlines submitted that the single beta over the pooled dataset would be statistically less efficient. This point is 
about confidence intervals around the beta estimate, and not the beta estimate itself.  
583 Airlines Response to PD, paragraph 3.19. 
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considered the cross-check method and in fact estimated the pandemic effect 
using this method. Both Flint and AlixPartners when using the cross-check method 
estimate a slightly lower pandemic effect, which would have the impact of moving 
the CAA’s overall asset range from 0.44-0.62 to 0.43-0.58.  

6.154 Given the degree of judgement involved in the various component parts of the 
range, and that the different methodologies make only a small difference to the 
range, we are of the view that the CAA was not wrong on the basis that the 
alternative econometric approach advanced by AlixPartners for the Airlines was 
the only reasonable approach open to the CAA, and as such, was clearly superior 
to that it adopted. 

Impact of gearing  

6.155 As set out at paragraph 6.101 above, the Airlines argued that the CAA made a 
methodological error in its adjustment to reflect the effects of the pandemic by 
combining pandemic and non-pandemic periods, and in turn not appropriately 
considering the impact of gearing on the beta estimates. They argued that roughly 
half of Flint’s estimate of the asset beta increase was due to higher gearing of 
comparator companies during the pandemic.  

6.156 The CAA explained that it reviewed the levered equity betas for comparator 
companies. In order to determine the asset beta, it was required to ‘un-lever’ 
equity betas (to adjust for the comparator company’s gearing) and then ‘re-lever’ 
the betas (to adjust for the notional company’s gearing). It noted that its approach 
to un-lever and re-lever the betas was consistent with regulatory practice and 
consistent with how it calculated the equity beta in the overall cost of equity 
assessment.  

(a) Flint noted that when estimating betas using the reweighting method it 
reflected the equivalent weighted average gearing observed over the 
(reweighted) dataset. It told us that its estimates therefore ‘faithfully and 
consistently’ captured the effect of gearing observed during the COVID-19 
period within its de-gearing calculations. It submitted that the model did this 
in the same way that regulators would ordinarily undertake an equity beta 
estimate and de-gear this to convert it into an asset beta estimate.584  

(b) The CAA submitted that its asset beta calculation ‘faithfully reflects and 
addresses this, through the offsetting effect within the de-gearing 
calculations, with due weight given to the relevant statistics in line with the 

 
 
584 Lonie 1, paragraph 262. 
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modelled assumptions and approach.’ On this basis, it submitted that it did 
not erroneously attribute any increase in asset beta to the pandemic.585  

6.157 As set out at paragraph 6.101(c) above, the Airlines have proposed that the beta 
analysis should be split between pandemic and non-pandemic periods. This forms 
the basis for their argument that the gearing calculation should also be split into 
two parts to adjust for different levels of gearing in pandemic and non-pandemic 
periods. The Airlines appear to attribute half of the difference between their 
estimates and Flint’s estimates of the pandemic impact to changes in gearing. 
However, as we noted in paragraph 6.153 above, it seems that the main driver of 
the difference is simply the choice of the econometric approach since the Flint 
‘cross-check’ method produces very similar results to the Airlines’ estimates. 
Noting our conclusion set out at paragraph 6.154 above that the CAA was not 
wrong in its econometric method,586 and taking into account the CAA’s reasoned 
explanation of what it did, our further view is that the CAA’s approach to gearing is 
part of a consistent and coherent assessment. On this basis, we find no error in 
the CAA’s approach to estimating the pandemic effect on HAL’s asset beta.  

Conclusions on stage 1 and stage 2 

6.158 For the reasons given above, we determine that the CAA was not wrong in respect 
of its setting the pre-pandemic asset beta or in calculating the impact of the 
pandemic on HAL’s asset beta (stages 1 and 2 of the CAA’s asset beta 
assessment). We determine that the CAA was not wrong in law, in fact or in the 
exercise of a discretion in this regard.  

Section B: stage 3 (the TRS adjustment) 

The CAA’s Final Decision 

6.159 We have summarised the CAA’s decision to apply a TRS adjustment and the 
process by which it quantified the adjustment to be applied at paragraphs 6.26 to 
6.31 above. 

The Parties’ submissions 

HAL’s appeal on the TRS adjustment 

6.160 HAL submitted that the CAA had erred in applying a downward adjustment at 
stage 3 of its asset beta calculation. HAL submitted that the CAA was wrong in law 
to apply an arbitrary (downward) adjustment to the asset beta on account of the 

 
 
585 Hoon 2, paragraphs 20.40 and 20.41. 
586 In which it considered pandemic and non-pandemic periods together. 



 

185 

TRS mechanism. It told us that the adjustment was irrational and lacked evidential 
support for key assumptions, and that the CAA failed to take account of relevant 
considerations, including by disregarding risk sharing mechanisms already in 
place at comparator airports. HAL submitted that this meant that there was no 
need to make a direct adjustment to the observed comparator asset betas as 
those comparators already had their own shock mitigation measures in place.587 
HAL also submitted that the TRS adjustment suffered from factual errors in 
respect of its coverage of non-aeronautical charges and the protection rate 
achieved by the TRS mechanism, and that the CAA made an error in the exercise 
of a discretion by departing further from best regulatory practice and applying a 
disproportionate adjustment to the asset beta.588  

6.161 HAL said the CAA’s application of a downward adjustment to HAL’s asset beta on 
the basis of the impact of the TRS mechanism was fundamentally flawed for two 
key reasons: (i) the TRS adjustment does not meaningfully reduce systematic risk; 
and (ii) the magnitude of the TRS adjustment is arbitrary.  

The TRS adjustment does not meaningfully reduce systematic risk 

6.162 First, HAL submitted that the TRS mechanism is unsuitable meaningfully to reduce 
systematic risk. Whilst the TRS mechanism would enable HAL to earn back a 
share of revenues lost to demand shock, HAL may not be able to do so, especially 
in the event of severe demand shocks. As the payback offered by the TRS 
mechanism is neither certain nor immediate enough, it fails meaningfully to reduce 
HAL’s exposure to systematic risk.589  

6.163 In particular, HAL submitted that:  

(a) The TRS mechanism does not offer HAL immediate, guaranteed 
compensation. Rather, it permits HAL to earn higher revenues by applying 
higher charges over a 10-year period to earn back losses. However, these 
revenues depend on future passenger volumes, which are uncertain. The 
vast majority of these revenues would be earned across the H8590 and later 
control periods (through the application of a closing RAB adjustment) and 
subject to the same level of risk as the rest of HAL’s cashflows, which 
depend on future passenger demand.591  

(b) HAL’s ability to apply higher charges may be constrained by the price-
elasticity of demand, ie raising prices may further depress volumes.592  

 
 
587 HAL, First Witness Statement of Michael King (King 1), 17 April 2023, paragraphs 109–114. 
588 HAL NoA, paragraphs 211–213. 
589 HAL NoA, paragraphs 195.1, 197 and 202. 
590 ‘H8’ is the price control for Heathrow following H7. 
591 HAL NoA, paragraph 198. 
592 HAL NoA, paragraph 199. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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(c) The TRS mechanism increases perceived regulatory risk as it might be 
renegotiated in extreme circumstances.593  

(d) The TRS mechanism is likely to be more effective at capping windfall gains 
than insuring against windfall losses as the matters mentioned in 
subparagraphs (a) to (c) above would not apply in the event of an upside 
demand shock. Further, any upside demand shock would likely be much 
smaller in scale than any downside demand shock.594  

(e) The TRS mechanism is unsuitable to reduce Heathrow’s systematic risk (and 
therefore asset beta) meaningfully as it defers recovery over a long time 
period and acts through future higher charges that will themselves be subject 
to the same systematic and regulatory risks.595  

(f) Even if recovery were not delayed as set out in subparagraph (e), the impact 
of the TRS mechanism can be gauged by examining its impact on 
operational gearing and then – using academic literature – evaluating the link 
between operational gearing and systematic risk. This assessment indicates 
that the impact of the TRS mechanism is close to zero.596  

6.164 In other words, HAL has argued that this structure of the TRS mechanism means 
that it is unsuitable to meaningfully reduce HAL’s systematic risk (and therefore 
asset beta) because it lacks the immediacy and certainty of payback that would be 
required for that purpose, ie because payback takes the form of an ability to earn 
higher returns in future based on an increased RAB.  

 
 
593 HAL NoA, paragraph 200. 
594 HAL NoA, paragraph 201. 
595 HAL NoA, paragraph 195.1. 
596 HAL NoA, paragraph 203, HAL, Second Witness Statement of Michael King (King 2), 22 May 2023, paragraphs 5.8–
5.9. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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Figure 6.5: Oxera’s assessment of the impact of the TRS mechanism on aeronautical revenues 

 

Original source was from Oxera based on the CAA’s H7 Final Proposals. 
Source: Hope 1, H7 appeal: cost of capital, Oxera, 13 April 2023, Figure 4.1. 

6.165 With reference to Figure 6.5 HAL noted that without a risk-sharing agreement, the 
aeronautical revenues of HAL change in proportion with the differences between 
the forecast and outturn traffic (slope =1). With a TRS mechanism in place and 
assuming 105% protection for large traffic deviations, the slope of the payoff 
function for HAL’s aeronautical revenue is changed to be mildly negative (slope = -
0.05) for deviations below -10%, equal to 0.5 for deviations between -10% and 
10%, and mildly negative (slope = -0.05) for deviations above 10%. It noted that 
while the payoff function of HAL is flatter with the TRS than without the TRS, it is 
wrong to conclude that HAL’s cost of capital is reduced.597  

6.166 HAL submitted that the design of the TRS mechanism has a ‘fundamental 
difference’ to the design of an insurance contract (or a ‘collar’ contract, often used 
in economic regulation) on the basis that an insurance contract will provide 
compensation for losses with a high degree of certainty and immediacy. However, 
in the case of the TRS, HAL submitted that HAL must earn back the incurred 
losses by increasing its airport charges in future years. As a result, HAL submitted 
that the compensation therefore carries the same level of risk as the rest of HAL’s 
cash flows, which depend on future passenger demand. It told us that because its 
demand is price-sensitive, it will be harder for HAL to generate the additional 

 
 
597 Hope 1, paragraph 4.11. 
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revenue required (as a result of the increased charges deriving from the higher 
RAB) after applying a price increase.598  

6.167 In summary, HAL has argued that the effect of this structure is that any 
compensation is subject to systematic risk facing HAL in the future, and therefore 
the TRS mechanism does not have the effect of reducing systematic risk but is 
simply deferring payment into the future.  

The magnitude of the TRS adjustment is arbitrary 

6.168 Second, HAL submitted that the magnitude of the TRS adjustment is essentially 
arbitrary because it relies on five unevidenced or incorrect assumptions that 
substitute pure discretion for a total absence of evidence.599  

6.169 Specifically, the CAA compared the asset betas of listed comparator airports with 
the asset betas of network utilities. The CAA assumed that network utilities are a 
good starting point for analysing an airport’s asset beta (assumption one) and that 
comparator airports do not benefit from any risk sharing mechanism when, in fact, 
they do, and this is reflected in their asset betas (assumption two). It then 
assumed 50-90% of the difference in the betas between the network utilities and 
the comparator airports is explained by volume risk faced by airports (assumption 
three), and that the TRS will reduce the volume risk by 50% (assumption four). 
The final assumption is that any reduction in volume risk results in a 
commensurate reduction in the asset beta (assumption five). HAL submitted that 
these assumptions are all wrong: 

(a) Assumption one is wrong because HAL’s business differs fundamentally from 
that of a network utility, meaning they do not provide a good starting point. 
Unlike network utilities, HAL has regulated and unregulated activities; HAL 
faces structural factors beyond traffic risk; and HAL operates within a 
regulatory environment subject to greater change.600 We set out our 
assessment of assumption one at paragraphs 6.238 and 6.239. 

(b) Assumption two is wrong because many of the comparator airports (AENA, 
Fraport, ADP) benefit from risk sharing mechanisms which afford a degree of 
protection against volume risk. This reduced risk is reflected in their asset 
betas. The CAA incorrectly failed to account for these risk sharing 
mechanisms that operated differently to the TRS.601 We set out our 
consideration of assumption two at paragraphs 6.210 to 6.214. 

 
 
598 Hope 1, paragraph 4.13. 
599 HAL NoA, paragraphs 204–210. 
600 HAL NoA, paragraph 207. 
601 HAL NoA, paragraph 208. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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(c) Assumptions three and four are wrong because there is no evidence in 
support of them.602 We set out our consideration of assumption three at 
paragraphs 6.230 and 6.231, and assumption four at paragraphs 6.232 to 
6.237.  

(d) Assumption five is wrong because one should not assume that any reduction 
in volume risk leads to a commensurate reduction in the asset beta, and that 
the asset beta response to demand risk is not linearly related to the level of 
demand risk. HAL submitted that there is a lack of supporting evidence from 
the CAA in its quantification of volume risk as compared to water and energy 
utilities. HAL told us that beta differentials could be driven by non-
aeronautical activities which are not regulated and are therefore exposed to 
demand risks in addition to traffic risks. It told us that HAL may also be 
exposed to changing forms of economic regulation in future due to market 
power assessments. It told us that this difference is likely to imply higher 
regulatory risks for HAL and cannot be discounted as a source of differences 
between the betas of airports and utilities. Further, HAL submitted that the 
use of utilities as a base for the estimation of HAL’s ‘mitigated’ beta appears 
inconsistent with the CMA’s decision not to use the betas of UK utilities in 
calculating an estimate of NERL’s beta, which also has a TRS mechanism.603 
We set out our consideration of assumption five at paragraphs 6.240 to 
6.245.  

Alternative evidence on the magnitude of the TRS adjustment  

6.170 HAL submitted that the scale of the impact of the CAA’s approach to the TRS on 
the asset beta and the cost of equity indicated that the TRS adjustment is too 
large. HAL estimated the annualised benefit from the TRS (based on the CAA’s 
approach to the asymmetric risk allowance) is £81 million per annum (in 2020 
prices). It told us that the impact of the TRS adjustment on the asset beta and 
knock-on impact on the overall WACC results in an expected reduction in revenue 
of £98 million per annum (in 2020 prices). HAL submitted that the expected 
reduction in return is therefore greater than the expected benefit from the TRS 
mechanism. HAL submitted that for this to be rational, investors would have to 
value each expected pound from the TRS at a higher rate than the certain pound 
reduction in revenue. However, HAL submitted that in practice investors would 
value a ‘certain pound’ much more highly than an ‘expected pound’ associated 
with a wide range of outcomes. On this basis, HAL submitted that the CAA’s 
approach ‘significantly overestimated the likely benefit on WACC from the TRS.’604 
It told us that ‘in practice, the impact on systematic risk will depend upon the 
correlation of expected TRS revenues with the market’ and that ‘given that the 

 
 
602 HAL NoA, paragraphs 205 to 206. 
603 HAL NoA, paragraph 209, Hope 1, paragraphs 4.19-4.21 and King 2, paragraph 5.5. 
604 King 1, paragraph 94. 
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correlation is likely to be very low, any reduction in return would be expected to be 
only a small proportion of the expected benefit from the TRS’.605 

6.171 Further, HAL submitted that the structure of the TRS means that the impact of the 
TRS on HAL’s cashflows during the acute phase of a pandemic-type shock will be 
limited, and its ability to recover funds even after that period may be constrained 
by other factors, such as where traffic continues to be depressed for a long period. 
HAL also submitted that revenue recovery post-2026 is not clear ‘as the 
unrecovered amount is included in the RAB and actual recovery through revenue 
will depend upon the approach taken on regulatory depreciation.’606  

6.172 On the basis of the points set out in paragraphs 6.170 and 6.171, HAL concluded 
that the TRS may not allow recovery of revenue to the extent the CAA assumes, it 
has no or minimal short term cash flow effects, and it is primarily reducing 
asymmetric risk exposure to severe downside risks, which would not be expected 
to be reflected in asset beta under the CAPM.607  

6.173 HAL further submitted the TRS could be regarded as a reduction in expected 
operational gearing in that the long-term impact of shocks is mitigated by the 
revenue correction.  

6.174 HAL noted that there is academic evidence on the relationship between reductions 
in operational gearing and systematic risk. HAL cited academic evidence608 which 
estimated an elasticity of 0.11 between changes in operational gearing and beta. 
In this paper, operational gearing was defined as the relationship between the 
change in a firm’s earnings before interest and tax (EBIT) and the change in 
revenue. HAL told us that applying this elasticity in this case results in an expected 
reduction in asset beta of 1.1% which is around 0.0006 on the CAA asset beta.609  

6.175 Further, HAL referred to the CMA’s PR14 Final Determination610 for Bristol Water 
as ‘regulatory precedent.’611 It noted that in the CMA’s PR14 Final Determination 
the CMA increased the asset beta for Bristol Water to reflect its higher operational 
gearing. HAL submitted that an increase in operational gearing of 82% led to an 
increase in asset beta of 13% in PR14. HAL noted that the CMA set out four 
approaches to measuring operational gearing.612 HAL estimated that the TRS 
would reduce HAL’s operational gearing by 1.3% (using HAL’s estimate of the 
expected benefit of the TRS of £81 million per annum as described at paragraph 

 
 
605 King 1, paragraph 94. 
606 King 1, paragraph 95. 
607 King 1, paragraph 96. 
608 HAL Exhibit “MK1” B6 (Expert Reports) to King 1: ‘The impact of operating and financial risk on equity risk’, Richard 
Lord, Journal of Economics and Finance, Volume 20, 1996, pages 27-38.  
609 King 2, paragraph 5.8.  
610 CMA, Bristol water plc price determination (CMA PR14 Final Determination), 6 October 2015. 
611 King 1, paragraph 106. 
612 These are opex to RAB, revenue to RAB, opex to (return and depreciation), and opex to revenue.  

https://www.gov.uk/cma-cases/bristol-water-plc-price-determination#final-determination
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6.170), or by 2.8% if one of the CMA’s measures is excluded.613 HAL submitted 
that applying the framework used in the PR14 decision would imply a reduction in 
the asset beta of 0.002 based on the CAA’s beta estimate, which is less than 3% 
of the adjustment proposed by the CAA.614  

6.176 HAL then concluded, given that the correlation of the expected revenue from the 
TRS is expected to be lower than the correlation with a direct operational gearing 
impact, the actual impact on systematic risk is likely to be even smaller and 
consistent with no downwards adjustment being made to the asset beta to reflect 
the TRS mechanism.615 HAL also relied on Oxera’s submissions that the TRS 
cannot meaningfully reduce systematic risk (which we discussed earlier at 
paragraphs 6.204 to 6.209 below).  

There are many factors to differentiate HAL from network utilities other than 
volume risk 

6.177 HAL presented supporting evidence which explained its position that there are 
many interacting variables that are likely to differ between HAL and network 
utilities, including: cost risk; revenue risk; business specific asset characteristics; 
the degree of operating leverage; regulatory design and implementation; and 
market dynamics.616 HAL quoted CEPA and noted that, compared to regulated 
water and energy networks, HAL is potentially exposed to ‘changing forms of 
economic regulation in future due to market power assessments’. HAL noted that 
this difference is likely to imply higher regulatory risks for HAL and cannot be 
discounted as a source of differences between the betas of airports and utilities.617 

The CAA’s response to HAL’s appeal on the TRS 

6.178 The CAA submitted that it accepted there was a significant degree of uncertainty 
around the amount by which the TRS will reduce HAL’s exposure to systematic 
risk. The TRS adjustment to asset beta accordingly involved the exercise of 
judgement, and the CAA submitted that it was not wrong for the CAA to prefer an 
inevitably imprecise TRS adjustment (albeit informed by analysis) to the alternative 
of fixing a zero adjustment because a positive adjustment could not be fixed with 
certainty.618  

6.179 The CAA submitted that the grounds upon which HAL said that it fell outside the 
CAA’s margin of appreciation to apply an adjustment for the TRS mechanism do 
not withstand scrutiny: 

 
 
613 The revenue to RAB measure implies an increase in operational gearing. King 1, paragraph 107.  
614 King 1, paragraph 107.  
615 King 1, paragraph 107 and 108. 
616 King 1, paragraph 101. 
617 Hope 1, paragraph 4.20. 
618 CAA Response, paragraph 159. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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(a) The CAA said that HAL’s argument, that the TRS mechanism lacks the 
immediacy and certainty of payback that would be required to reduce 
systemic risk, is based on a false premise. With respect to a CAPM derived 
asset beta, in general the timing of cashflows is not relevant providing that 
they are preserved in net present value terms, and the TRS mechanism 
achieved this. The CAA has also addressed the issue of cashflows being 
subject to systematic and regulatory risks through the risk premium contained 
within the WACC.619  

(b) The CAA submitted that it has always accepted that it lacked viable 
benchmarks with which to precisely quantify the TRS adjustment, but this did 
not mean the TRS adjustment was arbitrary, and the CAA had clearly set out 
its reasoning for the adjustment in the Final Proposals. 

(c) The CAA submitted that the Final Proposals (at paragraph 9.127) explained 
that none of HAL’s comparators benefit from a risk-sharing mechanism 
equivalent to the TRS. 

(d) The CAA submitted that it did not introduce the TRS adjustment to ‘reflect 
how beta may change in the future’ as HAL contended, but rather to reflect a 
material difference in risk exposure between HAL and comparator airports. 
The CAA said that the TRS was a major component of the H7 price control 
framework, and it was entirely reasonable, and certainly not wrong, to take 
account of the likely impact of the TRS on asset beta. 

(e) The CAA submitted that it did not accept HAL’s allegation the TRS 
mechanism lacks credibility because of a perception of regulatory risk, for 
which it says no proper evidence was cited. However, the CAA submitted 
that in any event, even if there were such concerns, it did not follow that the 
TRS would have no impact on the asset beta (which is HAL’s case). 

(f) The CAA did not agree with the analysis presented by HAL that the impact of 
the TRS on the asset beta must be small. 

(g) The CAA submitted that it was highly likely that demand risk exposure 
explained a significant proportion of the difference in systematic risk 
exposure between airports and network utilities. 

(h) The CMA submitted that HAL had misrepresented the CAA’s approach – the 
CAA did not assume that a reduction in volume risk resulted in a 
commensurate reduction in the asset beta.620 

 
 
619 CAA Response, paragraph 160.1. 
620 CAA Response, paragraphs 160–160.8. 
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6.180 The CAA also noted that HAL’s argument that the CAA was wrong to make an 
adjustment to the asset beta for the TRS was inconsistent with HAL’s own 
approach to the RAB adjustment.621 

6.181 On HAL’s operational gearing submissions, the CAA responded that the principal 
mechanism through which the TRS affects HAL's asset beta is not the resulting 
reduction in operational gearing, but through the amelioration of underlying 
demand risk. This, the CAA submitted, is a far more direct transmission 
mechanism, and consequently is likely to have a far more significant impact.622 

Interveners’ response to HAL’s submissions on the TRS 

6.182 The Airline Interveners made submissions in support of the CAA: 

(a) Given the principle of net present value neutrality, the TRS adjustment would 
have the same impact on HAL’s risk overall even if revenue recovery were 
delayed. 

(b) The CAA’s reliance on the asset betas of other regulated entities in the UK in 
its methodology was reasonable because Heathrow airport shares many 
similarities with those network utilities. 

(c) HAL’s comparison of the TRS mechanism with the asymmetric risk allowance 
was misplaced.  

(d) The TRS mechanism does provide HAL with certainty. Regarding immediacy, 
the mechanism is designed to protect consumers from higher prices where 
there might be lower demand (in accordance with the CAA’s primary duty to 
protect the interests of consumers). 

(e) The incorporation of the TRS into HAL’s Licence conditions ensures 
regulatory commitment going forward. 

(f) HAL was wrong to submit that traffic risk accounts for less of the differential 
between Heathrow airport and network utilities than the CAA’s assumption of 
50% to 90%. The non-aeronautical activities to which HAL referred will 
mostly be indirectly related to passengers via the relationship to aircraft 
movements. 

(g) HAL’s analysis of the benefit the TRS mechanism provides HAL was 
misconceived since it is limited to the H7 period and not beyond.623 

 
 
621 CAA Response, paragraph 161. 
622 Hoon 2, paragraph 21.25.  
623 BA NoI, paragraph 3.4.3; and Delta NoI, paragraph 3.25. 
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The Airlines’ appeal on TRS 

6.183 The Airlines submitted that the CAA erred in stage 3 of its asset beta calculation 
(on the TRS mechanism) because: 

(a) The CAA concluded that traffic risk accounts for 50-90% of the differential 
between HAL’s and comparator utilities’ asset betas. The CAA noted that 
there might be other factors which could account for the difference but did not 
provide any further rationale and failed to explain what other risks HAL is 
plausibly exposed to compared to other regulated entities. 

(b) There are relevant similarities between HAL and regulated utilities (which 
also: operate under price controls and receive returns on an indexed-RAB; 
operate under output and service quality regimes; and have similar cost 
structures). 

(c) It is accordingly logical to conclude that traffic risk accounts for a far higher 
percentage of the differential between HAL and the regulated utilities’ asset 
betas than 50%-90%. 90%-100% is a more appropriate figure.624 

6.184 The Airlines provided supporting evidence from AlixPartners for their position on 
the latter of the above points (that 100% would be the correct upper end of the 
range). This report submitted that the lower end of the range (50%) is implausible 
and erroneous as it assumes that only 50% of that difference is due to the volume 
risk that HAL faces. To demonstrate their position, the Airlines submitted the 
following points. 

(a) Similarities in regulatory regimes: The Airlines highlighted similarities in 
the regulatory regimes between HAL and water/energy networks for the 
following reasons: 

(i) The Airlines highlighted the similarity in timeframe of water/energy 
networks and HAL’s price control period (5 years) and noted that 
returns are provided on a RAB indexed to UK inflation in each regime. 
The Airlines submitted that HAL’s investors (in common with investors 
in other UK regulated companies) benefit from complete inflation risk 
protection of past investments. The Airlines noted that this is a 
difference between HAL and comparator airports.625  

(ii) HAL and water/energy networks operate under similar output and 
service quality regimes, which the Airlines submitted would not affect 
the cost of equity.626  

 
 
624 BA NoA paragraph 5.7.19(c) Delta NoA paragraphs 5.55–5.61, VAA NoA paragraphs 5.53–5.59. 
625 AlixPartners WACC Report, 17 April 2023, paragraph 64. 
626 AlixPartners WACC Report, 17 April 2023, paragraph 66. 
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(iii) The Airlines submitted that there are some residual differences in the 
economic regulatory regimes in terms of the approach to cost sharing. 
For example, some regimes have total expenditure (totex) sharing, 
while HAL has full operating expenditure (opex) exposure, but relatively 
low capital expenditure (capex) risk exposure. The Airlines submitted 
that these cost risks are non-systematic and therefore these differences 
in regulatory regime do not contribute to the asset beta assessment.627  

6.185 The Airlines also submitted that HAL’s ratio of regulated revenue to RAB lies 
within the range of the other regulated utility benchmark companies, as set out in 
Figure 6.6 below.  

Figure 6.6: AlixPartners’ calculation of regulated revenues as a proportion of RAB 

 

Original source was calculations by AlixPartners based on company regulatory accounts. HAL: 2019 (prior to Covid-19 pandemic 
effects). Others: 2021-22. 
Source: AlixPartners WACC Report, 17 April 2023, Figure 2. 

6.186 The Airlines submitted that HAL’s position towards the upper end of the range is 
indicative of a lower level of operational gearing (which, it submitted, should 
reduce the volatility in its profits with respect to volume changes), since HAL’s 
RAB value is relatively small compared to its annual revenue. On this basis, the 
Airlines submitted that other than demand risk, they would expect HAL to have 
approximately the same asset beta as the other utilities referenced in Figure 6.6. 
Further, the Airlines submitted that the England and Wales water companies and 
GB energy networks carry relatively low volume risk, and that this would be the 
same as HAL were the TRS calibrated to pass all the volume risk onto airlines. 
However, the Airlines submitted, since the TRS is a ‘sharing mechanism’, HAL will 

 
 
627 AlixPartners WACC Report, 17 April 2023, paragraph 65. 
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retain a proportion of the volume risk and so the convergence in asset betas is not 
complete.  

6.187 On the basis of the points set out at paragraphs 6.183 to 6.186, the Airlines 
submitted that there is no reason why, other than traffic risk, HAL is exposed to 
more systematic asset beta risk than the regulated water and energy networks.  

6.188 The Airlines submitted that between 2017 and the start of the pandemic, HAL’s 
return on regulated equity exceeded the top end of the RIIO-1 range and, other 
than during the pandemic year of 2020, displayed similar, limited volatility as the 
energy networks, as set out in Figure 6.7 below.  

Figure 6.7: AlixPartners’ calculation of Return on Regulated Equity 

 

Original source was calculations by AlixPartners from HAL regulatory accounts and Ofgem RIIO-1 performance reports  
Source: ‘AlixPartners WACC Report, 17 April 2023, Figure 3. 

6.189 The Airlines therefore concluded that a range of 90% to 100% should be used for 
comparing HAL’s risk with that of utility networks (following the consideration of 
volume and pandemic risk elsewhere in the asset beta calculation).  

6.190 The Airlines agreed with the CAA’s assumption that 50% of the traffic risk is 
mitigated through the TRS.628  

 
 
628 AlixPartners WACC Report, 17 April 2023, paragraph 71(c). 
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The CAA’s response to the Airlines’ appeal on the TRS 

6.191 The CAA denied that it had erred as the Airlines alleged. The CAA submitted that 
it was obviously right that volume risk was the principal (but not only) driver of the 
difference of asset betas.629  

Intervener’s response to the Airlines’ submissions on the TRS 

6.192 HAL submitted that its NoA set out its position that the CAA was wrong to assume 
that the TRS mechanism is able to meaningfully reduce HAL’s asset beta but, 
notwithstanding this, it considered that the Airlines’ arguments on the TRS 
adjustment are misconceived because: 

(a) The Airlines presented no evidence in support of their position that all of the 
difference in the asset beta between HAL and network utilities is related to 
demand risk. HAL submitted that its evidence shows there to be clear 
differences between network utilities and HAL which would be expected to 
increase systematic risk (including 35% of HAL’s revenue relating to 
commercial activities), and that there are many reasons why systematic risk 
varies between industries and caution needs to be applied before assuming 
that an asset beta differential is wholly attributable to any specific difference.  

(b) The Airlines wrongly assume that the asset beta response to demand risk is 
linearly related to the level of demand risk, which HAL considers to be 
unlikely to be the case due to the effects of investor risk aversion. For 
example, HAL submitted, the impact of increasing from zero demand risk to 
50% demand risk is likely to be greater on asset beta than the impact of 
increasing from 50% to 100%.  

(c) The Airlines implicitly assume that the demand risk for utilities makes no 
contribution to systematic risk. However, HAL submitted that this contribution 
is likely to be negative (ie ‘a significant addition to the beta of network utilities 
might be required in order to get an equivalent asset beta for a company with 
zero systematic risk related to demand’).630  

6.193 HAL submitted that the impact of the TRS is effectively to reduce the expected 
operational gearing of HAL, but neither the Airlines nor the CAA referred to the 
evidence concerning the relationship between operational gearing and changes in 
revenue. As a result, HAL disputed the estimates put forward by the CAA and the 
Airlines.631  

 
 
629 CAA Response, paragraphs 162-163. 
630 HAL NoI, paragraph 137. 
631 HAL NoI, paragraph 138. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf


 

198 

Our assessment – TRS 

Summary of our approach and conclusions (stage 3) 

HAL’s appeal 

6.194 We have considered whether the Final Decision was wrong because it was based 
on an error of fact, was wrong in law or the CAA made an error in the exercise of a 
discretion as HAL submitted.  

6.195 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, we find that the CAA did not err by applying a (downward) 
adjustment to the asset beta on account of the TRS mechanism. 

6.196 In our judgement, in making a further adjustment to HAL’s asset beta on account 
of the TRS mechanism the CAA did not err because it had made factual errors in 
respect of the mechanism’s coverage of non-aeronautical charges and the 
protection rate achieved by it; nor did the CAA err in law because its decision was 
irrational, lacking in evidential support for key assumptions or because the CAA 
failed to take account of relevant considerations; and nor did the CAA make an 
error in the exercise of a discretion by departing from best regulatory practice and 
applying a disproportionate adjustment. 

6.197 Accordingly, we determine that the CAA’s Final Decision was not wrong because it 
was based on an error of fact, because it was wrong in law or because the CAA 
made an error in the exercise of a discretion, as HAL alleged. 

Airlines’ appeals 

6.198 We have also considered whether the Final Decision was wrong because it was 
based on an error of fact, was wrong in law or the CAA made an error in the 
exercise of a discretion as the Airlines alleged.  

6.199 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, we find that the CAA did not err in concluding that traffic risk 
accounts for 50-90% of the differential between HAL’s and regulated utilities asset 
betas, rather than 90-100%. 

6.200 In our judgement, the CAA did not make errors of fact in calculating the TRS 
adjustment by relying of flawed evidence and assumptions or reaching 
conclusions without a reasonable basis. Nor do we find that the CAA was wrong in 
law in calculating the TRS adjustment because, in doing so, the CAA failed 
properly to enquire, failed to take proper account of relevant considerations, relied 
on flawed evidence and assumptions, made methodological errors, reached 
conclusions without adequate supporting evidence or acted in defiance of logic.  
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6.201 We also find that the CAA was not wrong in law in calculating the TRS adjustment 
because it failed reasonably to account for the mitigation of HAL’s risk exposure in 
the Final Decision as a whole and made an adjustment outside the range it could 
reasonably have made. Nor did the CAA make an error in the exercise of a 
discretion because it erred in its approach to determining where HAL lay on the 
risk spectrum. 

6.202 Accordingly, we determine that the CAA’s Final Decision was not wrong because it 
was based on errors of fact, was wrong in law or an error was made in the 
exercise of a discretion in calculating the TRS adjustment as the Airlines 
submitted. 

Our approach 

6.203 In assessing the CAA’s downward adjustment of between 0.08 and 0.09 to the 
asset beta, we have considered first whether the CAA was wrong to make an 
adjustment to the asset beta to reflect the introduction of the TRS mechanism (this 
is a point which only HAL raises). Second, we have considered whether the 
quantification of the TRS adjustment was wrong (this is a point on which both HAL 
and the Airlines have made different submissions).  

Adjustment to reflect TRS mechanism  

The principle of whether the TRS mechanism reduces systematic risk 

6.204 The CAA’s adjustment to reflect the TRS mechanism gives effect to the view that 
the introduction of the TRS mechanism reduces systematic risk facing HAL. The 
TRS mechanism compensates HAL for revenue variations which arise due to 
outturn passenger numbers being different to forecast. The key consideration in 
relation to the estimation of beta is whether the TRS mechanism also has the 
effect of reducing systematic risk facing HAL.  

6.205 Our view is that systematic shocks to the market are most likely to impact HAL via 
fluctuation in passenger numbers – for example, a systematic drop in spending 
power within the economy will have the effect of a reduction in the number of 
passengers travelling for leisure. Conversely, a systematic increase in spending 
power will likely result in an increase in the number of passengers travelling, and 
their overall spending power on such flights.  

6.206 The TRS mechanism has been introduced to reduce the volatility of cash flows 
facing HAL in response to changes in traffic, by: (i) allowing HAL to recoup a 
portion of unrecovered revenue when volumes are lower than forecast; and (ii) 
requiring HAL to give money back when volumes are higher than forecast. The 
adjustments (as discussed in the previous chapter) are applied in two ways:  
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(a) Within the H7 period: the adjustment is implemented through an additional 
term in the H7 price control formula. 

(b) Beyond the H7 period: an adjustment is made to HAL’s RAB, leading to 
higher or lower charges in future control periods.  

6.207 In our view, HAL’s argument that a mechanism that relies partly on deferred 
contribution could not be sufficient to reduce systematic risk is not right. The TRS 
mechanism allows for compensation of lost revenues in the case of negative traffic 
shocks in a way that would not be the case were the TRS mechanism not in place. 
While some risk remains on the certainty of recovery, the opportunity for HAL to 
earn the return that would not exist absent the mechanism must be expected to 
reduce the impact of the overall shock on the value of the business. With such a 
mechanism in place, the loss in profits due to a volume shock (which is a 
systematic shock) would be proportionately smaller relative to the overall net 
present value of future cash flows, and this is what is relevant for the beta 
assessment.  

6.208 HAL’s second point around the risk of non-recovery due to higher prices relates to 
the elasticity of demand. On this point, we have not received evidence from HAL to 
suggest that such an increase would in fact have a material negative impact on 
HAL’s ability to recover funds. In particular, HAL itself noted that regulated charges 
do not materially affect the ticket price charged by airlines, and that demand 
generally exceeds supply at Heathrow (with the exception of the COVID-19 
period).632 Further, HAL’s logic implies that any revenue or cost-sharing 
mechanism in a regulatory setting cannot meaningfully reduce systematic risk 
unless payback is immediate. However, in our view, the CAA’s position (as set out 
at paragraph 6.179(a)) that the timing of cashflows is not relevant providing they 
are preserved in net present value terms is not wrong. In turn, we do not agree 
with HAL’s position on a lack of certainty due to timing.  

6.209 On this basis, our view is that the implementation of the TRS mechanism has clear 
potential to reduce HAL’s systematic risk. The CAA’s decision that a downwards 
adjustment to HAL’s asset beta is appropriate in this context is accordingly not 
wrong for being based on an error of fact, being wrong in law or because the CAA 
made an error in the exercise of a discretion. It was a decision within the range the 
CAA was entitled to make based on the facts and evidence and not one made at 
the expense of a clearly superior alternative advanced by HAL (ie that there would 
be no effect on such risk).  

 
 
632 HAL, First Witness Statement of John Holland-Kaye 1 (Holland-Kaye 1), 17 April 2023 paragraphs 4.3-4.4.  
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Consideration of whether an adjustment is necessary in the context of comparator 
data 

6.210 HAL submitted that the comparator airports already had traffic risk adjustment 
measures in place equivalent to the TRS Mechanism. On this basis, we 
understand HAL to be arguing that an adjustment to the asset beta estimate is 
unnecessary because the effect is already captured in the observed data. 

6.211 HAL submitted that the CAA made no adequate allowance for comparator airports 
themselves already having their own shock mitigation measures. According to 
HAL, this led the CAA to overestimate the impact of the proposed TRS 
mechanism. In more detail: 

(a) HAL noted that two of the comparator airports (Fraport and ADP) operated 
one-year price controls allowing annual recalculation of their price caps and 
submitted that this mitigated traffic risk.  

(b) HAL noted that a third comparator airport (AENA) operated under five-year 
price controls and bears all traffic risk ‘other than in exceptional 
circumstances’ defined as reductions in traffic volume greater than 10% of 
forecast. AENA had applied for recovery of COVID losses for 2021 and 2022, 
which showed ‘that AENA’s expectation of its TRS was that it would work in a 
similar way to that proposed by the CAA for Heathrow’ albeit HAL noted that 
AENA’s regulator had denied the request and that appeals of that denial 
were pending.633 

6.212 In its Final Proposals (and subsequent Final Decision) the CAA had dismissed 
HAL’s representations. 

(a) Regarding Fraport and ADP, the CAA accepted that these airports operated 
under one-year price controls but noted in its Final Proposals that neither 
airport had been permitted to increase charges by more than 5% in nominal 
terms during the pandemic. This led it to conclude that the one-year price 
controls in place did not provide for material risk sharing in practice.  

(b) Regarding AENA, the CAA noted that the Spanish government had rejected 
the application for recovery of funds. It therefore concluded that no material 
traffic risk sharing arrangements were in place at AENA.634 

6.213 In its appeal before us, HAL reiterated its view that the comparator airports 
benefitted from traffic risk sharing mechanisms. It criticised the CAA’s dismissal of 
these representations in the Final Decision on the basis that the CAA had only 
considered whether comparator airports had risk sharing that would mitigate 

 
 
633 King 1, paragraph 110. 
634 Final Proposals, Section 3, paragraph 9.127. See also Final Decision, Section 3, paragraph 9.86. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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(a) Within the H7 period: the adjustment is implemented through an additional 
term in the H7 price control formula. 

(b) Beyond the H7 period: an adjustment is made to HAL’s RAB, leading to 
higher or lower charges in future control periods.  

6.207 In our view, HAL’s argument that a mechanism that relies partly on deferred 
contribution could not be sufficient to reduce systematic risk is not right. The TRS 
mechanism allows for compensation of lost revenues in the case of negative traffic 
shocks in a way that would not be the case were the TRS mechanism not in place. 
While some risk remains on the certainty of recovery, the opportunity for HAL to 
earn the return that would not exist absent the mechanism must be expected to 
reduce the impact of the overall shock on the value of the business. With such a 
mechanism in place, the loss in profits due to a volume shock (which is a 
systematic shock) would be proportionately smaller relative to the overall net 
present value of future cash flows, and this is what is relevant for the beta 
assessment.  

6.208 HAL’s second point around the risk of non-recovery due to higher prices relates to 
the elasticity of demand. On this point, we have not received evidence from HAL to 
suggest that such an increase would in fact have a material negative impact on 
HAL’s ability to recover funds. In particular, HAL itself noted that regulated charges 
do not materially affect the ticket price charged by airlines, and that demand 
generally exceeds supply at Heathrow (with the exception of the COVID-19 
period).632 Further, HAL’s logic implies that any revenue or cost-sharing 
mechanism in a regulatory setting cannot meaningfully reduce systematic risk 
unless payback is immediate. However, in our view, the CAA’s position (as set out 
at paragraph 6.179(a)) that the timing of cashflows is not relevant providing they 
are preserved in net present value terms is not wrong. In turn, we do not agree 
with HAL’s position on a lack of certainty due to timing.  

6.209 On this basis, our view is that the implementation of the TRS mechanism has clear 
potential to reduce HAL’s systematic risk. The CAA’s decision that a downwards 
adjustment to HAL’s asset beta is appropriate in this context is accordingly not 
wrong for being based on an error of fact, being wrong in law or because the CAA 
made an error in the exercise of a discretion. It was a decision within the range the 
CAA was entitled to make based on the facts and evidence and not one made at 
the expense of a clearly superior alternative advanced by HAL (ie that there would 
be no effect on such risk).  

 
 
632 HAL, First Witness Statement of John Holland-Kaye 1 (Holland-Kaye 1), 17 April 2023 paragraphs 4.3-4.4.  
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Consideration of whether an adjustment is necessary in the context of comparator 
data 

6.210 HAL submitted that the comparator airports already had traffic risk adjustment 
measures in place equivalent to the TRS Mechanism. On this basis, we 
understand HAL to be arguing that an adjustment to the asset beta estimate is 
unnecessary because the effect is already captured in the observed data. 
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one-year price controls allowing annual recalculation of their price caps and 
submitted that this mitigated traffic risk.  
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which showed ‘that AENA’s expectation of its TRS was that it would work in a 
similar way to that proposed by the CAA for Heathrow’ albeit HAL noted that 
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(b) Regarding AENA, the CAA noted that the Spanish government had rejected 
the application for recovery of funds. It therefore concluded that no material 
traffic risk sharing arrangements were in place at AENA.634 

6.213 In its appeal before us, HAL reiterated its view that the comparator airports 
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these representations in the Final Decision on the basis that the CAA had only 
considered whether comparator airports had risk sharing that would mitigate 

 
 
633 King 1, paragraph 110. 
634 Final Proposals, Section 3, paragraph 9.127. See also Final Decision, Section 3, paragraph 9.86. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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pandemic-like shocks by reference to the COVID-19 pandemic. With regard to 
Fraport and ADP, the CAA responded that the length of the price control does not 
carry automatic implications for risk exposure in either direction. A shorter price 
control merely substitutes regulatory reset risk for the risk associated with forecast 
error. With regard to AENA, the CAA submitted that AENA did not benefit from any 
meaningful traffic risk sharing mechanism at all.635 

6.214 We consider that the CAA was entitled to take the view that the comparator 
airports did not benefit from shock mitigation mechanisms: 

(a) With regard to Fraport and ADP, we agree with the CAA that the one-year 
price controls in place in those airports are not of a nature that protect these 
airports from traffic risk in a comparable way to the TRS. We have not been 
provided with evidence that there is any explicit mechanistic commitment to 
share revenue gains or losses in response to traffic shocks. We also note 
that both Fraport and ADP were used as comparators to estimate the beta for 
HAL at Q6 (which did not include the TRS) without any adjustment for 
differences in risk sharing arrangements. 

(b) With regard to AENA, we do not agree with HAL that the fact that AENA 
made an application for the recovery of funds (which would be an 
economically rational thing to do even if the application had a low chance of 
success) shows that investors would expect that the arrangements applying 
to that airport were equivalent to those the CAA proposes for HAL. We also 
note the CAA’s observation that the Spanish Government rejected that 
application. We therefore agree that there is no explicit mechanistic 
protection against traffic risk which is comparable to the TRS for HAL.  

Quantification of the TRS adjustment  

6.215 Next, we turn to a consideration of the quantification of the TRS adjustment. As set 
out above, HAL submitted that the TRS adjustment is too large, while the Airlines 
submitted that the adjustment is too small. We consider each of the appellants’ 
arguments in turn, with consideration of the relevant subpoints raised by each.  

6.216 The CAA explained that due to there not being observable benchmarks with which 
to estimate the extent of the reduction in systematic risk exposure (since no other 
listed hub airport has a similar TRS mechanism in place), it relied on: 

(a) benchmarks from other regulated sectors that are not exposed to demand 
risk, namely, recent asset beta determinations from Ofgem’s transmission 
and gas distribution price reviews (RIIO-T2/GD2) and PR19;  

 
 
635 Hoon 2, paragraph 21.14. 
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(b) a judgement regarding the proportion of the difference between airport and 
utility asset betas that is attributable to volume risk alone. This was based on 
an observation by the CAA that volume risk was likely to be the predominant 
driver of differences in asset beta between network utilities and airports, but 
that other factors (such as commercial revenue risk) could also have a non-
trivial impact; and  

(c) a judgement regarding the extent to which the H7 TRS mechanism would 
reduce volume risk. This was based on analysis the CAA conducted of the 
impact of the TRS in the event of simulated pandemic and non-pandemic 
shocks.636  

6.217 HAL and the Airlines made detailed submissions (as set out in the submissions 
section above) in relation to points (a) and (b), which we consider in turn. In 
assessing the arguments, we note that the absence of a share price listing for HAL 
makes quantifying the TRS adjustment inherently challenging and a matter of 
appreciation rather than objective observation, and therefore inevitably requires a 
significant degree of regulatory judgement.  

Benefit of TRS mechanism compared to scale of asset beta adjustment  

6.218 We note the submissions made by HAL with regard to a comparison of the ‘cost 
versus benefit’ of the TRS adjustment as set out at paragraph 6.170 above. 

6.219 The CAA responded that HAL was not comparing like with like. The estimated 
benefit from the TRS represented an avoided expected loss whereas the reduction 
in the asset beta represented an avoided risk premium. In the absence of the TRS, 
the asset beta would need to be increased by an equivalent of £98 million per year 
and the asymmetric risk allowance would need to be increased by £81 million per 
year, such that the total benefit of the TRS is the sum of these two figures, which 
the CAA has passed on in full through lower charges. The relative scale of these 
adjustments was not informative of whether the estimated impact of the TRS on 
the asset beta was too large (or too small).637 

6.220 We agree with the CAA’s observation that HAL’s is not a like-for-like comparison. 
HAL compares a risk premium to the expected cash flow from the TRS. We also 
note that for symmetric non-pandemic type risks the expected ‘benefit’ from the 
TRS is zero assuming traffic forecasts are unbiased. However, it would still be 
appropriate to reflect the reduced variance in expected cash flows in response to 
lower (non-pandemic) demand risk in the asset beta. This illustrates why this type 

 
 
636 Hoon 2, paragraph 7.18. 
637 Hoon 2, paragraph 21.8.  
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of ‘cost versus benefit’ analysis is not informative of the likely impact of the TRS on 
the asset beta. 

Operational gearing  

6.221 Our starting point is that the TRS reduces the volatility of cash flows in response to 
demand shocks by reducing losses/limiting gains in downside and upside 
scenarios. Given the level of protection offered by the TRS, this impact on the beta 
is likely, in our view, to be material. We discussed our reasoning regarding the 
overall decision to apply a downward adjustment at paragraphs 6.204 to 6.209 
above.  

6.222 We next consider HAL’s submissions on operational gearing. As set out earlier 
(see paragraph 6.173), HAL’s submission on this point was that the TRS 
mechanism would only reduce its operational gearing by 1.3%. That, HAL said, 
implied a reduction of only 0.002 on the CAA’s beta estimate.  

6.223 We begin by noting that there is not a single definition of operational gearing, but 
in simple terms, if a firm has relatively low profit margins (eg low EBIT margins), a 
revenue shock will have a proportionately bigger impact on its profits than for a 
firm with higher profit margins. Therefore, firms facing similar demand risk might 
have different betas depending on their cost structure. 

6.224 However, we also observe that the principal way in which the TRS reduces risk is 
by reducing revenue volatility in response to (systematic) demand shocks, ie it 
reduces exposure to demand risk. While the TRS can be thought of as having a 
similar effect as a reduction in operational gearing, we consider that the evidence 
HAL provided to quantify the impact is of relatively limited relevance and does not 
indicate a clearly superior assessment to that applied by the CAA. The evidence 
cited by HAL is context-specific and highlights the challenges of calibrating the 
adjustment to the beta in this way. Further, this is complicated by the fact that the 
change in the sensitivity of profits to traffic shocks is not constant across all traffic 
scenarios – the TRS does not operate to change HAL’s operational gearing in a 
deterministic way. We explain these points as to the nature and relevance of the 
evidence cited by HAL in more detail below. 

6.225 First, HAL’s reference to academic literature is based on one paper from 1996 
which uses data for US firms from the 1960s to the 1980s in three industries: 
utilities, automobile manufacturers, and airlines. While the paper finds a positive 
relationship between operational gearing and systematic risk, we do not consider 
that the estimated elasticities are in any way informative of the likely quantitative 
impact of the TRS on HAL. At best, this evidence suggests that there is some 
empirical support for the intuition that changes in operational gearing might be 
correlated with the beta. 
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6.226 Second, HAL references the PR14 regulatory precedent. HAL argued that the 
analysis from PR14 illustrates that higher operational gearing translates to a 
higher asset beta, and that the scale of the change in operational gearing as 
compared to the asset beta adjustment is incorrect based on the PR14 precedent. 
Again, we consider the analysis from PR14 to be context-specific – it was 
recognised at the time to be a subjective exercise, and in the PR19 Bristol Water 
appeal, such an adjustment was not applied at all.638 

6.227 In response to our Provisional Determination, HAL submitted that the PR19 
decision illustrates that the CAA was wrong because in that case higher 
operational gearing was not translated into an uplift in asset beta.639 In our view, 
this further shows why such analysis needs to be considered in the context of the 
specific case. In the case of Bristol Water, the main question was whether, as a 
smaller water-only company, there was evidence that equity investors demanded 
a higher rate of return relative to the bigger water and sewerage companies in the 
sector. While some arguments were considered through the lens of operational 
gearing, there were other relevant factors, and at PR19 the available evidence did 
not provide support for the argument that investors needed a higher return to 
invest in Bristol Water. This highlights that adjustments in other cases are liable to 
have little relevance when it comes to assessing the likely impact of the TRS on 
HAL’s asset beta. 

6.228 The CAA’s approach, while inevitably based on its judgement, draws on evidence 
that is more specific to HAL, in particular, the CAA’s assessment of the impact of a 
reduction in demand risk on asset beta by linking to its assessment of the impact 
of the TRS on HAL’s cash flows (discussed at paragraphs 6.218 to 6.220 above). 

6.229 Accordingly, given the limitations of the evidence cited by HAL in support of an 
alternative assessment, our view is that the CAA’s downward adjustment was not 
an error. 

Quantification of the volume risk differential between HAL and network 
utilities 

6.230 We have considered the points put forward by both the Airlines and HAL (as 
intervener) in making our assessment on the CAA’s quantification of the TRS 
adjustment to the asset beta. We agree with the Airlines that demand risk is likely 
to be the key differentiator between HAL and network utilities for the reasons they 
advanced. However, we also consider that there is merit in HAL’s argument that 
there are other variables that are likely to impact the beta of HAL. For example, 

 
 
638 See: CMA, PR19 Final Report. 
639 HAL Response to PD, paragraph 114(f). In this regard, we also note an inherent inconsistency in HAL’s arguments. In 
other parts of its case, HAL submitted that operational gearing is a factor affecting systematic risk, and one that clearly 
points to HAL being higher risk than comparator airports by some margin. For example, see: King 1, paragraphs 106– 
107. 

https://www.gov.uk/cma-cases/ofwat-price-determinations
https://competitionandmarkets.sharepoint.com/sites/H7AppealDelivery/Shared%20Documents/Forms/AllItems.aspx?id=%2Fsites%2FH7AppealDelivery%2FShared%20Documents%2F4%2E%20Parties%2FHAL%2F1%5FNoA%2FWitness%20Statements%2FHAL%20%5BRedacted%5D%20Michael%20King%20WS%2Epdf&parent=%2Fsites%2FH7AppealDelivery%2FShared%20Documents%2F4%2E%20Parties%2FHAL%2F1%5FNoA%2FWitness%20Statements
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other factors such as cost risks and different drivers of long-term demand may 
impact beta, meaning that we do not judge it appropriate to conclude that the beta 
of HAL and network utilities would align in the absence of demand risk. 

6.231 On this basis, we find that the CAA was not wrong to decide that traffic volume 
was the predominant driver of the differential, but also not wrong to choose an 
upper bound of less than 100%. We also conclude that the CAA was not wrong to 
adopt a range of 50-90%. The CAA had to exercise regulatory judgement in this 
regard. It did so based on its reasoned view as to traffic volume risk as the 
predominant driver of the relevant differential, but with reasons for assessing that 
difference to be less than 100%. The evidence advanced by the Airlines and HAL 
does not show that the CAA’s reasoning and approach was wrong. The CAA did 
not therefore err in fact or law and nor did it make an error in exercising a 
discretion. It made a judgement within its margin of discretion for which there was 
not a clearly superior alternative that it should have adopted. We set out relevant 
elements of our assessment in more detail in the following paragraphs. 

Impact of the TRS on volume risk  

6.232 HAL submitted that it was unclear how the CAA reached its view that 50% of 
systematic traffic risk is mitigated by the TRS.640 

6.233 The CAA assumed that the TRS would reduce HAL’s exposure to traffic risk by 
50%, on the basis that the TRS sharing factors insulate HAL from approximately 
half of possible traffic-related cash-flow losses/gains under plausible (non-
pandemic) traffic shocks (paragraph 6.28(c)). The CAA stated in its Response that 
the TRS would protect HAL from around 43 to 45% of the expected impact on its 
EBITDA of traffic levels being up to 10% higher or lower than expected. The CAA 
further stated in its Response that it had estimated that the TRS would insulate 
HAL from 83% of EBITDA impact of a future pandemic-like event, that would occur 
once every 20-50 years, which would further increase the protection by 3% (based 
on a 3.5% annual probability of a pandemic occurring), implying a total level of 
protection of 46 to 48%. To avoid spurious accuracy, the CAA rounded the figure 
to the nearest 10%.641  

6.234 We note that Oxera, on behalf of HAL, submitted various analyses implying that 
the level of protection from the TRS is much smaller. For example, it estimated 
that under CAA’s low traffic scenario, the EBITDA protection would be only 
c.13.9% during the H7 price control period, with the remainder accrued as part of 
end-of-period RAB adjustment.642 

 
 
640 King 1, paragraph 103. 
641 Hoon 2, paragraph 21.37.  
642 Hope 1, paragraph 4.25.  
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6.235 In our view, while the precise impacts on EBITDA are unknown and require 
making some assumptions about the relative elasticities of costs and commercial 
revenues in response to a volume shock, the CAA based its estimate on the 
available evidence specific to HAL and there is no other clearly superior evidence 
on which it could have relied. 

6.236 Oxera’s analysis focuses exclusively on the impact in H7 and ignores the net 
present value of losses that can be recovered in future price controls. The asset 
beta captures the sensitivity of overall firm value to systematic shocks. In our view 
it is therefore important to take into account the full impact on the net present 
value of future cash flows. The CAA’s approach is clearly more appropriate in this 
regard.  

6.237 We discussed our views in relation to the uncertainty of recovery of losses in 
future price controls at paragraphs 6.207. In this context, we note the CAA’s 
observation that, earlier in the H7 process, HAL argued that a RAB adjustment (of 
the type similar to the end-of-period closing RAB adjustment as part of the TRS) 
would lead to a material reduction in the asset beta.643  

Choice of network utilities as comparators  

6.238 HAL disagreed with the use of network utilities as comparators. As set out at 
paragraphs 6.169 and 6.177, HAL highlighted a number of reasons as to why it did 
not consider network utilities to be an appropriate benchmark. HAL submitted its 
view that the market characteristics and regulatory frameworks of those utilities 
mean that they are not ‘robust’ reference points. Further, HAL disagreed with the 
CAA’s position that the nature of network utilities being ‘asset heavy’ and having 
‘long-lived assets’ makes them a useful comparator for HAL.644  

6.239 We acknowledge that network utilities and HAL operate in different industries, and 
that the nature of the service provided differs (for example, network utilities provide 
essential goods while HAL provides a discretionary service), meaning that any 
comparison will be imprecise.645 However, there are also similarities between 
network utilities and HAL, which the CAA took into account.646 Further, there is 
also a relatively established view on the level of the asset betas for network 
utilities (to the extent that there are regulatory decisions which can be relied upon), 
which can at least form a starting point in any assessment of the potential 
reduction in risk due to HAL facing lower demand risk under the TRS. Having 

 
 
643 Hoon 2, paragraph 21.10.  
644 King 1, paragraph 98. 
645 King 1, paragraphs 97–102. 
646 Those include, as the CAA noted at Final Proposals, Section 3, paragraph 9.154, ‘that they are asset-heavy 
businesses with significant operating margins under normal business conditions; their assets are generally long-lived, 
with a correspondingly long payback period and duration; they are natural monopolies subject to price caps that are reset 
with similar frequency to HAL’s; and they are subject to incentive regulation that encourage them to reduce cost and 
service quality with corresponding opportunities to earn additional rewards if they outperform regulatory assumptions.’ 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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regard to those points, the CAA cannot, in our view, be said to have been wrong to 
treat them as comparators in the way that it did as part of an assessment of how 
volume risk may impact HAL. 

Translation of volume risk to the asset beta  

6.240 HAL stated that the CAA’s approach which assumes that any reduction in volume 
risk leads to a commensurate reduction in the asset beta has no support.647 HAL 
also said that the CAA wrongly assumed that the contribution of demand risk for 
utilities to systematic risk is non-negative, and that there is no fixed relationship 
between asset beta and variance of revenue under CAPM.648  

6.241 The CAA responded that HAL had misrepresented the CAA’s approach. In 
particular, while the CAA assumed that the TRS reduced volume risk by 50%, this 
only resulted in a 14% reduction in the asset beta.649  

6.242 In considering this subground, we note that the CAA reduced its stage 2 asset 
beta range of 0.51 to 0.72 by 0.08 to 0.09 to account for the impact of the TRS. 
The assumed impact on the asset beta is clearly less than the 50% stated by HAL, 
which is useful for context.  

6.243 Having said this, there is an implicit assumption in the CAA’s analysis that the gap 
between network utilities’ betas and HAL which arises due to volume risk (and is 
estimated at 50 to 90%) could be closed by 50% given the introduction of the TRS. 

6.244 We acknowledge that the CAA has estimated the 50% reduction in volume risk 
from the TRS using its estimates of total cash-flow protection from the TRS. We 
accept that not all traffic shocks will necessarily be systematic, and as such, this 
assumption is inevitably an approximation. However, it was a judgement the CAA 
was entitled to make based on its reasonable estimates of the relevant protection 
in the absence of other clearly superior evidence. 

6.245 We observe in support of our assessment that the CAA’s post-TRS asset beta 
range (0.44 to 0.62) and the H7 point estimate (0.53) are still some way above the 
network utilities’, providing a high-level sense check on the CAA’s approach. This 
still leaves sufficient margin for other risk factors explaining the difference between 
utilities and HAL. 

Our view on the CAA’s quantification of the TRS adjustment 

6.246 We draw the above points together as follows. The quantification of the TRS 
adjustment was an exercise which entailed a significant element of judgement on 

 
 
647 HAL NoA, paragraph 209.  
648 King 2, paragraphs 5.5-5.6.  
649 Hoon 2, paragraph 21.34.  

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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the part of the CAA. We consider that its reasoning was underpinned by 
appropriate facts and evidence and that neither HAL nor the Airlines have 
demonstrated that there was a clearly superior alternative which the CAA ought to 
have adopted. Accordingly, we conclude that the CAA was not wrong to estimate 
that the impact of TRS was to reduce HAL’s asset beta by 0.08 to 0.09.  

Conclusions on stage 3 (TRS) 

6.247 For the reasons given above, we find that the CAA was not wrong as alleged by 
either HAL or the Airlines in relation to the TRS and stage 3 of its asset beta 
calculation. We determine that the CAA was not wrong in law, in fact or in the 
exercise of a discretion in this regard.  

Section C: HAL’s additional submissions 

HAL’s submissions 

6.248 Having considered the individual steps comprising the calculation of the asset 
beta, we turn next to the points raised by HAL on the consideration of the asset 
beta point estimate. HAL raised three key points in relation to this: 

(a) The implied unlevered cost of equity is lower than the cost of debt; 

(b) The CAA should have ‘aimed up’ in the asset beta range for consumer 
welfare reasons; and  

(c) Broader changes in the market demonstrate that the asset beta should be 
higher. In particular: (i) comparison to the NATS decision; (ii) comparator 
betas; and (ii) structural changes in the market. 

6.249 In more detail, HAL made the following submissions: 

(a) The CAA’s overall cost of equity estimate was demonstrably wrong because 
the unlevered cost of equity was below HAL’s (and other companies’) 
observed cost of long-term debt, which HAL considered breached economic 
and corporate finance first principles.650 That was borne out by a more 
systematic comparison of asset and debt risk premia (the ‘ARP–DRP 
differential’) carried out by Oxera. HAL said the most important contributing 
factor to this was the CAA’s estimate of Heathrow’s asset beta.651 

 
 
650 HAL NoA, paragraph 151–152. 
651 HAL NoA, paragraphs 3.2 and 150–152. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf


 

210 

(b) For the above reason, and for reasons of consumer welfare and relative risk, 
the CAA should have chosen a point estimate for the asset beta that sat well 
above the midpoint of the observed ranges.652 

(c) The CAA’s asset beta did not stand up against reasonable comparators, 
implicitly assuming that, from an investor’s perspective, Heathrow was less 
risky than other airports or than it was before the COVID pandemic.653 HAL’s 
asset beta is at the bottom of the range of 0.49–0.84 of comparator airports’ 
observed asset betas, well below the observed values of 0.68–0.84 for Aena, 
the airport operator with the most comparable regulatory framework, and at 
the bottom end of the range the CMA identified for airports in February 2020, 
pre-Covid. It is in line with the asset beta of 0.50 assumed in the previous 
price control period, based on pre-2014 data, despite significant structural 
changes since then including the break-up of BAA and the resulting increase 
in competition for Heathrow. 

6.250 In response to our Provisional Determination, HAL reiterated its position by noting 
that if the cost of unlevered equity is below the cost of debt, the cost of equity is 
too low and will lead to consumer detriment irrespective of the notional ‘rightness’ 
of the approach that got to that position. It submitted that the CAA’s decision fails 
this cross-check and it is down to the asset beta (which HAL considers to be ‘built 
up from poorly evidenced and arbitrary assumptions’) being too low.654 

6.251 HAL told us that the CAA failed to consider how the unlevered cost of equity 
compared to the cost of debt, and that in not giving the ARP/DRP analysis 
sufficient review, the CAA did not consider the impact of its choice of asset beta on 
financeability, which is an error.655 

CAA response to HAL’s additional submissions 

6.252 Regarding HAL’s implied cost of equity argument (paragraph 6.248(a) above), the 
CAA denied that HAL had demonstrated that its overall cost of equity calculation 
was wrong. The CAA submitted that Oxera’s framework was not capable of 
accurately estimating the relevant variables on a consistent basis. In particular, the 
CAA submitted that Oxera’s framework was unstable and that if different time-
frames for analysis were adopted the CAA’s decision provided an adequate 
return.656  

6.253 Regarding HAL’s ‘aiming up’ argument (paragraph 6.248(b) above), the CAA 
submitted that there was common ground between HAL and the CAA that welfare 

 
 
652 HAL NoA, paragraph 186–190. 
653 HAL NoA, paragraph 155–156. 
654 HAL Response to PD, paragraph 108. 
655 HAL Response to PD, paragraphs 96–97.  
656 CAA Response, paragraphs 136-139. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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effects can represent a prima facie reason for aiming up, but the choice of point 
estimate must ultimately be a regulatory judgement taking into account the 
relevant facts and views rather than a mechanistic process.657 The CAA had 
explained its view on systematic risk in addressing HAL’s other arguments, and 
that there was no skew in the CAA’s estimate of asset beta that required 
remedying by aiming up. CAA also submitted that asymmetry in systematic risk 
was addressed through the application of the Shock Factor to the passenger 
forecast and the asymmetric risk allowance. In addition, HAL’s argument that the 
length of the price control period is relevant was misguided, because shorter price 
controls would substitute regulatory reset risk for forecasting risk. Lastly the CAA 
submitted that there was no evidence that exposure to domestic traffic mitigated 
systematic risk.658  

6.254 Regarding HAL’s ‘comparators’ argument (paragraph 6.248(c) above), the CAA 
submitted that the comparators put forward by HAL were not appropriate. The 
CAA also submitted that HAL placed unreasonable weight on pandemic-affected 
data.659 

Interveners’ submissions in response to HAL’s additional submissions 

6.255 The Airline Interveners submitted that HAL’s arguments that the nominal cost of 
equity should, as a matter of principle, be greater than the cost of debt were 
flawed.660 

6.256 As regards HAL’s arguments that it would be appropriate for the CMA to aim up, 
the Airline Interveners submitted that not only did the factors suggested by HAL 
fail to evidence a need for aiming up, but HAL failed to consider other key factors 
which were critical to a decision of aiming up or down in the context of consumers’ 
interest (and which supported a case for aiming down).661  

6.257 We now consider each of the points noted at paragraph 6.248 above in turn. 

Comparisons to the cost of debt 

6.258 HAL submitted that the CAA should have cross-checked its estimate of the cost of 
equity, by considering how the unlevered cost of equity compares to the cost of 
debt. HAL stated that since the risk associated with the unlevered equity is higher 
than the risk associated with investing in debt, the cost of unlevered equity should 
be higher than the cost of debt.662  

 
 
657 CAA Response, paragraph 186.2. 
658 CAA Response, paragraph 186.3. 
659 CAA Response, paragraphs 140-141. 
660 BA NoI, paragraph 3.2.2a and Delta NoI paragraph 3.14. 
661 BA NoI, paragraph 3.2.2e(iii) and Delta NoI paragraph 3.18(c). 
662 King 1, paragraph 23.  

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
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6.259 We observe that, as a matter of principle, this type of comparison is intuitively 
appealing and may provide a useful cross-check on the CAA’s analysis, but we 
also note that that it is very difficult to produce a like-for-like comparison, meaning 
the results need to be interpreted with caution.  

6.260 We first consider HAL’s submission that the CAA’s asset beta estimate can be 
demonstrated to be wrong by comparing HAL’s overall unlevered cost of equity 
and the current cost of debt. We then consider Oxera’s asset risk premium – debt 
risk premium (ARP-DRP) framework. The ARP is the asset beta multiplied by the 
equity risk premium (ERP), and represents the unlevered cost of equity less the 
risk-free rate. The DRP is the expected cost of debt less the risk-free rate.  

Comparisons to the current cost of debt  

6.261 HAL compared the CAA’s unlevered nominal cost of equity to the cost of HAL’s 
two bonds issued on 14 November 2022 (but which were priced in October). HAL 
inferred that the CAA’s Retail Price Index (RPI)-real cost of equity of 3.38% would 
translate into a nominal cost of equity of 6.2% based on the CAA’s long-term 
inflation assumption of 2.73%. The two HAL bonds were issued at a cost of 7.03% 
(30-year) and 7.11% (10-year) respectively. Since HAL bonds were issued at a 
higher cost than 6.2%, HAL stated that it showed why the CAA’s estimate of the 
cost of equity is too low.663 Oxera (on behalf of HAL) also noted that the yield on 
the iBoxx non-financials BBB 10+ index was 6.07% in November, which was only 
marginally below the CAA’s cost of equity.664  

6.262 We identify two limitations of such analysis. First, the comparison of the unlevered 
cost of equity is to the promised cost of debt and not the expected cost of debt, 
meaning that the comparison is not undertaken on a like-for-like basis. The 
expected cost of debt is lower than the promised yield, to account for the 
probability of default and loss given default. Second, we are also of the view that 
nominal bond yields at the point of comparison may have been affected by 
heightened uncertainty around long-term inflation and that nominal bonds yields 
would also include an inflation risk premium.665 A comparison to the nominal cost 
of equity based on the CAA’s long-term inflation assumption is therefore not a like-
for-like comparison which should properly be used to indicate that the CAA’s asset 
beta estimate was wrong.  

ARP-DRP framework – methodology and evidence presented 

6.263 The ARP-DRP analysis put forward by Oxera on behalf of HAL provides a more 
sophisticated (and potentially more accurate) comparison than the simple 

 
 
663 King 1, paragraph 27 and table 2. 
664 Hope 1, paragraph 2.5. 
665 The CAA and AlixPartners make similar points in their submissions. 

https://competitionandmarkets.sharepoint.com/sites/H7AppealDelivery/Shared%20Documents/Forms/AllItems.aspx?id=%2Fsites%2FH7AppealDelivery%2FShared%20Documents%2F4%2E%20Parties%2FHAL%2F1%5FNoA%2FWitness%20Statements%2FHAL%20%5BRedacted%5D%20Michael%20King%20WS%2Epdf&parent=%2Fsites%2FH7AppealDelivery%2FShared%20Documents%2F4%2E%20Parties%2FHAL%2F1%5FNoA%2FWitness%20Statements
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comparison between the unlevered cost of equity and the cost of debt. We note 
the following points about it. 

6.264 First, Oxera accounts for the difference between the promised and the expected 
cost of debt by subtracting 30bps from the observed yields. HAL submitted that the 
30bps was estimated with reference to Moody’s and academic data and 
‘consistent with a similar exercise conducted by the [Competition Commission].’666  

6.265 In our view, there is no widely accepted methodology for estimating the underlying 
debt risk premium observed in bond yields. We note that while there are 
methodologies for estimating the probability and the loss given default, estimating 
the underlying debt risk premium is not without uncertainty or judgement. In that 
same report cited by HAL, the Competition Commission (CC) also estimated a 
separate liquidity premium for corporate debt, to be deducted from the observed 
yields, implying that there could be other factors which drive a difference between 
the promised yield and the underlying debt risk premium.667  

6.266 Second, Oxera uses nominal gilt yields as a measure of the risk-free rate to 
calculate the ARP. This may partially address the inflation comparability issue as 
inflation uncertainty would affect both nominal government bond and corporate 
bond yields. However, Oxera then estimates the ERP by subtracting this nominal 
RFR from a nominal Total Market Return (TMR) derived using the CAA’s long-term 
inflation assumption of 2.73%. This leads Oxera to use an ERP of 4.67% in its 
ARP-DRP analysis rather than the 5.26% figure from the H7 decision.668  

6.267 Based on this amended framework, Oxera estimated an ARP-DRP differential of 
70bps compared to the iBoxx index and a negative differential of 30bps compared 
to HAL’s bond issuances. Had Oxera used an ERP of 5.26%, consistent with the 
H7 decision, the estimated ARP-DRP differential would be higher, at 1.0% 
compared to the iBoxx index and zero relative to HAL’s bonds.  

6.268 The CAA responded that October and November 2022 was a period of significant 
market turbulence that followed the Chancellor’s autumn mini-budget and this was 
a ‘highly atypical’ period in gilt and bond markets. It noted that it would have been 
more appropriate to examine data from the first few months of 2023 instead. 669 

6.269 Oxera also estimated the ARP-DRP differential for Q6 to be 2.05%. It suggested 
that the reduction in the ARP-DRP differential since Q6 was further evidence why 
the CAA’s estimate of the cost of equity is too low. It stated that the increase in 

 
 
666 HAL Response to PD, Annex section B1 (row 5), page 3. 
667 Competition Commission, BAA Ltd Report on the economic regulation of the London airports companies (September 
2007), Appendix F: Cost of Capital, Table 5. 
668 Final Decision, Section 3, Table 9.6. 
669 Hoon 2, paragraphs 17.5 and 17.6. 

https://webarchive.nationalarchives.gov.uk/ukgwa/20140606022147mp_/http:/www.caa.co.uk/docs/5/ergdocs/ccreport_appf.pdf
https://webarchive.nationalarchives.gov.uk/ukgwa/20140606022147mp_/http:/www.caa.co.uk/docs/5/ergdocs/ccreport_appf.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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yield spreads is reflective of the increase in risk of airport assets in the market and 
that the CAA has not compensated for that in its cost of equity allowance.670  

6.270 The CAA responded to the foregoing point by providing an equivalent calculation 
for Q5, which it noted was calibrated by the CMA’s predecessor, the CC, 
observing that interest rates were broadly at a similar level to today. The CAA 
estimated an ARP-DRP differential of 1.20%.671 The CAA stated that the 
implication of this assessment is that the ARP-DRP differential, and the gap 
between the cost of equity and the cost of debt more generally, while smaller than 
in the recent past, is merely reverting to its normal level as interest rates revert 
back to their normal levels.672 

6.271 We now turn to our assessment of the various evidence and arguments.  

The relationship between the ARP, the DRP and the ERP 

6.272 The ARP is a function of the asset beta and the ERP. The CAA’s methodology 
(consistent with other regulators and recent CMA precedent) assumes that the 
TMR is relatively stable through time (a ‘through the cycle’ approach), leading to a 
relatively stable real cost of equity allowances between regulatory decisions. The 
implication is that the ERP falls when interest rates rise and vice-versa. This 
means that the ARP (for a given level of the asset beta) will generally fall when 
interest rates rise and vice-versa. The interest rate environment is also likely to 
affect the DRP as debt spreads, for a given credit rating, are unlikely to be 
constant over time and are likely to affected by the general macroeconomic 
environment.  

6.273 Turning to the specific evidence presented by HAL and the CAA, the implied ARP 
was 2.04% in Q5, 2.78% in Q6 and 2.40% in H7 (or 2.70% if we correct for the 
ERP issue identified above). The corresponding levels of the DRP presented to us 
by HAL and Oxera for the same set of decisions are 0.84%, 0.73% and 1.71%.673 

6.274 While the implied ARP-DRP differential is narrower in H7 compared to Q6, it is 
broadly similar to the differential in Q5.  

6.275 Had the ARP-DRP framework been used to cross-check recent regulatory 
determinations which post-date Q6 when interest rates were very low, it would 
have likely shown a significant difference between the allowed cost of equity and 
the spot cost of debt at the time. The observation that the ARP-DRP is narrowing 

 
 
670 Hope 1, paragraph 2.22 and 2.23. 
671 Hoon 2, paragraph 17.9. 
672 Hoon 2, paragraph 17.10. 
673 See Hoon 2, table 3 and Hope 1, table 2.1. 
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reflects our earlier observation that it will change depending on the prevailing 
macroeconomic conditions. 

6.276 In response to our Provisional Determination, HAL stated that there is a circularity 
to this logic and that on occasions where the risk premium in the cost of equity is 
too low such that the cost of equity falls below the cost of debt, it follows that the 
asset beta should be increased. HAL also said that if we were to uphold the CAA 
decision, this would imply the CMA has not correctly appreciated the impact of the 
cross-checks on the CAA’s estimates for the asset beta and the cost of equity. 674 

6.277 In our view, all the evidence shows is that the differential is unlikely to be constant 
over time (which we do not find surprising), but it is not clear to us that we can 
infer anything specific about the level of the asset beta from this comparison. The 
implied ARP in the cost of equity allowances for HAL has been relatively stable 
over time (a movement of less than one percentage point given the underlying 
uncertainty in the ERP is not particularly surprising or unusual). While debt 
spreads are currently relatively higher compared to Q5/Q6 levels, some fluctuation 
over time is also to be expected and there could be many factors behind that. 
Working out the underlying debt risk premium from the observed spreads is not 
without its challenges, and the estimates which have been provided to us are still 
below the implied risk premium in the cost of equity. 

ARP-DRP framework – Oxera’s argument that linear extrapolation provides a 
minimum bound 

6.278 Oxera suggested using the implied DRP at 100% gearing as a minimum bound for 
the ARP, by assuming a zero DRP at 0% gearing and interpolating between the 
origin and the DRP at 60%. HAL submitted that the correct conclusion from this 
analysis is that linear extrapolation provides a minimum bound. It told us that, as 
the ERP and DRP are convex functions, this linear extrapolation is useful to 
impose a floor to the ARP, which should be strictly greater than the extrapolated 
DRP. HAL submitted that where the ARP is below this floor, the cost of equity 
would be too low.675 This is illustrated in Figure 6.8 below. 

 
 
674 HAL Response to the PD, paragraphs 99-101. 
675 HAL Response to PD, paragraph 106. 
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Figure 6.8: The relationship between risk premia and gearing 

 

Source: Hope 1, H7 appeal: cost of capital, Oxera, 13 April 2023, Figure 2.2. 

6.279 In relation to this argument we note that Oxera relies on a single observation (point 
A in the graph) to estimate the linear DRP function. This data point is based on 
yields on the iBoxx BBB+ index less 30bps. The yield on the iBoxx index reflects 
yields on bonds included in the index issued by companies, while all rated BBB, 
but with somewhat different risk profiles and different levels of gearing. Therefore, 
there is significant uncertainty as to which gearing level the DRP calculated by 
Oxera should correspond to in Figure 6.8 above. Further, as noted by AlixPartners 
on behalf of the Airline Interveners, it is unlikely that the first tranche of debt for a 
previously unlevered company will be at (or near close to) the risk-free rate.676 
Taken together, these factors imply that the slope of the dotted line can be quite 
different to the example above, and that the value of point B in the graph is also 
very uncertain. 

6.280 In our view, this further shows that estimating the underlying debt risk premium in 
the observed cost of debt – which is truly comparable to the risk premium in the 
cost of equity – is subject to significant uncertainty. Therefore, we do not place 
much weight on Oxera’s arguments relating to linear extrapolation providing a 
minimum bound. We do not consider that we can rely on these arguments to infer 
that the asset beta (and the cost of equity) estimated by the CAA was wrong.  

 
 
676 AP Intervention Report, paragraph 49(b).  
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Recent market volatility  

6.281 As the CAA progressed through the H7 consultation process, the interest rate 
environment changed significantly (as can be seen in Figure 6.9 below).  

Figure 6.9: Gilt yields and iBoxx GBP non-financials A and BBB 10+ indices yields (%) 

 

Note: 31/03/2022 shows the cut-off date for the CAA’s analysis underlying the Final Proposals. Source: Oxera analysis based on data 
from Thomson Reuters Datastream and Bank of England 
Original source was an analysis by Oxera based on data from Thompson Reuters Datastream and Bank of England.  
Source: Hope 1, H7 appeal: cost of capital, Oxera, 13 April 2023, Figure 2.1. 

6.282 HAL submitted that the one-month’s data between 18 October and 17 November 
2022 was the same data period which the CAA used to estimate the risk-free rata 
and the cost of new debt, and that it is not credible for the CAA to now argue that 
the same period is not appropriate for assessing the difference between the cost 
of equity and debt.677  

6.283 While we agree that it would not be appropriate to completely disregard the data in 
that one-month period, we also note that the data clearly shows that the interest 
rate environment continued to be uncertain in the lead up to the CAA’s Final 
Decision. It also clear from the data that the ARP calculated at any other point in 
the lead up to the CAA’s Final Decision would have produced a higher ARP than 

 
 
677 HAL Response to PD, paragraph 102.  
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the values calculated by Oxera.678 Further, the ARP-DRP was still positive even 
using the November data when using the iBoxx non-financials BBB 10+ index as 
the cost of debt. We would not place much weight on the actual cost of HAL’s 
bonds as the pricing of specific debt issues could be affected by many factors 
specific to those bonds, for example, the demand for that specific bond. 

6.284 In its response to our Provisional Determination, HAL also referred to a 10-year 
Euro denominated bond it issued on 5 July 2023. HAL calculated that (swapping 
into sterling and extending it to a 20-years’ tenor) this produces an estimated yield 
of 6.67%, which it submitted was again higher than the CAA’s unlevered cost of 
equity.679 We do not consider that this 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. This is for the same reasons set out in the 
preceding two paragraphs which explain why we do not consider the HAL-issued 
bonds referred to therein to constitute persuasive evidence. We consider, 
therefore, that this evidence is inadmissible as it does not meet the criterion, 
contained in paragraph 23(3)(b) of Schedule 2 to the Act, and we do not comment 
upon it further.  

ARP-DRP: conclusion  

6.285 Taking account of the above points, our view is that while there is some evidence 
of a narrowing of the ARP-DRP differential, that evidence is not informative of 
whether the asset beta estimated by the CAA is too low.  

6.286 The assumption that real equity returns do not respond one-for-one with the RFR 
is a generally accepted regulatory principle. This means when interest rates rise, 
the ARP is likely to fall. Comparing the ARP to the DRP is further complicated by 
the difficulty in isolating the underlying debt risk premium from the observed debt 
yield.  

6.287 Accordingly, our view is that meaningful conclusions cannot be drawn on the 
appropriateness of the asset beta component of the cost of equity from the size of 
the ARP-DRP differential.  

 
 
678 Alongside its Response, the CAA submitted an analysis of data from 25 March 2023 (which post-dated the CAA’s 
Final Decision of 8 March 2023) which it submitted showed that the ARP-DRP differential by this point in time was clearly 
above Oxera’s estimate of the minimum differential (Hoon 2, paragraph 17.6). In its Reply to the Response, HAL 
contended that this material was inadmissible pursuant to paragraph 23 of Schedule 2 to the Act. In addition, HAL 
submitted further data from 9 June 2023 which it contended undermined the CAA’s evidence (HAL’s Reply, Annex B(a)). 
In our Provisional Decision we did not comment upon the data post-dating the Final Decision as we did not rely upon it to 
reach our provisional view that HAL’s ARP-DRP argument should fail. In its response to our Provisional Decision HAL 
reiterated its view that the CAA data was inadmissible (HAL Response to PD, paragraph 103). For the avoidance of 
doubt, we continue to consider that HAL’s ARP-DRP argument should fail and neither the 25 March 2023 data nor the 9 
June 2023 data have an important impact on this decision (either alone or together with other evidence). Accordingly, for 
completeness we consider both items of data to be inadmissible under paragraph 23 of Schedule 2 of the Act. If the data 
were admissible, then on balance we consider it would be marginally supportive of the CAA’s case (but of no real 
significance). 
679 HAL Response to PD, paragraph 104. 
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6.288 We therefore conclude that the ARP-DRP cross-check does not demonstrate that 
the CAA’s estimate of HAL’s asset beta was too low and thus wrong on any of the 
grounds HAL contended.  

Aiming up for consumer welfare 

6.289 We next consider HAL’s submission that the CAA should have aimed up in the 
asset beta range for consumer welfare reasons.  

6.290 In its Final Proposals, the CAA noted the analysis in the 2018 UKRN paper which 
suggested that the distribution of risks in welfare issues may be asymmetric and 
that the consequences of setting the WACC too low may outweigh those resulting 
from a WACC that is too high. Consequently, the CAA indicated that aiming up in 
the WACC range may be warranted on the basis of welfare considerations.680 

6.291 Oxera, on behalf of HAL, submitted analysis which sought to quantify the degree 
of aiming up based on different assumptions around the potential proportion of 
investment at risk and the elasticity of demand.681 As we discuss in more detail in 
chapter 8 (Ground B3 – Point estimate), we agree that welfare effects can be a 
reason to aim up. However, we observe that the numerous inputs required for 
such detailed calculation methodologies essentially require judgement themselves 
and a range of different assessments may reasonably be made of them. Further, 
we note that other mechanisms may also support investment incentives and these 
need to be factored into the choice of estimate. Consequently, the choice of point 
estimate is a matter for regulatory judgement and our view is that, on its own, the 
Oxera analysis is not sufficient to show that the CAA’s choice of one specific 
parameter of the cost of equity (namely the asset beta) was wrong.  

6.292 We set out our position on selecting the point estimate within the WACC range 
more fully in chapter 8. This later section provides our full assessment of issues 
related to aiming up or down and we do not repeat the discussion here. 

Changes in the market 

6.293 As set out at paragraph 6.249 above, HAL provided a number of broader 
comparisons which it said indicated that the asset beta (and cost of equity more 
broadly) was wrong. It referred to the NATS decision, comparator betas, and 
structural changes in the market. We note the CAA’s position (as set out at 
paragraph 6.254 above) that it considered each of these points but came to the 
conclusion that they did not indicate a higher asset beta. 

 
 
680 Final Proposals, Section 3, paragraph 9.400-9.406.  
681 Hope 1, section 3D.3. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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6.294 Our view is that, while these broader comparisons can provide useful cross checks 
on the asset beta/cost of equity, there are many different factors that can feed into 
an estimate of the asset beta. As we have been careful to note, estimating the 
asset beta is an exercise in which regulatory judgement must be applied to reach 
the best estimate with the available information. In this context, alternative 
estimates with different values can be calculated. Again, therefore, our view is that 
while these comparisons can provide useful cross checks, they do not indicate that 
the CAA made an error in determining its asset beta/cost of equity estimate.  

Conclusions on HAL’s additional submissions 

6.295 HAL’s additional submissions considered in this section were said to demonstrate 
that the CAA’s estimate of the asset beta was wrong (too low). For the reasons 
outlined above, our view is that HAL’s additional submissions do not indicate that 
the CAA has made an error in estimating HAL’s asset beta. 

Determinations on asset beta 

6.296 For the reasons given above, and as set out in: 

(a) paragraphs 6.94, 6.247 and 6.295 in respect of HAL’s appeal; and  

(b) paragraphs 6.158 and 6.247, in respect of the Airlines’ appeals, 

we determine that none of the appeals are allowed, and we confirm the Final 
Decision, in respect of the asset beta. 
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7. Ground B2: Cost of debt 

Introduction 

7.1 This chapter covers the errors the appellants alleged that the CAA committed in 
relation to the calculation of HAL’s cost of debt within the estimation of the overall 
allowed WACC contained in the price control. 

Background  

7.2 The cost of debt component of the WACC reflects the return required to 
compensate debt investors for lending to a business. Unlike the forward-looking 
cost of equity, the majority of debt costs which are included in regulated charges 
are typically accounted for by interest costs on historical (embedded) debt already 
held by the business. 

7.3 In contrast to the cost of equity, the cost of debt is more readily observable. 
However, there are numerous methodological and empirical issues associated 
with estimating the cost of debt. With debt typically representing more than half of 
total capital in regulated firms (and often significantly more), the impact of the 
various methodological choices can be material for the overall WACC. 

7.4 The CAA estimated a cost of debt allowance to reflect the debt financing costs that 
the notional company is expected to incur in H7. It includes: 

(a) the cost of embedded debt (that is, debt that the notional company is 
assumed to have already issued at the start of H7); 

(b) the cost of new debt; and 

(c) issuance and liquidity costs (costs associated with issuing debt that are not 
captured directly within the base cost of debt allowance). 

The Final Decision on cost of debt 

7.5 The CAA’s overall approach was to estimate the cost of debt by reference to costs 
that would be incurred by HAL under a notional capital structure.682 

7.6 The CAA estimated a total RPI-real cost of debt of 0.67% for H7, based on:683 

 
 
682 Economic regulation of Heathrow Airport Limited: H7 Initial Proposals, October 2021 - Civil Aviation Authority - Citizen 
Space) (Initial Proposals), paragraph 9.133.  
683 Economic regulation of Heathrow Airport Limited: H7 Final Decision Section 3: Financial issues and implementation 
(caa.co.uk) (Final Decision), Table 9.6.  

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20%E2%80%93%20Draft%20licence%20modifications%20(CAP2275).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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(a) an RPI-real cost of embedded debt of -0.08%, accounting for 88.39% of total 
debt over H7; 

(b) an RPI-real cost of new debt of 4.22%, accounting for 11.61% of total debt 
over H7; and 

(c) issuance and liquidity costs of 25 basis points (bps).684  

7.7 The CAA assumed that 70% of embedded debt of the notional company was 
nominal fixed-rate debt and 30% was index-linked debt.685 It also assumed that 
any new debt in H7 would be issued according to this 70:30 split.686 

The cost of embedded debt 

The cost of nominal fixed-rate debt 

7.8 In the Final Decision, the CAA estimated the nominal cost of fixed-rate embedded 
debt as the sum of: 

(a) the 13.5-year trailing average of the yields on the iBoxx non-financials A- and 
BBB-rated 10+ year indices; and 

(b) a HAL-specific premium of 8bps calibrated based on a comparison of 
spreads on HAL’s Class A bonds relative to the contemporaneous spreads 
on the above iBoxx indices.687 

7.9 The CAA then deflated the nominal cost of embedded fixed-rate debt by the Office 
for Budget Responsibility’s (OBR) November 2022 forecast of RPI inflation for H7 
(equating to an average of 4.9% over the H7 period).688 

The cost of index-linked embedded debt  

7.10 In the Final Decision, the CAA estimated the ‘nominal’ cost of index-linked 
embedded debt as the sum of: 

(a) the nominal cost of fixed-rate debt set out above; and 

(b) an index-linked premium of 15bps. 

 
 
684 One basis point is equal to 0.01% or 0.0001 in decimal form. 
685 Final Proposals, Section 3, paragraph 9.313. 
686 Final Proposals, Section 3, paragraph 9.349.  
687 Final Decision, Section 3, paragraph 9.92. 
688 Final Decision, Section 3, paragraph 9.40 and table 9.2. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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7.11 The CAA then deflated the nominal cost of index-linked debt by an estimate of 
historical long-term RPI inflation expectations of 2.73%.689 

The cost of new debt 

7.12 As discussed in the next section, the only element of the cost of new debt which is 
subject to appeal is the cost of new index-linked debt. 

7.13 Consistent with the approach taken to the cost of embedded index-linked debt, the 
CAA first estimated a cost of new ‘nominal’ fixed-rate debt and then added a 
premium of 15bps to arrive at its estimate of the cost of new index-linked debt.690  

Grounds of appeal and issues for determination 

7.14 HAL and the Airlines both appealed the Final Decision on the cost of debt, but on 
different aspects of the CAA’s calculation. 

HAL’s appeal  

7.15 In its NoA, HAL contended that the CAA’s estimate of HAL’s cost of embedded 
debt of -0.08% RPI real was unreasonably low and failed to provide HAL with an 
appropriate allowance to service that debt.691 

7.16 HAL alleged that the CAA made three specific errors: 

(a) an error of law and/or in the exercise of a discretion in using ‘short-term’ 
inflation forecasts to deflate the nominal cost of fixed-rate embedded debt 
(and therefore making a decision that was incompatible with its duties to act 
in a manner which will further the interests of users of air transport services, 
its ‘Better Regulation Duties’ (Better Regulation Duties) to act consistently 
and proportionately, and its duty to have regard to HAL’s ability to finance 
itself); 

(b) an error of law, of fact and/or in the exercise of a discretion in calculating a 
HAL-specific yield premium of 8bps over the iBoxx corporate debt indices it 
used as a benchmark, relying on an approach which was not consistent with 
the credit rating of the notional company and instead used the cost of HAL’s 
Class A debt, and underestimated the costs associated with foreign currency 
debt; and 

(c) an error of law, of fact and/or in the exercise of a discretion in basing its 
assessment of the cost of embedded debt on observations of the iBoxx 

 
 
689 Final Decision, Section 3, paragraphs 9.93, 9.94 and 9.95. 
690 Final Decision, Section 3, paragraph 9.181. 
691 HAL NoA paragraphs 3.3, 222, 247, 254 and 259-262. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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indices it used for comparison that are averaged over 13.5-years, which was 
inconsistent with HAL’s actual embedded debt and assumptions underlying 
other elements of the charge control. 

7.17 On the basis of the above, the overall statutory questions for determination are as 
follows. 

(a) Was the Final Decision wrong because the CAA was wrong in law and/or in 
the exercise of a discretion in using short-term inflation forecasts to deflate 
the nominal cost of HAL’s fixed-rate embedded debt? 

(b) Was the Final Decision wrong because it was based on an error of fact, or 
was wrong in law, or because the CAA erred in the exercise of a discretion, 
in calculating the Heathrow-specific cost of debt premium? 

(c) Was the Final Decision wrong because it was based on an error of fact, or 
was wrong in law, or because the CAA erred in the exercise of a discretion, 
in relation to the averaging period used as a basis for the assessment of the 
cost of embedded debt? 

7.18 In order to address the statutory questions set out above and taking account of the 
submissions made by HAL, we have considered a number of subsidiary questions. 

(a) In using short-term inflation forecasts to deflate the nominal cost of HAL’s 
fixed-rate embedded debt, was the CAA wrong in law and/or in the exercise 
of a discretion because it failed to carry out its functions in a manner which it 
considered would further the interests of users of air transport services 
regarding the range, availability, continuity, cost and quality of airport 
operation services? 

(b) In using short-term inflation forecasts to deflate the nominal cost of HAL’s 
fixed-rate embedded debt, was the CAA wrong in law and/or in the exercise 
of a discretion because it failed to have regard to the principle that regulatory 
activities should be carried out in a way which is proportionate and 
consistent? 

(c) In using short-term inflation forecasts to deflate the nominal cost of HAL’s 
fixed-rate embedded debt, was the CAA wrong in law and/or in the exercise 
of a discretion because it failed to have regard to the need to secure that 
each holder of a licence under Chapter 1 of Part 1 of the Act692 is able to 
finance its provision of airport operation services in the area for which the 
licence is granted? 

 
 
692 Civil Aviation Act 2012 (legislation.gov.uk). 

https://www.legislation.gov.uk/ukpga/2012/19/section/1
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(d) In calculating the HAL-specific yield premium relying solely on the cost of 
HAL’s Class A debt and disregarding its Class B debt, was the CAA wrong in 
law and/or in the exercise of a discretion because that approach is irrational 
or inconsistent with the assumptions made for the notional company made 
elsewhere in the CAA’s assessment? 

(e) In calculating the HAL-specific cost of debt premium, did the CAA make 
errors of fact in its assessment of the costs of foreign currency debt? 

(f) In basing its assessment of the cost of embedded debt on observations of 
the iBoxx indices over a 13.5-year average, did the CAA make errors of fact 
in that its approach was based on erroneous statements about maturity of 
HAL’s actual embedded debt? 

(g) In basing its assessment of the cost of embedded debt on observations of 
the iBoxx indices over a 13.5-year average, was the CAA wrong in law or did 
it make an error in the exercise of a discretion because its approach was 
inconsistent with the assumptions it made for the notional company 
considered in its assessment? 

Airlines’ appeal  

7.19 In their NoAs, the Airlines contended that the Final Decision was wrong because 
the CAA made two errors in relation to the calculation of the cost of debt. 

(a) The CAA was wrong to include a premium added to the cost of HAL’s index-
linked debt when calculating its WACC (the premium principle error);693 
and 

(b) The CAA misstated the magnitude of the adjustment required to calculate the 
cost of HAL’s index-linked debt (the premium calibration error).694 

7.20 The Airlines submitted in relation to the premium principle error that the Final 
Decision was wrong because, in including a premium for the cost of HAL’s index-
linked debt in the calculation of its WACC, the CAA made a decision based on 
errors of fact or was wrong in law for the following reasons: 

(a) The adjustment was not justified and no such premium has been included in 
other recent regulatory decisions;695 

 
 
693 BA NoA, paragraph 5.8.1(a), Delta NoA, paragraphs 5.3(b) and 5.65, and VAA NoA, paragraphs 5.3(b) and 5.63. 
694 BA NoA, paragraph 5.8.1(b), Delta NoA, paragraph 5.68, and VAA NoA, paragraph 5.66. 
695 BA NoA, paragraphs 5.8.2 and 5.8.6, Delta NoA, paragraph 5.66, and VAA NoA, paragraph 5.64. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(b) The CAA compared the spreads of five HAL index-linked bonds with iBoxx 
spreads and its interpretation of the data is wrong;696 

(c) The CAA’s statistically invalid comparison of the spread of the five HAL 
index-linked bonds used resulted in an error of fact which undermined its 
analysis;697 

(d) The CAA used a weighted average approach but it should have applied a 
simple average;698  

(e) Investors generally require a lower return on index-linked debt as it does not 
carry inflation risk, so a premium should be subtracted from, not added to, 
HAL’s cost of debt;699 and 

(f) The decision to add a premium cannot be reasonably supported and was 
irrational.700 

7.21 The Airlines argued, in relation to the premium calibration error, that the Final 
Decision was wrong because, by applying a premium that added 15bps to the cost 
of HAL’s index-linked debt rather than deducting one which reduced that cost by 
up to 10bps, the CAA made a decision based on errors of fact or was wrong in 
law.701 

7.22 The Airlines submitted that the CAA erred because: 

(a) it is inappropriate to add a premium of 15bps where HAL will also receive a 
benefit of lower costs from issuing its own index-linked bonds;702 

(b) the CAA should have compared the yields on index-linked and nominal 
bonds issued in the market more widely;703 

(c) the CAA should have calculated any index-linked premium by applying the 
orthodox methodology described in the AlixPartners WACC Report they 
provided in support of their NoAs;704 and 

(d) the CAA has not explained why it departed from the orthodox approach, nor 
is it possible to understand its approach, so its methodology is opaque, 

 
 
696 BA NoA, paragraphs 5.8.2, Delta NoA, paragraph 5.66, and VAA NoA, paragraph 5.64. 
697 BA NoA, paragraph 5.8.2, Delta NoA, paragraph 5.66, and VAA NoA, paragraph 5.64. 
698 Delta NoA, paragraph 5.66, and VAA NoA, paragraph 5.64. 
699 BA NoA, paragraph 5.8.3, Delta NoA, para 5.67, and VAA NoA, paragraph 5.65. 
700 BA NoA, paragraph 5.8.4. 
701 BA NoA, paragraphs 5.8.2, Delta NoA, paragraph 5.72, and VAA NoA, paragraph 5.70. 
702 Delta NoA, paragraph 5.71, and VAA NoA, paragraph 5.69. 
703 Delta NoA, paragraph 5.69, and VAA NoA, paragraph 5.67. 
704 BA NoA, paragraph 5.8.5. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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contrary to orthodox practice and not one which can reasonably be 
supported.705 

7.23 On the basis of these submissions, we have examined the following statutory 
questions in arriving at our determination of the Airlines’ appeals. 

(a) Was the Final Decision wrong because it was based on an error of fact, 
and/or was wrong in law, in including a premium for HAL’s index-linked debt 
when calculating the WACC? 

(b) Was the Final Decision wrong because it was based on an error of fact, 
and/or was wrong in law, in the calculation of the magnitude of HAL’s index-
linked debt? 

7.24 To determine the first of those statutory questions as regards the premium 
principle error, we have examined whether the Final Decision was wrong because 
it was based on errors of fact in that: 

(a) the CAA wrongly interpreted the bonds data used as the basis for its 
calculation of the premium because, for three of the five bonds considered, 
the issuance spread is lower for HAL’s index-linked bonds and the simple 
average difference is that HAL’s index-linked bonds have a negative 
premium of over 10bps;706 

(b) the CAA applied a statistically invalid comparison between the spread of five 
of HAL’s index-linked bonds as against recognised benchmarks (ie used the 
weighted average, instead of a simple average);707 or 

(c) the CAA failed to recognise that investors generally require a lower return on 
index-linked debt as it does not carry an inflation risk, meaning that a 
premium should be subtracted from, not added to, HAL’s cost of debt, and 
the CAA thereby reached a conclusion without a reasonable basis.708 

7.25 We have also asked ourselves, in order to determine the first of those statutory 
questions as regards the premium principle error, whether the Final Decision was 
wrong in law on the basis that: 

(a) the CAA failed to take proper account of relevant considerations, made 
methodological errors and/or reached conclusions without adequate 
supporting evidence by placing no weight on the simple average difference 
between HAL’s index-linked bonds and iBoxx spreads, basing its calculations 
on a weighted average difference between HAL’s index-linked bonds and 

 
 
705 BA NoA, paragraph 5.8.6. 
706 BA NoA, paragraph 5.8.8, Delta NoA, paragraph 5.66, and VAA NoA, paragraph 5.64. 
707 BA NoA, paragraph 5.8.2, Delta NoA, paragraph 5.66, and VAA NoA, paragraph 5.64. 
708 BA NoA, paragraphs 5.8.3-5.8.6, Delta NoA, paragraph 5.67, and VAA NoA, paragraph 5.65. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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iBoxx spreads, rather than the simple average, and basing its conclusions on 
a flawed methodology;709 

(b) the CAA relied on flawed evidence and assumptions by incorrectly 
interpreting the bonds data used as the basis for its calculation of the 
premium;710 

(c) the CAA acted inconsistently with the approach adopted by other 
regulators;711 

(d) The CAA was irrational in adding a positive index-linked premium of 15bps to 
the return from nominal gilts, with the further assumption that 30% of debt 
was index-linked;712 or 

(e) the CAA misunderstood the nature of index-linked debt and did not consider 
the lower return required by investors in such debt as they no longer bear 
inflation risk, and reached a decision to add a positive premium that cannot 
reasonably be supported and is irrational. 

7.26 The subsidiary questions we have considered in order to determine the second of 
the statutory questions in the Airlines’ appeals, as regards the premium calibration 
error, are as follows. 

(a) Was the Final Decision wrong because it was based on errors of fact in that 
the CAA failed to recognise that it was inappropriate to add a premium of 
15bps in circumstances where HAL would also receive a benefit of lower 
costs from issuing its own index-linked bonds? 

(b) Was the Final Decision wrong because it was wrong in law, in that: 

(i) the CAA made methodological errors in calculating any index-linked 
premium by considering a sample of five HAL index-linked bonds, 
rather than comparing the yields on index-linked and nominal bonds 
issued in the market more widely;713 or 

(ii) the CAA made methodological errors in calculating any index-linked 
premium by not taking the 20-year nominal gilt yield from the Bank of 
England’s yield curve calculations, deducting the long-term expected 
RPI inflation of 2.9% and then further deducting the 20-year index-
linked gilt yield from the Bank of England’s yield curve calculations, and 

 
 
709 Delta NoA, Annex 2 and VAA NoA, Annex 5. 
710 Delta NoA, Annex 2 and VAA NoA, Annex 5. 
711 Delta NoA, paragraph 5.71 and VAA NoA, paragraph 5.69. 
712 BA NoA, paragraph 5.8.4. 
713 BA NoA, paragraph 5.8.2, Delta NoA, paragraph 5.69 and VAA NoA, paragraph 5.67. 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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instead applied an opaque and unorthodox methodology which cannot 
reasonably be supported?714 

Structure of this chapter 

7.27 We address each of these issues for determination below, considering in turn the 
CAA’s approach to the following: 

(a) the use of short-term inflation forecasts (Section A); 

(b) the estimation of the nominal cost of embedded debt (Section B); and 

(c) the inclusion and calculation of an index-linked premium (Section C). 

7.28 For each topic, we set out the appellants’ submissions supporting their grounds of 
appeal, the CAA’s Response and any submissions from interveners, before 
providing our assessment of the issues for determination and our decisions. 

7.29 Before we set out that detailed analysis, we set out a summary of our approach 
and the conclusions we have reached based on that analysis. 

Summary of our approach and conclusions 

HAL’s appeal 

7.30 We have considered HAL’s submissions that the CAA’s decision was wrong 
because it was based on an error of fact, was wrong in law or because the CAA 
made an error in the exercise of a discretion, in line with the legal framework 
described in chapter 3. 

7.31 In relation to HAL’s appeal on the CAA’s use of short-term inflation forecasts to 
deflate the nominal cost of HAL’s fixed-rate embedded debt, we have assessed in 
particular, given HAL’s submissions as to the ways in which the CAA erred in law 
or in the exercise of a discretion, whether the CAA: 

(a) acted in a way that it considered would further the relevant interests of users 
of air transport services; 

(b) had regard to the principle that regulatory activities should be carried out in a 
way which is proportionate and consistent; and 

(c) had regard to the need to secure that each holder of a relevant licence is 
able to finance its provision of airport operation services in the relevant area. 

 
 
714 BA NoA, paragraph 5.8.5. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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7.32 Our assessment has also included making a judgement about whether the CAA 
made an error in the exercise of a discretion because it made a choice, albeit a 
rational one, where a clearly superior alternative, in particular the use of longer-
term inflation expectations as advanced by HAL, was available to it. 

7.33 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
below, we have determined that the CAA was not wrong to use ‘short-term’ 
inflation forecasts to deflate the nominal cost of HAL’s fixed-rate embedded debt in 
the H7 period. The CAA was considering how to apply the real returns framework 
for estimating the WACC (see paragraph 7.58) in unusual circumstances – where 
there was a significant upward spike in short-term inflation forecasts, with no basis 
to think that a negative spike would off-set these in future, and it had to decide 
between the competing alternatives of using short or long term forecasts. 

7.34 The CAA made a reasoned assessment of these alternatives and made a 
judgement that it should adopt the former. In the circumstances, that was a 
regulatory judgement it was entitled to make: one that fell within the margin of 
appreciation to be afforded to it as the expert regulator. In so doing, the CAA: 

(a) considered whether the different circumstances in which it made its decision 
warranted a different approach to that taken in previous price controls; 

(b) took account of its primary duty to further relevant end-users’ interests and, 
having considered the consequences and risks liable to result from the 
alternative approaches, made the judgement that using the short-term 
inflation forecasts would ensure that efficient financing costs are reflected in 
the price control, better matching the objectives of the real returns framework 
in the H7 period and meaning that charges for end-users are no higher than 
necessary (whereas using long-term forecasts was liable to result in higher 
charges); 

(c) had regard to the interests of and effects on investors and investment 
decisions of using short-term inflation forecasts and placed greater weight, as 
it was entitled to do in light of its primary statutory duty, on an approach 
which would result in prices no higher than necessary for end-users in H7; 
and 

(d) considered and concluded that a relevant licence holder (the notional 
company) would be able to finance its provision of airport operation services 
in the relevant area. 

7.35 Accordingly, the CAA was not wrong in law or in the exercise of a discretion in 
relation to the use of the short-term inflation forecasts. It made judgements 
balancing different considerations that it was entitled to make. It reached a 
conclusion that it considered would further end users’ interests in line with its 
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primary statutory duty. It did not make an error in the exercise of a discretion by 
making a choice, albeit a rational one, where a clearly superior alternative, in 
particular the use of longer-term inflation expectations, was available to it. 

7.36 Our assessment of HAL’s appeal also included considering if the Final Decision 
was wrong because in calculating the Heathrow-specific cost of debt premium, or 
in relation to the averaging period used as a basis for the assessment of the cost 
of embedded debt: 

(a) the CAA based the decision on an error of fact; 

(b) was wrong in law; or 

(c) made an error in the exercise of a discretion because it made a choice, albeit 
a rational one, where a clearly superior alternative advanced by HAL was 
available to it. 

7.37 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
in Section B below, we determine that the CAA did not err in law, in fact or in the 
exercise of a discretion in these respects. 

Airlines’ appeals 

7.38 We have also considered the Airlines’ appeals that the Final Decision was wrong 
because it was based on an error of fact or was wrong in law, in line with the legal 
framework described in chapter 3. Our assessment included considering whether 
the decision was wrong as alleged in including a premium for HAL’s index-linked 
debt when calculating the WACC, or in the calculation of the magnitude of such a 
premium. 

7.39 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
in Section C below, we determine that the CAA erred in fact and law in these 
regards. It made methodological errors, failed to take account of relevant 
considerations and reached a conclusion without a proper factual basis and 
foundation in the evidence such that its decision in this regard was irrational. 

Section A: The use of ‘short-term’ inflation forecasts 

HAL’s submissions 

7.40 HAL contended that the Final Decision was wrong as a result of errors by the CAA 
for two main reasons: 
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(a) Using short-term forecasts was a departure from the well-established UK 
economic regulation regime which provides for real returns on an indexed 
RAB, which is undesirable and contrary to the interests of Heathrow’s 
users;715 and 

(b) The fundamental change in regulatory approach was in any event 
unnecessary and therefore disproportionate, since the windfall gains the CAA 
identified do not exist and the mechanism adopted would not in any event 
address them.716 

The change in approach is a departure from the well-established economic 
regulation regime in the UK 

7.41 In support of the first reason, HAL stated that: 

(a) The CAA should have used long-term inflation forecasts that align with its 
previous approach.717 That approach takes into account that regulated assets 
are usually financed by long-term debt, the price of which reflects 
correspondingly long-term inflation expectations, and allows for real returns 
that correlate with inflation. The CAA’s change in its approach was a 
departure from the established real returns framework which:718 

(i) denied equity investors the intended exposure to inflation, in turn 
increasing regulatory risk and required rates of return; 

(ii) decreased the attraction of Heathrow as an investable asset, such as 
by investors like pension funds which have index-linked liabilities; and 

(iii) undermined long-term investment and financing decisions that were 
made on the basis of a settled understanding of the regulatory regime. 

(b) The CAA’s approach gave HAL a choice between: 

(i) the risk of significantly increased risk of cash flow volatility (because 
HAL’s embedded debt is long-term, befitting its long-lived assets, but 
the CAA’s allowance for such debt is based on short-term inflation 
estimates); or 

(ii) to move towards short-term financing or reducing HAL’s reliance on 
fixed-rate debt. 

 
 
715 HAL NoA, paragraph 224.1. 
716 HAL NoA, paragraph 224.2. 
717 HAL NoA, paragraph 224.1. 
718 HAL NoA, paragraphs 226-233. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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(iii) HAL submitted that the latter would increase the financial risk and 
transaction costs in the long-term. As a result, the costs of re-structuring 
HAL’s debt in the short-term would give rise to costs not provided for in the 
price control, would reduce real revenues by around £1.39 billion in 2022 and 
2023 alone, and HAL would need to divert money from other parts of its 
business to service its debt, materially affecting its ability to deliver services 
to customers.719 

The change in approach is in any event unnecessary and therefore 
disproportionate 

7.42 In support of the second reason set out in paragraph 7.40, HAL contended that: 

(a) The ’windfall gains’ identified by the CAA do not exist. The OBR forecasts on 
which the CAA relied indicate that the current spike in inflation will be short-
lived and that there are no windfall gains associated with the use of long-term 
inflation forecasts since they even out over the longer term. The CAA’s 
calculation of the purported windfall gains was further exaggerated by its 
unjustified assumption that the notional company considered in its 
assessment had a significantly lower share of index-linked debt (and a higher 
share of fixed-rate debt) than HAL.720 

(b) The CAA’s approach in any event failed to achieve its stated aim of avoiding 
windfall gains or losses due to a mismatch between forecast and outturn 
inflation. It merely replaced stable long-term expectations with volatile short-
term forecasts which avoids a mismatch only if it is assumed that the outturn 
will match the forecast, and that is unlikely. Outturn inflation will demonstrably 
mean-revert to long-term expectations, but there is no reason to think that 
deviations between short-term forecasts and outturns will equal out over 
time, giving rise to a risk of systematic one-sided miscalibration.721 

7.43 HAL argued that because the CAA’s approach appears motivated largely by 
achieving lower near-term price outcomes, to HAL’s and users’ detriments,722 and 
seeks to remedy non-existent ‘windfall gains’ with an ineffective mechanism, the 
Final Decision is incompatible with the CAA’s duties, including its duty to act in a 
manner which will further the interests of current and future users of air transport 
services, its Better Regulation Duties to act consistently and proportionately, and 
its duty to have regard to HAL’s ability to finance itself.723 As to the latter, HAL 
contended that restructuring its debt portfolio, to shorten its duration, would result 

 
 
719 HAL NoA, paragraphs 234-237. 
720 HAL NoA, paragraphs 238-243. 
721 HAL NoA, paragraphs 244 and 245. 
722 Because it introduces volatility, incentivises poor long-term financing choices, gives rise to a funding short-fall during 
H7, and in the long-run makes Heathrow a less attractive investment. 
723 HAL NoA, paragraphs 225, 246 and 247. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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in significant close-out costs on current debt positions that are not provided for in 
the price control.724 

CAA Response  

7.44 The CAA addressed each of these allegations on its treatment of inflation in its 
Response. 

Allegation that the change in approach is a departure from the well-
established economic regulation regime in the UK 

7.45 The CAA did not accept that there is a ‘well-established UK regime of economic 
regulation’ that prescribes a single, uniform approach towards the treatment of 
inflation across all sectors and for all time or that HAL has provided persuasive 
evidence of the same. The CAA further considered that HAL had omitted various 
examples to the contrary, including the CMA’s decision in respect of NIE725 and for 
NERL at RP3.726 The CAA considered that the use of five-year forecasts in H7 
was ‘eminently reasonable’ and within the bounds of regulatory precedent, 
although, in any event, even if there were not such precedent, this would provide 
no basis to conclude that the CAA was wrong in its treatment of inflation.727 

7.46 The CAA did not consider that its approach would create incentives for HAL to 
move towards short-term financing but that the H7 framework was entirely neutral 
in its treatment of and impact on the tenor of HAL’s borrowing.728 

7.47 In addition, in relation to HAL’s contention that cash flow volatility is likely to be 
higher within H7 as well as more broadly, the CAA submitted that this view was 
incorrect. On the contrary, the CAA submitted that, since the inflation assumption 
is fixed, the within-period cash flow volatility would be identical under both the 
CAA’s and HAL’s approaches. Further, the CAA considered that whilst there may 
be higher cash flow volatility between price control periods, total returns can be 
expected to be more stable under the CAA’s approach compared with the use of 
long-term inflation forecasts. In effect, the CAA submitted that any additional cash 
flow volatility under the CAA’s approach is offset by a compensating change in 
indexation of the RAB. Finally, the CAA submitted that its financeability test did not 
reveal any concerns in relation to the notional company as a result of the use of 
short-term inflation forecasts.729 

 
 
724 HAL NoA, paragraph 237. 
725 CMA, Northern Ireland Electricity (NIE) price determination, 2014 (NIE). 
726 ‘NERL at RP3’ is the NATS En Route plc (NERL) Reference Period 3 price control that was originally expected to run 
from 1 January 2020 to 31 December 2024. See NERL Price Determination by the CMA (NERL). 
727 CAA Response to the NoAs, (CAA Response), paragraph 169.1. 
728 CAA Response, paragraph 169.2. 
729 CAA Response, paragraph 169.3. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/535a5768ed915d0fdb000003/NIE_Final_determination.pdf
https://www.gov.uk/cma-cases/northern-ireland-electricity-price-determination
https://assets.publishing.service.gov.uk/media/5f350e17e90e0732e0f31c2a/NATS_-_CAA_final_report_for_publication_August_2020_-----.pdf
https://www.gov.uk/cma-cases/nats-en-route-limited-nerl-price-determination
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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Allegation that the change in approach is in any event unnecessary and 
therefore disproportionate 

7.48 The CAA stated that windfall gains and losses are a concern, even if they do 
supposedly even out over the longer-term, and that whilst the concern may be 
temporary, it is significant. Nor is it obvious that windfall gains will even out in the 
long-term. The CAA contended that there is no guarantee that any deviations will 
necessarily be matched by equal and opposite deviations in the future and 
certainly not within any defined period. The CAA therefore considered that, as a 
consequence, consumers could potentially be asked to fund windfall gains to 
investors for a very long period of time and may never be fully repaid.730 

7.49 As regards HAL’s argument that the CAA’s estimate of windfall gains was 
exaggerated by assuming the notional company possesses a smaller proportion of 
index-linked debt than HAL does in reality, the CAA did not consider that it is open 
to HAL to argue that it is unreasonable for there to be a difference between the 
actual and notional structure when the CAA is concerned with the notional 
structure and HAL has chosen to depart from that, and where the CAA’s policy is 
designed to protect consumers.731 

7.50 As regards HAL’s submission that the CAA’s approach did not guarantee that 
windfalls will not occur, the CAA responded that this misstates the CAA’s objective 
in that the goal was not to guarantee the recovery of efficient costs but rather that 
investors can expect to recover these costs.732 

7.51 Finally, in relation to whether or not an inflation forecast represented a ‘fair bet’ for 
a company within the price control under consideration, the CAA considered that it 
had used a forecast in H7 for which the likelihood that inflation will be higher than 
expected is broadly balanced against the likelihood that inflation will be lower than 
expected which the CAA considered did constitute a ‘fair bet’ by contrast to the 
approach proposed by HAL.733 

Interveners’ submissions  

7.52 Both BA and Delta (the Airline Interveners) intervened in support of the CAA in 
relation to its use of short-term inflation forecasts to deflate the cost of HAL’s fixed-
rate debt. 

7.53 The Airline Interveners submitted that HAL was mistaken in its view that the CAA’s 
approach was a significant departure from the established UK framework of a real 

 
 
730 CAA Response, paragraph 169.4. 
731 CAA Response, paragraph 169.5. 
732 CAA Response, paragraph 169.6. 
733 CAA Response, paragraph 169.7. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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returns-based regulation and the use of long-term inflation expectations for the 
following reasons. 

(a) The current high inflation environment is extraordinary but despite this the 
CAA did not previously set out an intention to rely on long-term inflation 
expectations. 

(b) Precedents from other regulators lack relevance in circumstances where for 
the first time there is a material difference between short-term and long-term 
inflation. 

(c) There is no reason why setting a fixed cost of debt allowance for H7 based 
on expected H7 inflation should alter HAL’s financing decisions. 

(d) HAL’s suggested approach to use long-term inflation forecasts would be at 
the cost of higher prices to consumers at a time when inflation is higher and 
real personal incomes under pressure and would be contrary to the CAA’s 
primary duty.734 

7.54 The Airline Interveners further considered it to be entirely reasonable to use a five-
year inflation forecast to calculate the allowed cost of debt for HAL in order to 
reduce any windfall gains or losses during H7 (thereby reducing any volatility in 
HAL’s earnings) and consumers would not be exposed to a higher per passenger 
charge in real terms if inflation exceeds the average.735 

Our assessment of the CAA’s decision to use short-term inflation forecasts 

7.55 In this section, we assess the CAA’s use of short-term inflation forecasts in 
estimating the real cost of embedded fixed-rate debt in the Final Decision. We first 
provide some conceptual background to the issue, set out how the CAA’s 
reasoning evolved in H7 and make some preliminary remarks of our own about the 
context in which this decision was made. We then address each of HAL’s 
arguments in turn. 

Conceptual points 

7.56 As explained in paragraph 7.9, the CAA deflated the nominal cost of embedded 
fixed-rate debt using inflation forecasts over the price control period. Specifically, 
the CAA used the OBR’s latest available RPI forecasts for each year of the price 
control, which averaged 4.9% over the 2022-26 period. 

 
 
734 BA, Application for permission to intervene and Notice of Intervention, (BA NoI), paragraph 3.5.3(a), Delta, 
Application for permission to intervene and Notice of Intervention, (Delta NoI), paragraph 3.29(a)(c). 
735 BA NoI, paragraph 3.5.3 (b); Delta NoI, paragraph 3.29(b). 

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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7.57 While HAL described this approach in its submissions as ‘short-term’, it might be 
more accurate to describe it as ‘medium-term’ given that the forecasts span a five-
year period. However, we will use ‘short-term’ throughout this chapter, for 
consistency with HAL’s submissions. 

7.58 The regulatory framework which applies to HAL is one which provides for a real 
allowed rate of return (ie a real WACC) with inflation compensation coming 
through the annual indexation of the RAB based on outturn inflation in each year 
of the price control. 

7.59 In general, when an inflation-linked asset is financed with nominal fixed-rate debt, 
equity investors have a ‘leveraged’ exposure to inflation. If outturn inflation 
deviates from expectations embedded into the nominal interest rate at which the 
debt was issued, there is a change in the market value of debt which effectively 
transfers to equity investors (this transfer of value could be positive or negative). 
This has the effect of amplifying real equity returns in response to inflation 
‘surprises’. This is what is referred to as the ‘leveraging’ effect. 

7.60 In the context of a regulated asset with a RAB indexed to outturn inflation, RAB 
indexation forms part of total returns to equity. The ‘share’ of RAB indexation 
which accrues to equity depends on the relative proportions of nominal fixed-rate 
and index-linked debt in the capital structure, and on how real debt costs are 
remunerated in the regulatory framework.736  

7.61 In a real returns framework, the allowed return on the RAB is a real WACC. The 
estimation of the real WACC relies on both real and nominal inputs. Where 
nominal inputs are used, they need to be converted to real values using an 
appropriate inflation assumption. The cost of nominal fixed-rate debt is one such 
input. Since a regulated firm will have a portfolio of nominal fixed-rate debt 
instruments issued at different times and at different costs, there is a degree of 
judgement involved in deciding on the most appropriate measure of inflation to use 
to deflate the nominal cost of debt.  

7.62 One option (as preferred by HAL in H7) is to use a long-term measure of expected 
inflation. This approach will not precisely match the inflation expectations 
embedded into the nominal yield of each individual bond issue. However, fixed-
rate debt in regulated sectors tends to be of relatively long maturity (10-20 years). 
If inflation expectations are relatively stable in the long run, such an approach 
could be a reasonable proxy for the real cost of debt expected over the full tenor of 
the debt. 

7.63 Another option (as adopted by the CAA in H7) is to use a forecast of inflation over 
the price control period. How well such an approach matches the real cost of debt 

 
 
736 The ‘leveraging’ effect of inflation on equity returns is also explained in Hoon 2, paragraphs 24.11-24.12.  
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over the full tenor of the debt depends on whether short-term inflation expectations 
differ materially from the inflation expectations at the time the debt was issued. 

7.64 Neither approach remunerates the regulated company for the exact real cost of 
debt expected at the time the nominal debt was issued. However, both 
approaches can provide for a cost of debt allowance which is expected to cover 
efficient financing costs. Under both approaches, the nominal costs required to 
service the debt are fixed over the price control period (and over the full tenor of 
each individual bond issue). Under both approaches, equity investors have a 
‘leveraged’ exposure to inflation. However, the two approaches differ in that the 
outturn real return to equity investors will depend on the difference between 
outturn inflation over the full tenor of each bond and the inflation assumption used 
to deflate the real cost of nominal fixed-rate debt (which is reset every price control 
period).  

The evolution of the CAA’s decision to use short-term inflation forecasts 

The CAA’s approach in the Initial Proposals  

7.65 In the Initial Proposals, the CAA considered several options for inflation forecasts, 
including options it had outlined in earlier consultations and options put forward by 
stakeholders. The CAA noted that approaches put forward by stakeholders were 
generally measures of long-term inflation. However, the CAA observed that ‘RPI 
inflation [was] expected to deviate materially from its long-run level over the course 
of H7, particularly during the early years’.737  

Table 7.1: Initial Proposals – Inflation forecasts 

 
  Average 2022 2023 2024 2025 2026 
H7 Initial Proposals             

OBR March 2021 RPI forecast 2.6% 2.0% 2.4% 2.7% 3.0% 2.9% 

Note: The CAA assumed that RPI inflation would revert to 2.9% in 2026, in line with the government’s CPI target plus a wedge 
of 0.9% as OBR forecasts only extended to 2025. 

Source: Initial Proposals, Section 2, paragraph 9.115. 

7.66 The CAA posited that using long-term inflation could create a risk that HAL would 
not be able to recover its efficiently incurred nominal costs of embedded debt. This 
in turn could create a financeability challenge, and this may not be consistent with 
the CAA’s secondary duty to have regard to the need to secure that HAL is able to 
finance its licenced activities.738  

 
 
737 Initial Proposals, Section 2, paragraphs 9.114-9.115.  
738 Initial Proposals, Section 2, paragraph 9.116. 

https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
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7.67 The CAA therefore proposed to deflate the nominal cost of fixed-rate debt by the 
average OBR RPI forecast for 2022-25 and an RPI assumption of 2.9% for 
2026.739  

The CAA’s approach in the Final Proposals 

7.68 Stakeholders disagreed with various aspects of the CAA’s approach used in the 
Initial Proposals. HAL considered that use of short-term forecasts was inconsistent 
with good practice, since these forecasts are vulnerable to short-term swings in 
inflation expectations, and that the CAA should use long-term inflation instead.740 

7.69 Nevertheless, in the Final Proposals, the CAA retained the use of OBR forecasts, 
by which point forecasts for 2026 had also become available.  

7.70 The CAA noted that its approach to the cost of debt entails remunerating interest 
costs in full within the confines of each five-year regulatory period. In its (then 
provisional) view, the best estimate of the real cost of fixed-rate debt during the H7 
period was therefore the nominal cost deflated using the best estimate of inflation 
over a five-year forecast period.741  

7.71 However, the CAA acknowledged that there had been a marked increase in 
expected inflation since the Initial Proposals (as shown in Table 7.2), and that this 
could have a substantial impact on several WACC parameters.  

Table 7.2: Final Proposals – Inflation forecasts 

 
  Average 2022 2023 2024 2025 2026 
Final Proposals             

OBR March 2022 RPI forecast 4.6% 9.8% 5.5% 2.3% 2.5% 2.7% 

Source: Final Proposals, Section 3, paragraph 9.228 and CMA analysis 

7.72 The CAA noted that:742 

We are also experiencing significantly higher inflation than has 
been observed for some considerable time. 

Higher inflation can be positive for RAB-regulated businesses such 
as HAL, since their RAB is indexed to inflation. If a significant 
proportion of debt financing is fixed in nominal terms, higher 
inflation will reduce the real cost of debt to the benefit of 
consumers. We consider it appropriate to reflect this fall in the real 

 
 
739 Initial Proposals, Section 2, paragraph 9.119. 
740 Final Proposals, Section 3, paragraph 9.203. Airline stakeholders continued to argue for the use of break-even 
inflation. Final Proposals, Section 3, paragraph 9.202.  
741 Final Proposals, Section 3, paragraph 9.206.  
742 Final Proposals, Section 3, paragraphs 9.12-9.13. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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cost of debt by allowing for a proportionate reduction in the 
assumed RPI-adjusted, real (‘RPI-real’) cost of debt. 

7.73 The CAA provisionally concluded that using OBR forecasts remained 
appropriate.743 This reflected the CAA’s assumption that the nominal cost of HAL’s 
fixed-rate debt portfolio will not change significantly in H7, and hence its overall 
real cost of debt will fall due to higher inflation.744  

7.74 The CAA put forward the view that its proposals for setting the WACC, including 
the use of the OBR forecasts, would be consistent with its statutory duties.745 

The CAA’s Final Decision 

7.75 In response to the Final Proposals, HAL continued to argue for the use of long-
term inflation forecasts. HAL put forward several arguments as to why the CAA’s 
approach was inappropriate:746  

(a) it represented a deviation from a ‘real return’ regime, towards a regime based 
on setting a nominal return on debt; 

(b) it did not eliminate the risk that the real cost of debt and real equity returns 
will deviate from forecast; 

(c) annual inflation measured over the long run will be less volatile than annual 
inflation measured over the next five years; 

(d) deflating nominal inputs for the cost of debt using long-term inflation 
spanning multiple price controls is consistent with how the cost of debt is 
determined in the market; 

(e) changing from long-term to short-term inflation forecasts, when inflation is 
high, would be asymmetric as it would claw back the allowance for the cost of 
embedded debt; 

(f) the position used in the Final Proposals is a change from the CAA’s previous 
position on inflation from Q6, which HAL considered will lead to increased 
regulatory risk; 

(g) the CMA had decided against adopting short-term inflation for the PR19 price 
controls in the water industry; 

 
 
743 Final Proposals, Section 3, paragraph 9.232.  
744 Final Proposals, Section 3, paragraph 9.231.  
745 Final Proposals, Section 3, paragraph 9.1.  
746 Final Decision, Section 3, paragraph 9.14.  

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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(h) regulators have not sought to intervene either in response to forecast, or 
actual, inflation being lower than the long-term average; and 

(i) the CAA’s approach created a greater financeability issue than in previous 
price controls, by putting additional pressure on financeability at a time when 
the airport already faces significant risk. 

7.76 The CAA considered the responses to its Final Proposals but decided to retain the 
approach put forward in those proposals: continuing to use the latest OBR RPI 
forecasts over H7. In support of its decision, it stated that:747 

(a) regulatory practice was not uniform in this area, and there are examples of 
other regulators, including the CMA, adopting forecasts over the price control 
period; 

(b) HAL has not been systematically under-remunerated under the CAA’s 
previous approach of using long-term inflation forecasts; 

(c) the CMA has not considered the appropriate deflator to use in the context of 
the current inflationary environment; and 

(d) it is reasonable to change approach in circumstances where retaining the 
previous approach would lead to a material miscalibration of the price control 
that is not expected to reverse over any defined time period. 

7.77 The CAA also stated that it was not persuaded that its approach materially 
increases risk to investors or that its approach constitutes a change from a ‘real 
return’ regime to a ‘nominal return’ regime.  

7.78 The CAA acknowledged that some forecasting risk remains, but it also stated that 
risk is at least as material under HAL’s proposed approach. 

7.79 The CAA acknowledged the potential volatility of five-year forecasts but noted it is 
the nature of a five-year price control framework that key variables such as 
inflation would be periodically updated.  

7.80 The CAA also noted that the objective of price control regulation is not to replicate 
the process by which the cost of debt was determined in the market. Instead, its 
approach ensures that the cost of debt allowance appropriately remunerates the 
forward-looking costs the CAA would expect to be incurred by the notional 
company. 

7.81 Finally, the CAA did not accept that its approach created a financeability 
challenge. In that connection, the CAA used a combined assessment of qualitative 
and quantitative factors to conclude that the notional company would be 

 
 
747 Final Decision, Section 3 paragraphs 9.20-9.28. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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financeable under the proposed price control arrangements. Specifically, the CAA 
concluded that the notional company would be able to access cost effective, 
investment-grade debt finance and equity in a timely way.748  

7.82 As far as its broader set of statutory duties were concerned, the CAA noted, in the 
context of its judgement that its setting of the WACC including the use of the short-
term inflation forecasts was appropriate, that:749 

The WACC is the weighted average of HAL’s cost of equity and 
cost of debt finance. It represents a return on the RAB and acts as 
a payment to investors and creditors for the risk they incur by 
committing capital to the business. Setting an appropriate WACC 
furthers the interests of consumers by helping to secure that: 

• HAL is able to finance the investment it needs to carry out 
its activities and meet the reasonable demands for AOS 
[Airport Operation Services] through providing a resilient 
and good quality airport experience; and  

• efficient financing costs are reflected in the price control, 
which are no higher than necessary. 

Setting an appropriate WACC is also one of the means by which 
we have regard to our financing duty and helps promote economy 
and efficiency on the part of HAL. 

7.83 The CAA accordingly used the latest available OBR forecasts (shown in Table 
7.3). Relative to the Final Proposals, inflation was forecast to be higher in the early 
years of H7 but falling more rapidly in the second half of the period.  

Table 7.3: Final Decision – Inflation forecasts 

 
  Average 2022 2023 2024 2025 2026 
Final Decision             

OBR November 2022 RPI forecast 4.9% 11.6% 10.7% 1.5% -0.4% 1.0% 

Source: Final Decision Section 3, Table 9.2., CMA Analysis 

Preliminary remarks about the context for this aspect of the CAA’s decision 

7.84 It is clear that in H7 the CAA faced a different set of circumstances compared with 
previous reviews. As it moved from Initial Proposals to Final Proposals and then 
the Final Decision, the inflation outlook became more uncertain and inflation was 
expected to deviate materially from the long-term view over the H7 period, at least 
in the early years of H7.750 While the difference between short-term and long-term 

 
 
748 Final Decision, Section 3, paragraph 13.13.  
749 Final Decision, Section 3, paragraphs 9.1-9.2. 
750 Final Proposals, Section 3, paragraphs 9.215-9.218. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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forecasts was relatively small at the Initial Proposals stage, the difference became 
much more significant as H7 progressed towards the Final Decision stage.  

7.85 This meant that it was likely that adopting a long-term view of inflation to deflate 
the nominal cost of fixed-rate debt raised in the past (the cost of which is likely to 
reflect a more stable inflation environment) would lead to a real cost of debt 
allowance which could differ significantly from the outturn real cost of debt over 
H7. 

7.86 This was an unusual set of circumstances, given the scale of the expected 
deviation between the long-term view and short-term view of inflation over H7. The 
CAA was making its decision in a rapidly changing and increasingly uncertain 
macroeconomic environment. This, in our view, is important context in which to 
consider the issues on appeal, in particular as to the circumstances in which the 
CAA had to make assessments and exercise regulatory judgement between 
competing alternative views and options open to it. 

7.87 We now turn to the specific arguments raised by HAL in relation to the CAA’s 
approach to deflating the nominal cost of fixed rate debt in the Final Decision.  

Departure from the well-established economic regulation regime in the UK 

7.88 We first consider the arguments advanced by HAL that the choice of a short-term 
inflation forecast represented a departure from a well-established approach, with 
adverse consequences, and that this represented an error.  

Undermining past investment decisions 

7.89 HAL contended (as set out in paragraph 7.41) that the CAA’s approach was a 
departure from the established real returns framework and (a) denied equity 
investors their intended exposure to inflation, (b) decreased the attractiveness of 
Heathrow as an investable asset, and (c) undermined long-term investment and 
financing decisions.  

7.90 In response, the CAA did not accept that there was a single, uniform approach 
towards the treatment of inflation and noted that HAL omitted various precedents 
that demonstrated this point (see paragraph 7.45). The CAA further responded 
that it did not think it was reasonable to expect that HAL and its investors will, over 
historical quinquennia, have formed the expectation that the CAA would take a 
particular technical approach to the inflation component of the cost of debt 
calculation. Rather, the CAA contended that investors would expect the CAA to 
ensure that efficiently incurred debt costs are remunerated in full at each new price 
cap reset.751 The CAA also stated that the CAA’s approach will provide investors 

 
 
751 CAA, Witness Statement from Jayant Hoon (Hoon 2), 31 May 2023, paragraph 24.15.  
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with greater confidence in the ability of the regulatory regime to recognise HAL’s 
efficient financing costs, and will see less, not more, regulatory risk.752 

7.91 In responding to our Provisional Determination, HAL further submitted that the 
CAA did not consider the impact on the actual company.753 As set out in HAL’s 
original submissions, while the CAA decided to set the notional company’s debt at 
70% fixed-rate and 30% index-linked, in line with the Q6 approach, HAL 
contended that this decision took no account of the positioning that HAL had 
justifiably adopted to keep index-linked debt at higher levels to counter the risk of 
deflation on gearing. 

7.92 HAL said that in not considering the impact on the actual company and the 
potential costs associated with changing its inflation exposure, the CAA’s 
approach increases regulatory risk.754 It also said that the real cost of debt will be 
systematically under-recognised in the cost of debt allowance were the CMA to 
uphold the CAA’s approach, as regulators would ‘cherry pick’ whatever approach 
provides the lower price for consumers in each review.755 

1. Use of short-term forecasts in a real returns framework 

7.93 In assessing HAL’s arguments under this heading, we note that both the long-term 
approach advanced by HAL and the short-term approach adopted by the CAA are 
compatible with the real returns framework (as discussed in paragraphs 7.61 to 
7.64). Both approaches provide for a fixed real WACC (and fixed real cost of debt) 
over the price control period. 

7.94 As we discussed in paragraphs 7.61 to 7.64, neither the long-term nor the short-
term approach matches precisely the real cost of debt expected at the time the 
debt was issued. On the one hand, the long-term approach might be argued to be 
more consistent with an assumption that investors have an investment horizon 
longer the price control period, and with the approach taken to estimating other 
WACC parameters.756 On the other hand, the short-term approach is likely to more 
closely match the outturn real cost of debt in a given price control period, which 
might be more consistent with ensuring financeability and ensuring charges reflect 
expected financing costs over the price control period.  

7.95 A relevant question is then whether there is a generally accepted methodology for 
estimating the real cost of debt in this real returns framework such that investors 
could have reasonably formed specific expectations as to how the real cost of debt 

 
 
752 Hoon 2, paragraph 24.17.  
753 HAL Response to PD, paragraph 121. HAL, First Witness Statement from Sally Ding (Ding 1), 17 April 2023, 
paragraph 5.17.  
754 Ding 1, paragraphs 5.17-5.18.  
755 HAL Response to PD, paragraphs 129-132.  
756 For example, the risk-free rate is estimated with reference to instruments of 20-year maturity.  



 

245 

allowance will be set at each price review (and accordingly made long-term 
financing decisions reflecting that view). 

7.96 The appendix to this Final Determination sets out our review of the regulatory 
precedents757 cited by the Parties. In our view, it is clear that the specific approach 
used to deflate the nominal cost of debt in previous regulatory decisions (by the 
CAA and other regulators) is far from uniform, consistent with the CAA’s 
conclusion in the Final Decision. We note that most of these decisions come from 
sectors operating under a real returns framework.  

7.97 We also note that, in Q6, the CAA examined a range of inflation sources most of 
which were ‘long-term’ in nature, but not all. The CAA stated that ideally the choice 
of inflation assumption needed to reflect the future inflation expectations at the 
same point in time as the market data on the bond and cover the period of time to 
that bond’s maturity. It also noted, however, that on their own none of the sources 
of inflation estimates provided this information in the required detailed and reliable 
form. The CAA further noted that there were numerous approaches to estimating 
inflation and there was no single correct value. In addition, consistent with other 
historical regulatory decisions, the inflation forecasts from various sources and 
over different time horizons considered by the CAA in Q6 were not significantly 
different in value.758  

7.98 Each of the immediately foregoing points shows that, while the CAA did adopt the 
long-term approach in Q6, some judgement was involved in how this approach 
was applied. It is also evident that the different approaches (long-term versus 
short-term) were not expected in Q6 to produce materially different outcomes. 

7.99 Moreover, there are examples of regulators using short-term inflation forecasts. 
Both the CAA and the CMA used RPI forecasts over the relevant price control 
period in estimating the real cost of debt for NERL in RP3, for instance, as did the 
CC for NIE. It is also clear that even when the approach can generally be 
described as ’long-term’, evidence is often drawn from multiple sources, including 
forecasts over shorter periods.  

7.100 In response to our Provisional Determination, HAL noted that when the matter had 
been a matter for discussion at the CMA, the CMA had always considered the 
long-term inflation to be the correct approach, in particular noting the CMA 
discussion in its PR19 redetermination. HAL further stated that the two examples 
cited where the CMA/CC took a different approach (the CMA’s NERL RP3 
redetermination and the CC’s NIE RP5 redetermination) were not appropriate 
comparators in this context. HAL stated that neither decision contained analysis of 

 
 
757 Which term we use in this context to mean previous regulatory cases, not that they have a formally binding status 
relevant to this appeal. 
758 CAP1155 Estimating the cost of capital: technical appendix for the economic regulation of Heathrow and Gatwick 
from April 2014, paragraphs 5.24-5.34. 

https://publicapps.caa.co.uk/docs/33/CAP1155.pdf
https://publicapps.caa.co.uk/docs/33/CAP1155.pdf
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the impact of the inflation assumption; nor that the issue decided upon related to 
the inflation assumption. HAL further noted that both companies had no index-
linked debt, which meant the decision was less material to their financial positions; 
and that in both cases the approach to inflation was consistent with previous price 
reviews in those sectors.759  

7.101 We recognise that each previous regulatory decision is context-specific and that 
any particular precedent is not on its own sufficient to indicate whether or not the 
CAA made an error in its treatment of inflation. The specific circumstances are 
also relevant when it comes to previous CMA decisions. We note in that 
connection that the examples cited by HAL in support of its position are 
redeterminations operating under a different legal framework.  

7.102 Nonetheless, in our view, regulatory precedent can be informative. Viewing the 
current and historical regulatory landscape as a whole, it illustrates that the 
interpretation of the real returns framework can vary, including over time and in 
specific circumstances. On that basis, our judgement is that: 

(a) the CAA’s approach cannot be described as a fundamental departure from 
established regulatory practice; 

(b) the CAA was not wrong not to have concluded that there is a single codified 
approach to the treatment of inflation in the cost of debt estimation;  

(c) it is unlikely that investors would reasonably have formed specific 
expectations as to the approach to inflation which will be used to estimate the 
real cost of debt allowance at each price review; and 

(d) in making the assessment, and adopting the approach that it did, the CAA 
cannot necessarily be said to have failed to have regard to the principle that 
regulatory activity should be carried out in a way that is consistent. 

2. Consistency with the real returns framework in the context of H7 

7.103 We then consider whether there was an appropriate reason for the CAA taking a 
different approach to the treatment of inflation forecasts in H7 than in previous 
price control periods.  

7.104 In reaching its decision, the CAA noted that between 2000 and 2021, UK inflation 
forecasts had only deviated from their long-term averages by a relatively small 
amount, implying that HAL had not been systematically under-remunerated under 
its previous approach of using long-term inflation forecasts. The CAA noted that 
retaining its previous approach for H7 would however have led to a material 

 
 
759 HAL Response to PD, paragraphs 122-125. 
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miscalibration of the price control that is not expected to reverse over any defined 
period of time.760  

7.105 The CAA’s reasoning is clearly grounded in a view that the cost of debt allowance 
should (in expected terms) seek to match the real cost of debt over the price 
control period. This is evidenced by the CAA stating in the Final Decision that the 
objective of price control regulation is not to replicate the process by which the 
cost of debt is determined in the market, but instead to ensure that the cost of debt 
allowance appropriately remunerates the forward-looking costs expected to be 
incurred by the notional company.761 This appears to be a change of focus from 
Q6 which was on matching the cost of debt over the full tenor of the debt 
(paragraph 7.97) to matching the cost of debt in the price control period. However, 
we also note the CAA’s observation in the preceding paragraph that the long-term 
approach has not systematically under- or over-remunerated efficient financing 
costs in any given price control period.  

7.106 In other words, the previous approach based on long-term forecasts had in 
previous price control periods proven relatively effective at achieving the CAA’s 
stated objective of remunerating expected real debt costs within the regulatory 
period. The recent increased volatility of inflation meant, however, that the CAA 
considered that this long-term approach was no longer likely to be effective at 
achieving the CAA’s objective in H7. The CAA assessed at length in chapter 9 of 
the Final Decision the consistency of its setting of the WACC, including the use of 
short-term inflation forecasts for H7, with its statutory duties.  

7.107 In our view, consistency in the estimation of the individual components of the 
WACC over time is desirable. However, we also observe that consistency is not 
the same as identical treatment. The specific circumstances of each price control 
decision are also relevant and different circumstances can warrant different 
treatment. 

7.108 The use of long-term inflation forecasts meant that, historically, returns to equity 
investors depended on the differences between outturn inflation and the long-term 
view of inflation. In H7, new information on the likely scale of the difference had 
become available (ie the divergence between short- and longer-term inflation 
expectations and the recent increase in the volatility of inflation). Continuing with 
the long-term approach to inflation would imply greater expected upsides for equity 
investors relative to the past, which is unlikely to have been anticipated or 
considered in choosing the appropriate approach to inflation in previous price 
reviews. This raises the question whether other options would be more consistent 

 
 
760 Final Decision, Section 3, paragraph 9.22.  
761 Final Decision, Section 3, paragraph 9.27.  

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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with the CAA’s statutory duties, including ensuring that charges are no higher than 
necessary. 

7.109 In this context, we do not consider the CAA was wrong to re-assess if past 
practice remained appropriate, nor to conclude that it was in consumer interests to 
seek to reflect the expected fall in the real cost of debt in regulated charges. This 
is one aspect of the regard the CAA had to the principle that regulatory activities 
should be carried on in a way that is consistent (and whether different 
circumstances warranted a different approach to that taken previously).  

7.110 We also observe that, as set out in paragraph 7.65, the CAA’s original concern 
was about leaving too much downside risk with equity investors, if inflation were to 
be below long-term expectations in H7, which it considered relevant to the 
discharge of its statutory duties. Therefore, we do not agree with HAL’s 
characterisation that the CAA’s decision was an opportunistic attempt to reduce 
equity returns and lower prices, and which would, in turn, increase regulatory 
risk.762  

7.111 We take into account the CAA’s observation that the use of long-term inflation 
forecasts would have led to a material miscalibration of the price control that is not 
expected to reverse over any defined period of time. We agree (and as we assess 
in more detail in paragraphs 7.145 to 7.152) that, while over time inflation is liable 
to revert to the mean, there is no guarantee that the current upward shock will be 
off-set by a negative one of a similar magnitude. In other words, using long-term 
inflation forecasts for H7 could lead to higher prices for consumers that are not 
offset in future. We also note that forecasting risks are, as discussed further below 
(see paragraph 7.161 to 7.162 in particular), liable to be at least as material were 
the CAA to have used long-term inflation forecasts. Each of these points indicates 
that using the long-term forecasts was not a clearly superior alternative. 

7.112 Our view is that while clearly a different alternative (using long-term forecasts) was 
open to the CAA, deciding to use short-term inflation forecasts was a judgement it 
was entitled to make within its margin of appreciation as an expert regulator. It 
consulted on doing so and considered the responses and the use of the alternative 
forecasts. It noted the consequences and risks and exercised its regulatory 
judgement that using the short-term forecasts as part of its WACC calculation was 
consistent with the objectives of the real returns framework and its statutory duties 
(to which, as required, it plainly had regard).763 In making that judgement, the CAA 

 
 
762 In its response to the PD, HAL submitted that the CAA used an inflation forecast in the Initial Proposals which was 7 
months out of date and that it should have been evident to the CAA at the time that inflation would be higher over H7 
than the long-term view (paragraph 136). While we agree that the forecasts shown were relatively out of date by the time 
the Initial Proposals were published, we consider the statements made by the CAA provide reassurance that the CAA 
was having regard to its statutory duties, including financeability.  
763 Including that forecasting risks, which we consider further below, were just as material using longer term forecasts. 
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did not, in deciding not to use long-term forecasts, reject a clearly superior 
alternative.  

3. Investors’ exposure to inflation 

7.113 We next consider the extent to which the change denied equity investors their 
intended exposure to inflation and, if so, whether this was likely to increase 
regulatory risk and required rates of return. 

7.114 The CAA’s approach in H7 has the effect of reducing the potential additional return 
to equity in H7 due to the current inflationary shock (as explained earlier at 
paragraph 7.59). On an ex-ante basis, this may be expected to reduce the 
correlation between real equity returns and inflation and, consequently could 
change equity investors’ residual exposure to inflation risk relative to an approach 
which uses ‘long-term’ forecasts.  

7.115 We acknowledge that different investor groups may have different preferences 
regarding their overall exposure to inflation, and that a change in the expected 
correlation between real equity returns and inflation may be a relevant factor in 
making investment decisions. 

7.116 However, we note that the significance of this impact will depend on whether the 
current inflationary shock is a temporary ‘one-off’ shock or whether it may have 
longer-term implications on the inflation outlook. Given the Bank of England’s 
explicit inflation target, it is possible that following the current period of greater 
inflation volatility, the correlation between real equity returns and inflation will 
broadly return to what it was before this inflationary shock.  

7.117 Given this, it is not clear to us that the change in CAA’s approach as between Q6 
and H7 will lead to a permanent shift in investors’ exposure to inflation that would 
lead them to demand a higher rate of return. Moreover, as set out above, investors 
should reasonably expect elements of the methodology for estimating the various 
WACC components to evolve over time, where the regulator has a reason to make 
a change, for example because of changing circumstances.  

7.118 HAL made several arguments as to why the change in approach would increase 
regulatory risk (as set out in paragraph 7.41). Most of them focus on the impact of 
the change on the actual company, specifically the issue of HAL having more 
index-linked debt in its funding mix. Because HAL’s actual real cost of debt is not 
expected to fall in line with higher inflation, HAL’s arguments in this regard imply 
that investors will be penalised for managing exposure to inflation in the way that 
they chose to do, and that HAL would be forced to incur significant costs to close 
out its hedging positions and move closer to the CAA’s notional assumption of 
30% index-linked debt. Arguing against this position, the CAA noted that HAL had 
not justified or explained the scale and cost of its portfolio of index-linked 
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derivatives, and separately why it is in consumers' interests to fund these costs 
through regulated charges.764 

7.119 We consider that the CAA has been clear in its focus on the notional company in 
estimating the cost of debt. We are of the view that the CAA’s approach is 
consistent with the principle that it is for shareholders of the regulated company to 
bear the costs and risks of its actual financing decisions. The observation that the 
CAA’s approach leads to a lower real cost of debt allowance compared to what 
HAL needs to service its index-linked debt is simply a consequence of that 
approach, and one which cannot properly be argued to increase regulatory risk. 
We further note that HAL has not challenged the CAA’s notional assumption of 
30% debt being index-linked.  

7.120 Accordingly, it does not appear to us that we should regard the CAA’s decision as 
wrong on the grounds that it changed investors’ exposure to inflation in the long 
run, denying equity investors their desired exposure to inflation (all the more so 
where the CAA had sound reasons, as set out above and below, for adopting the 
approach it did). Nor do we consider that this reasoned change in approach, as 
between price control periods, would necessitate higher rates of return for 
investors. 

7.121 We recognise that, in adopting a short-term inflation forecast to calculate the cost 
of debt, it may have been possible for the CAA to have set out more clearly its 
views on how investors’ risk exposure to inflation might be affected going forward 
and provide more reasoning behind its views. However, we also recognise that at 
the start of the H7 process, the potential for relatively high inflation occurring and 
then persisting into H7 was not fully evident. Assessing the impact of the evolving 
inflation environment on risk and investor preferences would have been 
challenging in those circumstances, and there is evidence that the CAA 
considered the potential impact on investors in making its final decision. 

7.122 That is, the CAA considered the alternative option proposed by HAL of using long-
term inflation forecasts. It took account of possible reasons for, and consequences 
of, using those forecasts (as set out in paragraphs 7.76 to 7.81). It considered 
HAL’s points on investment decisions and regulatory risk. It concluded that it was 
not persuaded that the use of OBR forecasts materially increased the risk to 
investors (and which conclusion, for the reasons we have set out in paragraph 
7.77, we do not find to have been wrong).765 It decided against the use of long-
term inflation on the basis that it would lead to a material miscalibration of the price 
control that is not expected to reverse over any defined time period (which, again, 
for the reasons in paragraph 7.76(d) and 7.155, we do not consider was wrong).766 

 
 
764 Hoon 2, paragraph 24.49. 
765 Final Decision, Section 3, paragraph 9.23.  
766 Final Decision, Section 3, paragraph 9.22.  

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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It made judgements it was entitled to make in this regard and did not reject a 
clearly superior alternative approach. 

Impact on cash flow volatility and financing choices 

7.123 Another of HAL’s key arguments under this heading was that the CAA’s approach 
gives HAL a choice of accepting significantly higher cash flow volatility, or moving 
to shorter-term financing, or reducing reliance on index-linked debt (see paragraph 
7.41(b)). We note that this argument was given limited prominence in HAL’s 
submissions during the H7 price control process.  

7.124 HAL contended that that the CAA’s use of short-term inflation forecasts created 
additional cash flow volatility, in a way which was inconsistent with real world 
financing requirements.767 Such increased cash flow volatility would raise costs 
associated with managing liquidity, interest coverage, and the credit rating, 
according to HAL.768 Alternatively, HAL stated that it could move to shorter-term 
financing to more closely match the real cost of debt allowance in each price 
control period, but this would also increase transaction costs that are not provided 
for in the price control and would not be consistent with the long-term nature of 
assets in the sector.769 

7.125 The CAA responded that while there may be higher cash flow volatility between 
periods, total returns to investors might be more stable, after accounting for the 
indexation of the RAB (see paragraph 7.47). The CAA also submitted that its 
approach was neutral in its treatment of and impact on the tenor of HAL’s 
borrowing.770  

7.126 We understand this argument as being about greater volatility of cash flows 
between regulatory periods, rather than greater cash flow volatility during the H7 
price control period. The real WACC allowance is fixed for the price control period 
under both the long-term and the short-term approach to inflation, resulting in no 
additional cash flow volatility during the period.  

7.127 However, there might be greater cash flow volatility between periods. For 
example, in H7 (which is expected to be a period of higher inflation on average) 
the use of a short-term forecast to deflate the nominal cost of debt leads to a lower 
real cost of debt, and therefore a lower real WACC allowance and lower cash 
flows compared to the approach based on long-term inflation. Conversely, an 
expected period of below-average inflation would lead to a higher real WACC 

 
 
767 HAL, First Witness Statement of Michael King (King 1), 17 April 2023, paragraph 134(b). 
768 HAL, First Witness Statement of Peter Hope (Hope 1), 17 April 2023, paragraph 6.46. 
769 Ding 1, paragraph 5.11. 
770 Hoon 2, paragraph 24.26. 
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allowance and higher cash flows compared to the approach based on long-term 
inflation.  

7.128 In considering whether there was likely to be greater cashflow volatility using 
short-term inflation forecasts, compared with longer-term forecasts, and whether, 
consequently, the Final Decision was wrong, we note the following. 

(a) The most relevant consideration in a regulatory context is the impact of the 
CAA’s approach on the notional company rather than the actual company;  

(b) We agree that there might be more volatility in cash flows between regulatory 
periods for the notional company (for the reasons discussed in paragraph 
7.127). The CAA also agreed with this, as does HAL in its more detailed 
submissions.771 There is therefore general agreement on the potential 
impacts of the CAA’s approach on inter-period cash flow volatility for the 
notional company;  

(c) As is always the case under the real returns framework, there is a mismatch 
between nominal interest cash costs and the real cash return provided for in 
the WACC. If this mismatch is more variable between price control periods, 
this means that ‘financing’ this mismatch with long-term debt might lead to 
greater cash flow volatility for equity investors (or a possible solution to avoid 
this extra volatility would be to move to shorter-term debt).  

7.129 However, as acknowledged by HAL, financing decisions are unlikely to be taken to 
seek to perfectly match expected revenues over the course of individual price 
controls.772 Other components of allowed revenues are reset at every price control 
and so are also subject to ‘reset’ risk. The decision for HAL and its investors on 
the appropriate mix of fixed-rate and index-linked debt similarly will reflect a range 
of factors, including investors’ preferences for inflation exposure. We therefore 
agree with the CAA that it is not clear that the CAA’s approach to deflating the 
nominal cost of debt would necessarily lead to a need to change HAL’s financing 
strategy, and even if it did, this would be a decision for HAL to make (with the 
associated risks and benefits residing with its shareholders). 

7.130 The CAA also noted in its Response that total returns to equity might be more 
stable under its approach (see paragraph 7.47), and this might be more relevant 
for long-term investors.773 This would also be a relevant factor for financing 
decisions.  

7.131 In addition, while identifying potential impacts, HAL has not presented any specific 
evidence to illustrate the likely scale of additional transaction costs or other 

 
 
771 Ding 1, paragraph 5.9, and CAA Response paragraph 169.3(b). 
772 Hope 1, paragraph 6.18. 
773 CAA Response, paragraph 169.3(b). 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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incremental costs to its business as a result of the change in CAA’s approach. 
HAL simply asserted that it would need to divert money from other parts of the 
business to service its debt (see paragraph 7.41). We address this argument in the 
next section on financeability.  

7.132 Based on the above, our view is that the potential for increased inter-period cash 
flow volatility and the potential impact on HAL’s future financing decisions is not a 
basis to find that CAA was wrong in law to have adopted short-term inflation 
forecasts for the H7 price control. Given the balance of considerations and the 
judgements the CAA had to make, our further view is that there was not a clearly 
superior alternative approach, including retaining the long-term approach it used in 
Q6, that the CAA should have adopted instead.  

Impact on financeability 

7.133 HAL submitted that the CAA’s approach was detrimental to financeability and 
would lead to HAL diverting funds from operational activities to service its debt 
(see paragraph 7.41). We understand this to relate back to the issue of HAL 
having significantly more index-linked debt in its funding mix, which in HAL’s view 
clearly shows that the cost of debt allowance is insufficient to service its debt 
costs. Further, in response to our Provisional Determination, HAL stated that it 
provided extensive evidence showing the CAA’s cost of capital was wrong, and 
that therefore the CAA’s financeability assessment cannot be relied upon.774  

7.134 We observe that the CAA carried out a financeability assessment of the notional 
company and concluded that, overall, the price control, including the WACC set 
using short-term inflation forecasts, was financeable. Specifically, the CAA 
responded that, in chapter 13 of the Final Decision, it assessed that HAL’s 
modelled financial ratios were compatible with a strong investment-grade credit 
rating through to the end of the H7 period.775 The CAA formed this view even 
though HAL alleged that the WACC allowance was too low.776  

7.135 The CAA also responded that its financeability assessment specifically factored in 
the financing required to fund the mismatch between nominal debt costs and real 
cash returns and its financeability assessment showed the notional company to be 
financeable over H7.777  

7.136 As to whether the CAA was required to consider the actual costs of HAL’s index-
linked debt, including its portfolio of inflation derivatives, we set out our view earlier 

 
 
774 HAL Response to PD, paragraph 94.  
775 Hoon 2, paragraph 24.20.  
776 All else equal, a higher WACC would lead to higher revenues and cash flows, making the business more financeable 
(and not less).  
777 Hoon 2, paragraph 24.20-24.22. 
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in paragraph 7.119 that this would not be consistent with the CAA’s notional 
assumption that only 30% of debt is index-linked (which HAL has not challenged).  

7.137 In our view, the CAA has set out its approach to financeability in sufficient detail in 
the Final Proposals and in the Final Decision, and has considered a range of 
quantitative and qualitative factors to support its judgement.778 It plainly had regard 
to the need to secure financeability. HAL did not present any specific evidence to 
explain why the CAA’s financeability assessment itself was wrong. HAL’s 
contentions relating to the diversion of funds to service debts relate back to HAL’s 
arguments on the impact on the actual company, whereas the focus of the 
financeability assessment is on the notional company. We are therefore of the 
view that HAL’s argument around diverting operational funds does not 
demonstrate that the CAA was wrong.  

The change in approach was unnecessary and therefore disproportionate 

7.138 We next consider whether the CAA’s change of approach to this matter in H7 was 
unnecessary and hence disproportionate.  

The existence of so-called ‘windfall gains’  

7.139 This argument from HAL concerns the issue of whether the so-called ‘windfall 
gains’ arising from the misalignment between long-term inflation forecasts and 
outcomes is something that needs to be ‘regulated away’ or whether this should 
be treated as the natural consequence of capital structure and financing decisions 
taken by the regulated firm.  

7.140 HAL submitted that it was wrong to characterise this as over-compensation and 
that instead it was a natural consequence of a regulatory regime under which 
inflation risk relative to long-run expectations has been allocated to equity.779 
Further, HAL submitted that, as outturn inflation demonstrably mean-reverts 
around long-term expectations (aided by the Bank of England’s inflation targeting 
mandate), this can be expected to even out over time with the result of ensuring 
the recovery of efficiently incurred financing costs over time.780 Oxera, on behalf of 
HAL, further noted that it is the use of short-term forecasts which leads to 
miscalibrations in the form of systematic, one-sided errors.781  

7.141 HAL further submitted that the CAA exaggerated the size of the purported ‘windfall 
gains’ due to its unjustified assumption that the notional company had a 
significantly lower share of index-linked debt than HAL (see paragraph 7.42(a)).  

 
 
778 Final Proposals, Chapter 13.  
779 King 1, paragraph 136.  
780 HAL NoA, paragraph 239.  
781 Hope 1, paragraph 6.40. 

https://competitionandmarkets.sharepoint.com/sites/H7AppealDelivery/Shared%20Documents/4.%20Parties/HAL/1_NoA/Witness%20Statements/HAL%20First%20witness%20statement%20of%20Michael%20King.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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7.142 The CAA responded to this part of HAL’s appeal stating that the so-called ‘windfall 
gains’ are necessarily problematic, regardless of whether they are expected to 
even out over time.782 

7.143 The CAA also noted that the UK is currently experiencing a once-in-a-generation 
inflation shock, and that it was not aware of any forecast that shows that recent 
high inflation will be offset in future by equal and opposite period of negative 
inflation.783 In other words, there was an asymmetry of outcomes that the CAA 
took into account. The CAA also noted that action could be taken if the asymmetry 
of outcomes pointed in a different direction. An example of that would be the 
financeability challenge that could arise in the context of a low-inflation 
environment if a long-term inflation forecast was used, and that this what 
motivated the CAA’s use of short-term forecasts for the Initial Proposals.784 

7.144 We now turn to our assessment of HAL’s arguments.  

7.145 We explained earlier (in paragraph 7.59) that inflation ‘surprises’ (both upside and 
downside) have the effect of transferring value between different capital providers. 
Consequently, if inflation over the price control period is expected to be above 
long-term inflation, continuing with the ‘long-term view of inflation to deflate the 
nominal cost of fixed-rate debt is likely to result in additional returns to equity 
investors. These potential additional returns to equity are what is being referred to 
as ‘windfall gains’.  

7.146 As we noted in paragraph 7.59, these value transfers are a natural consequence 
of financing an inflation-linked asset with nominal fixed-rate debt. The ‘extra’ 
returns to equity arise at the expense of nominal debt holders, and the effect is in 
principle symmetric. Equity investors can also lose out and nominal bond holders 
gain when inflation is low. 

7.147 The CAA’s approach to use short-term inflation has the effect of removing these 
potential expected ‘extra’ returns to equity holders, resulting in lower charges to 
passengers in H7 (see paragraph 7.114). The short-term inflation forecast of 4.9% 
used by the CAA is more than two percentage points higher than the CAA’s long-
term inflation assumption of 2.73%, implying the potential for significant upside to 
equity investors if outturn inflation is indeed as high as implied by the forecasts.785  

7.148 The issues around the potential treatment of value transfers between capital 
providers in a regulated context are largely similar in our view to the issues we 
discussed earlier in relation to HAL’s arguments around past investment decisions 
and risk. Both long-term and short-term approaches to inflation are consistent with 

 
 
782 CAA Response, paragraph 169.4(a). 
783 Hoon 2, paragraphs 24.32.  
784 Hoon 2, paragraphs 24.31.  
785 Final Decision, Section 3 paragraphs 9.40 and 9.95. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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real returns framework and retain equity investors’ ‘leveraged’ exposure to 
inflation, but the level of that exposure may differ. When the extent of divergence 
between anticipated inflation and longer-term trends is expected to be significant 
during a price control period, this properly raises the question of whether using 
longer-term forecasts that are expected to be incorrect over the price control 
period would result in charges which are reflective of efficient financing costs over 
the period. We concluded that the balance between these factors did not indicate 
that the CAA was wrong in exercising its judgement to use short-term inflation 
forecasts (see paragraph 7.112).  

7.149 We are also of the view that the CAA was not wrong to treat the expected 
asymmetry in outcomes as a relevant consideration in deciding which approach to 
take to deflating the nominal cost of debt. While the CAA was relatively confident 
that inflation would exceed the long-term average over H7, it is relatively unlikely 
that this would be matched by a negative inflation shock of a similar size in the 
future, so the CAA was not wrong to take an approach consistent with the low 
expected likelihood of such a scenario (the unlikelihood of which points to the use 
of the long-term forecasts not being a clearly superior alternative to the short-term 
forecasts the CAA chose to use). 

7.150 In assessing the issue of potential asymmetry, it is also relevant to consider an 
opposite situation where inflation was forecast to be materially below the long-term 
view over a price control period. A regulator may be required to take action to 
reduce equity investors’ downside exposure to low inflation, depending on the 
circumstances in which the regulator is making that decision, given its 
financeability duty.  

7.151 HAL submitted that when the CC faced such opposing conditions in 2009 (and 
when a change to short-term inflation approach would help the company), the CC 
‘stuck’ with the established long-term approach.786 The example refers to the CC’s 
recommendations to the CAA on the 2009-2014 price control for Stansted Airport, 
and the CAA’s final decision for that price control. However, it is important to note 
that the scale of deviation between long-term and short-term forecasts was 
relatively smaller than in the case of H7. In its final decision on Stansted, the CAA 
noted that ‘the reduction in inflation expectations relevant to estimation of the cost 
of debt for the next five years might be in the region of 50 to 100bp’.787  

7.152 By contrast, and as we noted earlier (at paragraph 7.84), the difference between 
average expected inflation in H7 and long-term inflation is significant in the context 
of H7 (the difference is greater than 200bps). The CAA clearly considered the 
alternative approach put forward by HAL but ultimately decided that using long-
term inflation to deflate nominal yields would result in a ‘windfall gain’ for HAL 

 
 
786 HAL Response to PD, paragraph 121.  
787 Economic regulation of Stansted Airport 2009-2014: CAA decision (aerohabitat.eu), paragraph 3.131.  

http://www.aerohabitat.eu/uploads/media/24-08-2009_-_CAA_-_Airport_Regulation-_Stansted_Price_Control.pdf
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which the CAA considered would be at the expense of consumers, on the basis 
that HAL’s option would lead to materially higher prices without a clear consumer 
benefit (there being, as we note in paragraphs 7.111 and 7.145 to 7.152, no 
indication that these price increases would be offset in future because of a 
negative inflation shock).788  

7.153 On the basis of the above, we do not find that the CAA failed in its duty to have 
regard to the principle that regulatory activities should be carried out in a way that 
is, amongst other things, targeted only at cases where action is needed and 
proportionate. 

The exaggeration of the so-called ‘windfall gains’ 

7.154 As regards HAL’s arguments regarding the size of the ‘windfall gains’ being 
exaggerated by the CAA’s notional assumption on the amount of index-linked debt 
in the notional structure, our view is that this highlights that the implications of the 
CAA’s approach will in practice differ for the actual company (HAL) compared to 
the notional company used in the CAA’s assessment. This is consistent with the 
CAA estimating the WACC for a notional company in accordance with well-
established regulatory practice, and again we note that HAL has not appealed the 
CAA’s notional assumption that 30% of embedded debt is index-linked.789  

7.155 We therefore consider that the CAA was not wrong to have regard to the 
possibility that inflation surprises could result in a material mismatch between long-
term inflation forecasts and inflation outcomes during the price control period, and 
that it was not wrong to factor in potential ‘windfall gains’ and ‘losses’ into its 
decision. Again, we do not find to have been wrong on this account owing to a lack 
of regard to the principle that regulatory activities should be carried out in a 
proportionate way. 

The issue of inflation mean-reversion 

7.156 HAL further contended that, in any event, the CAA’s approach would not eliminate 
‘windfall gains’ as it has replaced a more stable long-term inflation forecast with 
more volatile short-term inflation forecasts (see paragraph 7.42(b)). In the long 
term, inflation clearly mean-reverts while using short-term forecasts can 
consistently over- or under-estimate inflation period after period. 

7.157 The CAA stated that whether outturn inflation reverts to a supposed long-term 
level in the longer term is far less relevant than whether an inflation forecast 
represents a ‘fair bet’ for a company within the price control under consideration. 
In H7, the CAA has used a forecast for which, in the CAA’s view, the likelihood 

 
 
788 Final Decision, Section 3, paragraph 9.22. 
789 HAL’s actual share of index-linked debt is 73%. Ding 1, paragraph 5.16.  

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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that inflation will be higher than expected is broadly balanced against the likelihood 
that inflation will be lower than expected. By contrast, the CAA stated that HAL is 
proposing a forecast where the overwhelming likelihood is that inflation will be 
above the forecast. This would not be a ‘fair bet’ in any meaningful sense.790 

7.158 Given the Bank of England’s inflation target mandate, we would expect inflation to 
generally revert to a level consistent with that target in the long-run, and this is 
broadly supported by the empirical evidence submitted by Oxera on behalf of 
HAL.791 The evidence also illustrates, however, the atypical circumstances faced 
by the CAA given the magnitude of the current inflation shock experienced by the 
UK economy (see Figure 7.1).  

Figure 7.1: HAL’s analysis of inflation forecasts 

 
Note: The long-term RPI forecast is based on the RPI-CPI wedge of 50bp up to 2009, when it increased to 70bp. In 2015, this increased 
further to 100bp. In the OBR's 2019 forecast evaluation report, its updated assumption was for a wedge of 90bp.  
Source: Hope 1, H7 appeal: cost of capital, Oxera, 13 April 2023, Figure 3.4. 

7.159 As the UK entered a period of significantly higher inflation, inflation forecasts 
changed dramatically between Initial Proposals, Final Proposals and then the Final 
Decision. These changes in forecasts at different stages of the H7 decision 
making process indicate that the UK might be in a period of high inflation but also 

 
 
790 CAA Response, paragraph 169.7 
791 Hope 1, H7 Appeal: cost of capital, Oxera, Figure 6.1.  

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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in a period of inflation volatility. In paragraphs 7.65 to 7.83, we set out how the 
CAA’s reasoning and interpretation of the inflation forecasts evolved at the 
different stages of the H7 process, in response to these changing circumstances.  

7.160 In response to our Provisional Determination, HAL reiterated its view that the 
current spike in inflation is a temporary distortion and that the CMA previously 
chose not to take temporary distortions in inflation into account in its PR19 
redetermination.792 As we noted earlier, each regulatory decision is context-
specific. The PR19 precedent cited by HAL did embody this view, but it is also 
important to note that the scale of the deviation between short-term and long-term 
inflation was much less significant in that decision. For example, the OBR 
forecasts of CPI over the price control averaged 1.88% relative to the long-term 
forecast of 2.0%.793 

7.161 For reasons discussed earlier in paragraphs 7.84 to 7.86, 7.111, and 7.145 to 
7.152, in our view, the CAA had good reasons to consider carefully whether 
continuing to use ‘long-term’ inflation was appropriate, regardless of whether 
inflation is assumed to mean-revert in the long-term. It was entitled in the 
circumstances it faced to make the judgement that the use of the short-term 
forecasts in H7 was consistent with the real returns framework and its statutory 
duties and, in doing so, did not reject a clearly superior alternative.  

7.162 With regard to forecasting risk, the CAA acknowledged in the Final Decision that 
five-year inflation forecasts are, by definition, more volatile than long-term 
forecasts. However, our view is that the CAA’s assessment that, at the time of 
making the decision, a five-year forecast is likely to be more reflective of inflation 
expectations over the forthcoming regulatory period, rather than long-term inflation 
assumptions, was not wrong. We note the CAA’s assessment in the Final Decision 
that the forecasting risk would be at least as material were it to use long-term 
inflation forecasts.794 

7.163 We take into account that, given the higher than average short-term inflation 
forecasts, had the CAA used the lower long-term forecasts it would have been 
more likely that out-turn inflation would have been significantly higher than the 
figure used to deflate debt costs. That, we agree with the CAA, is less likely to 
have amounted to a ‘fair bet’ and more likely to have led to higher charges for 
consumers than necessary to fund efficient financing costs over the period. It was 
not, in light of that point amongst others, a clearly superior alternative. 

7.164 We therefore conclude that the CAA was not wrong in using short-term forecasts 
on the basis of the arguments relating to volatility and the potential for such 

 
 
792 HAL Response to PD, paragraphs 134-135.  
793 CMA (2021), Anglian Water Services Limited, Bristol Water plc, Northumbrian Water Limited and Yorkshire Water 
Services Limited price determinations, paragraphs 9.24 and 9.35. 
794 Final Decision, Section 3, paragraph 9.24. 

https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf
https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf
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forecasts to be systematically wrong. It is not evident that a clearly superior 
forecasting option was available to the CAA and none has been put forward by 
HAL.  

Conclusion on the CAA’s use of a short-term inflation forecast 

7.165 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, and as set out above, we determine that the CAA did not err 
in law or in the exercise of a discretion in using short-term inflation forecasts to 
deflate the nominal cost of HAL’s fixed-rate embedded debt. 

7.166 We find in particular that the CAA: 

(a) acted in a way that it considered would further the relevant interests of users 
of air transport services; 

(b) had regard to the principle that regulatory activities should be carried out in a 
way which is proportionate and consistent; and  

(c) had regard to the need to secure that each holder of a relevant licence was 
able to finance its provision of airport operation services in the relevant area. 

7.167 The CAA was considering how to apply the real returns framework in unusual 
circumstances. There was a significant upward spike in short-term inflation 
forecasts, with no basis to think that a negative spike would off-set these in future, 
and the CAA had to decide between the competing alternatives of using short- or 
long-term forecasts. The CAA made a reasoned assessment of these alternatives 
and made a judgement that it should adopt the former. In the circumstances that 
was a regulatory judgement it was entitled to make: one that fell within the margin 
of appreciation to be afforded to it as the expert regulator and it was not wrong. 

7.168 The CAA assessed whether the different circumstances in which it made its 
decision warranted a different approach to that taken in previous price controls. It 
was not wrong to conclude that, as with other elements of the price control, the 
methodology for estimating the various WACC components evolves over time or 
that different approaches may be taken in different cases. Its approach does not, 
in our judgement, represent a fundamental departure from the real returns 
regulatory framework that can be said (i) to have failed to have regard to the need 
for regulatory activities to be carried on in a way that is consistent nor (ii) in itself to 
be wrong in law or in the exercise of a discretion. 

7.169 In deciding between the competing alternatives, the CAA’s primary duty was to 
further relevant end-users’ interests. Having considered the consequences and 
risks liable to result from the alternative approaches, the CAA made the judgement 
that using the short-term inflation forecasts would ensure that efficient financing 
costs are reflected in the price control, better matching the objectives of the real 
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returns framework in the H7 period and meaning that charges for end-users are no 
higher than necessary (whereas using long-term forecasts was liable to result in 
higher charges).  

7.170 In making its assessment, the CAA had regard to the need for regulatory activities 
to be carried on in a way that is proportionate and to the need to ensure that a 
relevant licence holder (the notional company) is able to finance its provision of 
airport operation services in the relevant area.795 It concluded that such a licence 
holder would be so able. 

7.171 The CAA also had regard to the effect of its decision on investors and on past 
investment decisions. In that regard, our findings are that: 

(a) while some investors may have different preferences regarding inflation 
exposure, and the change in CAA’s approach may have different impacts on 
different types of investors, that does not mean the CAA was wrong in law or 
in the exercise of a discretion in adopting the approach it did;  

(b) the CAA took proper account of the circumstances in which it was setting the 
H7 price control and gave sufficient consideration to the effect of a change in 
its approach to inflation forecasts in light of its statutory duties; and 

(c) the CAA was not wrong to take the view that a change in approach would 
further the interests of relevant end users (consumers), since it would result 
in lower prices for them in H7, and, in light of its primary statutory duty, to 
place greater weight on that point than on a view that a change of approach 
would undermine past investment and financing decisions or have a negative 
impact on the perception of regulatory risk.  

7.172 Accordingly, we determine that the CAA was not wrong in law or in the exercise of 
a discretion. It made judgements balancing the different considerations that it was 
entitled to make. It reached a conclusion that it considered would further end 
users’ interests in line with its primary statutory duty. It did not make an error in the 
exercise of a discretion by making a choice, albeit a rational one, where a clearly 
superior alternative, in particular the use of longer-term inflation expectations as 
advanced by HAL, was available to it. 

Section B: Nominal cost of embedded debt 

HAL’s submissions on the nominal cost of embedded debt 

7.173 In support of its appeal, HAL relied on the following submissions. 

 
 
795 Final Decision, Section 3, paragraph 9.1, and chapter 12. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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HAL-specific premium: reliance on the cost of HAL’s Class A debt 

7.174 HAL submitted that the Final Decision was wrong on the basis that the CAA only 
considered Class A debt and did not reflect the cost of HAL’s Class B debt in 
calculating the HAL-specific yield premium. HAL argued that this was inconsistent 
with the notional company used in the CAA’s assessment that was BBB+ rated, 
noting that a BBB+ rated notional company would not be able to finance itself 
exclusively by means of A- rated debt, so that basing an assessment of a BBB+ 
rated notional company’s cost of debt solely on Heathrow’s Class A debt was 
irrational.  

7.175 HAL stated that an appropriate premium would be around 49 to [] bps.796 This is 
based on the following evidence: 797 

(a) An analysis of actual spreads at issue across all of HAL’s bonds relative to 
the iBoxx indices: HAL separately estimates a premium on Class A debt 
relative to the iBoxx A index, and a premium of on its Class B debt relative to 
the iBoxx BBB index, with an average spread across both classes of debt of 
[];798 

(b) An analysis of secondary traded yields for a selection of HAL’s Class A debt 
relative to the iBoxx A index, which showed a spread of 34bps or 49bps with 
a 15bps new issue premium added. 

HAL-specific premium: estimate of the costs associated with foreign 
currency debt 

7.176 HAL contended that it had to rely on foreign currency debt as the Sterling market 
alone did not have sufficient depth to accommodate all of HAL's financing 
requirements. The CAA had acknowledged this and recognised that there were 
associated costs. However, HAL submitted that evidence of actual pricing and 
projected spreads for the Australian Dollar, Canadian Dollar, Euro and Swiss 
Franc showed that the CAA made a factual error by ‘significantly’ underestimating 
the cost of cross-currency swaps by up to 40bps.799 

Use of a 13.5-year trailing average 

7.177 HAL also contended that the Final Decision was wrong because: 

(a) For the assessment of embedded debt, the CAA used a 13.5-year trailing 
average of the iBoxx indices. However, that was a factual error. The average 

 
 
796 HAL NoA, paragraphs 249-253. 
797 HAL NoA, paragraph 255. Ding 1, paragraphs 6.13-6.16.  
798 The average premia on Class A and Class B debt are based on confidential information.  
799 HAL NoA, paragraph 254. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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maturity for all HAL’s Class A debt on issue was 17.6 years, and that of its 
Sterling-denominated component which most closely matched the iBoxx 
indices was 21.1 years. The 13.5-year period the CAA used also did not 
appear to be consistent with its own assumptions as to Class A debt which 
indicated an average maturity of 15.7 years and that 17% of HAL’s Class A 
bonds pre-date 2007.800  

(b) The CAA's 13.5-year averaging period was not consistent in respect of a 
number of parameters with the assumed notional company construct that the 
CAA used in its assessment: regulatory asset life (assumed to be c.21.7 
years), the average tenor of debt making up iBoxx indices (c.20 years), the 
averaging period of the long-term inflation forecast used to deflate the cost of 
index-linked debt (20 years), and proportion of new debt that was assumed to 
be issued in each year (5% rather than the 7.5% required if all embedded 
debt needed replacing after 13.5-year).801  

CAA response on the nominal cost of embedded debt 

7.178 The CAA addressed each of these allegations in its Response. 

Reliance on HAL’s Class A debt 

7.179 The CAA considered that HAL’s argument was based on two mistaken 
assumptions: 

(a) As regards the use of HAL’s Class A debt as the basis of the CAA’s 
assessment, the CAA noted that it had, in fact, assumed that the notional 
company had historically achieved a similar credit rating to HAL’s Class A 
debt. Although this implied a BBB+ credit rating for H7, it also implied that the 
notional company could have maintained an A- rating for much of the 
historical period, in line with HAL’s Class A debt.802 

(b) Second, the CAA had not sought to opine on whether HAL’s Class B debt is 
or is not efficient. Rather, the CAA submitted that it had consistently taken a 
view for over 15 years that it should set price controls that were appropriate 
for a company that maintained a notional capital structure comprised of 60% 
debt and 40% equity. This means that any debt that HAL chooses to issue 
beyond 60% gearing is at its own risk and will not be reflected in the CAA’s 
calculations.803 

 
 
800 HAL NoA, paragraphs 259-261. 
801 HAL NoA, paragraph 262. 
802 CAA Response, paragraph 172.1. 
803 CAA Response, paragraph 172.2. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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(c) Further, HAL’s Class B debt takes HAL’s gearing to 77.7% which is 
significantly in excess of the CAA’s 60% notional gearing assumption, and if 
the CAA were to include this Class B debt, it would signal that consumers 
would underwrite the costs associated with higher gearing which the CAA 
concludes is not in consumers’ long-term interests.804 

Underestimation of currency swap costs 

7.180 As to whether the CAA was wrong not to use HAL’s actual swap costs in 
calculating the HAL-specific premium, the CAA submitted that it had asked HAL on 
numerous occasions for its own data together with supporting evidence so that the 
CAA could scrutinise the information provided. When HAL did not provide this data 
or when it did, and such data was provided in a format which did not permit 
reasonable interrogation, the CAA used its own reasonable estimates.805 

Averaging period 

7.181 The CAA submitted that it was not wrong to have used a 13.5-year measurement 
window, starting in 2008, for the purposes of estimating the cost of embedded debt 
for a number of reasons: 

(a) A 2008 start date reflects a reasonable assumption that the notional 
company can be assumed to have issued increasing volumes of debt over 
time to finance a growing RAB;806 and 

(b) A 13.5-year averaging period results in a cost of embedded debt that is close 
to HAL’s actual cost of Class A debt (whereas a 20-year trailing average 
would have significantly exceeded HAL’s actual cost of debt) which provides 
a degree of confidence (given the similarities between HAL’s Class A debt 
and the notional structure) that the CAA’s chosen trailing average is not 
arbitrary and does not unduly over- or under-remunerate HAL.807 

7.182 The CAA argued that HAL’s arguments to the contrary were misconceived in that: 

(a) While it was right that the CAA had assumed that a notional company issues 
debt that has a maturity at issuance of 20 years, this was separate from (and 
fully consistent with) the assumption that the notional company had issued 
debt evenly over the last 13.5 years.808 

 
 
804 CAA Response, paragraph 172.3. 
805 CAA Response, paragraph 174. 
806 CAA Response, paragraph 178.1. 
807 CAA Response, paragraph 178.2. 
808 CAA Response, paragraph 179.1. 
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(b) It was not wrong for the CAA to adopt a 2008 start date for the notional 
company merely because HAL had a significant amount of debt on its 
balance that pre-dates 2008.809 

(c) The CAA was not wrong to use a 13.5-year measurement window in the light 
of its own assumptions as to the distribution of Class A debt issuance over 
time and that HAL’s arguments did not justify its preferred 20-year trailing 
average.810 

Interveners’ submissions on the nominal cost of embedded debt 

7.183 Both BA and Delta intervened in support of the CAA in relation to the nominal cost 
of embedded debt. 

7.184 HAL had argued that the CAA was wrong to calculate the HAL specific premium 
with reference to HAL’s Class A debt only. The Airline Interveners submitted that 
this argument failed when one considered the gearing levels of HAL’s debt. They 
noted, in the AP Intervention Report, that the gearing implied by HAL’s Class A 
debt was already above the CAA’s 60% notional gearing level. The Airline 
Interveners set out that, as also explained in the AP Intervention Report, the CAA 
was therefore ‘correct to ignore HAL’s Class B debt’ because consideration of 
HAL’s Class B debt ‘would expose consumers to an unnecessary increase in 
aeronautical charges to cover a higher cost of debt’.811 

7.185 The Airline Interveners set out that HAL had proposed alternative methodologies 
to calculate the premium and had proposed the mid-point of two alternative values 
([]bps). They submitted that HAL’s proposed remedy contained multiple errors.  

(a) This value was derived from HAL’s actual debt issuance and actual traded 
debt (instead of notional debt with lower notional gearing). 

(b) HAL, erroneously, included Class B debt in its consideration of new debt. 
Inclusion of HAL’s Class B debt brings the gearing levels above the 60% 
level for the notional company. 

(c) For HAL’s Class A debt, reference to the A-rated iBoxx index was a 
departure from HAL’s Class A ratings of BBB+ and A- (from Standard and 
Poor’s (S&P) and Fitch respectively). As noted in the AP Intervention Report, 
‘this will overstate the premium’.812 

7.186 HAL had argued that the CAA underestimated the cost of foreign currency swaps 
related to HAL’s non-sterling debt. BA and Delta submitted that, as explained in 

 
 
809 CAA Response, paragraph 179.2. 
810 CAA Response, paragraph 179.3. 
811 BA NoI, paragraph 3.6.3(a) and Delta NoI, paragraph 3.32(a). 
812 BA NoI, paragraph 3.6.3(a)-(c) and Delta NoI, paragraph 3.33 (a)-(c). 
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the AP Intervention Report, a notional company might not need access to non-
sterling debt markets to the same extent as HAL does – ‘[t]he 60% notionally 
geared company would only use non-sterling debt if it was the cheapest debt 
solution after taking account of the additional costs of accessing non-sterling debt 
markets, including the foreign exchange swap costs’.813 

Our assessment on the nominal cost of embedded debt 

Preliminary remarks 

7.187 The CAA, like most other UK regulators, estimates the WACC by reference to the 
costs that would be incurred by HAL under a notional financing structure.814 This 
raises several methodological issues, in particular what benchmarks are 
appropriate for the notional company and what weight, if any, should be given to 
the actual debt costs of the regulated company. These issues are not 
straightforward, especially when (as is the case for the CAA in H7) there is only 
one licensee and the actual capital structure of the licensee differs materially from 
the notional structure. 

7.188 When it comes to the cost of embedded debt, while the principle of allowing for the 
costs of embedded debt is relatively well-established, regulators use a variety of 
estimation approaches which have generally changed from one price review to the 
next. In other words, while the cost of debt is more directly observable than the 
cost of equity in the WACC, estimating an efficient cost of debt allowance is not a 
mechanistic exercise.  

7.189 The CAA summarised its approach to estimating the cost of debt as being one 
which estimates the cost of debt for a notional company representing a 
hypothetical alternative airport operator that is identical in most respects to HAL, 
but whose structure of liabilities may be different to HAL’s actual liability 
structure.815 

The CAA’s approach in the Initial Proposals 

7.190 The starting point for the CAA’s initial assessment was an index of corporate 
bonds of similar credit quality and tenor to the CAA’s assumptions for the notional 
company: the iBoxx £ Non-financial A and BBB 10+ indices.816  

7.191 The CAA considered that using a notional cost of debt provided stronger 
incentives on the regulated company to maintain efficient costs than using an 
actual cost of debt. The CAA also noted that it would only support using actual 

 
 
813 BA NoI, paragraph 3.6.3(b) and Delta NoI, paragraph 3.32(b). 
814 Initial Proposals, Section 2, paragraph 9.133.  
815 Hoon 2, paragraph 9.2. 
816 Hoon 2, paragraph 9.13. 
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cost of debt where this could be clearly demonstrated to be efficient and provided 
a better outcome for consumers than using a notional benchmark.817 

7.192 The CAA carried out analysis of the costs of HAL’s Class A debt relative to the 
iBoxx indices, based on publicly available data from Bloomberg. The CAA focused 
on HAL's Class A debt, since it considered that this provided the most suitable 
approximation for the notional entity.818 HAL’s Class A debt has a similar gearing 
and credit rating to the notional company, with gearing of 66.4% and a credit rating 
of A- up to March 2020, which was downgraded by S&P to BBB+ in 2020.819 

7.193 The CAA noted that there was significant variation in spreads over time, but 
overall provisionally concluded that HAL had historically been able to at least 
match iBoxx spreads on average.820 The CAA based its estimate of the nominal 
cost of embedded debt on a 20-year collapsing average of yields on the iBoxx A 
and BBB 10+ year non-financial indices, which produced an estimate of 4.60%.821  

The CAA’s approach in the Final Proposals 

7.194 Having considered the responses to the Initial Proposals, in the Final Proposals, 
consistently with the initially proposed approach, the CAA started with the yields 
on the notional benchmark indices. It then carried out a ‘balance sheet check’ 
which focused on HAL’s Class A debt.822  

7.195 In the Final Proposals (which the CAA confirmed in the Final Decision), this 
‘balance sheet check’ led the CAA to propose to align its cost of debt allowance 
more closely with the actual cost of HAL’s Class A debt in two respects:823 

(a) by including a HAL-specific premium above the benchmark indices. This 
reflected its updated view that HAL’s Class A debt had been issued at a 
slightly higher cost than the benchmark indices, although the difference was 
relatively small; and 

(b) by shortening the look-back period used to estimate the notional benchmark 
from a 20-year collapsing average to a 13.5-year fixed average. The CAA 
considered that this more closely reflected HAL’s actual profile of Class A 
debt issuance, which was more skewed towards recent years than a 20-year 
collapsing average would imply. 

 
 
817 Initial Proposals, Section 2 paragraph 9.155.  
818 Initial Proposals, Section 2 paragraph 9.158.  
819 Hope 1, paragraph 5.19. 
820 Initial Proposals, Section 2, paragraph 9.162.  
821 Initial Proposals, Section 2, paragraph 9.187.  
822 Final Proposals, Section 3, paragraph 9.261.  
823 Final Proposals, Section 3, paragraph 9.262. 
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HAL-specific premium 

7.196 In the Final Proposals, the CAA refined its analysis of the HAL-specific premium, 
responding to the comments it had received on its Initial Proposals. We 
understand that the HAL-specific premium of 8bps was derived as follows:824  

(a) The CAA obtained information available from Bloomberg on HAL's Class A 
bonds. These bonds were rated A- until March 2020 and rated BBB+ 
thereafter; 

(b) The CAA then calculated the issuance spread for each of the bonds as 
follows: 

(i) It identified the difference between the spread on the HAL bonds and 
the spread on the relevant iBoxx index of comparable tenor on the 
issuance date. The relevant iBoxx index was calculated by taking an 
average of the iBoxx non-financial A and iBoxx non-financial BBB rated 
bonds for different tenors (5-7 years, 7-10 years, 10-15 years and 10+ 
years). 

(ii) For non-sterling bonds, the spread was converted to a sterling spread, 
and swap cost was added. This cost was provided to the CAA by its 
financial advisers (Centrus). 

(c) The premium of 8bps was calculated by taking the average difference 
between the spread on HAL’s bonds and the spread on the benchmark 
index. The average was calculated as a weighted average based on the 
outstanding sterling notional amount for each bond.  

7.197 The CAA disagreed with HAL that Class B bonds should be included in its 
analysis. The CAA stated that HAL’s gearing, inclusive of Class B debt, would be 
substantially higher than its notional assumption and would include structural 
features that the CAA did not assume for its notional company. The CAA also 
noted that its assumed notional credit rating of BBB+/A- is broadly consistent with 
HAL’s Class A debt but not with Class B debt.825 

Averaging period 

7.198 The CAA noted that its assumption of a 20-year collapsing average used in the 
Initial Proposals reflected an implicit assumption that the notional company would 
evenly raise debt over the course of its useful asset life of 20 years.826  

 
 
824 CAA Response to CMA’s RFI B003, question 2.  
825 Final Proposals, paragraphs 9.275-9.276.  
826 Final Proposals, paragraph 9.286.  
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7.199 In the Final Proposals, the CAA reconsidered this assumption based on the actual 
profile of HAL’s Class A debt. The CAA inferred the following issuance profile as 
set out in Table 7.4.  

Table 7.4 Notional vs actual (Class A) debt issuance profile 

Period HAL Class A bonds IP notional assumption 
Pre-2007 17% 25% 
2007-2011 14% 25% 
2012-2016 28% 25% 
2017-2021 41% 25% 

Source: Final Proposals, Table 9.6. 

7.200 The CAA noted that the skew in issuance towards the later years is important 
because yields on the notional benchmark, as well as interest rates more 
generally, have declined significantly since 2002. A skew towards debt issuance in 
recent years will, therefore, imply a lower cost of embedded debt, all else being 
equal. The CAA also stated that such an issuance profile both for the actual and 
the notional company would be consistent with an increasing RAB over the period. 
Therefore, the CAA proposed to adopt a trailing average period since mid-2008.827 

7.201 The CAA therefore provisionally estimated a nominal cost of fixed-rate embedded 
debt of 4.22% (based on a trailing average of benchmark yields of 4.14% plus a 
HAL-specific debt premium of 8bps).828  

The Final Decision 

7.202 In response to the Final Proposals, stakeholders raised various issues with the 
CAA’s calculations.  

HAL-specific premium 

7.203 HAL stated that the CAA had significantly underestimated swap costs; had not 
compared HAL’s bond with indices of the correct tenor; and that the CAA’s 
estimate of 8bps was not consistent with long-run evidence from the secondary 
market spreads of Heathrow's Class A bonds over the iBoxx.829 The Airlines also 
noted several methodological issues, such as a relatively small sample size and 
the significant variation in spreads across individual bonds, and that alternative 
calculations suggested a negative premium to the benchmark index.830 

7.204 The CAA assessed these arguments and concluded that the approach it 
considered in the Final Proposals was appropriate. Specifically, the CAA noted the 
following.831  

 
 
827 Final Proposals, paragraphs 9.289-9.292.  
828 Final Proposals, Table 9.7.  
829 Final Decision, paragraph 9.105.  
830 Final Decision, paragraph 9.117.  
831 Final Decision, paragraphs 9.121-9.126.  

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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(a) While there was variation in the spreads relative to the iBoxx, the issuance 
yields on HAL’s bonds tended to be lower than the iBoxx during ‘benign’ 
periods, and higher during periods of market stress such as the 2008 
financial crisis and the COVID-19 pandemic. The CAA considered that it was 
important to take account of debt raised in both benign and stressed periods, 
since the notional company would have historically needed to issue bonds 
during both periods.  

(b) It was satisfied that it had compared the bonds with the benchmark of the 
right tenor. 

(c) It specifically requested data on Heathrow 's actual swap costs on multiple 
occasions prior to the Final Proposals, but these had not been provided. 
Moreover, the swap costs that had been provided by HAL in response to the 
Final Proposals had been submitted in a format that did not permit any 
interrogation of their accuracy, efficiency or completeness. Bearing these 
factors in mind, the evidence provided by HAL was not sufficiently persuasive 
to warrant a change in the CAA’s approach. 

(d) It referred back to its reasoning in the Final Proposals as to why secondary 
market yields did not represent an appropriate basis of estimation for the 
HAL-specific premium. 

Averaging period  

7.205 HAL continued to argue for a 20-year averaging period. HAL noted that the CAA’s 
proposed lookback period ignored HAL’s actual average tenor at issuance; that a 
cut-off date of 2008 ignored debt issued prior to this period; that the CAA provided 
no calculation in support of its proposed lookback period; that the CAA’s own 
analysis did not support a 13.5-year average; that the lookback period should be 
adjusted to account for liquidity facilities; and that the CAA did not consider 
impacts of its proposed lookback period on the incentives and financial risk of 
HAL.832 The Airlines welcomed the reduction from the 20-year average to a 13.5-
year average, but noted that a collapsing average would be more representative of 
the notional company’s embedded debt costs.833  

7.206 The CAA assessed these arguments and concluded that the approach it set out in 
the Final Proposals was appropriate. Specifically, the CAA noted the following.834  

(a) Using a 13.5-year averaging period produced a cost of debt allowance that is 
roughly in line with HAL’s actual average yield at issuance across its Class A 

 
 
832 Final Decision Section 3, paragraphs 9.103-0.104.  
833 Final Decision Section 3, paragraph 9.113.  
834 Final Decision Section 3, paragraphs 9.127-136.  
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bonds. This is important, because it implies that the CAA was not unduly 
over- or under-remunerating HAL’s efficient cost of debt. 

(b) A notional company that issued debt evenly from 2008 onwards at a slight 
premium to the relevant iBoxx indices represented a reasonable benchmark 
for HAL. 

(c) The figures set out in the Final Proposals (Table 7.4) were intended as an 
illustrative example of why a 20-year trailing average would assign excessive 
weight to earlier years and should not be regarded as a precise calibration of 
the trailing average period used.  

7.207 The CAA therefore adopted the approach to estimating the nominal cost of debt 
that it had proposed. The CAA concluded that having some regard to HAL’s actual 
investment grade debt costs, subject to appropriate checks, was consistent with 
both protecting consumers and having regard to the need to secure that the 
notional company is able to finance its activities.835  

Reliance on HAL’s Class A debt 

Consistency with the credit rating of the notional company  

7.208 HAL argued that the CAA’s estimate of the premium was effectively for an A-rated 
airport (see paragraph 7.174), whereas the CAA stated in the Final Proposals that 
the target credit rating for the notional company was A-/BBB+ (see paragraph 
7.179(a)). HAL also noted that the CAA’s financeability assessment was largely 
based on a BBB+ credit rating. Therefore, in HAL’s view, the efficient cost of debt 
should be based on the cost of issuance for a BBB+ rated airport.836  

7.209 HAL submitted that BBB+ is an appropriate target credit rating for a 60% geared 
notional company. HAL’s actual credit rating has benefitted from a 1-notch uplift as 
a result of structural features included in its whole business securitisation (WBS) 
structure. 

7.210 We understand HAL’s argument as saying that a ‘balance sheet check’ against 
HAL’s Class A debt implies that the notional company would have historically 
achieved the same credit rating as HAL’s Class A debt, but that this is 
inappropriate. 

7.211 In the Final Proposals, the CAA considered the implications of a WBS structure for 
a notional company and noted that the notional company could also benefit from 
some rating uplift without an implementation of a WBS structure. However, this 

 
 
835 Final Decision Section 3, paragraph 9.140.  
836 King 1, paragraph 142.  
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was in the context of its forward-looking financeability assessment and not in the 
context of estimating the cost of embedded debt.837  

7.212 In its response to HAL’s NoA, the CAA stated that it was reasonable to assume 
that the notional company would have achieved the same credit rating as HAL 
historically, and that the CAA relied on independent advice to check if this was 
reasonable. The actual rating on HAL’s Class A debt was A- until March 2020 and 
BBB+ afterwards. The CAA also noted that there was nothing inconsistent with it 
then testing financeability assuming a credit rating of BBB+ going forward in H7 
(see paragraph 7.134).  

7.213 In response to our Provisional Determination, HAL also submitted that the CAA’s 
approach was inconsistent with its previous approach (and with the CC’s approach 
in 2007) that envisaged a rating of BBB+ in Q5 and BBB+/BBB in Q6.838 HAL said 
that it was inappropriate to assume that the notional company could achieve a 
rating of A- in retrospect. 

7.214 Our view is that assessing the appropriate credit rating for the ‘hypothetical airport 
operator similar to HAL’ requires some judgement on the CAA’s part as an expert 
regulator. The CAA’s chosen benchmark index, which reflects a broad rating of A-
/BBB+ (and which is the main determinant of the cost of embedded debt), is 
consistent with both an assumption that the notional company had managed 
historically to achieve the same rating as HAL’s Class A debt as well as an 
assumption that the rating could have been slightly weaker and closer to BBB+.  

7.215 In our view, there is no inconsistency, real or apparent, with the CAA’s approach to 
financeability. Targeting a BBB+ credit rating in the financeability assessment 
reflects the CAA’s view that the notional company’s credit metrics need to be 
broadly consistent with those for a BBB+ rated company, on a forward-looking 
basis, over the course of H7. This assumption does not necessarily imply that the 
notional company was assumed to have been rated BBB+ historically. 

7.216 We also note that both in Q5 and Q6 debt benchmarks were similarly based on 
both A- and BBB+ indices.839 This means the cost of debt allowance has given 
some weight to both A- and BBB+ debt costs over time, and this approach was 
considered to be consistent with a target credit rating of BBB+ at those times. The 
CAA is continuing to use both A- and BBB+ indices in H7 and therefore, in our 
view, its approach cannot be described as only funding the debt costs of an A-
rated notional airport operator. We also note that HAL has not challenged the use 
of both A- and BBB+ bond indices as the relevant benchmarks. 

 
 
837 Final Proposals, Section 3, paragraph 13.39.  
838 HAL Response to PD, paragraph 144.  
839 CAP1115.pdf (caa.co.uk), section 6. (nationalarchives.gov.uk), paragraphs 35-38. [Also cited in the HAL Reply to 
CAA Response] 
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https://webarchive.nationalarchives.gov.uk/ukgwa/20140606022147mp_/http:/www.caa.co.uk/docs/5/ergdocs/ccreport_appf.pdf
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7.217 The purpose of the ‘balance sheet check’ is then to assess whether using the 
chosen benchmark A-/BBB+ bond indices could be reasonably expected to 
systematically under- or over-remunerate the efficiently incurred costs for the 
notional company.  

7.218 In our view, the CAA has set out a reasonable and internally consistent definition 
for the notional company (ie a hypothetical airport operator similar to HAL in most 
respects other than its actual liability structure). HAL’s actual capital structure 
differs materially from the notional structure (including the level of gearing, the 
significant use of derivates and other complex structural features), and this 
presents some challenges in deciding which of HAL’s debt instruments to use in 
this ‘balance sheet check’. We therefore now turn to HAL’s second argument that 
the CAA was wrong to only rely on HAL’s Class A debt for this purpose and that 
the CAA should have also considered the costs of HAL’s Class B bonds.  

Exclusion of HAL’s Class B debt from the analysis  

7.219 In its Final Decision, the CAA noted that its approach to remunerating HAL for 
efficiently incurred debt cost was to protect consumers from higher leverage 
associated with HAL’s Class B and subordinated borrowings.840 

7.220 HAL argued that its Class A and B debt taken together would broadly correspond 
to a combined credit rating of BBB+, which was the target rating for the notional 
company.841 HAL said that basing an assessment of a BBB+ rated notional 
company’s cost of debt solely on Heathrow’s Class A debt was irrational as a 
BBB+ company would not finance itself with A- rated debt.842  

7.221 As we discuss in the section above, in our view, using both A- and BBB+ 
benchmark bond yields as the main basis for the cost of embedded debt does not 
imply that the notional company would solely finance itself with A- rated debt.  

7.222 As to whether the CAA was wrong to exclude Class B debt from its ‘balance sheet’ 
check, our view is that it was not. Class A debt represents the majority of HAL’s 
financing and already takes HAL’s gearing above the notional level of 60%. Class 
B debt on the other hand takes HAL’s gearing significantly above the notional level 
of 60%, and it has also been downgraded from BBB+ to BBB in March 2020. We 
agree on that basis with the CAA’s assessment that including Class B debt could 
lead to customers paying more than the efficient notional cost of debt. For the 
avoidance of doubt, we agree with the CAA that the exclusion of Class B debt 
does not imply that HAL’s use of Class B debt is inefficient – the key point here is 

 
 
840 Final Decision Section 3, paragraph 9.139. 
841 HAL NoA, paragraphs 253. 
842 HAL NoA, paragraphs 253. 
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that it is not necessarily consistent with the assumed debt structure of the notional 
company.  

HAL’s alternative calculations 

7.223 HAL submitted alternative estimates of the HAL-specific debt premium, that it had 
prepared itself and that Oxera had prepared on its behalf, and which, in its view, 
clearly showed that the CAA had understated the premium.  

7.224 We set out in the section above our view that it was not wrong for the CAA to 
exclude Class B debt from its ‘balance sheet check’. Therefore, we focus on HAL’s 
estimates which use Class A debt only.  

7.225 Both HAL’s internal analysis and Oxera’s analysis compare the cost of Class A 
debt relative to the iBoxx A- index (noting that Class A debt was downgraded from 
A- to BBB+ during the pandemic), and not to the average of the A- and BBB+ 
iBoxx indices (which was the CAA’s approach for estimating the 8bps premium). 
Such an approach may be a useful indicator whether HAL has historically issued 
debt at a premium to the iBoxx (controlling for credit quality). However, adding a 
premium estimated in this way to the CAA’s benchmark cost of debt, which is 
based on an average of A- and BBB+ indices (and the choice of which HAL has 
not appealed) would overestimate the efficient cost of debt.  

7.226 This can be illustrated by a simple example. Suppose HAL issued a bond at a cost 
of 5.5% when yields on the iBoxx A- and BBB+ indices were 4.0% and 5.0% 
respectively. HAL’s methodology would imply a HAL-specific premium of 150bps 
while the CAA’s methodology would imply a premium of 100bps. While the CAA’s 
estimate of the premium is lower than HAL’s, it would be added to a benchmark 
bond yield of 4.5%, resulting in a total cost of 5.5% (ie equal to the actual cost of 
the bond).  

7.227 Further, HAL benchmarks the cost of Class A debt to the A- index up to the end of 
2021 despite HAL’s Class A debt being downgraded to BBB+ in March 2020, 
which will further overstate the premium.  

7.228 Taking account of those points, and our assessment in the preceding paragraphs, 
we conclude that the alternative approach advanced by HAL was not clearly 
superior to that the CAA used to estimate of the HAL-specific debt premium. Nor 
was the CAA’s approach irrational.  

Underestimation of currency swap costs 

7.229 According to the CAA, HAL did not provide the CAA with any clear evidence of its 
actual swap costs at the relevant points during the H7 consultation process. We 
note that this is something which HAL disputes.  
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7.230 The disputed point in the previous paragraph notwithstanding, as discussed in 
paragraph 7.196(b)(ii), the CAA factored in the cost of currency swaps in its 
calculation of the HAL-specific debt premium based on estimates provided by its 
financial advisers. The CAA’s overall approach was to estimate the cost of 
embedded debt for a notional company, with some cross-checks to HAL’s Class A 
debt. While other sources of evidence do exist, including data on HAL’s swap 
costs, our view is that this does not imply that the CAA was wrong not to have 
used HAL’s actual swap costs.  

7.231 In particular, the approach the CAA took was consistent with its approach 
generally to the notional company, which involved making judgements about that 
company’s position. In that context, not using HAL’s actual swap costs does not 
amount to a material error of fact on which the Final Decision was based. 

7.232 We also see some merit in the point made by BA and Delta that a notional 
company might not need access to non-sterling debt markets to the same extent 
as HAL does (paragraph 7.186). While the CAA chose to calibrate the cost of the 
HAL-specific premium using data on both sterling and non-sterling bonds, this 
choice involved some judgement and the CAA could have reasonably placed less 
weight on data from non-sterling bonds. That, in our view, reinforces that the CAA 
was not wrong, in fact, in its approach. 

HAL-specific debt premium: our conclusions 

7.233 We draw the above points together into the following conclusions. 

7.234 Through the consultation process involved in the Initial and Final Proposals, the 
CAA consulted on alternative approaches. It had a reasoned basis, reached after 
considering responses to the consultations, for the approach it decided to adopt on 
each of the credit rating of the notional company, the balance sheet check, the 
exclusion of HAL’s Class B debt, and its estimate of currency swap costs. It 
cannot, in our view, be said to be wrong on the basis it made a decision based on 
a material error of fact, nor one without reasonable foundation in the facts and 
evidence such that it was outside the range of decisions open to it to make and 
thus irrational. Nor, in our further view, was there a clearly superior approach it 
should have taken or decision it should have made. HAL has not demonstrated 
otherwise. 

Averaging period 

Consistency with HAL’s Class A debt 

7.235 HAL argued that the CAA’s assertion that a 13.5-year averaging period is better 
aligned with HAL’s actual issuance profile is not supported by the facts, for the 
following reasons: 
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(a) the average maturity of all of HAL’s Class A debt was 17.6 years, while the 
sterling-denominated component of this, which most closely matches the 
iBoxx indices used as a benchmark, had an average maturity of 21.1 years at 
inception; 

(b) while the beginning of the 13.5-year averaging period adopted by the CAA to 
calculate the cost of HAL’s embedded debt appeared to align with HAL’s 
restructuring of its debt in 2008, HAL has retained a ‘significant’ proportion of 
debt which pre-dates 2008. 

(c) the 13.5-year period does not appear to be consistent with the CAA’s own 
assumptions as to the distribution of Class A debt, which indicates an 
average maturity of 15.7 years and assumes that 17% of HAL’s Class A 
bonds predate 2007.843  

7.236 The CAA responded that HAL was confusing two different concepts: the maturity 
at issuance and the period over which the notional company is assumed to have 
issued debt. While the CAA had assumed that the notional company had issued 
debt with a maturity of 20 years, which is similar to the maturity at issuance of the 
bonds HAL refers to, the CAA assumed that the profile of debt issued by the 
notional company was best captured by a 13.5-year averaging period.844  

7.237 The CAA also stated that it was not wrong to use a 13.5-year trailing average 
simply because HAL had issued debt prior to the start of the averaging period. The 
CAA also submitted that if it had used a 20-year trailing average, it would 
‘significantly’ have exceeded HAL’s actual cost of debt while a 13.5-year trailing 
average was more closely aligned with HAL’s actual cost of Class A debt (see 
paragraph 7.181).  

7.238 The choice of the averaging period, similar to other aspects of the estimation of 
the cost of embedded debt, involves some judgement by the CAA, and regulatory 
practice is not uniform in this area. Neither the approach advanced by HAL (the 
20-year collapsing average) nor the CAA’s approach for H7 (the 13.5-year simple 
trailing average) were used in previous reviews (Q5 and Q6).845 

7.239 Both approaches assume that the notional company would issue debt in a 
relatively mechanistic way (in similar amounts and with similar maturity year after 
year), which is unlikely to be case for most real-world companies. Market 
conditions and other treasury policies would likely affect the timing of debt 
issuance and the choice of specific instruments.  

 
 
843 HAL NoA, paragraphs 259-261.  
844 Hoon 2, paragraph 26.6. 
845 King 1, paragraph 157. 
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7.240 While we are of the view that the cost of debt should reflect the costs faced by a 
notionally efficient company, for the same reasons we have provided earlier (see 
paragraph 7.222) as to why the CAA was not wrong to base its ‘balance sheet 
check’ on HAL’s Class A debt, we consider the CAA was not wrong to assess 
whether its initial proposal of a 20-year collapsing average was supported by the 
evidence on HAL’s actual debt profile. Doing so provides a useful cross-check for 
the notional company’s likely costs. 

7.241 On the specific factual contentions put forward by HAL, we agree with the CAA’s 
reasoning that all the measures HAL referred to describe the maturity of the bonds 
at issuance. While providing some information on the debt profile of the actual 
company, these are not by themselves determinative of what should be the correct 
averaging period, since they only give a view on the average tenor of the debt and 
not necessarily on when it was issued. It is also clear that the purpose of the 
‘balance sheet check’ is not to match precisely the actual profile and cost of HAL’s 
Class A debt, but to ‘sense check’ the notional assumptions.  

7.242 Regarding the observation that HAL had debt predating 2008, this, in our view, 
similarly does not imply that the CAA made an error in choosing a 13.5-year 
period. The profile of debt issuance was informative in that it provided some 
evidence that on average relatively less debt was issued prior to 2008 and 
relatively more in the recent years compared with what the CAA had assumed in 
the Initial Proposals. However, the CAA was clearly not trying to match precisely 
the actual profile and cost of HAL’s Class A debt.  

7.243 If interest rates are broadly stable over time, the choice of the averaging period 
might not be particularly significant, but interest rates declined materially in the 15 
to 20 years leading up to H7. The table to which HAL refers (Table 7.4), while 
implying that some debt was issued prior to 2008, also implies that nearly 40% of 
all HAL’s Class A debt was issued in the 2017-2021 period, coinciding with a 
period of very low interest rates, whereas a simple 13.5-year trailing average 
would imply that around 30% of debt was issued in that period. 

7.244 This illustration shows that the choice of a trailing average is necessarily a crude 
approximation of how debt is likely to be issued in practice. It supports the view 
that the calibration of the average involves a choice, taking account of relevant 
factors, between alternatives none of which is a precise guide to an answer that is 
clearly superior to any other. Our view is that, given that point and that the CAA’s 
overall approach was to estimate a cost of debt for a notional company, it cannot 
be said to have made a material error of fact on which the Final Decision was 
based by not using HAL’s actual issuance profile to calibrate the average. 

7.245 We also note that, according to HAL, a 20-year collapsing average would produce 
a nominal cost of debt of 5.06%, which is higher than its estimate of its actual cost 
of embedded debt of 4.6% (across all debt instruments, including the more 
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expensive Class B debt).846 The CAA, on the other hand, noted that a 13.5-year 
averaging period would be close to HAL’s actual cost of Class A debt (paragraph 
7.206(a)).  

7.246 The observation that the 13.5-year trailing average is more closely aligned with the 
actual cost of HAL’s Class A debt, while the 20-year average significantly exceeds 
this, is in our view a relevant factor. It is evidence, to which we have regard, that 
the notional company could have efficiently secured a lower cost of debt than that 
implied by the 20-year average, and that using a 20-year average could have led 
to charges which were higher than necessary. In our view, the CAA was 
accordingly not wrong in this aspect of its decision.  

Consistency with the notional company 

7.247 HAL told us that the CAA’s approach to using a 13.5-year average of the iBoxx 
index was not consistent with the assumed notional company construct for a 
number of parameters in which a 20-year assumption is used, such as regulatory 
asset life, the average tenor of debt making up iBoxx indices, inflation forecast to 
deflate index-linked debt, and proportion of new debt that was assumed to be 
issued in each year.  

7.248 The CAA responded that these did not reflect a like-for-like comparison with the 
13.5-year trailing average. These parameters would be more indicative of the 
appropriate tenor of debt, rather than when the debt was issued.847  

7.249 Our view is that the CAA’s reasoning was not wrong in this regard. The trailing 
average period indicates when the debt was issued historically, which need not 
coincide with the assumed tenor of debt.  

7.250 The CAA also stated that a 2008 start date for the average was a reasonable 
assumption since the notional company would have needed to issue increasing 
volumes of debt over time to finance a growing RAB.848 HAL submitted evidence 
to show that in real terms its RAB increased from £8.4 billion in 2004 to £17.3 
billion in 2014 and has remained broadly stable since 2014. HAL stated that, 
therefore, the notional company would be expected to have significant debt 
relating to the period before 2008.849  

7.251 In principle, an increasing RAB would typically be consistent with increasing 
amounts of debt being issued over the period, although nominal RAB growth 
would be more informative in this context. The implication of a growing real RAB 

 
 
846 King 1, paragraphs 161 and 164. 
847 CAA Response, paragraph 179.1. 
848 CAA Response, paragraph 178.1. 
849 HAL closing statement, paragraph 40.  
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between 2004 and 2014, and a stable real RAB since 2014, is that HAL’s nominal 
RAB has consistently grown over the period.  

7.252 However, the rate of HAL’s RAB growth has not been constant, suggesting that 
the amounts of debt issued in each year are also unlikely to have been constant 
(or to have grown at a constant rate over time). While RAB growth may be used to 
construct a RAB-weighted average index of historical debt costs, this is not an 
approach that was explicitly considered by the CAA or other stakeholders earlier in 
the H7 process.850 We also note that such an approach could still lead to the 
notional allowance unduly over- or under-remunerating debt costs. This is 
because, in practice, the timing of debt issuances will be affected by many factors 
(of which growth in the asset base is just one). We therefore place little weight on 
this point either way. 

7.253 In light of our earlier assessment in paragraphs 7.235 to 7.246, we find the CAA 
was not wrong in using the 13.5-year trailing average. As we note in paragraph 
7.246, such a trailing average aligns more closely with HAL’s Class A debt cost 
than the approach set out by HAL, implying that the notional company could 
secure debt finance at similar cost, and it is not inconsistent with most parameters 
set for the notional company.  

Averaging period: our conclusion 

7.254 The CAA’s overall approach of estimating the cost of debt may be characterised 
as estimating the costs for a notional company while cross-checking against HAL’s 
actual Class A debt in relevant respects (see paragraph 7.195). This approach 
avoids the cost of debt becoming a pass-through cost (preserving incentives for 
HAL to manage its debt costs efficiently) while still ensuring that the notional 
company can reasonably expect to recover efficiently incurred debt costs. It was 
not, in our view, wrong. It took account of, and was based on, relevant facts and 
evidence and was not adopted at the expense of a clearly superior approach.  

Conclusion on the nominal cost of embedded debt 

7.255 Having carried out a detailed review and assessment of the Parties’ submissions 
and supporting evidence, we have concluded that the CAA did not err in law, in 
fact or in the exercise of a discretion in its calculation of the cost of embedded debt 
in its Final Decision. 

7.256 We determine that the CAA did not err in using short-term inflation forecasts to 
deflate the nominal cost of fixed-rate embedded debt. Nor, likewise, did it err in 
law, fact or in the exercise of a discretion in calculating a HAL-specific yield 
premium of 8bps over the iBoxx corporate debt indices it used as a benchmark or 

 
 
850 HAL Response to PD, paragraph 154. 
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in basing its assessment of the cost of embedded debt on observations of the 
iBoxx indices it used for comparison that are averaged over 13.5-years.  

Section C: Index-linked premium 

Airlines’ submissions on index-linked premium 

7.257 In support of their appeals, the Airlines relied on the following submissions. 

Premium principle error – error of fact 

7.258 The Airlines contended that the Final Decision was wrong in fact because: 

(a) In justifying the inclusion of an index-linked premium by comparing the 
spreads of five of HAL’s index-linked bonds with contemporaneous iBoxx 
spreads, the CAA’s interpretation of the data was wrong. For three of the five 
bonds, the issuance spread was lower for HAL’s index-linked bonds. The 
simple average difference was that HAL’s index-linked bonds had a negative 
premium of over 10bps.851 

(b) As explained in the AlixPartners WACC Report, the CAA had made a 
statistically invalid comparison between the spread of five of HAL’s index-
linked bonds as against recognised benchmarks. This had resulted in an 
error of fact which (in and of itself) undermined the CAA’s analysis.852 

(c) Investors generally required a lower return on index-linked debt because it 
does not carry an inflation risk, meaning that the CAA’s estimation of an uplift 
was wrong conceptually.853 

Premium principle error – error of law 

7.259 The Airlines submitted that the Final Decision was wrong in law because of the 
following. 

(a) The CAA’s reported average was based on a weighted average which gave a 
60.5% weight to a single observation when the CAA should have considered 
a simple average.854 

(b) The CAA placed the incorrect interpretation on the bonds data (described in 
paragraph 7.258(a)). 

 
 
851 Delta NoA, paragraph 5.66 and VAA NoA, paragraph 5.64. 
852 BA NoA, paragraph 5.8.2. 
853 BA NoA, paragraph 5.8.3, Delta NoA, paragraph 5.67 and VAA NoA, paragraph 5.65. 
854 Delta NoA, paragraph 5.66, and VAA NoA, paragraph 5.64. 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(c) The CAA’s inclusion of an index-linked premium was novel and unjustified. 
There was no premium included in recent decisions by other regulators and 
the CAA had failed to adequately justify its inclusion of such a premium.855 

(d) The CAA’s approach evidenced a material misunderstanding of the nature of 
index-linked debt. The cost of index-linked debt could be derived by 
subtracting inflation expectations from a nominal yield but, to derive a 
sufficiently accurate measure, other factors specific to such debt needed to 
be considered, ie the lower return required by investors as they no longer 
bear inflation risk.856 This was the primary reason why the CAA's treatment of 
this adjustment could not reasonably be supported. Adding a positive index-
linked premium of 15bps to the return from nominal gilts, and assuming that 
30% of debt was index-linked, was entirely irrational.857 

Premium calibration error – error of fact 

7.260 The Airlines said that the CAA was wrong in fact because it was inappropriate to 
add a premium of 15bps in circumstances where HAL would also receive a benefit 
of lower costs from issuing its own index-linked bonds. The AlixPartners WACC 
Report observes that in the context of RIIO-2 it was estimated that energy network 
companies issued nominal index-linked debt at 11bps below equivalent nominal 
debt, and it would be appropriate to reduce the cost of index-linked debt by up to 
10bps, not to apply a 15bps premium.858 

Premium calibration error – error of law 

7.261 The Airlines also submitted that the Final Decision was wrong in law on the basis 
that: 

(a) In calculating the magnitude of the adjustment required, the CAA considered 
a sample of only five HAL index-linked bonds. The correct methodology for 
estimating the appropriate adjustment involves comparing the yields of index- 
linked and nominal bonds issued, not just by HAL, but in the market more 
widely.859 

(b) BA contended that the index-linked premium should have been calculated, as 
set out in paragraph 85 of the AlixPartners WACC Report, by: 

(i) taking the 20-year nominal gilt yield from the Bank of England’s yield 
curve calculations; 

 
 
855 BA NoA, paragraph 5.8.2, Delta NoA, paragraph 5.66 and VAA NoA, paragraph 5.64. 
856 BA NoA, paragraph 5.8.3. 
857 BA NoA, paragraphs 5.8.3-5.8.4. 
858 Delta NoA ,paragraph 5.71 and VAA NoA, paragraph 5.69. 
859 Delta NoA, paragraph 5.69 and VAA NoA, paragraph 5.67. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(ii) deducting the long-term expected RPI inflation of 2.9%; and 

(iii) then further deducting the 20-year index-linked gilt yield from the Bank 
of England’s yield curve calculations. 

(c) The CAA had failed to explain why it had departed from the orthodox 
approach for calculating the magnitude of the premium and it was not 
possible to understand the approach the CAA had taken. The consequence 
was that the CAA’s methodology was ‘opaque, contrary to orthodox practice 
and not one which could reasonably be supported’, and nor, owing to the 
methodological errors, could the premium the CAA decided upon be 
supported.860 

CAA response on index-linked premium 

7.262 The CAA addressed each of the Airlines’ allegations in its Response and 
contended that the Airlines’ arguments had no merit. 

7.263 First, the CAA noted that the materiality of this issue was very limited - the index-
linked premium was 15bps applied to 30% of the debt of the notional balance 
sheet and removing the index-linked premium would reduce the WACC by less 
than 3bps.861 

7.264 In relation to the Airlines’ argument that the CAA’s approach differed from that 
adopted by other regulators, whilst the CAA acknowledged this, it submitted that 
this did not, by itself, mean that it was wrong to apply such a premium. 
Furthermore, the absence of an index-linked premium for energy and water 
company debt did not rule out the existence of a premium for debt raised by airport 
companies or HAL specifically.862 

7.265 The CAA also considered that the Airlines did not adequately show why the CAA 
was wrong to base its conclusions on a weighted average of yield differences and 
submitted that there was no obvious reason why smaller bond issues should be 
assigned the same weight as larger ones, and a weighted average provided a 
more accurate reflection of total cost across the full set of index-linked bonds.863 

7.266 Additionally, whilst the CAA acknowledged that it was true that the absence of an 
inflation risk premium implied that index-linked bonds should exhibit a lower cost, 
all else being equal, the CAA also contended that this assessment omitted 
consideration of the generally lower liquidity of corporate index-linked bonds 
compares with their fixed-rate counterparts. The information available to the CAA 

 
 
860 BA NoA, paragraph 5.8.6. 
861 CAA Response, paragraph 183.1. 
862 CAA Response, paragraph 183.2. 
863 CAA Response, paragraph 183.3. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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indicated that this liquidity premium had generally resulted in corporate index-
linked bonds being more expensive.864 

7.267 Finally, the CAA considered that it was not wrong to examine HAL’s index-linked 
debt only in calculating the premium. The Airlines’ argument was based on a 
comparison of government index-linked and fixed-rate gilts, which the CAA had 
previously indicated did not exhibit a material liquidity premium, whereas corporate 
index-linked bonds did. Any cost differential between fixed-rate and index-linked 
gilts was likely to provide a misleading view of the cost differential between fixed-
rate and index-linked corporate bonds. 

Intervener’s submissions on index-linked premium 

7.268 HAL intervened in the Airlines’ appeals in relation to the premium principle error 
and the premium calibration error, noting that it considered that the Airlines’ 
arguments were misconceived and could easily be shown to be wrong.865 

7.269 HAL considered that the AlixPartners WACC Report submitted by the Airlines 
looked at the wrong target – using index-linked gilts rather than corporate debt. 
The gilt market is a risk-free and liquid market. In contrast, corporate index-linked 
debt consistently exhibits a premium over nominal debt which reflects both lower 
liquidity and higher risk.  

7.270 HAL considered that the calculations made by the Airlines’ advisers suffered from 
several errors both in terms of input data and methodology. Importantly, the 
argument that a simple rather than a weighted average should have been used 
was misplaced, as it would grossly overweight small, and often unrepresentative, 
private trades.  

7.271 Finally, HAL contended that the most reliable method of assessing the appropriate 
allowance for HAL’s index-linked debt was to compare the actual pricing of its 
index-linked debt to the cost of its fixed-rate debt, and that in practice HAL’s index-
linked debt was priced by reference to fixed-rate debt but adding a liquidity 
premium of 15-20bps. 

Responses to our Provisional Determination 

7.272 Our provisional conclusion on this part of this ground, set out in our Provisional 
Determination, was that the CAA had erred in matters of fact and in law in 
including the 15bps premium. It had made methodological errors, failed to take 
into account relevant considerations and reached a conclusion without a proper 

 
 
864 CAA Response, paragraph 183.4. 
865 HAL NoI, paragraph 144. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
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factual basis and foundation in the evidence such that its decision in this regard 
was irrational.  

7.273 In response to the Provisional Determination, the CAA acknowledged its errors. It 
said:866 

[…] we accept the CMA’s view that the evidence base was limited. 
On this basis the CAA accepts the CMA’s findings in the 
Provisional Determinations that this matter should be remitted back 
to the CAA for further consideration. 

7.274 HAL, for its part, responded to the Provisional Determination that our assessment 
of the matter was incomplete. It said the available evidence made ‘… clear the 
correct premium was at least 15bps.’ It also said we had ample evidence to deal 
with this matter now, even if we consider that CAA did not give the matter due 
consideration, and should have regard to that evidence and dismiss the appeal on 
this ground.867 

Our assessment on index-linked premium 

7.275 As discussed in paragraphs 7.10 and 7.13, the CAA estimated the ‘nominal’ cost 
of index-linked debt as the cost of nominal fixed rate debt plus a premium of 
15bps. 

7.276 The Airlines submitted that it was wrong for the CAA to include a positive premium 
in the cost of index-linked debt relative to the cost of fixed-rate debt.  

7.277 We first provide further background on the issue and then assess the Airlines’ 
various arguments. We group the arguments analytically (some of them relate to 
the Airlines’ alleged errors of principle, some to the alleged calibration errors and 
some are relevant for both). We then reach our conclusion on this matter taking 
account of the evidence and the CAA’s admission in this connection. 

The CAA’s approach in the Initial Proposals 

7.278 In the Initial Proposals, the CAA considered whether it should apply a premium to 
the cost of new index-linked debt relative to nominal fixed-rate debt. It noted that, 
in its earlier documents, it had been minded not to include such a premium.868 
However, HAL had expressed a view that an index-linked premium should be 
included. It specifically noted that a zero-premium assumed that HAL could obtain 

 
 
866 CAA Response to PD, paragraph 22. 
867 HAL Response to PD, paragraphs 11 and 12. 
868 Initial Proposals, paragraph 9.189. 

https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
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index-linked/fixed swaps at zero cost, and the CAA had provided no basis for this 
assumption.869  

7.279 In HAL’s July 2021 H7 Revised Business Plan - Update 1, HAL assumed an index-
linked premium of 5bps for the cost of new debt based on 15bps applied to 30% of 
new debt assumed to be index-linked.870 The 15bps was set out in HAL’s 
December 2019 Initial Business Plan (see Table 7.5). HAL did not provide much 
detail behind the analysis but noted that the bonds used in this analysis had been 
selected to have similar expiry dates, and that an adjustment had been made to 
reflect the different iBoxx spreads on the issue dates for each bond.871 

Table 7.5: HAL’s Initial Business Plan – comparison of Nominal and IL Spreads 

Type Expiry Amount (£m) Margin over 
Gilt bp 

Issue Date IBoxx z 
spread on 
issue date 

Adjusted 
nominal cost 

bp 
Comparison A       
Nominal Sep-49 400 142 09/08/2016 113.04 150.65 
Index-Linked Jan-49 75 166 28/01/2014 121.69  
Additional Spread   24   15.35 
Comparison B       
Nominal May-41 750 140 13/5/2011 126.07 143.53 
Index-Linked Mar-40 100 158 24/07/2014 129.6  
Additional Spread   18   14.47 

 
Source: Heathrow’s Initial Business Plan, Detailed Plan, December 2019. Table 53: Comparison of Nominal and IL Spreads, page 311. 

7.280 In the Initial Proposals, to establish whether or not to include an index-linked 
premium relative to the notional benchmark index (the iBoxx indices), the CAA 
examined evidence on HAL Class A index-linked bonds, based on publicly 
available information from Bloomberg. The CAA provisionally found that HAL’s 
index-linked debt generally exhibited higher issuance spreads than the relevant 
contemporaneous iBoxx indices, although the CAA noted that the number of 
bonds from which to draw the inference was small.872 

Table 7.6: H7 Initial Proposals showing HAL’s Class A IL issuance spread compared to iBoxx spread 

Issue Date Amt Outstanding Issuance spread iBoxx spread Difference 
09/12/2009 460m 285.0 224.3 60.7 
28/01/2014 50m 131.0 147.4 -16.4 
24/07/2014 100m 217.3 150.7 66.6 
28/01/2014 75m 131.0 147.4 -16.4 
28/01/2014 75m 0.0 147.4 -147.4 
Average 152m 222.6 194.3 28.3 

Source: H7 Initial Proposals, Table 9.10: Issuance spread of HAL Class A index-linked bonds compared with contemporaneous iBoxx 
spreads, page 80. 

7.281 Based on its own analysis shown in Table 7.6, in the Initial Proposals the CAA 
posited that it would be inappropriate to penalise HAL unduly by preventing it from 
recovering costs associated with issuing index-linked debt.873 The CAA, therefore, 

 
 
869 Initial Proposals, paragraphs 9.199-9.200. 
870 Initial Proposals, paragraph 9.201.  
871 HAL December 2019 Business Plan, page 311.  
872 Initial Proposals, paragraph 9.217.  
873 Initial Proposals, paragraph 9.218.  

https://www.heathrow.com/company/about-heathrow/economic-regulation/h7-update
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://www.heathrow.com/company/about-heathrow/economic-regulation/h7-update
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
https://publicapps.caa.co.uk/docs/33/H7%20Initial%20Proposals%20Section%202%20Financial%20issues%20(CAP2265C).pdf
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proposed to include a positive premium in respect of index-linked debt, and it 
based its estimate directly on the HAL’s Updated RBP (ie based on the evidence 
shown in Table 7.5).874 This was applied to the cost of new debt only, and 
comprised a premium of 15bps applied to the proportion of debt assumed to be 
index-linked (30%).875  

The CAA’s approach in the Final Proposals 

7.282 The CAA did not receive any specific feedback in respect of the 15bps index-
linked premium included in the cost of new debt in the Initial Proposals. In the 
Final Proposals, the CAA retained the inclusion of the index-linked premium and 
applied a premium of 15bps both to the costs of embedded and new index-linked 
debt, continuing to rely on evidence directly from HAL’s Business Plan.876,877 

7.283 At this stage, the CAA was more explicit regarding its assumption for the cost of 
embedded nominal fixed-rate and embedded index-linked debt respectively. As we 
discussed in section A, inflation forecasts changed significantly between Initial and 
Final Proposals. The CAA estimated an explicit allowance for index-linked 
embedded debt to reflect its view that the notional company would have 
historically issued such debt, and that the real cost of such debt would not have 
fallen to the same extent as fixed-rate debt.878 

7.284 The overall impact of the inclusion of the 15bps premium was to increase the 
overall cost of debt by 5bps given the assumed proportion of index-linked debt of 
30%. At 60% gearing, this is equivalent to around 3bps on the overall WACC.  

The Final Decision 

7.285 In response to the Final Proposals, CEPA, on behalf of the airline stakeholders, 
stated that the CAA failed to identify a balanced, holistic view of the index-linked 
premium, since it had not used a market-based inflation measure to deflate 
nominal yields.879 

7.286 In the Final Decision, the CAA adopted the Final Proposals for the reasons put 
forward therein. Specifically, the CAA reiterated its view that it did not agree with 
the use of breakeven inflation to deflate nominal bond yields, and that for the same 
reason, the CAA considered that its assumption of a 15bps index-linked premium 
was reasonable.880 

 
 
874 Initial Proposals, paragraph 9.219.  
875 Final Proposals, Section 3 paragraph 9.338.  
876 Final Proposals, Section 3 paragraph 9.309.  
877 HAL H7 Revised Business Plan (Detailed), December 2020, page 409. 
878 Final Proposals, Section 3 paragraph 9.263.  
879 Final Decision, Section 3, paragraph 9.116.  
880 Final Decision, Section 3, paragraphs 9.141-9.142.  
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Assessment of Airlines’ arguments 

Economic principles 

7.287 A key argument made by the Airlines was that investors generally required a lower 
return on index-linked debt compared to nominal debt. This is because index-
linked debt offered inflation protection compared to nominal debt. Therefore, it 
would be appropriate to subtract rather than add a premium on index-linked debt. 
To support their argument, the Airlines presented empirical evidence from 
government bond markets.881 

7.288 The CAA stated that the Airlines’ assessment omitted the lower liquidity of 
corporate index-linked bonds compared to nominal fixed-rate bonds. The CAA told 
us that it asked its financial advisers for advice on the premium for index-linked 
debt, who said that the premium depended on various factors and could go either 
way.882 As an intervener, HAL submitted that the index-linked premium is not 
found in the gilt market but is found in the corporate bond market, and it is to 
compensate for a lack of market liquidity and extended duration due to the timing 
of cash flows.883 

7.289 As a matter of economic principle, we agree with the Airlines that we would 
typically expect investors to require a lower return on index-linked bonds relative to 
nominal debt, and this is clearly supported by empirical evidence from the 
government bonds markets and from the energy market analysis.884  

7.290 However, we also note that there is some merit to the CAA’s hypothesis that a 
negative index-linked premium could be offset by other factors, such as the 
liquidity premium, both when it comes to corporate debt markets in general and in 
the particular circumstances of HAL.  

7.291 Our view, therefore, is that the CAA may have had grounds for considering the 
introduction of an index-linked debt premium. However, given that economic 
theory suggests that a discount rather than a premium would be more appropriate, 
and in light of the potential impact of introducing such a premium, our view is that 
the CAA should have ensured that it had a sufficient evidential basis that such a 
premium does in fact exist (which we discuss next). Where it did not do so, its 
decision in this regard is liable to have been wrong. 

 
 
881 'Cost of capital issues raised by the Heathrow Airport H7 price control': (AlixPartners WACC Report) an Expert 
Report prepared for British Airways, Virgin Atlantic Airways and Delta Air Lines, 17 April 2023, paragraphs 83 and 84.  
882 Transcript of Ground B Hearing, 17 July 2023, page 129, lines 9-12. 
883 HAL, Second Witness statement of Sally Ding (Ding 2). 22 May 2023, paragraphs 3.3.1-3.3.2. 
884 AlixPartners WACC Report, paragraph 89. 
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Evidence used by the CAA 

7.292 One of the Airlines’ main arguments was that the CAA drew the wrong conclusions 
from the analysis of the evidence on HAL’s bonds which the CAA produced in the 
Initial Proposals. The analysis was based on a sample of five bonds, with three 
bonds showing a negative premium to the contemporaneous spreads on the 
nominal iBoxx indices, and two showing a positive premium (see Table 7.6). The 
Airlines further argued that the CAA was also wrong to use a weighted average of 
the spreads rather than a simple average. The CAA’s analysis gave a 60.5% 
weight to a single observation. Instead, the Airlines argued that the CAA should 
have used a simple average which would have shown a negative premium of 
10.6bps.885  

7.293 Our view is that the evidence relied on by the CAA was limited and far from 
compelling. While we recognise that this was the only HAL-specific evidence that 
the CAA had, in our view the CAA was wrong to draw any meaningful conclusions 
from this data to support imposing either a positive or negative premium. 

7.294 We note that HAL submitted that the CAA’s analysis in the Initial Proposals (see 
Table 7.6) contained errors, and that correcting for these errors would provide 
stronger support for the index-linked premium. We make two observations in that 
regard: 

(a) HAL is only pointing out these errors now and had not done so in response to 
the Initial Proposals. 

(b) Even if we accept HAL’s corrections, the evidence remains too limited for the 
CAA to have relied on it to reach the conclusions it did. HAL submitted that 
the average spreads (both weighted and simple) were understated by the 
CAA, and that the appropriate figures were 55.6bps and 8.66bps for the 
weighted and simple averages respectively. However, the sample still only 
includes five bonds, and four out of five index-linked bonds have a negative 
spread to the iBoxx.886 

7.295 With regard to the averaging method, the appropriate method depends on the 
question being answered. If the purpose of the analysis is simply to establish 
whether typically index-linked bonds are issued at a premium to nominal bonds, 
using a simple average which does not take into account the relative size of 
different issuances may be more appropriate. On the other hand, if the purpose is 
to estimate the average premium actually faced by HAL on its index-linked bonds, 
then a weighted average may be more appropriate.  

 
 
885 AlixPartners WACC Report, paragraph 81. 
886 Ding 2, paragraphs 3.6-3.7 and Table 1.  
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7.296 The CAA’s response indicates that it was more concerned with how the premium 
would translate into the allowed cost of debt, which it considered represents a 
weighted average cost of all debt issuances.887 We note that this would be more 
consistent with a taking a weighted average. However, in pursuing this objective 
the CAA was wrong to rely on such limited data to seek to draw any meaningful 
conclusions on the existence of a claimed positive index-linked premium due to 
hypothesised liquidity issues, given standard presumptions from economic and 
financial theory and evidence from other bond markets that the premium might as 
easily be negative.  

7.297 The specific evidence the CAA used to derive the 15bps allowance came directly 
from HAL’s Business Plan, as discussed in paragraph 7.281,where HAL compared 
the spread over the index-linked debt which HAL pays on its index-linked debt 
versus the spread over fixed-rate gilts which HAL pays on its fixed-rate debt. The 
15bps difference was based on just two data points, and these bonds were not 
readily comparable on a ‘like for like’ basis (eg they were issued several years 
apart). While HAL attempted to control for the difference in issuance dates, there 
is no evidence of the CAA subjecting this evidence to any rigorous scrutiny, or 
doing its own analysis of HAL bonds to ascertain the magnitude of the premium. 

7.298 In its NoI, HAL submitted further analysis which in its view supports the inclusion 
of the index-linked premium. HAL showed a comparison of spreads between 
index-linked and fixed-rate debt for three transactions done at a similar time and 
for two transactions with a similar tenor. HAL also submitted example emails from 
certain banks and debt investors on how the price of an index-linked bond is 
constructed, and stated that the illiquidity premium is clearly articulated as an 
additional charge to be paid over and above the spread for a fixed-rate debt issue, 
with the various evidence supporting a premium of at least 15-25bps.888 We also 
take into account what HAL said in its response to the Provisional Determination: 
that the ample evidence before us made clear that the correct premium was ‘at 
least’ 15bps.  

7.299 It may be that, under proper scrutiny, this additional evidence is useful in forming a 
view on the appropriate index-linked premium, and that this premium is 15bps. We 
also take into account, however, each of: (i) the shortcomings in the CAA’s 
evidence and analysis (as described above); (ii) the CAA’s admission in that 
regard; and (iii) HAL’s own statements that the premium should be ‘at least’ 15bps 
or 15-25bps. Given this, there is significant uncertainty about the existence, 
direction and scale of any premium and the CAA should have properly assessed 
the relevant evidence and decided what, if any premium, should apply. It did not 
do that. 

 
 
887 Hoon 2, paragraph 28.8. 
888 Ding 2, paragraphs 3.9-3.14.  
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Alternative sources of empirical evidence 

7.300 The Airlines stated that the CAA should have relied on the evidence from 
government bond markets to reach a conclusion that a zero or a negative premium 
would be appropriate. AlixPartners, acting for the Airlines, estimated a negative 
premium on government debt of 57-78bps. While AlixPartners noted that this size 
of an adjustment may not be appropriate for HAL, it stated that HAL would receive 
a benefit in the form of lower costs from issuing its own index-linked debt. 
AlixPartners submitted that, in the context of RIIO-2, Ofgem’s advisers, CEPA, 
estimated that energy network utilities typically issued index-linked debt at 11bps 
below equivalent nominal debt. Therefore, a negative adjustment of 10bps at the 
lower end would be appropriate, and a conservative view would be to apply no 
adjustment at the upper end.889  

7.301 The CAA again stated that evidence from government bond markets was not 
relevant, and that it preferred to rely on HAL-specific evidence (recognising that it 
was limited). The CAA further noted that it was not clear what inferences could be 
made from evidence from other corporate sectors, and in any case the Airlines 
had not presented any such evidence.890 The CAA did not explicitly comment on 
the CEPA analysis presented by the Airlines.  

7.302 It is not, in our view, clear that using evidence from government bond markets 
instead of HAL-specific data would have avoided any error. Government bond 
markets are different to corporate bond markets in important respects (in 
particular, their relative depth and liquidity). The evidence from the energy 
networks, meanwhile, while consistent with the theoretical presumption that 
index-linked debt is cheaper than nominal debt, does not necessarily provide a 
basis upon which the CAA should have relied (see further below). Where we find, 
however, that the evidence on which the CAA did rely does not support the 
decision it made, and the decision was accordingly wrong, we do not need to 
make a finding that the evidence supports the imposition of a negative premium 
instead (and we are not in a position to do so). The proper consideration of all the 
evidence, both its relevance and the findings it supports, is a task for the CAA that 
it has not so far undertaken.  

Consistency with other regulators 

7.303 The Airlines also stated that no such premium was included in recent regulatory 
decisions including Ofgem’s determination of RIIO-1 or RIIO-2 or the CMA PR19 
redetermination. The CAA in its Response told us that this did not mean it was 
wrong to apply an index-linked premium.  

 
 
889 AlixPartners WACC Report, paragraph 89.  
890 CAA Response, paragraph 183. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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7.304 We agree with the CAA’s reasoning that the absence of a positive index-linked 
premium in other regulated sectors is not necessarily sufficient evidence that a 
positive index-linked premium for H7 was wrong. However, that such premia have 
not typically been applied is, in our view, a relevant consideration that the CAA 
was wrong not to have taken into account in making its assessment.  

Conclusion on index-linked premium 

7.305 In light of the above, we conclude that the CAA erred in matters of fact and in law 
in including a premium of 15bps in the cost of index-linked debt when calculating 
the WACC. It made methodological errors, failed to take into account relevant 
considerations and reached a conclusion without a proper factual basis and 
foundation in the evidence such that its decision in this regard was irrational.  

7.306 Our view is that this error is material.891 We have come to this view based on the 
following three factors:  

(a) First, the error has the potential to have a significant impact on the overall 
level of the price control set by the CAA. We are not in a position to say 
whether the 15bps figure was definitively wrong or not wrong, nor to what 
extent. It is plausible that on closer inspection 15bps figure may transpire to 
be too high or, possibly, too low, perhaps significantly so. Similarly plausibly, 
it may be that 15bps was appropriate. We cannot be assured, for example, 
that on a proper assessment of the evidence a negative premium of the size 
(10bps) contended by the Airlines, or larger, may be appropriate. Put another 
way, the magnitude of the error may be up to 25bps or may be larger. Its 
potential size (currently unknown but plausibly large) is an important factor in 
our assessment of the materiality of the error. 

(b) Second, the error also has the potential to have a significant effect on future 
price controls. That is, while we would not expect a regulator to repeat the 
practice of making decisions based on untested evidence, if we were to 
consider the error not to be material, it would provide validation of that 
approach and could lead to the inappropriately calibrated application of an 
index-linked premium in future price controls.  

(c) Third, we do not consider that the cost of addressing the error would be 
disproportionate to the value of the error because this would not require the 
CAA to recalculate any of the other WACC parameters.  

 
 
891 Regarding factors relevant to materiality, see the Legal Framework at paragraph 3.47. 
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Determinations on cost of debt 

7.307 For the reasons set out in detail above, our determinations are that the CAA: 

(a) did not err in law and/or in the exercise of a discretion in using short-term 
inflation forecasts to deflate the nominal cost of HAL’s fixed-rate embedded 
debt;  

(b) did not err in fact, law, or in the exercise of a discretion in calculating a HAL-
specific yield premium of 8bps over the iBoxx corporate debt indices it used 
as a benchmark; and  

(c) did not err in fact, law, or in the exercise of a discretion in basing its 
assessment of the cost of embedded debt on observations of the iBoxx 
indices it used for comparison that are averaged over 13.5-years.  

7.308 We do not therefore allow HAL’s appeal, and instead confirm the Final Decision, in 
these regards. 

7.309 Our further determination, for the reasons set out in detail above, is that the CAA 
erred in matters of fact and in law in including a premium of 15bps for HAL’s index-
linked debt when calculating the WACC. Accordingly, we allow the Airlines’ 
appeals in respect of this part of the Final Decision. 
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8. Ground B3: Point estimate 

Introduction 

8.1 This chapter sets out our determination in relation to the ground of appeal 
regarding the CAA’s choice of a WACC point estimate from the specified range. 

Background  

8.2 The point estimate represents the regulator’s final decision on what it deems is the 
appropriate cost of capital within the WACC range. It is then applied to the RAB to 
determine the revenues that the regulated entity can charge customers throughout 
the control period. 

8.3 Estimating some of the individual components of the WACC (in particular, the 
components of the cost of equity within the CAPM) is subject to parameter 
uncertainty. As the true cost of capital is not directly observable, this parameter 
uncertainty creates a risk that the chosen cost of capital may be set at too high or 
low a level which could either result in consumers paying too much or the 
regulated entity struggling to access funding and deliver necessary investments, to 
the detriment of consumers.  

8.4 Uncertainty surrounding the exact quantification of parameters such as the equity 
beta and equity risk premium means the ultimate choice of a WACC point estimate 
is not a purely mechanistic exercise. Typically, a range is set around each 
parameter to generate a range of possible values for the WACC from which a 
point estimate is then chosen.892 In practice, the CAA adopted point estimates for 
the cost of debt, the risk-free rate and the equity risk premium, meaning that the 
overall WACC range was driven by the CAA’s estimated range for the asset 
beta.893 

Final Decision on point estimate  

8.5 This section summarises the CAA’s reasoning in determining the WACC point 
estimate for the H7 price control. We provide further detail as necessary on the 
CAA’s reasoning in the assessment of parties’ arguments below.  

8.6 In its approach to choosing the final H7 point estimate, the CAA considered that 
the choice of point estimate should balance the risk of setting the WACC too high, 
leading to consumers paying too much; and setting the WACC too low, and 

 
 
892 UK Regulators’ Network, ’UKRN guidance for regulators on the methodology for setting the cost of capital‘, (see 
UKRN Guidance for regulators), pages 26 and 29. 
893 Economic regulation of Heathrow Airport: H7 Final Decision’, CAP2524, March 2023 (CAA’s Final Decision) (see: 
Final and Initial Proposals for H7 price control | Civil Aviation Authority), (Final Decision), Section 3, Table 9.6. 

https://ukrn.org.uk/app/uploads/2023/03/CoC-guidance_22.03.23.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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potentially undermining long-term financeability and/or incentives for 
investment.894 

8.7 The CAA’s Initial Proposals did not specify a point estimate. In the Final 
Proposals, the CAA’s starting point was to assume that it is appropriate to use the 
midpoint of the range as the point estimate unless there is strong and compelling 
evidence to deviate from this assumption.895 The CAA considered five key factors 
in its choice of point estimate in the Final Proposals:896 

(a) Welfare effects: the CAA recognised the WACC’s importance in 
incentivising HAL to invest, indicating that this may warrant aiming up above 
the midpoint of the WACC range. However, it noted that the existence of 
other mechanisms to support capex meant that it did not need to rely on the 
WACC exclusively. 

(b) Parameter asymmetry: some inputs into the WACC are not directly 
observable, creating the risk that the mid-point of the overall range may not 
necessarily represent the most likely estimate of the true WACC. Specifically, 
the CAA highlighted that its decision to adopt a stable real Total Market 
Return (TMR) approach assumes that there is no correlation between both 
the TMR and the risk-free rate, and between the real TMR and inflation. With 
both assumptions unlikely to hold in reality, the parameter estimates could be 
skewed upwards, warranting some aiming down. 

(c) Asymmetry in the broader control period: the CAA sought to address 
various areas of asymmetry in the price control within the relevant ‘building 
blocks’ (building blocks) and did not consider there was any material 
uncompensated asymmetry remaining within the H7 price control. 
Consequently, it did not believe that asymmetry issues justified aiming up or 
down when choosing the point estimate. 

(d) Market cross-checks: the CAA considered that it lacked robust market 
benchmarks when cross-checking its CAPM-based WACC estimates for H7. 
It did not find comparisons with other, international listed comparators useful 
due to differences in regulatory frameworks and other operational 
characteristics and, consequently, viewed these as neutral for its choice of 
point estimate, ie the evidence did not provide a strong justification to deviate 
from the mid-point of the range.  

 
 
894 Final Decision, Section 3, paragraph 9.192. 
895 ‘Economic regulation of Heathrow Airport Limited: H7 Final Proposals’, CAP2365, June 2022, (See: Final and Initial 
proposals for H7 price control | Civil Aviation Authority), (Final Proposals), paragraph 9.394. 
896 Final Proposals, Section 3 CAP2365, paragraphs 9.400 to 9.419. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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(e) Financeability: the CAA submitted that any such issues should be 
addressed via NPV-neutral remedies, with WACC adjustment a last resort, 
and so considered financeability issues were neutral for the point estimate. 

8.8 In its Final Decision, the CAA concluded that choosing the mid-point estimate 
remained appropriate.897 Regarding two specific considerations which the CAA 
relied on in the Final Proposals – welfare effects and parameter asymmetry – the 
CAA noted the following.  

(a) Welfare effects: the CAA stated that the evidence in respect of investment 
incentives is largely unchanged.898  

(b) Parameter asymmetry: the CAA concluded that the impact of recent market 
developments on the appropriate choice of point estimate was mixed. It 
noted that the risk-free rate had increased significantly, reducing the equity 
risk premium, and by extension, the upward skew associated with the RPI-
real TMR relative to the Final Proposals. On the other hand, RPI inflation 
forecasts had also increased significantly, which might imply a greater skew 
than was previously the case.899  

8.9 The CAA concluded that it had identified factors that support both a higher and a 
lower point estimate, and that the evidence was broadly balanced. It therefore 
chose a point estimate for the WACC at the midpoint of the range, which was a 
WACC of 3.18% from its RPI-real cost of capital range of 2.64% to 3.73%.900  

Grounds of appeal 

8.10 In this section, we set out the legal grounds of appeal advanced by BA, Delta and 
VAA (the Airlines). 

8.11 BA submitted that ‘[…] the CAA has erred in misjudging or ignoring factors that are 
relevant to its decision to set a WACC at the mid-point of the range.’901 We 
understand BA to be contending that the Final Decision was wrong because it was 
wrong in law, or because the CAA made an error in the exercise of a discretion, in 
the selection of the point estimate. 

8.12 Delta and VAA submitted in relation to various factors that the Final Decision was 
wrong because it was based on an error of fact, was wrong in law or an error was 

 
 
897 Final Decision, Section 3, paragraph 9.207. 
898 Final Decision, Section 3, paragraph 9.205. 
899 Final Decision, Section 3, paragraph 9.205. 
900 Final Decision, Section 3, table 9.6. 
901 BA NoA, paragraph 5.9.4. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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made in the exercise of a discretion.902 The factors to which Delta and VAA 
referred overlap with, but also add to, those to which BA referred. 

Issues for determination 

Overall statutory question for determination 

8.13 Under this ground, we are required to determine whether the choice of the 
midpoint, as the point estimate of the cost of capital in the Final Decision, was 
wrong because it was based on an error of fact, was wrong in law, or because the 
CAA made an error in the exercise of a discretion. 

Subsidiary questions for determination 

8.14 Taking account of BA’s submissions discussed below, the subsidiary question for 
our assessment, in order to determine the overall statutory question in respect of 
BA’s appeal, is whether, in selecting the point estimate, the Final Decision was 
wrong in law or the CAA made an error in the exercise of a discretion by 
misjudging or ignoring:  

(a) the asymmetry of costs and benefits;  

(b) the asymmetry of pandemic events;  

(c) information asymmetries between HAL and the CAA; or 

(d) the effect of distortions created by the outer band of the TRS. 

8.15 Taking account of Delta and VAA’s submissions discussed below,903 the 
subsidiary questions for our assessment, in order to determine the overall 
statutory question in respect of Delta’s and VAA’s appeals, are as follows.  

(a) The CAA failed adequately to consider the asymmetry of costs and benefits. 

(i) Was the Final Decision based on errors of fact because the CAA failed 
adequately to consider the asymmetry of costs and benefits, and so had 
the wrong facts or interpreted them incorrectly, and/or because, by 
failing adequately to consider that asymmetry, the CAA reached 
conclusions without a reasonable basis?  

(ii) Was the Final Decision wrong in law because the CAA failed 
adequately to consider the asymmetry of costs and benefits and so 
breached its duty to carry out its functions in a manner which it 

 
 
902 Delta NoA, paragraph 5.110 and Annex 2, VAA NoA, paragraph 5.104 and Annex 5. 
903 In particular with reference to Delta NoA, Annex 2 and VAA NoA, Annex 5. 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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considers will further the interest of users of air transport services 
regarding the range, availability, continuity, cost and quality of airport 
operation services, failed to take proper account of relevant 
considerations and/or made methodological errors?  

(iii) Did the CAA make errors in the exercise of a discretion because it failed 
adequately to consider the asymmetry of costs and benefits, and so did 
not appropriately balance competing considerations? 

(b) The CAA failed adequately to consider the asymmetry of pandemic events. 

(i) Was the Final Decision wrong in law because the CAA failed 
adequately to consider the asymmetry of pandemic events, and so 
failed to take proper account of relevant considerations and/or made 
methodological errors? 

(c) The CAA failed to consider information asymmetries between HAL and the 
CAA. 

(i) Was the Final Decision based on errors of fact because the CAA failed 
to consider information asymmetries between HAL and the CAA, and so 
reached conclusions without a reasonable basis and/or made false 
comparisons? 

(ii) Was the Final Decision wrong in law because the CAA failed to 
consider information asymmetries between HAL and the CAA, and so 
failed to take proper account of relevant considerations and/or made 
methodological errors? 

(d) The CAA failed to consider the effect of distortions created by the outer band 
of the TRS. 

(i) Was the Final Decision wrong in law because the CAA failed to 
consider the effect of distortions created by the outer band of the TRS, 
and so failed to take proper account of relevant considerations, made 
methodological errors and/or reached conclusions without adequate 
supporting evidence? 

(e) The CAA failed to have proper regard to or take account of other relevant 
factors.  

(i) Was the Final Decision wrong in law because the CAA failed to have 
proper regard to or take account of other relevant factors which support 
the case for aiming down in selecting the point estimate, and so failed 
properly to enquire, failed to take proper account of relevant 
considerations and/or made methodological errors? 
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(ii) Did the CAA make errors in the exercise of a discretion because it failed 
to have proper regard to or take account of other relevant factors which 
support the case for aiming down in selecting the point estimate? 

(f) Not aiming down will give rise to material harm to consumers and means the 
passenger charge is set higher than necessary. 

(i) Was the Final Decision based on errors of fact because the CAA 
selected a point estimate that will give rise to material harm to 
consumers and means the passenger charge is set higher than 
necessary, and in doing so reached conclusions without a reasonable 
basis? 

(ii) Was the Final Decision wrong in law because the CAA selected a point 
estimate that will give rise to material harm to consumers and means 
the passenger charge is set higher than necessary, and in doing so it: 
breached its duty to carry out its 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 airport 
operation services; breached its duty to have regard to the need to 
promote economy and efficiency on the part of HAL in its provision of 
airport operation services at Heathrow; failed to take proper account of 
relevant considerations; and/or made methodological errors? 

(iii) Did the CAA make errors in the exercise of a discretion because it 
selected a point estimate that will give rise to material harm to 
consumers and means the passenger charge is set higher than 
necessary, and in doing so failed to take relevant factors into account, 
to meet any of its own key consumer interest objectives, and/or to 
achieve its stated intention that passenger charges were ‘no higher than 
necessary’? 

Parties’ submissions 

Overview 

8.16 In this section we provide an overview of the submissions put forward by the 
Airlines in support of the legal grounds of appeal above, the response from the 
CAA, and submissions from HAL, the intervener on this sub-ground.  

8.17 In support of its appeal, BA submitted that the CAA erred in misjudging or ignoring 
factors that were relevant to its decision to set a WACC at the mid-point of the 
range, given the timing of H7 and factors specific to HAL. Delta and VAA similarly 
submitted that the CAA’s decision not to aim down was unjustified because it had 
ignored or misjudged relevant factors and that the decision resulted from a failure 
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to have proper regard to and to take account of all relevant considerations given 
the timing of H7, and further argued that the CAA’s decision not to aim-down when 
selecting the point estimate for the WACC was harmful. In making these 
arguments, all three Airlines referred to the severe cost of living crisis and the fact 
of no major capacity expansion at Heathrow.904 

8.18 BA, Delta and VAA’s submissions on this sub-ground all covered the following 
themes: asymmetry of costs and benefits; asymmetry of pandemic events; 
information asymmetries between HAL and the CAA; and the effect of distortions 
created by the outer band of the TRS. Delta and VAA also made submissions on 
other relevant factors which support the case for aiming down, as well as arguing 
that not aiming down will give rise to material harm to consumers and means the 
passenger charge is set higher than necessary.  

8.19 At a high level, the CAA submitted that it took all relevant considerations into 
account and that the Airlines’ complaints really amounted to no more than 
disagreements with regulatory judgement.905  

8.20 At a similarly high level, HAL submitted that the arguments advanced by the 
Airlines were misconceived. As well as the specific points of intervention covered 
below, HAL submitted that in the context of selecting the appropriate asset beta 
estimate, there were strong reasons to aim up in this case and that the same 
issues applied in the context of the point estimate.906 HAL submitted that the CAA 
should have chosen an asset beta estimate towards the top of the (appropriately) 
estimated range. According to HAL, that was an error the CMA should correct but 
no further adjustment in light of the Airlines’ arguments was warranted.907  

8.21 We now consider the Parties’ submissions in more detail, by reference to the 
themes in the Airlines’ NoAs.  

Asymmetry of costs and benefits 

Appellants’ submissions 

8.22 BA submitted that for the reasons in section 6.2.1 of the AlixPartners WACC 
Report, the only reasonably supportable conclusion was that the weight of the 
balance between investment and lower prices was reversed compared to previous 
Heathrow determinations. In the balance of welfare consequences, BA submitted 

 
 
904 BA NoA, paragraph 5.9.4, Delta NoA, paragraph 5.76, VAA NoA. paragraph 5.73. 
905 CAA Response to the NoAs, (CAA Response) paragraph 188. 
906 HAL NoI, paragraph 148 and 149. 
907 HAL NoI, paragraph 151. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
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that the only reasonable approach was to prioritise lower prices and aim down 
within the WACC range.908  

8.23 Delta and VAA submitted that there was a clear imperative to secure affordable 
prices for consumers in the context of H7.909 They further submitted that there was 
little pressing need for large scale capex investment given the continuing 
restrictions on capacity and the H7 specific provisions to mitigate the risk of under-
investment. By contrast, they submitted that for energy networks new investment 
was critical to meet government net zero targets.910 In this context, they submitted 
that welfare effects outweighed investment considerations for H7 and that the CAA 
should have prioritised lower prices and aimed down.911  

CAA Response 

8.24 The CAA submitted that its primary duty is to further the interests of consumers 
and that is no more so now than it has been before. According to the CAA, it does 
not necessarily follow that the CAA must prioritise lower prices over, for example, 
providing for capital investment in the interests of consumers in the future. The 
CAA further submitted that Ofgem and Ofwat did not aim down on the WACC in 
any of their recent determinations on this basis and that the imperative for 
securing affordable prices was arguably more pressing in the context faced by 
those regulators. The CAA submitted that these arguments could not be 
characterised as ‘right’ or ‘wrong’ and that it was a matter of regulatory judgement 
how to balance these competing considerations.912 

8.25 The CAA also submitted that the alleged fact of little pressing need for large scale 
capex investment did not mean that the CAA was wrong in disagreeing with the 
Airlines’ position. According to the CAA, in its judgement, a number of HAL’s 
investment programmes were particularly important to consumers. The CAA cited 
the example of the next generation security programme as critical to improving 
security at the airport and providing a better experience for passengers. According 
to the CAA, the fact that the scale of expenditure as a proportion of the opening 
RAB was less than at certain other price control reviews did not mean the allowed 
expenditure was any less important or should assume a lower prominence when 
considering the choice of the point estimate.913 

 
 
908 BA NoA, paragraph 5.9.4(a). 
909 Delta NoA, paragraph 5.79, VAA NoA, paragraph 5.76. 
910 Delta NoA, paragraph 5.80, VAA NoA, paragraph 5.77. 
911 Delta NoA, paragraph 5.81, VAA NoA, paragraph 5.78. 
912 CAA Response, paragraph 188.1. 
913 CAA Response, paragraph 188.2. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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Intervener’s submissions 

8.26 HAL submitted that the Airlines’ asymmetry of costs and benefits arguments 
contained errors and fundamentally misunderstood why consumer welfare was 
maximised above the mid-point of an estimated range, which was concerned with 
balancing the interests of present and future consumers. HAL submitted that 
arguments about little pressing need for investment post-Covid and keeping prices 
low to aid recovery were in tension with the Airlines’ own approach to pricing. 
According to HAL, this did not support the implicit assumption that any reduction in 
charges would be passed on to consumers. HAL submitted via witness evidence 
that on a like-for-like basis, prices per passenger had increased by about £55–85, 
well above inflation and any change in Heathrow’s charges.914 

Asymmetry of pandemic events 

Appellants’ submissions 

8.27 BA submitted that the CAA had failed, in the asset beta, to take account of the 
asymmetry in probabilities of a pandemic event.915 BA submitted that this 
approach could not reasonably be supported. BA submitted that the CAA’s ranges 
for the likelihood and duration of a future pandemic produced four separate cases 
with probability spread in an asymmetric distribution and that, in light of this 
asymmetry, each of these four cases should be assigned an appropriate weighting 
that should be reflected in the subsequent analysis. BA submitted that the CAA 
had failed to do this and only took account of the highest and lowest scenario 
through taking the mid-point. BA further submitted that any reasonably supportable 
approach to asymmetric distributions uses more robust measures such as the 
mean or median as the correct measure of central tendency and not the mid-point. 
BA submitted that this error had a material impact on where to aim down in the 
overall WACC range.916 

8.28 Delta and VAA similarly submitted that the CAA had made assumptions about the 
likelihood and duration of a future pandemic. Delta and VAA submitted that the 
probability of these events occurring was asymmetric but that the CAA had 
assumed they had equal weight. By taking the mid-point, Delta and VAA submitted 
that the CAA had assigned 50% weight to the extreme cases and zero to the 
middle ones and that the CAA had failed to recognise that the mean or median 
was the correct measure of central tendency for an asymmetric distribution, not 
the mid-point.917 Delta and VAA submitted that this was a clear methodological 
error and that applying the correct method – even conservatively – would equate 

 
 
914 HAL NoI, paragraph 150.1 
915 BA NoA, paragraph 5.9.4(b). 
916 BA NoA, paragraph 5.9.4(b). 
917 Delta NoA, paragraphs 5.84-5.85, VAA NoA, paragraphs 5.81 and 5.82. 

https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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to aiming down by 4% in the WACC range, citing as explained in paragraph 105 of 
the AlixPartners WACC Report.918  

CAA Response 

8.29 The CAA submitted that it is true that the asymmetry of the probability of pandemic 
events provides a prima facie reason for aiming down within the point estimate 
that was not considered in the Final Decision. However, according to the CAA, the 
materiality of this observation is very limited as the Airlines’ own WACC Report 
considers that an appropriate approach would be to adopt the 46th percentile of 
the WACC range as the point estimate. The CAA explained that this amounts to a 
4bps reduction in the WACC.919 

8.30 The CAA further submitted that this asymmetry was not raised by stakeholders at 
any point during the H7 consultation process despite multiple opportunities to do 
so. According to the CAA, this matter cannot therefore be considered by the CMA 
under Schedule 2, paragraph 23(3) CAA12.920 

Intervener’s submissions 

8.31 HAL submitted that the asymmetry of pandemic events arguments only arose 
when accepting the CAA’s approach to determining the asset beta, which for all 
the reasons set out in HAL’s NoA was flawed and should be rejected. However, 
according to HAL, it is not clear that there would be a pronounced asymmetry. 
HAL submitted, supported by witness evidence, that instead, assuming that the 
actual values for recurrence and duration of pandemic events lie towards the 
middle rather than at the extremes of the CAA’s estimated ranges, the alleged 
effect largely disappears.921 

Information asymmetries between HAL and the CAA 

Appellants’ submissions 

8.32 BA submitted that the CAA had failed to give appropriate weight to the challenges 
arising from the substantial asymmetry in information between it and HAL. BA 
submitted that this failure cannot be supported as matter of regulatory judgement 
and had been reached on the basis of the CAA misdirecting itself about ‘regulatory 
precedent’. BA submitted that: the starting point is that significant information 
asymmetries, acknowledged by the CAA, exist; HAL has no close comparators 
against which to assess HAL’s relative efficiency; and that aiming down is 

 
 
918 Delta NoA, paragraph 5.86, VAA NoA paragraph 5.83. 
919 CAA Response, paragraph 188.3. 
920 CAA Response, paragraph 188.3. 
921 HAL NoI, paragraph 150.2. 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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necessary to compensate for information asymmetries in respect of passenger 
forecasts, opex, cost of debt (given the complexity of HAL’s debt structure), 
commercial revenues and capital investment plans. BA submitted that these 
information asymmetries are set out in the AlixPartners report submitted to the 
CAA in response to the Final Proposals.  

8.33 Delta and VAA submitted that the CAA wrongly dismissed evidence from the AP 
Initial Report.922 Delta and VAA submitted that information asymmetries clearly 
existed in the context of the H7 price control and the CAA had made repeated 
reference to this throughout the H7 process. According to Delta and VAA, these 
have had a detrimental impact on CAA’s ability to reach a robust decision that is 
well-supported by evidence.923 

8.34 Delta and VAA submitted that the CAA’s statement that there is no 
uncompensated asymmetry remaining within the H7 price control is unconvincing. 
According to Delta and VAA, it ignores important asymmetries which have not 
adequately been addressed – most notably regarding the passenger forecasting 
model, but also operational expenditure, commercial revenues and HAL’s cost of 
debt. Delta and VAA submitted that aiming down within the range is necessary to 
compensate for these asymmetries.924  

8.35 BA also submitted that the CAA’s sole reason for not aiming down was that it 
wrongly considered itself constrained by the CMA’s decision in RIIO-T2/GD2 and 
that this case had an entirely different factual position. According to BA, in RIIO-
T2/GD2 Ofgem had increased access to information and made no criticism similar 
to the CAA’s criticism of HAL for providing poor quality information. According to 
BA, energy and water networks also have risk sharing, unlike HAL (which is highly 
incentivised to present forecasts favouring its interests).925 Delta and VAA similarly 
submitted that the CAA’s justification of its approach by reference to the CMA’s 
determination in the RIIO-T2/GD2 appeals is unpersuasive. According to Delta 
and VAA, the H7 case is clearly distinguishable due to the CAA’s constant 
criticisms of HAL for providing poor quality information, HAL’s position as a single 
licensee with no possibility of benchmarking, and the lack of risk sharing in HAL’s 
opex and commercial revenues regulatory regime.926 

CAA Response 

8.36 The CAA submitted that it is common ground between the CAA and the Airlines 
that information asymmetries exist in the context of the current price control, and 
that in some areas these can be acute. However, according to the CAA, the CMA's 

 
 
922 Delta NoA, paragraph 5.87, VAA NoA, paragraph 5.84. 
923 Delta NoA, paragraph 5.88, VAA NoA, paragraph 5.85. 
924 Delta NoA, paragraph 5.89, VAA NoA, paragraph 5.86. 
925 BA NoA, paragraph 5.9.4(c). 
926 Delta NoA, paragraph 5.90, VAA NoA paragraph 5.87. 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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determination of the RIIO-T2/GD2 price control appeal was clear that even where 
information asymmetries exist, this does not provide a valid reason for aiming 
down on the WACC or deducting any sort of outperformance wedge from the 
allowed return. According to the CAA, the CMA had considered that any perceived 
asymmetries should be addressed at source: namely, within the relevant cost and 
revenue building blocks themselves. The CAA submitted that the Airlines had not 
presented sufficient evidence to warrant departing from the building block 
estimates set out in the Final Decision.927 

Intervener’s submissions 

8.37 HAL submitted that any alleged information asymmetries also do not provide a 
good basis for aiming down. HAL referred to the CMA’s explanation in rejecting 
the ‘outperformance wedge’ mechanism in the RIIO-2 energy appeals, submitting 
that asymmetries are best addressed in the context of the specific variables where 
they are said to arise. HAL submitted that the CAA had made significant efforts to 
reduce any information asymmetries across the price control, largely by relying on 
outside information sources instead of or in addition to Heathrow. HAL also 
submitted, relying on witness evidence, that there were a number of factual errors 
in the Airlines’ assertions.928 

Effect of distortions created by the outer band of the TRS 

Appellants’ submissions 

8.38 BA submitted that the CAA had failed to give appropriate weight to distortions 
created by the TRS, particularly the outer band, that put an additional adverse 
asymmetric price risk on Airlines using Heathrow and potentially destroy HAL’s 
incentives to initiate traffic recovery during severe recessions. According to BA, 
these distortions constitute errors harming consumer interests through higher 
charges, but can be addressed by aiming down the WACC range: 

(a) The first error stems from asymmetries in shocks to Heathrow’s traffic. A 
lower outer bound breach (leading to higher charges) is possible but an 
upper outer bound breach is highly unlikely due to HAL’s capacity constraint. 
Consumers are therefore exposed to asymmetric upward risk on airport 
charges. 

(b) The second error concerns HAL’s incentives once the lower outer bound of 
the TRS is breached in a period of severe traffic downturn. The CAA ignored 
its consultants’ advice and has failed to accord a reasonable margin for error, 

 
 
927 CAA Response, paragraph 188.4. 
928 HAL NoI, paragraph 150.3. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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leaving HAL with either limited incentive to promote traffic growth or a 
negative incentive to constrain traffic.929 

8.39 Delta and VAA also submitted that the calibration of the outer band of the TRS 
mechanism has two distortive effects. According to Delta and VAA, it first transfers 
additional (and asymmetric) price risk to consumers and second potentially 
undermines HAL’s incentives to increase passenger traffic during severe 
recessions.930 

8.40 Delta and VAA submitted that the CAA had acknowledged that downward shocks 
were more common than upward ones. According to Delta and VAA, a breach of 
the upper outer band is far less likely due to HAL’s capacity constraint and 
consumers are exposed to asymmetric upward risk on airport charges, with no 
corresponding downward risk to HAL’s charges. They submitted that the CAA had 
failed to take proper account of or have regard to this asymmetry.931  

8.41 They further submitted that the CAA also failed to consider incentives once the 
lower outer band is breached. According to the CAA’s calculations, they submitted 
that choosing a 105% sharing factor for the outer band protects HAL from 91-94% 
of the Earnings Before Interest, Taxes, Depreciation and Amortisation (EBITDA) 
impact from traffic deviation. According to Delta and VAA, the CAA had failed to 
accord a reasonable margin of error given the difficulties in estimating opex and 
commercial revenue elasticities in this calculation. They submitted that HAL is left 
with limited incentive to promote traffic growth or an incentive to constrain traffic.932 

8.42 Delta and VAA submitted that taking proper account of these distortive effects 
supports the case for aiming down the WACC point estimate.933 

CAA Response 

8.43 The CAA submitted that the Airlines’ argument that the TRS mechanism gives rise 
to asymmetric risk exposure in HAL’s favour, since it is less likely to return 
revenues to consumers than it is to result in consumers paying additional 
revenues, was wrong. The CAA submitted that the TRS mechanism does not 
result in any distortions and does not give rise to any asymmetry. According to the 
CAA, it remedies an existing asymmetry associated with traffic risk. The CAA 
submitted that it had taken the TRS into account in the calibration of the Shock 
Factor, asymmetric risk allowance and WACC. According to the CAA, it would 

 
 
929 BA NoA, paragraph 5.9.4(d). 
930 Delta NoA, paragraph 5.93, VAA NoA, paragraph 5.90. 
931 Delta NoA, paragraphs 5.94 and 5.95, VAA NoA, paragraphs 5.91 and 5.92. 
932 Delta NoA, paragraph 5.96, VAA NoA, paragraph 5.93. 
933 Delta NoA, paragraph 5.97, VAA NoA, paragraph 5.94. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
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https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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therefore be wrong for the CAA to make a further adjustment to account for the 
TRS.934 

Intervener’s submissions 

8.44 HAL submitted that while it is right that the lower band of the TRS is more likely to 
be engaged than the upper band, this does not imply a positively skewed 
distribution of returns. According to HAL, a risk profile with a downwards skew 
would in fact indicate higher risk and therefore the need for higher returns and 
aiming up.935 

Other relevant factors which support the case for aiming down 

Appellants’ submissions 

8.45 Delta and VAA submitted that a clear and compelling analysis of the combined 
impact of the H7 building blocks was absent from the Final Decision. They 
submitted that this would have revealed the numerous layers of protection the 
CAA has given HAL, immunising it against risk.936 They further submitted that the 
CAA ought to have had more regard to HAL’s financial position when deciding the 
WACC. By not considering issues in aggregate, they submitted that the CAA had 
failed to take into account factors such as HAL’s extremely high gearing and 
propensity to prioritise payments to shareholders over passenger needs.937  

CAA Response 

8.46 The CAA referred in particular to the Airlines’ contention that it had failed to take 
into account the TRS and asymmetric risk measures, as well as an overinflated 
WACC in relation to the point estimate. In relation to this, the CAA submitted that:  

(a) it had fully taken into account the impact of the TRS in calibrating the WACC; 

(b) the asymmetric risk allowance, Shock Factor and allowed return are 
deterministic allowances that do not affect HAL’s risk exposure in any way 
because they are fixed throughout H7 – and it would therefore have been 
wrong for the CAA to treat them as justifying a shift in the point estimate;  

(c) it does not agree that the WACC is ‘over-inflated’, and had it thought so, it 
would be incumbent on it to revise its estimate. Insofar as this is the basis for 

 
 
934 CAA Response, paragraph 188.5. 
935 HAL, NoI, paragraph 150.4. 
936 Delta NoA, paragraph 5.99, VAA NoA paragraph 5.96. 
937 Delta NoA, paragraph 5.101, VAA NoA, paragraph 5.97. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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this point, it is ‘parasitic’ on the Airlines’ other arguments that the WACC is 
too high (which are themselves devoid of merit).938 

8.47 In relation to HAL’s financial position, the CAA submitted that it does not consider 
this an appropriate consideration in the context of the CAA’s use of the notional 
financial structure to set the WACC. The CAA explained that it based its 
determination of the price control on notional assumptions that need not align with 
HAL’s actual financial structure.939 The CAA submitted that the corollary of this is 
that HAL is at liberty to deviate from the CAA’s assumptions, but that the 
consequences of its decisions rest with shareholders and management.940 

Intervener’s submissions 

8.48 HAL submitted that there is no basis for the allegation that consideration of the 
price control as a whole, in combination with an alleged ‘long history of 
shareholders reaping the benefits of HAL’s monopoly profits’ should have led the 
CAA to aim down. According to HAL, relying on witness evidence, when the CMA 
considered evidence on historical returns across regulated sectors in the RIIO-2 
energy appeals, data before it showed that underperformance was identified for 
three of the four CAA price controls included, including the last two Heathrow price 
controls.941 

Material harm to consumers 

Appellants’ submissions 

8.49 Delta and VAA separately submitted that aiming down was also warranted, given 
the specific circumstances of H7, to avoid material harm to consumers through the 
imposition of unjustifiably high airport charges throughout the H7 price control.942 

Summary of our approach and final determination 

8.50 We have considered the Airlines’ contentions that the CAA’s decision was wrong 
because it was wrong in law, or because the CAA made an error in the exercise of 
a discretion in relation to the point estimate. That includes the Airlines’ contentions 
that the CAA misjudged, ignored or failed to adequately consider certain matters 
and, in terms of certain alleged errors of law, that the CAA misdirected itself to or 
otherwise failed to comply with, certain of its statutory duties. We have also 
considered arguments raised by Delta and VAA characterising certain points as 

 
 
938 CAA Response, paragraph 188.6. 
939 CAA Response, paragraph 188.7. The CAA in this part of its response refers to the CAA Response, paragraph 48.2, 
which explains that the reason for approaching the exercise through the lens of a notional company is to ensure that only 
efficient financing costs are passed to consumers. 
940 CAA Response, paragraph 188.7. 
941 HAL NoI, paragraph 150.5. 
942 Delta NoA, paragraph 5.105, VAA NoA, paragraph 5.100. 
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errors of fact. This assessment has been carried out in line with the legal 
framework described in chapter 3. 

8.51 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
below, we determine based on the evidence before us that the Final Decision was 
not based on an error of fact, was not wrong in law and that the CAA did not make 
an error in the exercise of a discretion in relation to the point estimate.  

Our assessment 

8.52 We have assessed the key issues raised by the Airlines in relation to the alleged 
failure of the CAA to aim down in its the choice of the WACC point estimate.  

Asymmetry of costs and benefits  

8.53 In this section, we consider the Airlines’ arguments (set out above in paragraphs 
8.22 to 8.23) that the CAA should have aimed down due to welfare effects in the 
particular circumstances of H7.  

8.54 We agree with the CAA that welfare effects are often regarded as a prima facie 
reason to aim up on the WACC.943 This is because the costs of under investment 
from setting the WACC below its true level have the potential to outweigh the 
shorter-term costs to consumers from paying too much if the WACC is set above 
its true level. As set out by the CAA, this is because the foregone investment 
would entail a loss of consumer surplus that significantly outweighs the savings 
from lower near-term charges under a range of reasonable assumptions.944 

8.55 Welfare concerns could, therefore, be a valid reason to consider aiming up, 
although the existence of other mechanisms to incentivise investment, which may 
mitigate such concerns, should also be taken into account.  

8.56 There are various published materials supporting this position, including the 
CMA’s Final Report on PR19 Decision, and the latest UKRN guidance on the cost 
of capital.945  

8.57 AlixPartners (on behalf of the Airlines) acknowledged, referring to UKRN guidance, 
that the general regulatory practice of choosing the midpoint is reasonable. 
However, the Airlines denied that this general practice should be applied in the 
particular circumstances surrounding H7. Specifically, as explained above, they 

 
 
943 Final Proposals, Section 3, paragraph 9.407. 
944 Final Decision, Section 3, paragraph 9.198. 
945 UK Regulators’ Network, ’UKRN guidance for regulators on the methodology for setting the cost of capital‘, (see 
UKRN Guidance for regulators), page 28. The report focuses on the cost of equity, but the guidance has relevance to the 
overall WACC.  

https://www.gov.uk/cma-cases/ofwat-price-determinations
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://ukrn.org.uk/app/uploads/2023/03/CoC-guidance_22.03.23.pdf
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argued that a relatively smaller capital expenditure programme in H7 and cost-of-
living issues require a lower passenger charge. 

8.58 Regarding capital expenditure, we do not consider the total amount of capex in 
H7, either in absolute terms or relative to the RAB, or the existence of investment 
incentives in H7, as appropriate reasons to aim down. In the Final Proposals, the 
CAA discussed that the extent of aiming up for welfare reasons may depend in 
part on the extent of new investment being undertaken within a price control, 
referencing the 2018 UKRN paper. That paper suggested that aiming up is 
appropriate for new investment, whereas the midpoint is appropriate for existing or 
sunk investment.946 Therefore, while the overall scale of new investment relative to 
sunk investment can be a relevant factor in considering the need to aim up, it is 
not a reason in itself to aim down on the WACC.947 Additionally, we observe that 
the existence of other mechanisms to incentivise investment in H7 may reduce the 
need to aim up, but does not necessarily justify aiming down in the range.  

8.59 Further, we agree with the CAA (see paragraph 8.25 above) that while smaller 
than in certain prior periods, capex in H7 is nonetheless important to customers, 
given in particular the significance of some of the specific investment programmes 
to be funded in H7.  

8.60 Regarding cost of living factors, we also agree with the CAA (see paragraph 8.24 
above) that its duty is to consider both present and future consumers. Likewise, 
we agree with the CAA that there is no obviously clearer imperative to secure 
affordable prices in H7 than there has been in the past.948 The Airlines advanced 
arguments that affordable prices are the primary concern in the aviation sector and 
that consumers face higher costs of living as a result of increasing inflation.949 We 
do not disagree that the cost of living issues may be more acute in H7 than in 
other price control periods but it does not, in our view, follow that consumer 
welfare will be maximised if the CAA prioritises lower prices over the potential 
costs of disincentivising investment.  

8.61 Regarding the alleged error of discretion, we therefore see no basis to conclude 
that the CAA misjudged or ignored the asymmetry of costs and benefits or that any 
alternative approach proposed by the Airlines on this point is a clearly superior 
alternative to that adopted by the CAA. As such, in our view, the conclusions 
reached by the CAA are a proper exercise of its regulatory judgement and fall 
squarely within its margin of appreciation. Regarding the alleged error of law, we 
also see no basis to conclude that the CAA misjudged or ignored the asymmetry 

 
 
946 Final Proposals, Section 3, paragraph 9.401 and 9.402. 
947 Wright, S., Burns, P., Mason, R. and Pickford, D. (2018), ‘Estimating the cost of capital for implementation of price 
controls by UK Regulators: An update on Mason, Miles and Wright (2003)’, p71. 
948 CAA, Second Witness Statement of Jayant Hoon, (Hoon 2), 31 May 2023, paragraph 22.22. 
949 'Cost of capital issues raised by the Heathrow Airport H7 price control': (AlixPartners WACC Report) an Expert 
Report prepared for British Airways, Virgin Atlantic Airways and Delta Air Lines, 17 April 2023, paragraph 98. 
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of costs and benefits. It is also evident that the CAA had regard to relevant 
considerations in this area and we see no basis for a finding that it fell into 
methodological error.  

8.62 Further, regarding the alleged error of law, in our view the CAA is not legally 
required to aim lower for affordability reasons in the particular circumstances of H7 
as a result of its statutory duties. Delta and VAA referred to the CAA’s duty under 
section 1 CAA12. Under this section, the CAA must carry out its 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 airport 
operation services. As was observed by the CAA in the Final Decision, while lower 
charges in H7 would benefit consumers in the short-term, this could be at the 
expense of under-investment in the longer-term, which would harm future 
consumers.950 The CAA is clearly entitled to balance these competing 
considerations in the context of this statutory duty before taking action it considers 
will satisfy the duty in section 1 CAA12. We are not persuaded that any of the 
evidence presented to us demonstrates that the CAA acted in breach of this duty.  

8.63 We therefore do not agree with the Airlines that the CAA’s approach relating to the 
asymmetry of costs and benefits discloses errors of law or discretion. 

8.64 We also find no basis, taking account of the above, to support Delta's and VAA’s 
contentions that the Final Decision was wrong because it was based on errors of 
fact – specifically, that the CAA had the wrong facts or interpreted them incorrectly 
or that it reached conclusions without a reasonable basis. We observe that those 
contentions do not allege errors of primary or plain fact. The incidence of costs 
and benefits and the assessment of welfare effects is a matter of evaluation. 
These two airlines’ contentions attack the CAA's setting of the point estimate on 
account of its approach to those costs, benefits and effects, which we consider to 
have been a matter of discretionary judgement (in respect of which, for the 
reasons above, we do not consider the CAA to have been wrong). 

8.65 We therefore determine that the Final Decision was not based on an error of fact, 
was not wrong in law, and nor did the CAA make an error in the exercise of a 
discretion, in relation to the asymmetry of costs and benefits.  

Asymmetry of pandemic events  

8.66 In this section, we consider the Airlines’ arguments set out above in paragraphs 
8.27 and 8.28 that the CAA should have aimed down in the WACC estimate due to 
the asymmetry arising from the probabilities and frequencies adopted in its own 
analysis of future potential pandemic events and the upward impact on the asset 
beta. The Airlines allege that the CAA’s chosen scenarios were asymmetric and 

 
 
950 Final Decision, paragraph 9.198. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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that it erred in choosing the midpoint of the two extremes, in turn choosing a point 
estimate for the WACC (from within the range) that is too high.  

8.67 The CAA challenged the admissibility951 of the Airlines’ arguments summarised 
above on the basis that the issue had not been raised by stakeholders at any point 
during the H7 consultation process despite multiple opportunities to do so. The 
CAA referred us to Schedule 2, paragraph 23 CAA12 in this regard.952 

8.68 We do not agree with the CAA that this material is inadmissible. There are two 
reasons: 

(a) CEPA, on behalf of IATA, appears to have alerted the CAA to issues around 
the appropriate statistical measure for pandemic asymmetry in its response 
to the Initial Proposals.953 It was therefore a matter considered by the CAA in 
a relevant sense that means we are not precluded from having regard to the 
material. 

(b) Paragraph 23 CAA12 does not appear to us to be intended to prevent parties 
from raising methodological errors of the nature raised by the Airlines purely 
because they did not raise the error at an earlier stage. The relevant 
information that gave rise to any methodological error was before the CAA at 
the time it took the Final Decision. It was in that sense ‘considered’ by the 
CAA in making its decision, and it is primarily the responsibility of the CAA to 
correct methodological errors where it has the information available to it that 
would enable it to do so, and to consider how relevant facts before it might 
affect its decision.  

8.69 As to the substantive point, as discussed in chapter 6, the CAA, supported by 
Flint,954 adopted specific assumptions regarding the possible frequency and 
duration of future pandemics, which it then used to inform its asset beta estimates. 
These assumed a frequency of a pandemic once every 20 or 50 years, and 
durations of 17 or 39 months. The assumptions implied that, at any one point in 
time, the probability of a pandemic is 2.8%, 6.5%, 7.1% and 16.3%. The CAA then 
used the lower and the upper bounds of this distribution to adjust the pre-
pandemic beta upwards by a range of 2-11bps. By then taking the mid-point of the 
WACC range, the CAA implicitly took the mid-point of the asset beta range which 
has the effect of assigning 50% weight to the two extremes of the distribution of 
pandemic probabilities and zero weight to the middle cases. Figure 8.1 shows the 
distribution of probabilities assumed by the CAA. The midpoint (9.6%) of the two 
extremes of this range implies a higher average probability of a pandemic than 

 
 
951 See paragraph 8.30 above. 
952 CAA Response, paragraph 188.3. 
953 Airlines Closing Statement, paragraph 24. 
954 CAA, Craig Lonie Expert Report from Flint, 31 May 2023, page 34. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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other measures of central tendency of a distribution such as the mean (8.2%) or 
median (6.8%).955  

Figure 8.1: The CAA’s four pandemic occurrence probabilities 

Source: AlixPartners WACC Report, 17 April 2023, Figure 7. 

8.70 The Airlines contended that the CAA’s approach results in an asymmetric 
distribution for the WACC. AlixPartners estimated that this would reduce the 
central estimate of the WACC by 4bps (using the mean).956 

8.71 As we state above (see paragraph 8.29), the CAA acknowledged in its response to 
the NoA that asymmetry of pandemic events is a prima facie reason for aiming 
down within the point estimate and accepted that this was not considered in the 
Final Decision.957 The CAA however questioned whether an adjustment to the 
WACC of 4bps is sufficiently material to mean it had erred. It also more generally 
stated that the degree of asymmetry would be potentially offset by other 
considerations, such as welfare effects.958 

8.72 As a preliminary point, we note that the choice of the point estimate is a judgement 
that any regulator must make in line with its statutory duties and having 
demonstrated that it has considered relevant information and views.959 The CAA 
explained its approach in the Final Decision, noting that it was ‘balancing two 
considerations’ (welfare effects and parameter asymmetry) when setting the point 
estimate960 and that ‘[a]lthough we have identified factors that support both a 
higher and a lower point estimate, we consider that the evidence is broadly 

 
 
955 We note that AlixPartners (AlixPartners WACC Report, paragraph 104) states that the midpoint is 9.5%. We calculate 
the midpoint as 9.6% with rounding, hence the small discrepancy. 
956 AlixPartners WACC Report, paragraphs 104 to 105. 
957 CAA Response, paragraph 188.3. 
958 Hoon 2, paragraph 22.28. 
959 See further Hoon 2, paragraph 22.7. 
960 Final Decision, Section 3, paragraph 9.193. 

https://competitionandmarkets.sharepoint.com/:b:/r/sites/H7AppealDelivery/Shared%20Documents/4.%20Parties/BA/1_NoA/20230418%20BA%20AP%20WACC%20Report/230418_AlixPartners%20WACC%20Report%20-%2017Apr23%20Final.pdf?csf=1&web=1&e=OFJlO8
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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balanced.’961 This demonstrates, in our view, that the overall decision on the point 
estimate (ie the CAA’s choice of the mid-point of the range) involved the CAA 
making a judgement that weighed the impacts of different factors. 

8.73 We also agree with the CAA that the CMA’s RIIO-2 decision is relevant in this 
context and that the CAA’s margin of appreciation will be at its greatest in 
situations such as selecting the point estimate, as it is required to make an overall 
judgement based upon a range of sometimes conflicting expert evidence in the 
context of a public policy decision.962  

8.74 As the CAA noted, H7 stakeholders have at various points expressed different 
views regarding the choice of the point estimate for the WACC within the 
estimated range, with HAL advocating for close to the maximum possible value 
and the Airlines arguing that the CAA should have aimed down within the range.963 
In our view, this demonstrates that different stakeholders are capable of taking 
very different positions on the impact of certain factors, motivated by their 
commercial interests, and that the CAA had to take its overall decision in this 
context taking into account a range of competing stakeholder opinions. 

8.75 Each of these points, in our assessment, provides important context for our 
consideration of whether the CAA erred in law (because it failed to take account of 
a relevant consideration or made methodological errors), or in the exercise of a 
discretion, in setting the overall point estimate for the WACC. 

8.76 As to the alleged errors, our assessment and findings are as follows. 

(a) We note the CAA’s agreement that the asymmetry of pandemic events was a 
prima facie reason for aiming down in the WACC point estimate. We 
therefore treat it as such. 

(b) We likewise note that the CAA did not take this asymmetry into account in 
selecting that estimate. 

(c) The CAA accordingly did not take what was, at least, a potentially relevant 
consideration into account. 

(d) However, having considered five potentially relevant factors in the Final 
Proposals, and in taking two in particular (welfare effects providing a prima 
facie reason for aiming up, and parameter asymmetry providing a prima facie 
reason for aiming down)964 into account in the Final Decision, the CAA took 
account of other more material but less readily quantifiable factors in 

 
 
961 Final Decision, Section 3, paragraph 9.207. 
962 Hoon 2, paragraph 22.7; ELMA Final Determination Volume 2A: Joined Grounds: Cost of equity, 28 October 2021, 
paragraph 5.934. 
963 Hoon 2, paragraph 22.1-22.2. 
964 Hoon 2, paragraph 22.13. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://assets.publishing.service.gov.uk/media/617fe5468fa8f52980d93209/ELMA_Final_Determination_Vol_2A_publication.pdf
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reaching its overall judgement on the point estimate. In that regard we note 
the following points: 

(i) The precise effects are a matter of judgement, but there is some 
material that suggests that, as far as welfare effects are concerned, the 
appropriate degree of aiming up may be relatively substantial. In the 
Final Proposals, for example, the CAA suggested that a mechanistic 
application of the 2018 UKRN approach could imply a 60th percentile 
point within a range.965 

(ii) As to parameter asymmetry, in the Final Decision the CAA took into 
account that the impact of recent market developments on the 
appropriate choice of point estimate was mixed: that the risk-free rate 
had increased significantly, reducing the equity risk premium – and by 
extension, the upward skew associated with the RPI-real TMR relative 
to the Final Proposals – but RPI inflation forecasts had also increased 
significantly, which might imply a greater skew than it previously 
considered.966 

In other words, the CAA took into account material factors, liable to have 
significant effects in opposite directions on the WACC estimate but about 
which there was considerable uncertainty, and made an overall judgement. It 
did so in a context where its approach (not wrongly in our view) was that 
deviation from the mid-point of the WACC range would require strong and 
compelling evidence.967  

(e) In that context, the addition of one factor (relating to the asymmetry of 
pandemic events), which only suggests (at most according to the evidence 
submitted on behalf of the Airlines) a small degree of aiming down would be 
required, would not in our view have had a material impact on the CAA’s 
overall judgement on the point estimate. That is, where the CAA took account 
of factors likely to be of a materially greater, but uncertain, size, a factor liable 
to indicate aiming down by 4bps or less would not likely have affected the 
estimate. Accordingly, insofar as the asymmetry of pandemic events was a 
relevant consideration (and even if we assume that it was) that the CAA did 
not take into account, it was immaterial. The omission did not result in the 
CAA point estimate being wrong either as an error of law as alleged or in the 
exercise of a discretion.  

 
 
965 Final Proposals, Section 3, paragraph 9.403. 
966 Final Decision, Section 3, paragraph 9.205. 
967 Final Proposals, Section 3, paragraph 9.394. 

https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365D%20H7%20Proposals%20Section%203-kb.pdf
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Asymmetries of information between the CAA and HAL  

8.77 In this section, we consider the Airlines’ arguments set out in paragraphs 8.32 to 
8.35 above. They allege that HAL’s status as a single licensee, the inability to 
conduct more detailed industry-wide benchmarking and an overreliance on HAL’s 
own data mean that significant information asymmetries remain between HAL and 
the CAA, and the CAA should have aimed down in the WACC range to 
compensate. 

8.78 We observe that the presence of information asymmetries is a normal feature of 
incentive-based regulation. Operational outperformance is, in our view, a desirable 
outcome which benefits consumers in the long-term. However, the existence of 
information asymmetries does not mean that a regulator cannot set a price control 
which is a ‘fair bet’ in expected terms for the regulated firm, or that the regulator 
should use the WACC as a tool to minimise scope for out-performance at the start 
of the control.  

8.79 We agree with the CAA’s representations968 that ex-ante extrapolation and the 
automatic assumption of outperformance is not an appropriate starting point. A 
regulator cannot practically eliminate all information asymmetries, nor do we 
consider that it is the regulator’s role to eliminate any possibility of outperformance 
on an ex-ante basis.  

8.80 Both the CAA (see paragraph 8.36) and HAL (see paragraph 8.37) cited recent 
regulatory determinations in this area, namely the CMA’s determinations in RIIO-
T2/GD2 and the removal of Ofgem’s proposed outperformance wedge. HAL 
specifically highlighted the CMA’s reasoning that such asymmetries are best 
addressed in the context of the specific variables where they arise.969 We agree 
with this general principle. If the Airlines are of the view that material information 
asymmetries led to poorly calibrated 'building blocks’, they could have chosen to 
appeal the CAA’s decision in relation to these particular building blocks (and in fact 
a key asymmetry the Airlines mention is in relation to passenger forecasts, which 
is the subject of chapter 9 of this document). Consequently, our view is that the 
CAA did not wrongly consider itself constrained by regulatory precedent. We are 
also of the view that the potential presence of information asymmetries is not an 
automatic reason to aim down. On that basis, the CAA’s approach in this area 
does not disclose errors of law or discretion. 

8.81 We have considered the Airlines’ arguments surrounding the availability and 
quality of data in the consultations and the alleged role of these factors in 
exacerbating information asymmetry. We recognise the challenges related to the 
structure of the industry in the UK and the fact that HAL is the only licensee. While 

 
 
968 Transcript of Ground B Hearing,17 July 2023, page 156, lines 4 to 25. 
969 ELMA Final Determination, Volume 2B, Joined Grounds B, C and D, 28 October 2021, Page 61, paragraph 6.153 and 
page 71, paragraph 6.181(b). 

https://assets.publishing.service.gov.uk/media/617fd07ce90e07197483b8a9/ELMA_Final_Determination_Vol.2B.pdf
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this meant that the CAA could not conduct benchmarking to the level of detail it 
would have liked, this does not, in our view, imply that the price control was mis-
calibrated in HAL’s favour. We note HAL’s submissions in this regard, referring to 
the CMA’s review of historical returns in regulated sectors as part of the RIIO-2 
appeals970 and its underperformance in three of the four CAA price controls 
included in the sample, as well as its underperformance in H7 to date.971 The 
availability of better-quality data in other industries, such as energy and water, 
does not in our view mean the CAA erred in using the best available data in its 
own sector and exercising its expert regulatory judgement (both in relation to the 
point estimate and the building blocks of the price control). We also do not 
consider that differences in risk-sharing arrangements (eg on operating 
expenditure) is a suitable reason to aim down on the WACC.  

8.82 We therefore find no basis, taking account of the above, to suggest that the Final 
Decision was wrong in law because the CAA misjudged or ignored information 
asymmetries between HAL and the CAA, or because it failed to take proper 
account of relevant considerations or made methodological errors. Nor do we find 
any basis to suggest that the CAA made an error in the exercise of a discretion by 
misjudging or ignoring information asymmetries between HAL and the CAA. 

8.83 We also find no basis, taking account of the above, to support Delta's and VAA’s 
contentions that the Final Decision was wrong because it was based on errors of 
fact – specifically, that the CAA reached conclusions without a reasonable basis or 
made false comparisons. What is alleged do not appear to us to be errors of fact 
at all and instead allege that the CAA’s approach is unfair because it should 
compensate for information asymmetries. This is a matter of regulatory judgement 
(in respect of which, for the reasons above, we consider the CAA was not wrong). 

8.84 Consequently, we determine that the Final Decision was not based on an error of 
fact, nor was it wrong in law, and nor did the CAA make an error in the exercise of 
a discretion, as far as information asymmetries were concerned.  

Asymmetries caused by the TRS outer band  

8.85 In this section, we consider the Airlines’ arguments set out in paragraphs 8.38 to 
8.42 above that the CAA should have aimed down due to asymmetries caused by 
the outer band of the TRS. The CAA introduced risk sharing for differences in 
traffic (between passenger forecasts and out-turns), protecting HAL from 50% of 
the airport charge revenue impact resulting from differences up to 10% and 105% 
revenue protection from differences above 10%. The Airlines submitted that: 

 
 
970 HAL, Second Witness Statement of Peter Hope, (Hope 2), 22 May 2023 paragraph 2.39. 
971 HAL, Second Witness Statement of Michael King (King 2), 22 May 2023, paragraph 6.19. 
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(a) the outer band transfers additional asymmetric risk onto consumers due to 
the capacity constraint HAL faces, as downside shocks are more likely than 
upside surprises and leave consumers more exposed to upward risk in 
passenger charges; and 

(b) breaching the lower band creates disincentives for HAL to grow traffic, or 
even an incentive to constrain it, when emerging from periods of demand 
shock. 

The transfer of additional (asymmetric) risk onto consumers  

8.86 We understand the TRS to be symmetric in its design but asymmetric in terms of 
expected financial outcome given the capacity constraints that confront HAL. 
However, we agree with the CAA that it dealt with such asymmetries in other 
elements of the price control design, specifically through the inclusion of the 
asymmetric risk allowance and the Shock Factor. The Airlines have separately 
challenged the CAA’s decisions on the Shock Factor and the value of the 
asymmetric risk allowance in Ground C. We provide our assessment of the Shock 
Factor in paragraphs 9.285 to 9.310 and the asymmetric risk allowance in 
paragraphs 9.315 to 9.319 (and we provide our assessment of double counting in 
relation to the cost of capital in paragraphs 9.275 to 9.284). The Airlines have not 
appealed the design of the TRS itself and have not demonstrated why further 
action is required with regards to the WACC.  

Impact on HAL’s incentives to grow traffic  

8.87 We note the Airlines’ concerns that the TRS creates perverse incentives for HAL 
regarding growing passenger traffic in the wake of demand shocks. They allege 
that, due to uncertainties surrounding how to estimate the opex and commercial 
revenue elasticities assumed within the CAA’s calculations, the TRS may provide 
HAL with even greater EBITDA protection than the CAA assumes and potentially 
in excess of 100%. Consequently, this may leave HAL with no incentive to 
encourage traffic growth or to even constrain it.972 

8.88 In our view, the Airlines’ submission is primarily about the design of the TRS 
mechanism. They have not appealed in respect of that, and we have received no 
compelling evidence to suggest that they were not able to contribute adequately to 
consultations about it. The issues raised by the Airlines do not appear to us to be 
addressed by the choice of the point estimate in any event. Rather, we agree with 
the CAA (see paragraph 8.43) that those issues have already been reflected in the 
WACC via the CAA’s asset beta adjustment.  

 
 
972 AlixPartners WACC Report, paragraphs 115-117. 
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8.89 We therefore see no basis to suggest that the Final Decision was wrong in law 
because the CAA misjudged, ignored or failed to consider the effect of distortions 
created by the outer band of the TRS, and so failed to take proper account of 
relevant considerations, made methodological errors and/or reached conclusions 
without adequate supporting evidence. Nor do we see any basis to suggest that 
the CAA made an error in the exercise of a discretion by misjudging or ignoring the 
effect of such distortions. 

8.90 We therefore determine that the Final Decision was not wrong in law, nor did the 
CAA make an error in the exercise of a discretion, by not aiming down to account 
for asymmetries created by the TRS mechanism. 

Asymmetries caused by other factors  

8.91 In this section, we consider Delta’s and VAA’s arguments set out above that the 
CAA failed to have proper regard to or take account of other relevant factors.  

8.92 As described above (see paragraph 8.45), these factors include the CAA’s alleged 
failure to consider the H7 price control package in the round and the overall 
benefits it provides to HAL, and the impact of HAL’s gearing and past shareholder 
returns. 

Consideration of the overall price control in the round  

8.93 The CAA calibrated the various elements of the H7 price control through extensive 
consultation, with measures implemented via the specific building blocks, which 
allows for more targeted and evidenced treatment of each issue. The Airlines have 
not demonstrated why this overall package has been mis-calibrated or has left 
HAL facing very little risk over H7.  

8.94 We agree with the CAA (see paragraph 8.46) that the WACC range has been 
subject to careful scrutiny. To the extent that the Airlines consider the WACC to be 
mis-estimated, we have assessed these concerns in the other WACC appeal sub-
grounds.  

8.95 Regarding the other ‘protections’ in the price control, such as the TRS, the Shock 
Factor and the asymmetric risk allowance, we note again that the Airlines have not 
appealed the design of the TRS, and that we assess certain points raised in 
relation to the Shock Factor and the asymmetric risk allowance in relation to 
Ground C (see chapter 9). Our view is that, as the CAA contends (see paragraph 
8.46(b)), these mechanisms do not fully protect HAL against risk during H7; rather 
they ensure that the residual level of risk faced by HAL is commensurate with the 
H7 WACC allowance and that particular asymmetries in expected outcomes are 
addressed at source.  
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HAL’s actual capital structure and past shareholder returns 

8.96 Regarding HAL’s actual capital structure, we do not consider the Airlines’ 
arguments are relevant to the choice of point estimate. Gearing is considered in 
the notional company but the ultimate decision over capital structure rests with 
HAL’s management and shareholders, as do the associated risks and rewards. 

8.97 Similarly, the Airlines allege that HAL has prioritised shareholder returns over 
customer needs. They have provided no compelling evidence that this is the case. 
In our view, shareholder distributions are an important component of the return to 
the providers of equity capital and a matter for management, with the risks and 
consequences of over distribution residing with management and shareholders.  

8.98 We therefore see no basis to conclude that any alternative approach proposed by 
the Airlines relating to these ‘other factors’ is a clearly superior alternative to that 
adopted by the CAA. As such, in our view, the conclusions reached by the CAA 
appear to be a proper exercise of its regulatory judgement and fell squarely within 
its margin of appreciation. We also see no basis to conclude that the CAA failed 
properly to enquire, failed to take proper account of relevant considerations or 
made methodological errors. On those footings, the CAA’s approach to these 
‘other factors’ does not disclose errors of law or discretion. 

8.99 Accordingly, we determine that the Final Decision was not wrong in law, nor did 
the CAA made an error in the exercise of a discretion, regarding these ‘other 
relevant factors’.  

CAA’s decision not to ‘aim down’ is harmful  

8.100 In this section, we consider Delta’s and VAA’s arguments set out above that the 
CAA decision not to aim down in the WACC range is harmful.  

8.101 The relevant airlines argued (see paragraph 8.49) that the cumulative alleged 
errors result in an excessively high passenger charge, which is harmful to 
consumers given current cost-of-living issues and the relatively low capex 
programme envisaged for H7.  

8.102 In our view this particular argument is inexorably bound up with the alleged 
individual errors above. It is founded on the premise that those errors occurred. 
Given our view that the CAA has not erred on those bases, we also determine that 
the Final Decision was not based on errors of fact, was not wrong in law, and nor 
was an error made in the exercise of a discretion, on that basis that not aiming 
down will give rise to material harm to consumers and means the passenger 
charge is set higher than necessary. In particular: 

(a) The Final Decision was not based on errors of fact, in that by selecting such 
a point estimate the CAA reached conclusions without a reasonable basis. 
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We note that what is alleged does not appear to be an error of fact at all. 
Rather, in making that contention the Airlines in our view are alleging that the 
CAA erred in the exercise of a discretion because its approach will cause 
harm to consumers (and, for the reasons set out, we do not find that it did 
so); 

(b) Neither was it wrong in law because in selecting that estimate the CAA: 
breached its duty to carry out its 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 airport operation services; breached 
its duty to have regard to the need to promote economy and efficiency on the 
part of HAL in its provision of airport operation services at Heathrow; failed to 
take proper account of relevant considerations; or made methodological 
errors. Having looked closely at the Airlines’ arguments, we found that the 
CAA had made no such errors; 

(c) Nor did the CAA make an error in the exercise of a discretion because it 
failed to take relevant factors into account, to meet any of its own key 
consumer interest objectives, and/or to achieve its stated intention that 
passenger charges were ‘no higher than necessary’. Having looked closely at 
the Airlines’ arguments we found that the CAA had made no such errors. 

Determinations on point estimate 

8.103 For the reasons set out above, we determine that the Final Decision was not 
wrong because it was not based on errors of fact, was wrong in law or because 
the CAA made an error in the exercise of a discretion, in the selection of the point 
estimate. The Airlines’ appeals in relation to the point estimate are therefore 
dismissed and we confirm the Final Decision in that regard.  
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9. Ground C: Passenger forecast 

Introduction  

9.1 This chapter covers the errors that the Airlines submitted that the CAA had 
committed in relation to its passenger forecast for the H7 period. In broad terms, 
the Airlines submitted that the CAA underestimated the number of passengers that 
would use Heathrow airport during the H7 period. The Airlines also submitted that 
the CAA’s consultation on its passenger forecast lacked transparency and was 
procedurally unfair. 

Background 

Relevance of the H7 passenger forecast 

9.2 The number of passengers using Heathrow airport is of central importance to the 
overall economics of the airport. The passenger forecast is a key driver of the 
CAA’s calculation of the maximum level of allowed airport charges.973 The 
passenger forecast also translates the revenue requirement into a ‘maximum yield 
per passenger’ which HAL is required to use when it sets airport charges. 

Impact of COVID-19 on the CAA’s passenger forecasting exercise 

9.3 Developing a passenger forecast for a five-year period is not a straightforward 
task. In normal circumstances, including those prevailing during the previous 
control period (Q6), passenger volumes were relatively stable and constrained at 
the upper end by capacity at Heathrow. While there had been short-term shocks 
reducing passenger volumes by less than ten percentage points for some weeks 
or months at various points in the past three decades, the scale of the impact of 
the COVID-19 pandemic was unprecedented (see chapter 2, paragraphs 2.23 to 
2.25 and Figure 2.4). In this context, the CAA’s task in forecasting passenger 
numbers during the recovery period after that pandemic was much more difficult. 

9.4 The context of substantial uncertainty over the pace and trajectory of recovery 
from the COVID-19 pandemic is important to our consideration of this ground. We 
note, in this uncertain context, that the passenger forecast figure which the Airlines 
submitted that the CAA should have arrived at (392.5 million passengers) is less 
than 5% higher than the CAA’s forecast (375.5 million passengers) which they 
submit is wrong (see paragraph 9.69(h)). 

 
 
973 Economic Regulation of Heathrow Airport: H7 Final Decision Section 1: Regulatory Framework, March 2023 (Final 
Decision, Section 1), paragraphs 1.1 and 1.2. All the Decision Documents can be found on this page: Final and Initial 
proposals for H7 price control | Civil Aviation Authority (caa.co.uk) 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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Outline of how the CAA set the H7 passenger forecast 

9.5 In this section, we give a brief overview of the CAA’s approach to forecasting 
passenger numbers in H7. First, we describe the components of the model that 
HAL used to develop its passenger forecasts (the HAL Model) and then set out 
how the CAA used the HAL Model and other sources of information to determine 
the passenger numbers to be used in setting the price control. We also cover how 
the CAA engaged with stakeholders throughout the process. 

The HAL Model 

9.6 In December 2020, HAL produced its passenger forecasts for the H7 period in its 
Revised Business Plan (RBP), subsequently updated in later versions. The 
methodology was broadly similar to that followed in Q6, with an addition of a 
‘Travel Restrictions Model’ (described in paragraph 9.7(a)) to account for the 
specific challenges faced during the COVID-19 pandemic.974 

9.7 The HAL Model comprised the following elements:975 

(a) Travel Restrictions Model: This was a recent addition to the forecast model 
suite, to account for the specificities of the COVID-19 pandemic restrictions. 
It used historic data to assess the level of recovery reached (compared to 
2019) in each country/market when a particular travel restriction was applied 
(eg hotel quarantine or pre-departure testing). 

(b) Demand Model: This was an econometric model which forecasts total 
market demand for both direct and indirect passengers, using variables on 
income (GDP and consumer expenditure) and fares (driven by oil prices, 
taxes, charges and efficiency gains). Our understanding is that since Q6 a 
COVID-19 Decay Function Overlay was added which used an exponential 
delay function to model the stages of traffic recovery from the initial shock 
impact of COVID-19 in 2020.976 

(c) Capacity Supply Model: This forecasted Heathrow specific passenger 
numbers from a supply point of view using air traffic movements, ‘seats per 
movement’ and load factors. The outputs from this model linked with those of 
the Demand Model to ensure that the demand outputs fitted within the supply 
envelopes. 

(d) Weighted Combination of Scenarios: Monte Carlo Simulations were used 
to generate a range of forecasts on the path to recovery from the COVID-19 

 
 
974 HAL, Exhibit CEB1, to the first witness statement of Claire Berridge, Tab 9, page 59, Steer Report, Heathrow Airport – 
Review of Air Traffic Forecast Methodology, H7, February 2022, (Steer Report) page i. (64 of Exhibit CEB1). 
975 Initial Proposals, Section 1, paragraph 2.17. 
976 Steer Report, paragraph 1.15. (71 of Exhibit CEB1). 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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pandemic.977 In an optimistic scenario, the travel restrictions end early and 
there is a faster recovery of the economy, and thereby, passenger numbers. 
In a pessimistic scenario, the travel restrictions end at a later date and the 
economy is slower to recover. 

9.8 HAL commissioned Steer to provide an external review of its forecasting 
methodology.978 Steer reviewed the passenger forecasting methodology and 
conducted a formulae audit, including checking for the structural robustness of the 
models. Steer’s report stated that it had found no material concerns in the Travel 
Restrictions Model and the Capacity Supply Model. Although Steer listed some 
minor issues for the Demand Model and the Monte Carlo Simulations, it stated that 
these issues were not likely to be material.979 We understand that the CAA has 
taken this review into consideration during the Initial Proposals and Final 
Proposals stage.980 

The H7 consultation process 

9.9 The consultation process leading to the setting of the passenger forecast for the 
H7 control period was unusually lengthy and complicated. The Airlines submitted 
that the consultation was defective and procedurally unfair. In assessing these 
submissions, it is relevant to understand both: 

(a) how the H7 consultation process differed to that used in the Q6 control 
period, and 

(b) why the CAA took a different approach for the H7 control period. 

9.10 In the Q6 control period, the CAA’s forecast had been based on a model prepared 
by HAL. The CAA had taken the model, devised adjustments to that model, and 
then conducted a public consultation on its proposed adjustments. During its 
consultation HAL had disclosed an operable version of relevant non-commercially 
sensitive parts of the model to the Airlines981 so that they could comment upon the 
modelling suite that underpinned the passenger forecast. Following its 
consultation, the CAA had then set its passenger forecast for the Q6 Period. 

9.11 In the H7 control period, the CAA had initially intended to follow the same process 
that it had adopted during the Q6 control period. However, a dispute between HAL 
and the Airlines concerning access to the updated version of the model led the 

 
 
977 Monte Carlo Simulation predicts a set of outcomes based on an estimated range of values versus a set of fixed input 
values. 
978 HAL, RBP, December 2020, page 153. 
979 Steer Report, page 59 page iii and iv (66 to 67 of Exhibit CEB1). Steer identifies issues as part of its ‘Red/Amber 
/Green’ framework, described in page ii of the report. 
980 Initial Proposals, Section 1, paragraph 2.23. 
981 The demand module was disclosed. The supply module was redacted/aggregated as it contained competitively 
sensitive information about the airlines’ future fleet/route plans, CAA Response to PD, Appendix 1, page 7. 

https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/about/economic-regulation/RBP-detailed-plan.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/CAP2265B%20H7%20Overall%20approach%20and%20building%20blocks%20(p).pdf
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CAA to take a different approach to consultation on the passenger forecasts. We 
set this out in more detail below. 

(a) In its Initial Proposals (October 2021), the CAA prepared its passenger 
forecast based on HAL’s then current forecasting model (the HAL Model). 
The CAA reviewed the HAL Model and applied adjustments to it (or its 
outputs) which the CAA described in the Initial Proposals. These adjustments 
are described in paragraphs 9.12 to 9.15 below. 

(b) The CAA sought HAL’s permission to disclose the HAL Model so that the 
airlines could comment upon the modelling suite in the same way that had 
occurred during the Q6 control period.982 However, HAL objected on the 
basis that the HAL Model contained competitively sensitive information as 
well as content protected by its intellectual property rights (see paragraph 
9.62 below). HAL threatened injunction proceedings to prevent the CAA 
disclosing the HAL Model. 

(c) In the weeks that followed, HAL agreed to the publication of a non-operable 
version of the HAL Model983 and also undertook a series of teleconference 
calls with the Airlines to explain how the HAL Model operated (see paragraph 
9.69(j) below). 

(d) However, the Airlines did not regard this disclosure as sufficient to enable 
them to comment meaningfully on the forecast. This is because, in their view, 
it was not possible to observe nor deduce the judgements or assumptions 
made, or ‘how they had been translated into the mathematics of the 
model’.984 

(e) HAL was prepared to disclose an operable version of the HAL Model into an 
external-adviser only confidentiality ring. However, this proposal was 
unacceptable to the Airlines. The Airlines insisted that access should be 
provided to at least certain internal airline staff in addition to their external 
advisers.985 In their view internal airline staff needed access because their 
business and commercial understanding meant that they could provide the 
most meaningful contribution when reviewing and assessing the veracity and 
quality of the model.986 

 
 
982 French 1, paragraphs 4.09-4.18 describes the ensuing correspondence. 
983 This version is described as ‘hard coded’ and ‘redacted’. BA, Witness Statement of Alexander James Dawe (Dawe 1), 
18 April 2023, (footnote 72), ‘redacted’ is where a number is removed from view, and ‘hard coding’ is where a formula is 
replaced with the output. 
984 Dawe 1, paragraph 82. See also Delta, Witness Statement of Christopher Allen Walker, (C Walker 1), 18 April 2023, 
paragraph 103(c), and VAA, Witness Statement of Matthew Lawrence Webster, (Webster 1), 18 April 2023, paragraph 
98.8(b). 
985 Dawe 1, paragraph 77, describes the Airlines’ concerns regarding the workability of an external adviser only 
confidentiality ring. See also VAA, Exhibit MW1 to Webster 1, Tab 9, page 33, paragraph 4(c) reference to a joint letter 
from Delta, VAA and BA to the CAA, 12 October 2022. 
986 Airlines Response to PD, paragraph 4.9. 
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(f) Faced with this impasse, the CAA stated in its Final Proposals that it had 
decided to consult upon a new approach to the passenger forecast. The CAA 
stated that this approach would use ‘a much wider range of information than 
we used for Initial Proposals. As a result, [the HAL Model] 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.’987 

Initial Proposals (October 2021) 

9.12 In preparing the Initial Proposals, the CAA used the HAL Model as a basis of its 
passenger forecasts. However, it made a number of changes to the model inputs 
and assumptions. These included: 

(a) mitigating the effect of asymmetric distributions which the CAA believed 
introduced a downside risk; 

(b) removing the effect of fare increases due to reduced business travel; 

(c) amending the assumption of ‘supply capping’, ie, airlines will not be able to 
respond to demand recovery due to the financial pressures facing them; and 

(d) making changes to HAL’s assumptions of fleet changes.988 

9.13 Finally, the CAA applied a ‘Shock Factor’ (Shock Factor) to the amended forecast 
to account for temporary and difficult to predict ‘non-economic’ shocks to air travel 
(which the CAA defined as including adverse weather, volcanic eruptions, 
terrorism or war).989 

9.14 The effect of these adjustments was to increase the passenger number forecast 
for H7. The CAA’s mid forecast in the Initial Proposals was 6.8% higher than the 
HAL Model’s mid-forecast in HAL’s June 2021 RBP update.990 

9.15 The CAA also commissioned and published alongside its Initial Proposals an 
external review by Skylark of the key assumptions and inputs of the HAL Model, 
and the subsequent adjustments by the CAA. Skylark, having access to all 
materials to which the CAA had access,991, 992 found that the CAA’s approach was 

 
 
987 Final Proposals, Section 1, paragraph 1.18. 
988 Initial Proposals, Section 1, paragraphs 2.25–2.39. 
989 Initial Proposals, Section 1, paragraphs 2.20. 
990 CMA’s calculation from the mid forecasts of HAL (317.7m), compared with mid forecasts of CAA (339.2m) in 
Table 2.1 in Initial Proposals, Section 1. 
991 Transcript of Hearing – Ground C, 18 July 2023, (Transcript of Ground C Hearing), page 40, line 13.  
992 For completeness, we note that the CAA did not have direct access to an operable version of the HAL Model at the 
time of the Initial Proposals (and instead requested that HAL made adjustments on its behalf) but the CAA did obtain 
direct access, enabling it to make adjustments itself, ahead of consulting on its Final Proposals. 

https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/CAP2265B%20H7%20Overall%20approach%20and%20building%20blocks%20(p).pdf
https://publicapps.caa.co.uk/docs/33/CAP2265B%20H7%20Overall%20approach%20and%20building%20blocks%20(p).pdf
https://publicapps.caa.co.uk/docs/33/CAP2265B%20H7%20Overall%20approach%20and%20building%20blocks%20(p).pdf
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‘reasonable and proportionate’. Skylark also stated that in some areas the HAL 
assumptions should be challenged further or required more clarification.993 

Final Proposals (June 2022) 

9.16 For its Final Proposals, the CAA had the benefit of actual passenger numbers for 
early 2022, airlines schedules and booking data, and therefore decided to use 
separate forecasting processes for 2022 and 2023-2026. 

9.17 For its 2022 passenger forecast the CAA used actual data for January and 
February 2022 and forward booking data to calculate upper and lower bounds for 
passenger numbers, selecting the midpoint for its forecast. 

(a) For its 2023 to 2026 passenger forecast, the CAA had direct access to the 
HAL Model and made further changes to the inputs, and the result was called 
‘the CAA-Amended-HAL Model’ (CAA Amended HAL Model). The CAA 
reduced the short term (2023-2024) forecast to take account of the less 
optimistic economic outlook which prevailed at the time of the Final 
Proposals and increased the long term (2025-2026) forecast to take account 
of traffic at Heathrow being more ‘robust in the face economic headwinds 
compared to other airports’ over time.994 

9.18 In particular, the CAA: 

(a) Decreased the long-term reduction of business travel post-pandemic: this 
was informed by a further study the CAA had commissioned Skylark to carry 
out on the future trends in business travel. The study found that the long-term 
reduction of business travel after the pandemic was not as large as had been 
modelled by HAL.995 

(b) Decreased the impact of carbon costs on fares: the CAA reduced HAL’s 
assumption that carbon costs would lead to a reduction in demand of 
between 1.5% to 4.0% due to higher fares.996 

(c) Amended the COVID-19 Demand overlays: HAL’s forecasts in its RBP 
Update 2 appeared too pessimistic to the CAA, which prompted the CAA to 
revert to the demand overlays used in the HAL Model for Initial Proposals.997 

9.19 The CAA applied the Shock Factor to the 2022 and 2023-2026 forecasts. 

 
 
993 Skylark Consulting Group, CAA H7 Forecast Review, Final Report, prepared for: The UK Civil Aviation Authority, 
October 2021, page 5. 
994 Final Proposals, Section 1, paragraph 1.74. 
995 Final Proposals, Section 1, paragraph 1.45. 
996 Final Proposals, Section 1, paragraph 1.47. 
997 Final Proposals, Section 1, paragraphs 1.50-1.52. 

https://publicapps.caa.co.uk/docs/33/CAP2266D%20H7%20Passenger%20Forecasting%20(Skylark%20October%202021).pdf
https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
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9.20 Finally, the CAA developed what it described as a ‘synthesised’ approach for 
preparing the passenger forecast. This involved comparing the results of the 
forecast produced by the CAA Amended HAL Model with: (i) a range of external 
forecasts (these being forecasts of aviation recovery prepared by parties 
independent of the H7 process, amended by the CAA to reflect the circumstances 
at Heathrow airport); and (ii) the forecasts of HAL and Airline Operators’ 
Committee (for Heathrow) / London (Heathrow) Airline Consultative Committee 
(AOC/LACC).998 

9.21 After the amendments, the CAA’s mid forecasts over the H7 period (360.2 million) 
in the Final Proposal were 11.4% higher than HAL Model’s mid-forecasts in HAL’s 
RBP Update 2 (317.1 million).999 In comparison, the CAA’s forecasts were 9.3% 
lower than the AOC/LACC forecasts as of December 2021 (397.2 million).1000 

9.22 The CAA again commissioned Skylark to review the further adjustments and 
published the report alongside its Final Proposals. Skylark, having reviewed the 
documents and the relevant excel sheets,1001 concluded that the 2022 forecast 
may prove to be pessimistic, but that the remainder of the forecast ‘appears 
reasonable considering the macroeconomic situation’.1002 

Final Decision (March 2023) 

9.23 The CAA consulted on its Final Proposals before preparing its Final Decision. In 
the consultation process, the Airlines criticised the CAA’s reliance on the HAL 
Model, noting that they had not been able to scrutinise it. 

9.24 In the Final Decision, the CAA did not make any further changes to the CAA 
Amended HAL Model but made amendments to the output from the Final 
Proposals (the so called ‘Four Steps’ (see paragraph 9.27)). These amendments 
are discussed in greater detail in the sections below. In summary: 

(a) For 2022, the CAA replaced the forecast of 2022 passenger numbers with 
the actual number of passengers that had used Heathrow in 2022. 

(b) For 2023, the CAA used forward bookings data for 2023 and actual 
passenger numbers in November and December 2022 (as a proportion of 
2019 passenger numbers in the same months) to calculate upper and lower 
bounds selecting the midpoint for its forecast. The CAA also adjusted the 

 
 
998 CAA Response, paragraph 207. 
999 CMA’s calculations from passenger forecast numbers from HAL, Witness Statement of Claire Berridge, (Berridge 1), 
22 May 2023, Appendix 2. 
1000 CMA’s calculations from passenger forecast numbers from Berridge 1, Appendix 2. 
1001 Skylark Consulting Group, Expert Review of the CAA Approach to H7 Traffic Forecasting, Prepared for: The UK Civil 
Aviation Authority, June 2022, page 3. 
1002 Skylark Consulting Group, Expert Review of the CAA Approach to H7 Traffic Forecasting, Prepared for: The UK Civil 
Aviation Authority, June 2022, page 9. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://publicapps.caa.co.uk/docs/33/CAP2366D.pdf
https://publicapps.caa.co.uk/docs/33/CAP2366D.pdf
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resulting passenger forecast to reflect the change in economic outlook since 
the Final Proposals. 

9.25 For the 2024-2026 forecasts, the CAA updated the Final Proposal forecasts to 
reflect a faster recovery of passenger numbers in 2022 and 2023 than had been 
expected at Final Proposals and then the change in economic outlook since the 
Final Proposals as follows: 

(a) For the Final Decision, the CAA observed that its revised 2023 forecast was 
at the 80% point between the Final Proposals’ 2023 and 2024 forecasts and 
extrapolated this trend in updating forecasts for 2024 to 2026 (for example, 
for the Final Decision the 2024 forecast was set at the 80% point between 
the 2024 and 2025 forecasts generated by the CAA Amended HAL model for 
Final Proposals). 

(b) For the Final Decision the CAA made further ‘off-model’ adjustments to 2023 
to 2026 forecasts to reflect the change in economic outlook since Final 
Proposals.1003 

9.26 The CAA applied the Shock Factor to the 2023 and the 2024 to 2026 forecasts. 

9.27 The CAA described the application of these updates in the Final Decision as a 
4-step process: 

(a) Step 1: Updating for actual passenger numbers and forward bookings. 
In Step 1 the CAA took account of actual passenger data for 2022 and 
forward bookings for 2023 as of December 2022 to amend the 2022 and 
2023 forecasts from the Final Proposals. 

(b) Step 2: Updating for economic forecasts. In Step 2 the CAA considered 
what impact changes in economic forecasts for the economic outlook since 
the Final Proposals (ie changes in expected UK GDP growth) should have on 
the passenger forecasts. 

(c) Step 3: Validating with external forecasts. In Step 3 the CAA continued to 
monitor external traffic forecasts it considered relevant to the H7 passenger 
forecast, many of which had been updated since the Final Proposals. The 
CAA then compared those forecasts with the CAA’s own forecast. 

(d) Step 4: Updating for traffic shocks. In Step 4 the CAA applied a Shock 
Factor (of 0.87%) to the years where the number of passengers was a 
forecast (2023 to 2026).1004 

 
 
1003 Final Proposals, paragraphs 1.15 and onwards. In particular, see paragraphs 1.17 and 1.18. 
1004 Final Decision: the discussion of Step 1 is at paragraphs 1.53–1.57, Step 2 is at 1.58–1.60, Step 3 is at 1.61–1.65 
and Step 4 is at paragraphs 1.66 and 1.67. 

https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
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9.28 The CAA’s final forecast for the H7 period was 375.5 million, 8.5% higher than the 
corresponding mid-forecast by the HAL Model in December 2022 and 18.5% 
higher than HAL’s mid-forecast of 317.7 million in its RBP June 2021 update.1005 In 
comparison, the CAA’s forecast was 4.3% lower than the Airlines’ forecasts of 
392.5 million.1006 

9.29 We now turn to consider the appeals made in relation to the passenger forecast. 

Overview of the issues for determination 

9.30 Ground C concerns errors alleged by the Airlines in the CAA's setting of the 
passenger forecast for the H7 period. The alleged errors can be split into four 
groups: 

(a) The first set of alleged errors concern the procedure the CAA adopted when 
setting its passenger forecast, including the non-disclosure of the HAL Model, 
and are alleged errors of law and discretion (the HAL Model Procedural 
Errors). 

(b) The second set of alleged errors concern methodological matters connected 
with the CAA's reliance on the HAL Model, and are alleged errors of fact, law 
and discretion (the HAL Model Substantive Errors). 

(c) The third set of alleged errors concern the four steps approach taken by the 
CAA in the Final Decision, and are alleged errors of fact, law and discretion 
(the four steps and the 4-Step Errors). 

(d) The fourth set of alleged errors relate to the asymmetric risk allowance (the 
Asymmetric Risk Allowance Error) and are alleged errors of fact and law. 

9.31 We address these four groups of alleged errors in turn. 

The HAL Model Procedural Errors 

Summary of our approach and overall conclusion on alleged HAL Model Procedural 
Errors 

9.32 In this section, we answer the following question: 

Was the Final Decision wrong because it was wrong in law or an 
error was made in the exercise of discretion, as a result of the 
procedure the CAA adopted when setting the passenger forecast, 

 
 
1005 HAL RBP update, June 2021, page 109, Table 5. 
1006 VAA NoA, paragraph 4.127, BA NoA, paragraph 3.12.3, Delta NoA, paragraph 4.105. 

https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/about/economic-regulation/RBP-update-1.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
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including by making use of the HAL Model without transparent 
disclosure having been made to the Airlines? 

9.33 Taking account of the Airlines’ submissions on the alleged procedural errors, the 
subsidiary questions which we have considered in our assessment, in order to 
determine the above question, are as follows: 

(a) Was the CAA's reliance on the HAL Model when formulating its passenger 
forecast wrong in law because the CAA's consultation was procedurally 
unfair in that the CAA: 

(i) relied upon the HAL Model but did not adopt a procedure which would 
have permitted the Airlines to access an executable/operable version of 
that model; 

(ii) did not allow them meaningfully to scrutinise or interrogate or comment 
on that model; or 

(iii) did not have input from the Airlines that would have enabled it properly 
to assess whether to rely on the model? 

(b) Was the CAA's reliance on the HAL Model when formulating its passenger 
forecast wrong in law because, in light of the points in the preceding 
sub-paragraph: 

(i) the CAA breached its duty to have regard to the principles of best 
regulatory practice; or 

(ii) the CAA failed to comply with the duty to undertake due enquiry? 

(c) Was the CAA's reliance on the HAL Model when formulating its passenger 
forecast an error in the exercise of discretion on the basis that the CAA failed 
to provide proper reasons (by failing to explain clearly its four step 
methodology)?1007 

9.34 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
below, we find that the CAA did not err in law, or in the exercise of a discretion, as 
a result of the procedure it adopted when setting the passenger forecast. Although 
an operable version of the HAL Model was not disclosed to the Airlines, this did 
not render the CAA’s consultation procedurally unfair nor was the CAA’s 
consultation otherwise procedurally unfair. The CAA followed a process that 
enabled the Airlines intelligently to comment on its passenger forecast proposals, 
having regard to the principles of best regulatory practice and undertaking due 

 
 
1007 BA NoA, paragraph 3.3.1 and section 3.8, Delta NoA, paragraphs 4.51-4.56 and Annex 1, VAA NoA, paragraphs 
4.59-4.71 and Annex 4. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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enquiry. The CAA also provided reasons for its adoption of the four steps 
approach. 

The Parties’ submissions on the HAL Model Procedural Errors 

The Airlines’ submissions 

9.35 The Airlines alleged that the Final Decision was wrong because, in placing 
reliance on the HAL Model, the CAA: 

(a) adopted an unfair consultation process, and so was wrong in law; 

(b) breached its duty to have regard to the principles of best regulatory practice 
and failed to undertake due enquiry, and so was wrong in law; and 

(c) failed to give proper reasons, and so made an error in the exercise of a 
discretion. 

9.36 The Airlines’ arguments in support of these allegations were broadly similar in 
substance but were articulated with different focuses. Delta submitted that the 
CAA’s explanation of its forecasting process was inadequate owing to the 
non-disclosure of an operable version of the HAL Model. VAA and BA submitted 
directly that the non-disclosure of an operable version of the HAL Model was 
procedurally unfair, and that as a consequence of this unfair approach the 
forecasting exercise was not conducted sufficiently transparently. 

9.37 We set out the detail of the Airlines’ submissions below. 

Delta 

9.38 Delta submitted that the CAA was wrong because the CAA failed adequately to 
explain its methodology when setting the passenger forecast. In more detail: 

(a) It was not clear from the Final Decision how the passenger forecast was 
reached,1008 nor is it possible to determine what the precise role of the HAL 
Model was in the CAA's forecast.1009 

(b) Nevertheless, it was plain that the CAA relied on the HAL Model in 
formulating the passenger forecast to some extent.1010 

 
 
1008 Delta NoA, paragraph 4.51. 
1009 Delta NoA, paragraph 4.52. 
1010 Delta NoA, paragraph 4.52. 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
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(c) The HAL Model was not shared with the Airlines1011 and therefore the CAA's 
adjustments to it were made without input from the Airlines.1012 

(d) The Airlines were best placed to scrutinise the HAL Model and its outputs.1013 

(e) The CAA's failure to adequately explain its methodology was a breach of the 
CAA's statutory duties, in particular its duties to carry out its regulatory 
activities in a way that is transparent and accountable.1014 It also meant that 
the CAA's forecasting exercise was not conducted fairly or transparently.1015 

BA and VAA 

9.39 BA and VAA submitted that the CAA placed reliance on the HAL model when it 
could not reach an informed decision as to whether it would be appropriate to 
place such reliance on the model. The consequence was that the CAA's decision 
was wrong in law because it was procedurally unfair. In more detail, BA and VAA 
submitted that: 

(a) Reliance was placed on the HAL Model by the CAA.1016 

(b) The CAA was not in a position to reach an informed decision as to whether it 
was appropriate to place reliance on the HAL Model because: 

(i) The CAA's consultation took place without the benefit of any input from 
key stakeholders;1017 

(ii) The CAA could not simply assume that the HAL Model was a credible 
input: 

(1) The HAL Model was liable to underestimate passenger numbers 
given HAL's incentives were to do so.1018 

(2) There were serious difficulties in benchmarking this sector and 
benchmarking Heathrow airport specifically.1019 

(iii) Input from the Airlines was needed for the CAA to determine whether 
the HAL Model was a credible input.1020 Without input from the Airlines, 
the CAA could not know if further adjustments would have been needed 
to ensure that the HAL Model was a credible input / whether the 

 
 
1011 Delta NoA, paragraph 4.53. 
1012 Delta NoA, paragraph 4.54. 
1013 Delta NoA, paragraph 4.54. 
1014 Delta NoA, paragraph 4.55. 
1015 Delta NoA, paragraph 4.54. 
1016 VAA NoA, paragraph 4.71, BA NoA, paragraph 3.8.10. 
1017 VAA NoA, paragraphs 4.59 and 4.60, BA NoA, paragraphs 3.8.1, 3.8.2 and 3.8.5. 
1018 VAA NoA, paragraph 4.62, BA NoA, paragraph 3.8.4. 
1019 VAA NoA, paragraph 4.62, BA NoA, paragraph 3.8.4. 
1020 VAA NoA, paragraphs 4.59, 4.60 and 4.63, BA NoA, paragraphs 3.8.1, 3.8.2 and 3.8.5. 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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adjustments already applied would have ensured that the HAL Model 
was a credible input;1021 

(iv) The Airlines were not able to provide input on the HAL Model because: 

(1) An operable version of the HAL Model was not shared with 
them;1022 

(2) The Airlines needed access to an operable version of the HAL 
Model in order to comment meaningfully on its credibility. To 
comment, BA and VAA submitted that it would have been 
necessary to understand the modeller's assumptions as a whole, 
and to check for errors (eg double-counting errors),1023 and 

(3) In addition, BA and VAA contended that case law establishes that 
a fair process requires the disclosure of an executable/operable 
version of the HAL Model.1024 

(v) The failure to consult the Airlines properly was not alleviated by use of 
the report produced by the Skylark Consulting Group.1025 

(c) In light of the above, the forecasting exercise was not conducted 
transparently or fairly which was in breach of the CAA's statutory duties.1026 

The CAA’s Response and HAL’s submissions 

9.40 The CAA denied that its procedure had been unfair. The CAA submitted that its 
process had been adequately transparent. In particular, it submitted that the extra 
steps that it took in terms of benchmarking its modelling to external forecasts and 
the four step adjustment process (see paragraph 9.27) meant that the process as 
a whole was conducted in an open and transparent way. The CAA described as 
‘regrettable’ HAL’s refusal to permit disclosure of an operable version of the HAL 
Model to the Airlines’ staff, but noted that this was not its decision. Finally, the 
CAA submitted that the procedure had been ‘as fair and transparent as it could 
have been in the circumstances’ and that ‘HAL’s failure to share the model was 
not so serious a procedural deficiency that the CMA “cannot be assured that the 
Decision was not wrong”’.1027, 1028  

 
 
1021 VAA NoA, paragraph 4.63 and 4.65 and BA NoA, paragraph 3.8.5. 
1022 VAA NoA, paragraph 4.59 and BA NoA, paragraph 3.8.1. 
1023 VAA NoA, paragraphs 4.66 and 4.67 and BA NoA, paragraphs 3.8.7 and 3.8.8. 
1024 VAA NoA, paragraph 4.60, footnote 187 and BA NoA, paragraph 3.8.2, footnote 55. 
1025 VAA NoA, paragraph 4.68 and BA NoA, paragraph 3.8.9. 
1026 VAA NoA, paragraph 4.60 and BA NoA, paragraph 3.8.2. 
1027 CAA Response, paragraphs 221 to 224. 
1028 We note that in the CAA Response to PD, the CAA made a small number of comments concerning minor and 
typographical errors. Where relevant, we have taken account of these in our assessment below. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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9.41 For its part, HAL in its intervention emphasised the high standard required to 
quash a decision on grounds of procedural unfairness in a merits appeal.1029 HAL 
also emphasised that the HAL Model was only one input (amongst many) into the 
CAA’s passenger forecast and that the HAL Model had been heavily modified by 
the CAA.1030 HAL noted that it had itself been denied access to the CAA’s 
amended version of the HAL Model (although it did not suggest that this non-
disclosure was procedurally unfair).1031 Finally, HAL noted that the Airlines had 
been extensively consulted by the CAA in advance of the Final Decision being 
issued.1032 

Legal framework – HAL Model Procedural Errors 

9.42 The leading authority on the issue of procedural fairness in consultation processes 
is the Court of Appeal judgment in R v North and East Devon Health Authority, ex 
parte Coughlan (Coughlan).1033 Coughlan was considered by the Court of Appeal 
in R v National Institute for Health and Clinical Excellence (NICE), ex parte Eisai 
Limited (Eisai).1034 

9.43 The Court of Appeal in Eisai identified the following passages from Coughlan as 
being statements of principle of particular importance: 

108. … To be proper, consultation must be undertaken at a time 
when proposals are still at a formative stage; it must include 
sufficient reasons for particular proposals to allow those 
consulted to give intelligent consideration and an intelligent 
response; adequate time must be given for this purpose; and the 
product of consultation must be conscientiously taken into account 
when the ultimate decision is taken …. 

112. … It has to be remembered that consultation is not litigation: 
the consulting authority is not required to publicise every 
submission it receives or (absent some statutory obligation) to 
disclose all its advice. Its obligation is to let those who have a 
potential interest in the subject matter know in clear terms 
what the proposal is and exactly why it is under positive 
consideration, telling them enough (which may be a good 
deal) to enable them to make an intelligent response. The 

 
 
1029 HAL NoI, paragraphs 62 to 64. 
1030 HAL NoI, paragraphs 66 to 69. 
1031 HAL NoI, paragraph 78.2. 
1032 HAL NoI, paragraphs 72-76. 
1033 R v North and East Devon Health Authority, ex parte Coughlan [2001] QB 213, [1999] EWCA Civ 1871. 
1034 R v National Institute for Health and Clinical Excellence (NICE), ex parte Eisai Limited [2008] EWCA 438. 

https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://www.bailii.org/ew/cases/EWCA/Civ/1999/1871.html
https://www.bailii.org/ew/cases/EWCA/Civ/2008/438.html
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obligation, although it may be quite onerous, goes no further than 
this. (Emphasis added).1035 

9.44 Having conducted a survey of numerous other cases, the Court of Appeal went on 
to state that: 

27. What fairness requires depends on the context and the 
particular circumstances … [It is important to] avoid a 
mechanistic approach to the requirements of consultation. It 
seems to me that the various cases cited to us provide illustrations 
of that, without adding materially to the statements of principle in 
ex parte Coughlan.1036 (Emphasis added) 

9.45 The facts of Eisai have certain significant similarities to the fact pattern under 
appeal before us and therefore bear repeating. 

9.46 In summary, NICE conducted a consultation in relation to certain drugs used to 
treat Alzheimer’s disease. The purpose of the consultation was to assess the 
drugs’ cost-effectiveness. An important element of this was the calculation of a 
cost per quality adjusted life year (or 'cost per QALY') for the drugs. NICE used 
an economic model to inform its calculation of the cost per QALY. During its 
consultation process, and in line with its established policy, NICE disclosed a 
non-operable version of its economic model to the pharmaceutical companies that 
owned drugs which were being assessed. Eisai was one of the companies that 
owned a drug that was being appraised. 

9.47 By the time the case had reached the Court of Appeal it was common ground that 
the economic model was central to the determination of the drug’s cost-
effectiveness and that the reliability of the model was a key question. It was also 
established that sensitivity analyses were important for checking for the reliability 
of the economic model and that consultees could only conduct sensitivity analyses 
if they had access to a fully executable version of the model. 

9.48 At a late stage in the consultation, Eisai had requested an operable version of the 
economic model. NICE refused to disclose the operable version of the economic 
model on the grounds that its content was confidential and disclosure might entail 
adverse practical consequences for the appraisal process (in particular, additional 
delay). Eisai complained that NICE’s consultation was procedurally unfair because 
of the non-disclosure of the fully operable version of the economic model. 

9.49 Regarding NICE’s grounds for refusing disclosure, the Court of Appeal concluded 
that NICE’s confidentiality argument was unsound. It also concluded that the risk 

 
 
1035 R v North and East Devon Health Authority, ex parte Coughlan [2001] QB 213, [1999] EWCA Civ 1871, paragraphs 
108 and 112. 
1036 R v North and East Devon Health Authority, ex parte Coughlan [2001] QB 213, [1999] EWCA Civ 1871, paragraphs 
108 and 112, paragraph 27. 

https://www.bailii.org/ew/cases/EWCA/Civ/1999/1871.html
https://www.bailii.org/ew/cases/EWCA/Civ/1999/1871.html
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of adverse practical consequences for the appraisal process was a ‘serious’ 
consideration to which weight should be attached. However, the Court of Appeal 
stated that if fairness otherwise requires disclosure a court should ‘be very slow to 
allow administrative considerations of this kind to stand in the way of its 
release’.1037 

9.50 On the question whether NICE’s procedure was unfair, the Court of Appeal agreed 
with Eisai. The Court of Appeal held that Eisai was unable to make an intelligent 
response to the consultation on the issue of the reliability of the economic model. 
Richards LJ, giving the judgment of the Court of Appeal, said: 

49. I accept that Eisai was given a great deal of information and 
was able to make representations of substance. It knew the 
assumptions that were being applied and could comment on them. 
It knew what sensitivity analyses had been run and could make 
comments on those. It could and did make an intelligent response, 
as far as it went. In my judgment, however, none of that meets the 
point that it was limited in what it could do to check and comment 
on the reliability of the model itself.1038 

9.51 Richards LJ, went on to conclude: 

66. … The refusal to release the fully executable version of the 
model … does place consultees (or at least a sub-set of them, 
since it is mainly the pharmaceutical companies which are likely to 
be affected by this in practice) 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. The reasons put forward for 
refusal to release the fully executable version are in part unsound 
and are in any event of insufficient weight to justify NICE's position. 
(Emphasis added.)1039 

9.52 The insight we draw from Coughlan and Eisai is that procedural fairness is context 
specific and there is no single mechanistic approach to the requirements of a fair 
consultation. Further, in the specific context of the Eisai case, the Court of 
Appeal’s finding that the consultee (Eisai) was unable to make an intelligent 
response to NICE’s consultation was in the context of the (undisputed) facts that: 
(i) the economic model was central to NICE’s cost-effectiveness evaluation, 
meaning that its reliability was a key question for consultees to opine upon; (ii) 

 
 
1037 R v National Institute for Health and Clinical Excellence (NICE), ex parte Eisai Limited [2008] EWCA 438, paragraph 
65. 
1038 R v National Institute for Health and Clinical Excellence (NICE), ex parte Eisai Limited [2008] EWCA 438, paragraph 
49. 
1039 R v National Institute for Health and Clinical Excellence (NICE), ex parte Eisai Limited [2008] EWCA 438, paragraph 
66. 

https://www.bailii.org/ew/cases/EWCA/Civ/2008/438.html
https://www.bailii.org/ew/cases/EWCA/Civ/2008/438.html
https://www.bailii.org/ew/cases/EWCA/Civ/2008/438.html
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sensitivity analyses were important for checking for the reliability of the economic 
model and these analyses could only be done with access to an operable version 
of the economic model. Accordingly, the consultees could only respond 
intelligently to a key question under consultation if they had full access to NICE’s 
economic model. 

Our assessment – HAL Model Procedural Errors 

Context – what alternatives were open to the CAA? 

The Airlines’ submissions on the alternatives open to the CAA 

9.53 We have set out at paragraphs 9.35 to 9.39 above the Airlines’ submissions that 
the CAA’s process during the H7 consultation was untransparent and unfair. 

9.54 Before assessing those submissions, we first consider the Airlines’ contentions as 
to what lawful alternative courses of action had been open to the CAA. The 
alternatives open to the CAA provide important factual context for assessing the 
fairness of the process which the CAA in fact undertook and whether it was wrong 
in law. 

9.55 The Airlines identified three alternative courses of action they contended were 
open to the CAA. The Airlines submitted that the CAA could have: 

(a) informed HAL that it would disregard the HAL Model unless HAL agreed to 
share the model with airlines into a suitable confidentiality ring arrangement 
which would have enabled consultees to provide informed comments on it (ie 
a confidentiality ring permitting participation of airline staff).1040 

(b) developed its own CAA-originated modelling which could then have been 
shared with all consultees (ie both airlines and HAL).1041 

(c) disclosed the HAL Model to airlines itself. The Airlines contended that the 
CAA was permitted to do this under paragraph 4(1)(a) of Schedule 6 to the 
Act1042 which permits disclosure of information obtained ‘for the purpose of 
facilitating the carrying out of functions’ of the CAA under Part 1 of the Act. 
However, the Airlines acknowledged that HAL might have sought to block 
such disclosure via injunction proceedings.1043 

9.56 We consider each of these potential alternatives below. 

 
 
1040 BA NoA paragraph 3.7.1(i), Dawe 1, paragraph 77, VAA NoA paragraph 4.56. 
1041 BA NoA paragraph 3.7.1(i), Dawe 1, paragraph 77, VAA NoA paragraph 4.56. 
1042 Paragraph 4, Schedule 6 of the Act. 
1043 Airlines Response to RFI H7 C001, Q12. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://www.legislation.gov.uk/ukpga/2012/19/schedule/6/paragraph/4/enacted
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Should the CAA have disregarded the HAL Model because HAL refused to 
disclose an operable version of it to airlines’ staff? 

9.57 In our view, the CAA was not wrong to have regard to the HAL Model even though 
HAL did not consent to disclose an operable version of it to airlines’ staff. The HAL 
Model is the only available model which yields Heathrow-specific- forecasts.1044 In 
addition, the HAL Model had access to granular airline data that was not more 
widely available.1045 Whilst other external forecasts would have also provided (and 
did provide) useful information, they would not have rendered the HAL Model 
irrelevant. The CAA’s objective was to make as accurate a forecast as reasonably 
practical and it would not have been able to do this if it had disregarded important 
evidence. It was not wrong therefore to take account of the HAL model as a 
relevant consideration. 

9.58 In their response to our Provisional Determination, the Airlines submitted that we 
were wrong on this point.1046 The Airlines contended that HAL had to make a 
choice: either agree to disclose an operable version of the HAL Model or accept 
that the CAA would pay no regard to it. We disagree. As set out in more detail in 
paragraph 9.94 below, if the CAA concluded that procedural fairness required 
disclosure of an operable version of the HAL Model, then – absent a statutory 
basis permitting it to disregard relevant evidence – it would have been required to 
give effect to disclosure using its powers under paragraph 4(1)(a) of Schedule 6 to 
the Act, which permits the CAA to disclose materials to facilitate the carrying out of 
its regulatory functions.1047 The CAA would have acted unlawfully if it had not used 
this power and instead disregarded this obviously relevant evidence. 

Should the CAA have developed its own model in place of the HAL Model? 

9.59 Our view is that, in the circumstances faced by the CAA at the time, its decision to 
use the HAL Model as an input to its passenger forecast, rather than to seek to 
develop its own model, was not wrong. We accept the CAA’s submission that the 
alternative of the CAA developing its own model (as suggested by the Airlines) 
would have taken a material period of time and ‘involve a range of associated 
risks’, requiring a ‘series of formal and informal consultations on methodology and 
assumptions, with the potential to further delay our decision for H7 at that time.’1048 
Given the late stage at which the disclosure dispute arose, the CAA was not wrong 
to judge that the delay and risk associated with developing its own model to be 
unacceptably high. 

 
 
1044 CAA Response, paragraph 231. 
1045 Transcript of Ground C Hearing, page 25, line 9 to page 26, line 8. 
1046 Airlines Response to PD, paragraph 4.3.2. 
1047 Provided the CAA adopted an alternative fair process (as we find it did), the CAA would be entitled to pay regard to 
the operable version of the HAL Model even absent disclosure of it. 
1048 Transcript of Ground C Hearing, page 35, lines 12–21. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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9.60 In making that assessment, we are mindful of the Court of Appeal’s conclusion in 
Eisai that the risk of adverse practical consequences for a consultation process is 
a ‘serious’ consideration to which weight should be attached but that, where 
fairness otherwise requires steps like disclosure of a model, we (and the CAA) 
should be ‘very slow to allow administrative considerations of this kind to stand in 
the way.’ We therefore take into account the following points. 

(a) First, there may have been similar difficulties relating to disclosure of any 
model developed by the CAA if it contained route-level data similar to that in 
the HAL Model. 

(b) Second, the incremental benefits of this approach are likely to be small given 
that the CAA had the opportunity to review and change the inputs and 
assumptions of the HAL Model. Where it did so, this may be capable of 
providing for a fair consultation process. It does not necessarily follow that 
the CAA was wrong in not developing its own model, and disclosing an 
operable version of that to consultees, in light of the practical difficulties that 
course would likely have encountered. 

(c) On those footings, we do not consider that the CAA erred in law on the basis 
it decided that this this was not an appropriate avenue to pursue.  

Should the CAA have risked litigation with HAL and disclosed the HAL Model to 
internal airline staff itself? 

9.61 As noted at paragraph 9.10 above, during the Q6 control period relevant parts of 
HAL’s then current forecasting model had been disclosed for the purposes of 
consultation on its modelling suite. The Airlines argued that this disclosure was 
appropriate and that the same course of action should have applied during the H7 
control period. 

9.62 HAL objected to the disclosure of the HAL Model to airlines on two bases: it 
claimed disclosure would infringe certain of its intellectual property rights, it also 
claimed that the model contained competitively sensitive information and that 
disclosure to internal Airline staff would therefore be inappropriate.1049 

9.63 The CAA canvassed with HAL and airlines the possibility of establishing a 
confidentiality ring (ie the possibility of disclosing an operable version of the HAL 
Model to a limited group of individuals who had given signed confidentiality 
undertakings preventing onward disclosure to individuals outside of the ‘ring’). 
Whilst the Airlines did not accept that the HAL Model contained confidential 
information, they were willing to agree to the establishment of a confidentiality ring 
provided that it included internal Airline staff (whose membership they considered 

 
 
1049 French 1, paragraph 4.12. 
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necessary to enable proper scrutiny of the HAL Model).1050 For its part, HAL was 
only prepared to agree to the disclosure of an operable version of the model into 
an external adviser only confidentiality ring because it considered that the relevant 
material was competitively sensitive and therefore ought not be seen by 
individuals working for the Airlines. Furthermore, HAL wrote to the CAA 
threatening to bring injunction proceedings should the CAA insist on disclosure to 
internal Airline staff.1051 

9.64 Regarding HAL’s argument that the HAL Model contained competitively sensitive 
information, HAL explained that the HAL Model used in H7 was significantly more 
complex than its Q6 model and – unlike the Q6 model which had contained 
information aggregated at a multinational regional level – in H7, the HAL Model 
contained sensitive route-level information on seats and load factors from which 
sensitive individualised data might be reverse-engineered, as well as various 
airlines’ future bookings data.1052 We are persuaded that HAL’s confidentiality 
concerns were genuinely held, its case appeared arguable, and that its threat to 
bring injunctive proceedings was therefore credible. We do not reach any view on 
whether the CAA or HAL would have ultimately prevailed if litigation had ensued, 
but our view is that there was a real possibility that the Court would have ruled that 
disclosure should not be made to internal Airline staff, even within the confines of 
a confidentiality ring. That being the case, we consider it was not wrong for the 
CAA to have decided against insisting on the disclosure of an operable version of 
the HAL Model to internal Airline staff (via a confidentiality ring or otherwise), 
where it took alternative steps that provided for a fair consultation process on the 
passenger forecast. The CAA may not have been successful in such litigation and, 
whether it was successful or not, this course would have entailed an unacceptable 
risk of delay. For completeness, we note that we need not opine upon HAL’s 
claims of intellectual property infringement which were not elaborated before us in 
any detail. 

9.65 We note that the CAA did not explore further the option of disclosing the 
HAL Model into an external adviser only confidentiality ring. As was made clear to 
the CAA at the time (and to us during the appeal hearings), this approach was 
entirely unacceptable to the Airlines.1053 If the alternative consultation process that 
the CAA in fact established was procedurally fair, then there would be no need to 
disclose the HAL Model into a confidentiality ring or at all, and so (subject to that 
caveat) the CAA cannot be criticised as wrong for not having providing a form of 
disclosure which was rejected by the Airlines at the time. 

 
 
1050 See further paragraph 9.11(e) above. 
1051 CAA, Exhibit GF1 to the first witness statement of Graham French, 31 May 2023, pages 326 and 327, Letter from 
HAL’s solicitors to CAA, dated 18 January 2022, stating that HAL ‘is prepared to take whatever action it deems 
necessary to protect its rights, including the seeking of injunctive relief (including on an interim basis) to prevent the 
unauthorised disclosure of its Passenger Forecasting Tool.’ 
1052 Transcript of Ground C Hearing, page 25, line 11 to page 26, line 4. 
1053 Transcript of Ground C Hearing, page 27, lines 16–18 and page 34, line 22 to page 35, line 3. 
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Conclusion on the alternatives open to the CAA  

9.66 In our view, the dispute regarding disclosure of the HAL Model placed the CAA in 
an unenviable position. We do not consider that the CAA was wrong in law 
because it failed to adopt one of the alternative courses advanced by the Airlines. 
The key issue is the fairness or otherwise of the process the CAA did follow. 

The fairness of the procedure the CAA adopted 

9.67 To ensure that a fair and lawful process was followed, the CAA had to conduct a 
consultation that, considered end to end, included sufficient information about and 
reasons for its passenger forecast proposals to allow those consulted to give the 
proposals intelligent consideration and make an intelligent response. In this 
context, we note that: 

(a) For both Initial Proposals and Final Proposals the CAA reviewed and 
amended inputs to the assumptions made in the HAL model, and 
commissioned external reviews by Skylark of these amendments and 
published their reports alongside these documents. 

(b) For Final Proposals the CAA did not rely on the use of the HAL Model to 
generate passenger numbers for 2022 and for its Final Decision for 2022 and 
2023. 

(c) For Final Decision, the CAA observed that its revised 2023 forecast was at 
the 80% point between the Final Proposals 2023 and 2024 forecasts and 
extrapolated this trend in updating forecasts for 2024 to 2026. 

(d) For Final Decision the CAA made further ‘off-model’ adjustments to 2023 -
2026 forecasts to reflect the change in economic outlook since Final 
Proposals.1054 

(e) These points, taken together, had the effect of reducing the weight the CAA 
placed on the HAL Model. 

9.68 The question for us to answer is whether, in light of these developments, intelligent 
consideration and an intelligent response required that the Airlines conduct their 
own robustness checks on an operable version of the HAL Model or, alternatively, 
the CAA put to them a set of proposals for its passenger forecast that allowed 
them intelligent consideration and response without disclosure of such a model.1055 

 
 
1054 Final Proposals, paragraphs 1.15 and onwards. In particular, see paragraphs 1.17 and 1.18. 
1055 We note that if Airline-conducted robustness checks were not necessary for a fair procedure then the dispute 
between HAL and the Airlines as to how that disclosure should have been facilitated – ie whether or not an external 
adviser only confidentiality ring might have sufficed to enable intelligent consideration and an intelligent response (or, 
alternatively, whether a confidentiality ring including limited a number of internal airline staff would have been needed) – 
falls away. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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9.69 Before we turn to the key question: was intelligent consideration and intelligent 
response possible in the process the CAA followed, or only possible with access to 
an operable version of the HAL Model so that the Airlines could conduct their own 
robustness checks, we first summarise what we consider to be further points of 
relevant context: 

(a) It is undoubtedly the case that disclosure of an operable version of the HAL 
Model would have increased transparency. The non-disclosure of the 
operable version of the HAL Model meant that the Airlines could not conduct 
their own detailed checks on the robustness of the HAL Model drawing on 
their own information and expertise. This meant that, for example, it cannot 
be entirely ruled out that the CAA (despite its best efforts) may have 
overlooked some elements of double-counting or other errors which the 
Airlines may have identified, if they had had disclosure.1056 In his witness 
statement Mr Dawe provided an example of the difficulty that this posed for 
BA: ‘behind each of the Covid-19 scenarios entertained by the HAL model, 
there would have been judgements and assumptions relating to vaccination 
rates, market performance, lockdown regulations and categories of travellers. 
I could neither see nor deduce the judgements and assumptions that had 
been made, nor how they had been translated into the mathematics of the 
model’.1057 

(b) From the outset the Airlines had sought disclosure of the HAL Model. The 
Airlines had a genuine desire to review and critique the robustness of the 
HAL Model to input into the CAA’s passenger forecasting exercise. The 
request was not made simply to enable the Airlines to launch a contrived 
procedural challenge. 

(c) In previous price controls parts of an operable version of the (then applicable) 
HAL Model had been disclosed to the Airlines to facilitate consultation. 
However, we bear in mind that these earlier models had not contained the 
same sensitive information hence this earlier practice is not entirely 
comparable: what appears to us the CAA was entitled to regard as a serious 
(ie arguable) confidentiality issue arose here such that a form of disclosure 
satisfactory to both the Airlines and HAL could not be achieved by consent. 

(d) The CAA’s preference (and original starting point) was that an operable 
version of the HAL Model should be disclosed. At the Initial Proposals stage, 
the CAA considered that disclosure was legally necessary to facilitate a fair 

 
 
1056 For completeness, we note that HAL itself has been unable to comment upon the CAA Amended HAL Model. 
1057 Dawe 1, paragraph 82. See also VAA NoA, paragraphs 4.66 and 4.67 and BA NoA, paragraphs 3.8.7 and 3.8.8, these 
provide a further 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.’ 
Delta raised similar concerns at Delta NoA, paragraph 4.54. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
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consultation given the reliance that the CAA envisaged placing on the HAL 
Model at that time. For example, on 14 January 2021, the CAA sent a letter 
to HAL after stating that ‘passenger forecasts are central to setting the price 
control. As s [sic] result, it is crucial for the robustness of the H7 process that 
we publish the modelling that we are using to set the price control.’1058 

(e) As noted at paragraph 9.2 above, the passenger forecast is an important 
input into the H7 price control. Ultimately, it is a factor that might lead to 
higher (or lower) passenger charges. 

(f) The HAL Model undisputedly formed a ‘baseline’ for the CAA’s passenger 
forecast at Final Decision stage for the years 2024 to 2026. In that sense, 
notwithstanding the adjustments that have been made to it during the course 
of the consultation process, it remains an ‘input’ into the passenger forecast. 

(g) The HAL Model’s inputs, assumptions and outputs were heavily modified 
through the process of adjustments across the Initial Proposals, Final 
Proposals and Final Decision stages. To give a sense of the scale of these 
adjustments, the unadjusted HAL Model starting forecast across the H7 
period was fewer than 318 million passengers. The Final Decision passenger 
forecast was 375.5 million passengers. 

(h) The range of reasonable estimates for a passenger forecast in the H7 period 
is not unbounded. This in part stems from the fact that Heathrow is expected 
to be operating at least close to its capacity during the final years of the H7 
period. While there may be some debate over the precise limits of that 
capacity, these differences are far from orders of magnitude in scale. This is 
illustrated by Figure 1.4 of the Final Decision, which we reproduce below at 
Figure 9.1. The passenger forecast figure which the Airlines submitted the 
CAA should have arrived at (392.5 million passengers) is less than 5% higher 
than the CAA’s forecast (375.5 million passengers) which they submit is 
wrong. The level of that disparity must be set against the inherent uncertainty 
involved in forecasting across multiple years in the context of the impact of 
the COVID-19 pandemic, where absolute precision is not possible. 

 
 
1058 CAA, Exhibit GF1, to the first witness statement of Graham French, 31 May 2023, page 321, Letter from (CAA) to 
(HAL) in respect to publication of modelling, 14 January 2022. 
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Figure 9.1: CAA’s Final Decision ‘Figure 4.1 Comparison of the Final Decision (unshocked) forecast 
and external forecast’1059 

 
Source: Final Decision, Figure 1.4. 

(i) Inspection of the range of external forecasts over the period 2023 to 2026 
indicates that uncertainty around the speed of recovery from COVID-19 is a 
factor in forecasting 2023 and 2024 passenger numbers but not the later 
years. The CAA did not rely on the HAL model for 2023. For 2024, while the 
CAA used outputs from the CAA Amended HAL Model, it took the 80% point 
between the 2024 and 2025 forecasts, a decision that was informed by its 
updated ‘off-model’ forecast for 2023. 

(j) The consultation process in which the CAA engaged relating to the HAL 
Model – albeit that it did not involve the non-disclosure of an operable version 
of the HAL Model – was transparent. The CAA’s adjustments to the HAL 
Model’s assumptions were explained and consulted upon in the Initial and 
Final Proposals. Further assistance was provided through a series of 15 
teleconference calls between airline staff and HAL staff in the lead up to the 
Initial Proposals and the publication alongside the Initial and Final Proposals 
of the Skylark reports commissioned by the CAA.1060 Further, the Airlines 
were able to comment on the adjustments to the HAL Model starting point 

 
 
1059 Final Decision, Figure 1.4, here provided to illustrate the narrowing of the forecast ranges toward the later years of 
the forecast period, during which Heathrow capacity constraints at Heathrow become more influential. 
1060 Berridge 1, paragraph 4.28: this notes 15 Teams calls between 4 August 2020 and 8 July 2021. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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albeit, as noted at sub-paragraph 9.69(a) above, what they could not do was 
conduct their own checks on the robustness of the model. 

(k) The forward-looking nature of the exercise the CAA conducted (ie producing 
a forecast of future passenger numbers) does not permit a precisely accurate 
answer. We are mindful of the risk of seeking a ‘perfect’ forecast or a process 
that strives to produce one when the reality is that this is not achievable. 

9.70 Having considered the evidence and submissions carefully, and the relevant 
context, it is our judgement in this Final Determination that the CAA’s consultation 
was not procedurally unfair and wrong in law on the basis of the non-disclosure of 
an operable version of the HAL Model or on account of the reliance the CAA 
placed on that model (to the extent it did so). We have come to this view for the 
following reasons. 

9.71 First, in heavily modifying the HAL Model’s inputs, assumptions and outputs 
through the process of adjustments across the Initial Proposals, Final Proposals 
and Final Decision stages, and explaining those modifications, the CAA placed 
materially less reliance on the HAL Model in formulating its proposals for, and 
deciding upon, the overall passenger forecast for H7. It provided consultees with a 
substantial degree of transparency consistent with the requirement to allow 
intelligent consideration of, and response to, the approach and forecast numbers it 
proposed. In considering, formulating and explaining the modifications, the CAA 
engaged in its duty of due enquiry and had regard to principles that regulatory 
activities should, amongst other things, be carried out in a way which is 
transparent and accountable. 

9.72 Second, we do not consider on the facts before us that the Airlines needed to be 
able to conduct robustness checks themselves in order to give intelligent 
consideration and provide an intelligent response during the CAA’s consultation (ie 
could not do so without doing those checks). Whilst the Airlines were undoubtedly 
important consultees, the material reduction in the CAA’s reliance on the HAL 
Model and the adjustments the CAA made to the model, meant – in our judgement 
– that the added value of such Airline-conducted robustness checks is likely to 
have been comparatively minor (and the process followed was not unfair on 
account of an inability to conduct them). This is because: 

(a) The Airlines were in a position to suggest robustness checks to be carried 
out by the CAA. The Airlines are sophisticated organisations with expert staff 
and had benefitted from a substantial degree of transparency through the 
CAA’s consultation process. In particular, the Airlines had access to a 
non-operable version of the HAL Model, and had been provided with 
guidance on the manner in which the HAL Model operated and information 
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on the amendments that the CAA had made to the HAL Model.1061 Further, 
the Airlines were in a position to develop their own forecasts (see paragraph 
9.28 above) and could observe the relative differences between their 
forecasts and those of HAL and the CAA and use this to inform their own 
submissions. Whilst this did not provide a complete substitute for disclosure 
of an operable version of the HAL Model, these steps would have put them in 
a position to propose appropriate robustness checks that could be carried out 
by the CAA. 

(b) The scope of any potential error arising from the Airlines not being in a 
position to carry out robustness checks themselves is substantially reduced 
by the fact that for the years where uncertainty around speed of recovery has 
been greatest (ie 2022 and 2023) the CAA’s passenger forecast numbers 
were ‘off-model’, and the CAA brought forward the growth forecast produced 
by the CAA Amended HAL Model in light of its 2023 forecasts. 

(c) The scope of any potential error arising from the Airlines not being in a 
position to carry out robustness checks themselves in relation to the later 
years (ie 2024 to 2026) is also comparatively small as by this time Heathrow 
is becoming increasingly capacity constrained. 

9.73 Whilst not determinative, we are also mindful that: 

(a) the approach the CAA adopted avoided the risk of substantial delay which 
might have ensued had it insisted upon disclosure to Airline internal staff 
(with, for the reasons given above, only limited added value this would have 
entailed, such that the risk of delay was not justifiable); and 

(b) the Airlines declined to take up the opportunity of disclosure into an external 
adviser only confidentiality ring. Had they agreed to such disclosure, the 
Airlines would have benefitted from at least some additional transparency (ie 
they may have been able to conduct at least some of their own robustness 
checks). We note the Airlines’ position that access by internal Airline staff 
with relevant expertise was needed to enable proper scrutiny of the HAL 
Model (see paragraph 9.11(e) above). However, in our view there would 
have been no inconsistency in the Airlines agreeing to the establishment of 
such a confidentiality ring whilst continuing to submit to the CAA that wider 
disclosure remained necessary and appropriate if they continued to believe 
that this was the case. Whilst we have found that disclosure of an operable 
version of the HAL Model was not necessary for the CAA’s procedure to be 
fair, the fact that the procedure the CAA ultimately adopted was not more 
transparent was therefore partly a result of the Airlines’ own conduct.  

 
 
1061 See paragraph 9.691.1(j) above. 
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9.74 For the same reasons that we do not consider the CAA’s procedure was unfair, we 
also consider that there was: (i) no breach by the CAA of its duty to have regard to 
the principles of best regulatory practice; and (ii) no failure to comply with the duty 
to undertake due enquiry. Finally, we note that in any event, for the same reasons 
as set out at paragraphs 9.70 to 9.72 above (ie the material reduction in the CAA’s 
reliance on the HAL Model and the adjustments the CAA made to the model), we 
are also of the view that any deficiency in the procedure the CAA adopted, even if 
it were otherwise considered an error in law, would not translate into an error of 
substance. Any procedural imperfection resulting from the non-disclosure of an 
operable version of the HAL Model is not so serious that we ‘cannot be assured 
that the Decision was not wrong’.1062 

Procedural fairness of the four-steps consultation 

9.75 We turn now to consider the transparency of the four-steps consultation. In 
particular, whether the Final Decision in respect of the passenger forecast was 
wrong because the CAA acted procedurally unfairly in respect of the four-steps. 
The Airlines’ submissions focused mainly on the transparency of Step 1 (updating 
for actual passenger numbers and forward bookings) and Step 2 (updating for 
economic forecasts), though we note that the Airlines also submitted that the CAA 
had breached its duty to have regard (inter alia) to the principle that regulatory 
activities should be carried out in a way which is transparent. 

Step 1 – transparency (booking data as an upper bound in the Final Decision) 

9.76 In Step 1 the CAA used actual passenger data and forward bookings data to 
amend its 2023 forecast from the Final Proposals. In its Final Decision the CAA 
used forward bookings data (which in December 2022 were 94% of 2019 levels) 
as an upper bound for its 2023 forecast. At the Final Proposals stage the CAA 
had adopted a similar approach to forecasting 2022 passenger numbers, but had 
used forward bookings data (which at the time of forecasting were 62% of 2019 
levels) as a lower bound for its forecast. 

9.77 The CAA explained in its Final Proposals in relation to its proposed choice of a 
lower bound and upper bound figures that:  

IATA and some airlines provided us with bookings data for the 
early part of the year [2022] and similar data from 2019 as a 
comparison. Despite the likelihood that covid restrictions in force in 
the early part of the year would provide a disincentive for 
consumers to book travel in 2022, bookings for the year at the time 
of forecasting were 62% of the levels seen at a similar point in 

 
 
1062 See Chapter 3, Legal Framework, paragraph 3.28(c). 
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\2019. We considered that this was evidence of a level of pent-up 
demand and concluded that 62% of 2019 levels was a likely lower 
bound for the forecast for the whole of 2022.1063 

[…] Taking into account the known and expected passenger levels 
for January to March 2022, this was equivalent to total passenger 
[sic] for the year of 74% of 2019 levels. We concluded that this 
(ie 74%) was therefore a likely upper bound for Heathrow 
passengers in 2022.1064 

9.78 In updating the 2022 and 2023 passenger forecasts for the Final Decision the CAA 
said that it would take account of the same information as that used on Final 
Proposal stage in updating the 2022 passenger forecast. Specifically, the CAA 
said that its ‘first step was to take account of actual passenger data for 2022 and 
forward bookings to amend the forecast from the Final Proposals’.1065 

9.79 The CAA noted that it now knew ‘that 61.6 million passengers used Heathrow 
airport in 2022 and that, in November and December 2022, passenger numbers 
were at 89 per cent of the level observed in the same months in 2019’ and that 
‘[f]orward bookings for 2023 (as reported in December 2022) are at 94 per cent of 
the equivalent period in 2019’.1066 

9.80 The Airlines contended that this change in approach in the use of forward 
bookings data between Final Proposals and Final Decision was procedurally 
unfair: ‘If they had been consulted, the Airlines would have provided input on why 
using an upper bound based on historical data is erroneous…’1067 

9.81 We have considered the Airlines’ submissions. Our judgement is that the CAA’s 
consultation was sufficiently transparent to enable the Airlines to respond 
intelligently. The Airlines were aware during the consultation that the CAA planned 
to use actual passenger numbers and forward bookings data, where available, to 
adjust its forecast. The Airlines could comment on how those inputs should be 
used by the CAA. At the time the CAA was updating its forecasts for the Final 
Decision the level of forward bookings had increased since the Final Proposals 
(from 62% to 94% of 2019 passenger numbers) and, importantly, to a level that 
exceeded that which actual passenger numbers had reached. We do not, 
therefore, consider that the use of forward booking data as an upper bound, rather 
than a lower one, represented such a fundamental shift in approach that would 
lead us to conclude that there was a procedural error that means that the Final 
Decision the CAA’s consultation could be said to be unfair. In any event, any 

 
 
1063 Final Proposals, paragraph 1.66. 
1064 Final Proposals, paragraph 1.67. 
1065 Final Decision, paragraph 1.53. 
1066 Final Decision, paragraphs 1.54 and 1.55. 
1067 Airlines’ Closing Statement, paragraph 39. They also submitted in their response to the Provisional Determination 
that that the CAA, ‘… by the “four steps” adjusted its outputs in an opaque way that was not capable of interrogation.’ 
Airlines’ Response to PD, paragraph 4.11. 

https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
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deficiency in the consultation was not ‘so serious that the CMA cannot be assured 
that the decision was not wrong.’1068 

Step 2 – transparency (adjustments for economic forecasts) 

9.82 In Step 2 the CAA considered what impact changes in expected UK GDP growth 
since the Final Proposals should have on the Final Decision passenger forecast. 
At the Final Proposals stage the CAA relied upon an Oxford Economics forecast of 
UK GDP Growth dated March 2022. In the Final Decision the CAA relied upon an 
updated version of the Oxford Economics forecast dated December 2022. Given 
the worsened economic outlook, the CAA decided to apply a downward 
adjustment to the passenger forecasts for 2023-2026 of around 1%.1069 

9.83 The Airlines submitted that it was not at all clear why a 1% reduction had been 
forecast for Heathrow airport and that the CAA’s lack of transparency in relation to 
the Step 2 adjustment amounted to a further procedural error for the same 
reasons previously elaborated in relation to reliance placed on the HAL model.1070 

9.84 The CAA submitted that the adjustment was transparently explained and 
reasonable. Passenger demand had previously fallen during recessions, so it was 
appropriate to take this into account.1071 

9.85 Our view is that it was sufficiently clear to consultees during the Final Proposals 
stage that up to date wider economic forecasts would be an input into the CAA’s 
passenger forecast in the Final Decision. Paragraph 1.58 of the Final Decision 
(which set out the CAA’s ‘synthesised approach’) explained that the CAA had 
‘considered the most recent OBR and Oxford Economics forecasts and taken note 
of the change to economic drivers and outlook compared to six months ago.’ It 
was evident that, in the Final Proposals, the CAA’s position was based on the 
latest data then available. Paragraphs 1.73 and 1.74 of the Final Proposals also 
reference the wider economic situation and also Heathrow airport’s historic 
stronger resilience to economic headwinds than other UK airports. In the light of 
this, we consider it likely that the Airlines could have expected the CAA to take 
account of the latest data on the economic outlook in its Final Decision (or at least 
had the opportunity in response to the Final Proposals to comment on whether the 
economic forecasts then relied upon were the appropriate ones to inform the Final 
Decision). On that basis, our judgement is that the CAA was not wrong in law in 
this regard (ie as a matter of procedural fairness). We consider the Airlines’ 

 
 
1068 See paragraph 3.43 (Legal Framework) which discusses when a procedural deficiency renders a decision wrong in 
law. 
1069 Final Decision, paragraphs 1.58–1.60. 
1070 VAA NoA, paragraph 4.115 (cross-referring to VAA NoA, paragraphs 4.53–4.56), Delta NoA, paragraph 4.93, BA 
NoA, paragraph 3.11.28 (cross-referring to BA NoA, paragraphs 3.8.1–3.8.11). 
1071 CAA Response, paragraph 230.1. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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submissions that the CAA erred in substance separately at paragraphs 9.231 to 
9.248 below.  

9.86 We additionally note that in paragraphs 1.59 and 1.60 of the Final Decision the 
CAA explained its use of updated wider economic forecasts, as adjusted to take 
account of Heathrow airport’s greater resilience. In the light of this we do not 
consider that the downward adjustment of around 1% was inadequately explained. 

Step 3 and Step 4 – transparency  

9.87 The transparency of the CAA’s Step 3 and Step 4 adjustments was not a focus of 
the Airlines’ submissions. We have reviewed the relevant portions of the Final 
Proposals and Final Decisions in relation to these steps and do not consider that 
the Airlines have established that the CAA erred. In particular, in relation to Step 3 
(Validating with external forecasts), we note the Airlines’ submission that it they 
could not comment on the CAA’s statement that the HAL Model should be treated 
differently to external forecasts because it was (unlike the external forecasts) 
risk-weighted.1072 Our view here is that there was no absence in transparency on 
the part of the CAA. It was clear to the Airlines that the CAA’s forecast was risk-
weighted. The Airlines could access the external forecasts and comment on 
whether or not, in their view, they were risk-weighted. 

Conclusions on the procedural fairness of the four-steps consultation 

9.88 Our determination, based on the above, is that the CAA did not act procedurally 
unfairly and was not wrong in law in relation to its consultation on the four steps. 
Nor in our determination was its decision wrong because it made an error in the 
exercise of discretion by failing properly to explain its four-step methodology. 

Overall conclusions on the HAL Model Procedural Errors 

9.89 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, and as set out above, we find that the CAA did not err in law 
or in the exercise of a discretion, as a result of the procedure it adopted when 
setting the passenger forecast, including by making use of the HAL Model without 
transparent disclosure (that is, without disclosure of an operable version) having 
been made to the Airlines. 

9.90 In our judgement, the CAA's reliance on the HAL Model when formulating its 
passenger forecast was not wrong in law because the CAA's consultation was 
procedurally unfair in that the CAA: 

 
 
1072 BA NoA, paragraph 3.11.31(c), Delta NoA, paragraph 4.97(c), VAA NoA, paragraph 4.118(b). 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(a) relied upon the HAL Model but did not adopt a procedure which would have 
permitted the Airlines to access an executable or operable version of that 
model; 

(b) did not allow them meaningfully to scrutinise or interrogate or comment on 
that model; or 

(c) did not have input from the Airlines that would have enabled it properly to 
assess whether to rely on the model. 

9.91 Our further judgement is that the CAA's reliance on the HAL Model when 
formulating its passenger forecast was not wrong in law because, in light of the 
points in the preceding paragraph: 

(a) the CAA breached its duty to have regard to the principles of best regulatory 
practice; or 

(b) the CAA failed to comply with the duty to undertake due enquiry. 

9.92 We also find that the CAA's reliance on the HAL Model when formulating its 
passenger forecast was not an error in the exercise of discretion on the basis that 
the CAA failed to provide proper reasons by failing to explain clearly its four step 
methodology. 

9.93 Accordingly, we determine that the CAA’s Final Decision was not wrong either 
because it was wrong in law or because the CAA made an error in the exercise of 
a discretion as contended by the Airlines in their appeals based on the HAL Model 
Procedural Errors. We do not, therefore, allow the appeals on that basis and, in 
the relevant respects, confirm the Final Decision. 

Parties’ requests for further guidance 

9.94 In their responses to our Provisional Determination each of the Parties sought 
from us clarifications or guidance on the relevance of this Final Determination of 
Joined Ground C for the CAA’s future price control decisions. The CAA submitted 
that we should make clear that this Final Determination does not create a 
requirement that the CAA must develop its own model in order to run a robust 
procedure in relation to future price control decisions.1073 HAL invited us to ‘provide 
further clarification on best practice for the sharing of confidential or competitively 
sensitive information in future’ and submitted that we should make clear that ‘the 
CAA’s starting position in relation to disclosure of a passenger forecast model that 
contains prima facie competitively sensitive information should be to establish an 
[external] adviser only confidentiality ring’.1074 The Airlines requested that we 

 
 
1073 CAA’s Response to PD, Appendix 1, page 8, first row. 
1074 HAL’s Response to PD, paragraphs 87 and 89. 
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clarify that our conclusion that the CAA was not required to disclose the HAL 
Model does not set a precedent for future price controls given that during the H7 
control period there were ‘specific issues that may not arise in future price 
controls’.1075 

9.95 This Final Determination does not lay down any particular path for the CAA to 
adopt in its future price controls in terms of its approach to developing a passenger 
forecast. The law on the requirements of a fair consultation process is – and 
remains following this Final Determination – as stated by the Court of Appeal in 
Coughlan and Eisai. See in particular the passages of those judgments which we 
have cited at paragraphs 9.43 and 9.44 above. These judgments make clear that 
there is no ‘one size fits all’ mechanistic approach to be applied to procedural 
fairness. Whichever approach the CAA adopts in future consultations, the 
touchstone for lawfulness is whether the approach adopted enables consultees to 
make an intelligent response. Whether fairness requires the disclosure of an 
operable version of a particular economic model (or parts thereof) will depend on 
the circumstances of the case. Similarly, if it is decided that some form of 
disclosure is necessary for a fair consultation, the question whether disclosure into 
an external adviser only confidentiality ring is sufficient to enable an intelligent 
response to be made (or not) will be a matter which will depend on the 
circumstances. We have simply observed (at paragraph 9.73(b) above) that where 
an external adviser only confidentiality ring is proposed, a party whose external 
advisers enter into such a confidentiality ring may benefit from some additional 
transparency without thereby forfeiting the right to argue that the confidentiality 
ring should be expanded to include a company’s internal staff or, indeed, to argue 
that the confidentiality ring is not necessary at all. 

9.96 Finally, we note the Airlines’ submission in response to our Provisional 
Determination that we had failed to address the Airlines’ submissions that, if 
confidentiality concerns were justified, they could be resolved ‘by limiting the 
individuals to whom an executable version of the HAL model is provided to those 
within a confidentiality ring’.1076 In connection with this, the Airlines also submitted 
that ‘[a]s a matter of principle, the threat of litigation by another party could not 
justify the displacement of the principles of fairness.1077 

(a) First, we observe that we have not found that the threat of litigation from HAL 
somehow justified the non-disclosure of an operable version of the HAL 
Model to the Airlines. Rather, for the reasons set out at paragraphs 9.70 to 
9.72 above, we found that disclosure was not necessary to enable the 
Airlines to make an intelligent response. This meant, as we observed in 

 
 
1075 Airlines’ Response to PD, paragraph 4.12. 
1076 Airlines’ Response to PD, paragraphs 4.5 and 4.6. 
1077 Airlines’ Response to PD, paragraph 4.5. 
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footnote 1054, that the question of whether a confidentiality ring needed to be 
established to ensure fairness fell away.  

(b) Second, we note that had we concluded that intelligent response did require 
disclosure of an operable version of the HAL Model, then the CAA would 
have needed to have explored further whether a form of confidentiality ring 
should be established. Had the CAA concluded that intelligent response 
required disclosure to internal Airline staff within a confidentiality ring (ie that 
an external adviser only confidentiality ring was insufficient), and if HAL had 
still not consented to such disclosure, then the CAA would have needed to 
have exercised its powers to disclose an operable version of the HAL Model 
into a confidentiality ring including internal Airline staff. It was not open to the 
CAA simply to disregard the HAL Model, which was clearly relevant 
evidence. This being the case, if HAL had continued to resisted disclosure, 
then litigation may have then become inevitable in order to resolve the matter 
such that a fair consultation could be conducted. However, this 
counterfactual scenario is not a matter we need to decide upon as we have 
concluded that disclosure was not necessary to ensure a fair consultation. 

HAL Model Substantive Errors 

Summary of our approach and overall conclusion on the alleged HAL Model 
Substantive Errors 

9.97 In this section, we answer the following question: 

Was the Final Decision wrong because it was based on errors of 
fact, was wrong in law, or an error was made in the exercise of a 
discretion, in relying on the HAL Model when setting the passenger 
forecast for the H7 control period? 

9.98 Taking account of the Airlines' submissions on the alleged substantive errors, the 
subsidiary questions we have considered in our assessment, in order to determine 
the above question, are: 

(a) Did the CAA make an error of fact on which the Final Decision was based 
when formulating its passenger forecast by using the HAL Model as a 
starting point for its forecasts, thereby relying on flawed evidence and 
assumptions? 

(b) Was the CAA wrong in law (or, in respect of (iv), an error in the exercise of a 
discretion) in using the HAL Model as a starting point for its passenger 
forecast because in doing so the CAA: 
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(i) breached its duty to carry out its 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 airport 
operation services; 

(ii) breached its duty to have regard to the need to promote economy and 
efficiency by HAL in its provision of airport operation services at 
Heathrow Airport; 

(iii) breached its duty to have regard to the principles that regulatory 
activities should be carried out in a way which is transparent, 
accountable, proportionate and consistent, and targeted only at cases 
in which action is needed; or 

(iv) relied on flawed evidence and assumptions, made methodological 
errors or failed to take proper account of relevant considerations? 

(c) Did the CAA make an error of fact on which the Final Decision was based in 
using the HAL Model to the extent it did when formulating its passenger 
forecast, because in doing so the CAA relied on flawed evidence and 
assumptions (by unjustifiably relying on the HAL Model which was wrong and 
not fit for purpose)? 

(d) Was the CAA wrong in law in using the HAL Model to the extent it did in 
formulating its passenger forecast because in doing so the CAA: 

(i) breached its duty to carry out its 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 airport 
operation services (by wrongly relying on the HAL model, and as a 
result setting the H7 passenger forecast too low); 

(ii) breached its duty to have regard to the need to promote economy and 
efficiency by HAL in its provision of airport operation services at 
Heathrow Airport (by setting the H7 passenger forecast too low and, as 
a result, failing to incentivise HAL to ensure efficiency); 

(iii) breached its duty to have regard to the principles that regulatory 
activities should be carried out in a way which is transparent, 
accountable, proportionate and consistent, and targeted only at cases 
in which action is needed (by relying on a model which has not been 
subjected to scrutiny by stakeholders); or 

(iv) relied on flawed evidence and assumptions (wrongly relied on the HAL 
model despite evidence that it is not fit for purpose), made 
methodological errors (relied on erroneous inputs from HAL's model to 
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arrive at its passenger forecast) or failed to take proper account of 
relevant considerations (the CAA failed to deal appropriately with the 
shortcomings in the HAL Model)? 

(e) Did the CAA make an error of fact on which the Final Decision was based 
when formulating its passenger forecast because the use of the HAL Model 
produced a flawed output?1078 

9.99 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
below, we find that the CAA did not make errors of fact on which the Final 
Decision was based nor err in law in relying on the HAL Model when setting the 
passenger forecast for the H7 control period. 

9.100 The HAL Model was plainly relevant to the setting of the passenger forecast and 
accordingly the CAA was not wrong to use it as an input into the overall passenger 
forecast for H7. However, the CAA made material modifications to that model (its 
inputs, assumptions and outputs). At each stage of the consultation process,1079 
the CAA commissioned an independent external review of its forecast approach by 
Skylark. It also ‘sense-checked’ the outputs against external forecasts, adjusting 
them accordingly. It took these steps so as to apply an appropriate methodology to 
set a passenger forecast that was as accurate as reasonably practical and in order 
that passenger charges would be set in a way that furthered relevant end-users’ 
interests. It cannot in our view be said to have been wrong on account of a failure 
to act in a manner that it considered would further those interests in line with its 
primary statutory duty nor because it could be said to have acted in a way that 
failed to have regard to its secondary duties. 

The Parties’ submissions 

The Airlines’ submissions 

9.101 Whilst the Airlines' precise formulation of the alleged errors differs, their 
submissions cover common ground. They contend that the CAA was wrong in 
law1080 and/or in fact1081 because: 

(a) the CAA placed reliance on the HAL Model when using the HAL Model was 
not reasonable or appropriate and it was an evidentially erroneous input; and 

(b) the HAL Model's output could not be corrected via ad hoc adjustments. 

 
 
1078 BA NoA, paragraph 3.3.1 and section 3.9, Delta NoA, paragraphs 4.57-4.68 and Annex 1, VAA NoA, paragraphs 
4.72-4.86 and Annex 4. 
1079 These include Initial Proposals, Final Proposals and Final Decision. 
1080 VAA and Delta contend this. 
1081 VAA, Delta and BA contend this. 

https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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9.102 In more detail, the Airlines submitted that: 

(a) The CAA’s reliance on the HAL Model was not reasonable or appropriate1082 
because the HAL Model was an evidentially erroneous input.1083 This was 
because: 

(i) HAL had an incentive to underestimate passenger forecasts.1084 

(ii) HAL itself did not use the model for forecasting,1085 and it can be 
inferred that HAL’s data no longer supported the forecast it was urging 
the CAA to adopt.1086 

(iii) HAL’s lack of transparency undermines confidence in the HAL model to 
such an extent that no reliance can be placed upon it.1087 

(iv) HAL’s model persistently underestimated passenger numbers.1088 

(v) The CAA had better alternative information which it could have used 
(namely airline booking data and external forecasts).1089 

(b) The flaws in the HAL Model could not be corrected by making ad hoc 
adjustments to the model.1090 In relation to this, the Airlines’ supporting 
arguments were: 

(i) there could be no confidence that these adjustments had (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,1091 and 

(ii) the ad hoc adjustments failed as actual passenger outturn shows that 
the CAA underestimated 2022 passenger numbers in both its Initial 
Proposals and Final Proposals.1092 

The CAA’s Response 

9.103 The CAA submitted that the HAL Model was the correct starting point for it to use, 
given the absence of suitable alternatives. Further, it was fully aware of HAL’s 
commercial interests and made a range of adjustments to ensure its forecast was 
reasonable. It also considered a range of factors to arrive at a forecast that 

 
 
1082 VAA NoA, paragraph 4.83, Delta NoA, paragraph 4.67. 
1083 VAA NoA, paragraph 4.86, BA NoA, paragraph 3.9.6. 
1084 VAA NoA, paragraph 4.76 and 4.77, Delta NoA, paragraphs 4.59 and 4.60. 
1085 VAA NoA, paragraph 4.81, BA NoA, paragraph 3.9.3. 
1086 VAA NoA, paragraph 4.82, BA NoA, paragraph 3.9.4. 
1087 Delta NoA, paragraph 4.65. 
1088 VAA NoA, paragraphs 4.78-4.80, BA NoA, paragraph 3.9.2, Delta NoA, paragraphs 4.61-4.64. 
1089 VAA NoA, paragraph 4.83(c), Delta NoA, paragraph 4.67(c). 
1090 VAA NoA, paragraphs 4.84 and 4.85, BA NoA, paragraph 3.9.5, Delta NoA, paragraph 4.68. 
1091 VAA NoA, paragraph 4.84, BA NoA, paragraph 3.9.5, Delta NoA, paragraph 4.68. 
1092 VAA NoA, paragraph 4.85, Delta NoA, paragraph 4.68. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
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balanced the perspectives of all consultees.1093 The CAA denied that the alleged 
consistent under-forecasting of 2022 and pessimistic forecasting for 2023 
demonstrated that the HAL Model was not fit for purpose. Its adjustments meant 
that its forecast was comparable with that of independent aviation forecasts and 
was adjusted and updated to ensure its accuracy.1094 The CAA noted that the 
Airlines’ preferred forecasts had materially overstated passenger numbers at the 
Final Proposals stage and were less accurate that the CAA’s Final Proposals 
forecast.1095,1096 

HAL’s intervention 

9.104 HAL submitted that Airlines’ argument was bound to fail because the CAA did not 
rely exclusively or uncritically on the HAL Model methodology, but instead had 
regard to a wide range of other information and applied its own judgement to come 
to its passenger forecast. HAL further emphasised that the CAA’s approach 
differed materially from HAL’s own forecasting methodology and created a 
stretching goal for HAL over the course of H7.1097 HAL also rejected criticisms of 
the robustness of the HAL Model.1098 

Our assessment of the alleged HAL Model Substantive Errors 

9.105 We assess the Airlines’ arguments in turn. First, we assess the Airlines’ arguments 
that the CAA was wrong to rely on the HAL Model to the extent that it did because 
that reliance was unreasonable or inappropriate or the HAL Model was an 
evidentially erroneous input. Second, we assess the Airlines’ submissions that 
there cannot be confidence that the CAA’s adjustments addressed the flaws in the 
model. 

The alleged flaws in the HAL Model 

HAL’s incentive to underestimate passenger forecasts 

9.106 The Airlines argued that HAL had an incentive to underestimate passenger 
forecasts because doing so would feed into the price cap calculation and lead to 
HAL obtaining greater overall revenues.1099 HAL strongly refuted this allegation. 
HAL confirmed that the outputs submitted to the CAA for setting the price control 
were the same range of outputs used for internal business purposes. It also stated 
that it did not create a special version of the model specifically for price control 

 
 
1093 CAA Response, paragraph 225. 
1094 CAA Response, paragraph 226. 
1095 CAA Response, paragraph 227. 
1096 We note that in the CAA Response to PD, the CAA made a small number of comments concerning minor and 
typographical errors. Where relevant, we have taken account of these in our assessment below. 
1097 HAL NoI, paragraphs 15-26. 
1098 HAL NoI, paragraphs 27-43. 
1099 VAA NoA, paragraphs 4.76 and 4.77, Delta NoA, paragraphs 4.59 and 4.60. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64806090103ca6000c039aa3/Heathrow_Airport_Limited_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
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purposes, nor use different outputs for the purposes of its own planning.1100 This 
was accepted by the Airlines, although they noted that for operational purposes, 
HAL would plan for the ‘peakiest’ day for the year but would use mid-forecasts for 
H7.1101 For its part, the CAA stated that it was ‘fully aware’ of HAL’s commercial 
interests.1102 

9.107 We consider that HAL’s incentives were likely mixed. Other things being equal, we 
would expect HAL to prefer higher revenue allowances through the price cap. On 
the other hand, HAL needed accurate forecasts for its internal business planning 
which provided an incentive to ensure the forecasts were accurate. We do not 
consider it necessary, however, to form a view on whether there might be some 
residual bias towards underestimating the forecast. Even if HAL had – on balance 
– an incentive to systematically underestimate passenger volumes in its internal 
passenger forecasts, this would not lead us to conclude that the CAA’s passenger 
forecast was wrong. 

9.108 In our view, the relevant forecasts are those made by the CAA, which were 
upward revisions of HAL’s forecasts. The CAA was not wrong, as we note above, 
to have some regard in preparing these to the HAL Model, it being the only 
available model which yields Heathrow-specific forecasts1103 and having access to 
granular airline data that was not more widely available.1104 In the context of the 
CAA’s objective of making as accurate a forecast as reasonably practical, the HAL 
model was plainly relevant and important (and the CAA may well have erred had it 
taken no account of a relevant consideration such as this). 

9.109 However, recognising HAL’s mixed incentives,1105 and as described in paragraphs 
9.12 and 9.18 above, the CAA reviewed the HAL Model, and used its judgement to 
change the assumptions and inputs,1106 and commissioned an external 
consultant’s (Skylark) review of the changes it made.1107 It consulted on such 
matters as described above. The CAA also, in the Final Decision, made off-model 
adjustments to the outputs of the HAL Model by updating 2022 and 2023 forecasts 
using actual passenger numbers and forward booking data (Step 1) and latest 
information on macroeconomic outlook (Step 2). It appears to us that the CAA took 
these steps in the interests of applying an appropriate methodology to set a 
passenger forecast that was as accurate as reasonably practical and in order that 
passenger charges would be set in a way that furthered end-users’ interests in line 

 
 
1100 Transcript of Ground C Hearing, page 91, lines 3-10. See also HAL, HAL response to RFI H7 C001, 7 July 2023. 
1101 Transcript of Ground C Hearing, page 92, lines 9-11. 
1102 CAA Response, paragraph 225.2. 
1103 CAA Response, paragraph 231. 
1104 Transcript of Ground C Hearing, page 25, line 9 to page 26 line 8. 
1105 CAA Response, paragraph 225.2. 
1106 CAA Response, paragraph 225.2. 
1107 CAA Response, paragraph 226. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf


 

359 

with the matters to which it was required to have regard under the Act. We note, 
for example, that the CAA said at Final Decision stage that: 

An appropriate passenger forecast helps to ensure that the airport 
charges HAL sets are no higher than necessary to recover its 
efficient costs and to provide an appropriate return, and is a 
fundamental step in allowing us properly to further the interests of 
consumers, having regard to the matters required by CAA12.1108 

9.110 We do not therefore find that any incentives HAL may have had to underestimate 
the passenger forecasts mean that the CAA was wrong to have used the HAL 
Model in the way it did for forecasting H7 passenger numbers. 

HAL’s own use of the model for forecasting 

9.111 Regarding the Airlines’ contention that HAL itself did not rely on the model for 
forecasting and their subsequent inference that HAL’s data no longer supported 
the forecast it was urging the CAA to adopt, in our view this is not supported by the 
evidence. 

(a) First, we note HAL’s submission, made in its NoI containing a statement of 
truth, that the model is used for internal business and operational 
purposes.1109 

(b) Second, it is correct that in December 2022 HAL produced an updated 
forecast model that it did not offer to the CAA, and the CAA itself did not seek 
to obtain the updated model spreadsheets from HAL.1110 We note the CAA’s 
evidence that this was to avoid the lengthy extensive analysis, review and 
amendments to the HAL Model at a stage which was already relatively late in 
the H7 consultation process. We also note that, at this stage in the process, 
the CAA had made modifications to the HAL Model that materially lessened 
its reliance on that model. Our views, taking account of these points are: 

(i) The position is consistent with HAL continuing to use its model for 
internal purposes, as demonstrated by its updating. 

(ii) The position does not demonstrate that the CAA was placing reliance 
on a model that HAL itself had repudiated. 

HAL’s lack of transparency undermining confidence in the HAL Model 

9.112 We have considered separately the Airlines' arguments on transparency. We have 
found that HAL’s confidentiality concerns were genuinely held (see paragraph 9.64 

 
 
1108 Final Decision, paragraph 1.3. 
1109 HAL NoI, paragraph 30. 
1110 French 1, paragraph 5.75. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://competitionandmarkets.sharepoint.com/sites/H7AppealDelivery/Shared%20Documents/4.%20Parties/HAL/2_PtI/230522_HAL_Non-Confidential_Notice%20of%20Intervention.pdf
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above) and we note that HAL was willing to agree to the disclosure of an operable 
version of the HAL Model into an external adviser only confidentiality 
ring.1111 Further, we note that the CAA had full access to the model, took account 
of an external review by Steer of the HAL Model, and reviewed and amended 
assumptions and inputs.1112 We do not see in those circumstances the CAA’s 
reliance on the model (to the extent it did so) means that confidence in the HAL 
Model should properly be regarded as undermined such that the CAA was wrong 
in law to have taken that approach. 

HAL Model’s performance in estimating 2022 passenger numbers 

9.113 In assessing the performance of a forecast against actual outturns, it appears to 
us appropriate to evaluate the forecast based on the information that was available 
at the time it was made. Given that any forecasting exercise will involve a margin 
of error, the use of a forecast may have been erroneous if we observe both: 

(a) a systematic and material divergence of the forecast from actual outturns, 
and 

(b) the methodology or the facts used at the time of the forecast were likely to 
have caused that systematic error in ways that could have been anticipated 
at the time. 

9.114 The HAL Model’s mid-forecasts for 2022 in HAL’s RBP, RBP update and RBP 
Update 2 underestimated actual 2022 passenger numbers of 61.6 million by 
15.7%, 29.9% and 26.1% respectively.1113 

9.115 We note that the forecasts within the HAL Model constitute a range of scenarios, 
and the realisation of a favourable scenario does not imply that the forecasts were 
wrong. This is particularly relevant due to the challenges and uncertainty posed by 
the COVID-19 pandemic. 

9.116 More importantly, however, as stated above in 9.108 we consider the relevant 
forecasts to be those made by the CAA, which are upward revisions of HAL’s 
forecasts. 

9.117 Whilst we consider that the HAL Model’s performance in estimating 2022 
passenger numbers is relevant evidence for us to consider, it does not, in our 
view, demonstrate that the CAA erred by placing any reliance on the HAL Model 
as part of its own determination of passenger forecasts. The CAA formed its own 

 
 
1111 CAA, Exhibit GF1, to French 1, 31 May 2023, pages 335 and 336, Letter from Heathrow to CAA, 26 January 2022, 
proposing that the CAA use the CMA template confidentiality ring undertakings as a starting poring for establishing a 
confidentiality ring. 
1112 CAA Response, paragraph 197. 
1113 CMA’s calculations from passenger forecast numbers from Berridge 1, Appendix 2. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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view of the HAL Model and reached its own independent judgement of the 
appropriate forecasts to use. This does not in our view indicate an error. 

Alternative information 

9.118 The Airlines argued that the CAA had access to alternative information that it could 
have used to create a passenger forecast (namely booking data and external 
forecasts).1114 

9.119 In this regard, at Final Decision stage ‘Step 1’ of the CAA’s ‘Four Steps’ used 
forward booking data to estimate the passenger numbers for 2023. 

9.120 Furthermore, in Step 3 in the ‘Four Steps’ (detailed below) the CAA 
‘sense-checked’ its forecasts with comparable external forecasts. 

9.121 Given that the CAA did, in fact, make use of the suggested alternative information, 
we do not agree with the Airlines’ criticism of the CAA in this regard, We therefore 
do not find that the CAA was wrong in fact or law on this account. 

The CAA’s Adjustments 

9.122 We assess the Airlines’ arguments that there could be no confidence that the 
CAA’s adjustments had resolved the identified errors and/or not undermined the 
internal logic of the model, such that its output was arbitrary and not as intended. 
In this context, the Airlines also submitted that these adjustments were insufficient 
as the CAA had underestimated outturn of 2022 passenger numbers. 

9.123 Taking account of our assessment of the CAA’s adjustments and the additional 
points below, we do not consider that the Airlines have substantiated this 
allegation such that we should make a finding that the CAA was wrong on this 
basis. The amendments made by the CAA followed a detailed review of the model, 
assumptions and inputs. In assessing the model, the CAA told us that it:1115 

(a) carefully and extensively reviewed the methodology and spreadsheets to 
establish a good understanding of how the models work and interact; 

(b) took account of a review by Steer (commissioned by HAL to assess the 
methodology), to ensure that the models had been coded correctly; and 

(c) ran sensitivities and checked how their adjustments alter the outputs. 

9.124 At each stage of the consultation process,1116 the CAA commissioned an 
independent external review of its forecast approach by Skylark. In addition, the 

 
 
1114 VAA NoA, paragraph 4.83(c), Delta NoA, paragraph 4.67(c). 
1115 Initial Proposals, Section 1, page 23, paragraph 2.23. 
1116 These include Initial Proposals, Final Proposals and Final Decision. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://publicapps.caa.co.uk/docs/33/CAP2265B%20H7%20Overall%20approach%20and%20building%20blocks%20(p).pdf
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CAA ‘sense-checked’ the outputs against external forecasts, adjusting 
accordingly.1117 

9.125 Having regard to those points, we conclude that the CAA was not wrong on the 
basis its assessment and subsequent review of the model was insufficient to 
generate confidence in its adjustments to the model – both in general and 
specifically in relation to the alleged errors – while not undermining the internal 
logic of the model. It took a reasonably careful and reasoned approach to the 
adjustment and checking of the model of the kind it appears to us a prudent 
regulator, in the circumstances, was entitled to, and should acting properly, have 
taken. 

9.126 In relation to the Airlines’ submission that the CAA’s adjustments were insufficient 
as the CAA, in its Initial and Final Proposals, underestimated outturn of 2022 
passenger numbers, our view is that this does not demonstrate an error by the 
CAA in setting the passenger forecast. We take account that: 

(a) 2022 was a particularly difficult year to forecast passenger numbers given 
uncertainty around the speed of recovery from COVID-19 pandemic and the 
operational constraints facing Heathrow and the aviation sector more 
broadly. 

(b) The forecasts are risk-weighted based on different scenarios, and the 
realisation of a different outcome does not necessarily mean that the 
forecasts were ‘wrong’. 

(c) Taking those points together, our judgement is that the difference between 
forecasts and outturns in 2022 were not indicative of a methodological or 
other error such that the CAA’s Final Decision as to the passenger forecast 
was based on an error of fact, was wrong in law or was wrong owing to an 
error in the exercise of a discretion. 

Other relevant considerations  

9.127 In addition to our assessment of the Airlines’ contentions above, we further note 
that, as stated at paragraph 9.59 above, the alternative of the CAA developing its 
own model (as suggested by the Airlines) involved a range of risks and potentially 
significant delay. Our view is that the incremental benefits of this approach are 
likely to be small given that the CAA had the opportunity to review and change the 
inputs and assumptions of the HAL Model (as described above). 

 
 
1117 This was done during the Final Proposals and the Final Decision stages. 
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Overall conclusions on the HAL Model Substantive Errors 

9.128 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, and as set out above, we find that the CAA did not err in fact, 
law or in the exercise of a discretion, in relying on the HAL Model when setting the 
passenger forecast for the H7 control period. 

9.129 In our judgement, the CAA's Final Decision was not wrong as the Airlines 
contended: 

(a) The CAA did not make an error of fact on which the Final Decision was 
based when formulating its passenger forecast by using the HAL Model as a 
starting point for its forecasts, thereby relying on flawed evidence and 
assumptions. 

(b) The CAA was not wrong in law (or, in respect of (iv), by erring in the exercise 
of a discretion) because it used the HAL Model as a starting point for its 
passenger forecast and in doing so: 

(i) breached its duty to carry out its 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 airport 
operation services; 

(ii) breached its duty to have regard to the need to promote economy and 
efficiency by HAL in its provision of airport operation services at 
Heathrow Airport; 

(iii) breached its duty to have regard to the principles that regulatory 
activities should be carried out in a way which is transparent, 
accountable, proportionate and consistent, and targeted only at cases 
in which action is needed; or 

(iv) relied on flawed evidence and assumptions, made methodological 
errors or failed to take proper account of relevant considerations. 

(c) The CAA did not make an error of fact on which the Final Decision was 
based in using the HAL Model to the extent it did when formulating its 
passenger forecast, because in doing so the CAA relied on flawed evidence 
and assumptions (by unjustifiably relying on the HAL Model which was wrong 
and not fit for purpose). 

(d) The CAA was not wrong in law in using the HAL Model to the extent it did in 
formulating its passenger forecast because in doing so the CAA: 

(i) breached its duty to carry out its functions in a manner which it 
considers will further the interests of users of air transport services 
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regarding the range, availability, continuity, cost and quality of airport 
operation services (by wrongly relying on the HAL model, and as a 
result setting the H7 passenger forecast too low); 

(ii) breached its duty to have regard to the need to promote economy and 
efficiency by HAL in its provision of airport operation services at 
Heathrow Airport (by setting the H7 passenger forecast too low and, as 
a result, failing to incentivise HAL to ensure efficiency); 

(iii) breached its duty to have regard to the principles that regulatory 
activities should be carried out in a way which is transparent, 
accountable, proportionate and consistent, and targeted only at cases 
in which action is needed (by relying on a model which has not been 
subjected to scrutiny by stakeholders); or 

(iv) relied on flawed evidence and assumptions (wrongly relying on the HAL 
model despite evidence that it is not fit for purpose), made 
methodological errors (relying on erroneous inputs from HAL's model to 
arrive at its passenger forecast) or failed to take proper account of 
relevant considerations (failing to deal appropriately with the 
shortcomings in the HAL Model). 

(e) The CAA did not make an error of fact on which the Final Decision was 
based when formulating its passenger forecast because the use of the HAL 
Model produced a flawed output.  

9.130 Accordingly, we determine that the CAA’s Final Decision was not wrong either 
because it was based on an error of fact or because it was wrong in law as 
contended by the Airlines in their appeals based on the HAL Model Substantive 
Errors. We do not therefore, allow the appeals on that basis and, in the relevant 
respects, confirm the Final Decision. 

The 4-Step Errors 

Summary of our approach and overall conclusion on the alleged 4-Step Errors 

9.131 In this section, we answer the following question: 

Was the Final Decision wrong because it was based on errors of 
fact, was wrong in law, or an error was made in the exercise of a 
discretion, in making the four step adjustments when setting the 
passenger forecast for the H7 control period? 

9.132 Taking account of the Airlines' submissions on the alleged 4-Step Errors, the 
subsidiary questions we have considered in our assessment, in order to determine 
the above question, are: 
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(a) In Step 1, did the CAA ignore the impact of Local Rule A and threatened 
capacity restrictions: (i) in coming to a conclusion for passenger numbers in 
2022; (ii) in constructing the appropriate baseline of demand for 2023 
onward, and so made errors of fact on which the Final Decision was based or 
was wrong in law? 

(b) In Step 1, did the CAA make errors of fact on which the Final Decision was 
based, was it wrong in law or did it make an error in the exercise of a 
discretion in that it: (i) found that 2023 traffic levels would be 92% of 2019 
levels; (ii) treated forward booking data for 2023 as an upper bound? 

(c) In Step 2, did the CAA make errors of fact on which the Final Decision was 
based or was it wrong in law because it downgraded its passenger forecast 
for 2023 in response to macroeconomic forecasts? 

(d) In Step 3, did the CAA make errors of fact on which the Final Decision was 
based, was it wrong in law or did it make an error in the exercise of a 
discretion in that it did not uplift its forecasts in light of its cross checks 
against external forecasts? 

(e) In Step 4, did the CAA make errors of fact on which the Final Decision was 
based or was it wrong in law in that it applied a Shock Factor of 0.87% and 
applied this Shock Factor in full to 2023 despite some months of 2023 having 
already elapsed? 

9.133 The process leading to the four steps approach and each of the steps, is outlined 
in paragraph 9.27 above. Following an in-depth review and assessment of the 
Parties’ submissions and supporting evidence, and on the basis of the 
considerations set out in further detail below, we find that, save in one respect 
described in the following paragraph, the CAA did not make errors of fact on which 
the Final Decision was based, nor err in law or in the exercise of a discretion, in 
taking the four steps approach when setting the passenger forecast for the H7 
control period. 

9.134 We find that, insofar as it comprises the selection of the figure of 0.87% as the 
Shock Factor to be applied to the passenger forecast, the Final Decision was 
wrong in law. We conclude that the CAA erred because it failed properly to assess 
whether HAL’s calculations of that figure were correct and thus failed to take 
account of relevant considerations and evidence and made a decision without 
adequate foundation in the evidence. This aspect of its decision – its selection of 
the 0.87% figure – was in that sense irrational.  
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Preliminary matter - admissibility of actual passenger data post-dating the Final 
Decision 

9.135 Before assessing each of the arguments relating to the four steps, we first 
consider the admissibility of actual passenger numbers for February to June 2023. 
These passenger numbers were provided to the Group within a set of slides that 
was handed up during the Hearing on Ground C. They were also referred to in the 
Airlines’ Closing Statement, in which they submitted that, ‘[a]lready for 2023, the 
actuals have proven to exceed the CAA’s assumptions to such an extent that its 
forecast is clearly deficient’. Confirmed passenger number data for February to 
June 2023 (the Post-Decision Passenger Data) was not considered by the CAA 
in making the Final Decision, which was published on 8 March 2023. This is 
because data for the months March to June 2023 had not yet been collected and 
only provisional (unconfirmed) data for the month of February 2023 was available 
at that time.1118 

9.136 Paragraph 23(3) to Schedule 2 of the Act stipulates that the Group must not have 
regard to any matter, information or evidence (hereafter, for ease of reference, 
‘evidence’) if it was not considered by the CAA in making the decision under 
appeal unless: 

(a) the evidence could not reasonably have been provided to the CAA during the 
period in which the CAA was making the decision; and 

(b) the ‘[evidence] is likely to have an important effect on the outcome of the […] 
appeal, either by itself or taken together with other [evidence].’ 

9.137 The Post-Decision Passenger Data clearly meets the first criterion as this could 
not reasonably have been provided to the CAA while it was making the Final 
Decision since it was not in existence at that time. 

9.138 The key issue is whether such data will meet the second criterion: that is, whether 
it is likely to have an important effect on the outcome of the appeal. 

9.139 As we note above, in their Closing Statement the Airlines submitted that data from 
January to June 2023 (ie data for January and February 2023 combined with the 
Post-Decision Passenger Data) show that ‘… the actuals have proven to exceed 
the CAA’s assumptions to such an extent that its forecast is clearly deficient’. They 
submitted that this data showed that HAL had carried 37.1 million passengers as 
at June 2023, as against a forecast of 35.3 million from the CAA. This meant that 
HAL was well on course to outperform the CAA’s forecast for 2023, needing only 

 
 
1118 CAA response to CMA RFI H7 C001, 3 July 2023, Question 4a ii. 
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to achieve a load factor of 68.4% for the remainder of the year (against the actual 
load factor achieved during January to June 2023 of 76%).1119 

9.140 We have considered the Post-Decision Passenger Data and come to the view that 
it is unlikely to have an important effect on the outcome of these appeals, either 
alone or in conjunction with other evidence (including the data for January 2023 
and February 2023 to which the Airlines’ Closing Statement refers). There are 
three reasons: 

(a) First, the CAA made a forecast: a forward-looking assessment that is always 
liable to be higher or lower than the out-turn. That the out-turn is higher, in 
this case, does not necessarily mean the forecast was wrong (the same 
being true where the out-turn is lower). 

(b) Second, and the first point notwithstanding, the difference between a forecast 
and an out-turn may say in some cases something about whether the 
forecast was wrong (see paragraph 9.113). Here, however, the difference 
does not appear to us to pass that threshold. Taking account of the 
Post-Decision Passenger Data, the difference between the CAA’s forecast to 
June 2023 and the out-turn was 1.8 million passengers. That is in the context 
of a forecast for the H7 period of 375.5 million passengers. In their response 
to our Provisional Determination the Airlines emphasised that the 
Post--Decision Passenger Data showed that the CAA’s estimate was 5% too 
low for the first six months of 2023. The Airlines submitted that this ‘shows 
clearly that the forecast was unduly negative, and will remain too low to the 
detriment of consumers.’1120 We do not share this view: we would not expect 
the CAA’s forecast to be perfectly accurate and we are not persuaded that a 
similar level of under-forecast is necessarily likely to continue throughout the 
remainder of the H7 price control period. 

(c) The third point is linked to the second. The Post-Decision Passenger Data 
represents four months of actual observed passenger numbers. However, 
the CAA’s passenger forecast is for the H7 period as a whole which does not 
conclude until 2026. There is still a substantial period of time before the 
conclusion of the H7 control period and, while passenger numbers may have 
been higher than forecast at this stage, they may be lower than forecast later 
in the period. This might be the case if, for example, a greater than 
anticipated shock were to materialise later during the H7 control period. 

 
 
1119 Airlines' Closing Statement, paragraph 27 and Slide 1 of the Airlines’ Slides for Ground C Hearing. 
1120 Airlines Response to PD, paragraph 4.15.1. 
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9.141 We therefore conclude that the Post--Decision Passenger Data is inadmissible.1121 
We address the Airlines’ submission1122 (with which we disagree) that this 
conclusion is inconsistent with our conclusions on the Shock Factor at paragraph 
9.309 below. 

Step 1 – use of 2022 actuals 

9.142 In this section, we consider whether the CAA made errors of fact in Step 1 by 
ignoring the impact of Local Rule A (LRA) and threatened capacity restrictions, 
thereby relying on flawed evidence and assumptions: 

(a) in coming to a conclusion for passenger numbers in 2022; or 

(b) in constructing the appropriate baseline of demand for 2023 onward. 

9.143 By way of context, LRA imposed a daily cap of 100,000 departing passengers 
from Heathrow between mid-July and the end of October 2022 (although the cap 
was gradually lifted from mid-September up to its complete elimination at the end 
of October).1123 

9.144 The Airlines submitted that the CAA ought to have used an adjusted figure to take 
into account the fact that passenger numbers would have been higher in 2022 if it 
had not been for the capacity restrictions. Further the Airlines submitted that the 
CAA had no good reason not to make an upward adjustment to the 2022 
passenger figures.1124 

9.145 The CAA submitted that the Airlines’ submissions on LRA disclose no error.1125 

9.146 We assess the Airlines’ arguments in detail by considering the following topics in 
turn: 

(a) adjusting the 2022 passenger figure upwards;1126 

(b) the relevance of LRA for the H7 forecast;1127 and 

(c) double counting between the treatment of LRA and other elements of the 
price control.1128 

 
 
1121 It would also follow, for the same reasons, that even if the Post-Decision Passenger Data had been admissible (eg 
absent the relevant provision of the Act), it would not have materially affected our view on any of the grounds of appeal. 
1122 Airlines Response to PD, paragraph 4.15.2. 
1123 Final Decision, paragraph 1.33, Footnote 7. 
1124 VAA NoA, paragraphs 4.94 and 4.95, Delta NoA, paragraph 4.70, BA NoA, paragraph 3.11.8. 
1125 CAA Response, paragraph 228.1. 
1126 VAA NoA, paragraphs 4.94 and 4.95, Delta NoA, paragraph 4.70, and BA NoA, paragraph 3.11.8. VAA NoA, 
paragraph 4.96(c), BA NoA, paragraph 3.11.8(c), and VAA NoA, paragraph 4.96(d), Delta NoA, paragraphs 4.73-4.75. 
1127 VAA NoA, paragraph 4.97, Delta NoA, paragraphs 4.76-4.79, and BA NoA, paragraph 3.11.9. 
1128 VAA NoA, paragraph 4.96(a) and BA NoA, paragraph 3.11.8(a); and VAA NoA, paragraph 4.96(b) and BA NoA, 
paragraph 3.11.8(b). 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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Adjusting the 2022 passenger figure upwards 

9.147 In updating the passenger numbers used in setting the H7 price control between 
Final Proposal and Final Decision, the CAA replaced a forecast of 2022 passenger 
numbers with actual 2022 figures. The result was an increase from 55.4 million 
(unshocked Final Proposal forecast) to 61.6 million.1129 

9.148 The Airlines submitted that the CAA should have adjusted the 2022 passenger 
figure upwards to account for the capacity restrictions (ie LRA) which were in place 
during summer 2022.1130 

9.149 In particular, the Airlines submitted that: 

(a) contrary to the CAA’s reasoning in the Final Decision rejecting a similar 
submission the Airlines had made during the Final Proposals consultation,1131 
adjusting the 2022 passenger figure upward to account for LRA would not act 
to penalise HAL,1132 nor would it create perverse incentives on HAL in the 
future;1133 and 

(b) the failure to adjust the 2022 passenger figure upward acted to reward HAL 
for failing to invest in operational capacity in 2022.1134 

9.150 The CAA submitted that the CAA’s decision not to adjust passenger numbers for 
LRA was reasonable and proportionate.1135 It also submitted that LRA was not 
needed solely due to issues with HAL’s lack of preparation for returning traffic, but 
also because of difficulties that airlines and other service providers had in 
maintaining operational resilience at that time.1136 

9.151 Our view is that, given the delays in concluding the process of making the Final 
Decision, there was no need for the CAA to forecast passenger numbers for 2022 
as actual passenger numbers were available. It was those actual numbers the 
CAA used. It was not wrong, therefore, not to adjust the number upwards to 
account for the effect of LRA in 2022. 

Relevance of LRA for the H7 passenger forecast 

9.152 The Airlines submitted that the result of the CAA’s errors on its treatment of LRA 
was that the CAA erroneously underestimated passenger forecasts for 2023 and 
onwards.1137 In particular, Delta submitted that the effect of LRA between July and 

 
 
1129 Final Decision, paragraphs 1.53–1.57. 
1130 VAA NoA, paragraphs 4.94 and 4.95, Delta NoA, paragraph 4.70, BA NoA, paragraph 3.11.8. 
1131 Final Decision, paragraph 1.45. 
1132 Delta NoA, paragraph 4.72. 
1133 VAA NoA, paragraph 4.96(c), BA NoA, paragraph 3.11.8(c). 
1134 VAA NoA, paragraph 4.96(d), Delta NoA, paragraphs 4.73–4.75. 
1135 CAA Response, paragraph 228.1. 
1136 CAA Response, paragraph 228.1. 
1137 VAA NoA, paragraph 4.97, Delta NoA, paragraphs 4.76–4.79, BA NoA, paragraph 3.11.9. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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October 2022 affected both airlines’ plans and consumer confidence in flying from 
Heathrow and will have had a negative impact on the total number of passengers 
who used Heathrow in November and December 2022.1138 The Airlines cited news 
articles on BBC News, the Financial Times and Time Out magazine published on 
26 October 2022 which warned that passenger caps might return over the 
Christmas period.1139 

9.153 However, the July to October 2022 passenger numbers were not used as a 
baseline for the forecast for the years 2023 to 2026. Rather the CAA's approach to 
forecasting passenger numbers for these years was as follows:  

(a) The CAA’s forecast for 2023 is based on (i) actual passenger numbers for 
November and December 2022, as compared with passenger numbers for 
those months in 2019, and (ii) forward booking for 2023 as of December 
2022;1140 

(b) The CAA’s forecast for 2024 is based on a combination of: 

(i) The CAA’s Final Decision forecast for 2023; 

(ii) The CAA’s Final Proposal forecast for 2023 and 2024, which was an 
output of the CAA Amended HAL Model; and 

(iii) The CAA’s observation that the CAA’s Final Decision forecast for 2023 
was 80% of the difference between the CAA’s Final Proposal forecast 
for 2023 and 2024. 

(c) The forecasts for 2025 and 2026 are obtained by applying the methodology 
for 2024 in a similar way.1141 

9.154 Given the way in which the forecasts for 2023 to 2026 were derived (ie the H7 
forecast for 2023 to 2026 did not place any reliance on actual passenger numbers 
for Jul-Oct 2022), while it is possible that LRA reduced passenger numbers during 
the period it was in place (ie more passengers would have used Heathrow absent 
LRA between mid-July and end of October 2022), we do not consider this to be 
relevant in the context of the H7 forecast. 

9.155 As to the potential effect of LRA on passenger numbers in November and 
December 2022 (and therefore on the CAA’s forecast for 2023-2026), we consider 
that the Airlines did not provide any convincing evidence of this point. In particular, 
the articles cited by the Airlines were commenting on the possibility that passenger 

 
 
1138 Delta NoA, paragraph 4.78a. 
1139 VAA, Exhibit MW1 to Webster 1, pages 268–275. 
1140 CAA, CAA response to CMA RFI H7 C001, 3 July 2023, Question 3; French 1, paragraph 4.44; and Final Decision, 
paragraph 1.56. 
1141 French 1, paragraph 4.45. 

https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
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caps might return in the 2022 Christmas period. We note that, in the event, this did 
not happen and that the Airlines have not presented any evidence that press 
coverage on this possibility had a depressing effect on passenger numbers. 

9.156 Consequently, our view is that the CAA was not wrong in that, by not taking LRA 
into account, this led the CAA to erroneously underestimated passenger forecasts 
for 2023 and onwards. 

Alleged Step 1 Double counting Errors 

9.157 The Airlines also submitted that there was no reason to discount the passenger 
forecast on the basis of the risk of similar capacity restrictions in future since this 
risk was accounted for elsewhere in the forecasting exercise (namely, the 
risk-weighted approach to forecasting, the Step 4 Shock Factor, and other risk 
sharing mechanisms).1142 

9.158 Our view is that this concern does not have any evidential basis for the following 
reasons: 

(a) In setting its passenger forecast at Step 1, the CAA did not put weight on the 
possibility that something similar to LRA could be introduced during the H7 
period.1143 

(b) As regards the 2022 forecast: there was no evidence that the CAA had 
factored in the risk of future capacity restrictions (akin to LRA) when deciding 
to use actual passenger numbers for 2022. 

(c) As regards the 2023 forecast: as explained above in paragraph 9.153(a), the 
CAA used (i) actual passenger numbers for November and December 2022, 
as compared with passenger numbers for those months in 2019, and (ii) 
forward booking for 2023 as of December 2022. 

(d) As regards the 2024-2026 forecasts: as explained above in paragraph 9.153, 
the CAA did not use 2022 passenger numbers as a baseline for the 2023 to 
2026 forecasts. 

9.159 Given those points, the CAA did not as the Airlines contend discount passenger 
forecast on the basis of the risk of similar capacity restrictions. The CAA made no 
error in that regard as alleged. 

 
 
1142 VAA NoA, paragraph 4.96(b), BA NoA, paragraph 3.11.8(b). 
1143 Transcript of Ground C Hearing, page 60, lines 22-25. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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Conclusion – use of 2022 actuals 

9.160 In the light of the above, our view is that the CAA did not err in Step 1 by ignoring 
the impact of Local Rule A and threatened future capacity restrictions. The 
Final Decision was not wrong on that account. 

Step 1 – 2023 forecast 

9.161 In this section, we consider whether the CAA made errors in Step 1: 

(a) by finding that 2023 passenger numbers would be 92% of 2019 levels; 

(b) by choosing a lower bound for 2023 which assumed a one percentage point 
growth in passenger numbers as compared to the 2019 position; and 

(c) by treating forward booking data for 2023, as of December 2022, as an upper 
bound. 

9.162 The Airlines also submitted that both the CAA’s lower bound and its upper bound 
estimates for 2023 were too low.1144 

9.163 The CAA submitted that it did not err when it treated forward booking data for 2023 
as an upper bound.1145 It also submitted that the Final Decision clearly established 
the basis for the lower bound.1146 

9.164 VAA further submitted that the CAA’s forecast was demonstrably wrong taking into 
account actual passenger numbers as of February 2023.1147 The Airlines 
submitted that the 2023 actuals are unsurprising and were being reflected in the 
information, including booking data, that the Airlines sent to the CAA prior to the 
Final Decision.1148 

9.165 We assess the Airlines’ arguments by considering the following topics in turn: 

(a) the lower bound of the 2023 forecast in the Final Decision;  

(b) the upper bound of the 2023 forecast in the Final Decision; and 

(c) the use of actual 2023 passenger numbers. 

 
 
1144 VAA NoA, paragraph 4.102, Delta NoA, paragraph 4.86, BA NoA, paragraph 3.11.15; Delta NoA, paragraph 4.83; 
and VAA NoA, paragraph 4.104, Delta NoA, paragraph 4.85, BA NoA, paragraph 3.11.17; VAA NoA, paragraph 4.106, 
Delta NoA, paragraph 4.87; BA NoA, paragraph 3.11.18 and 3.11.19; VAA NoA, paragraph 4.107. 
1145 CAA Response, paragraph 228.3. 
1146 CAA Response, paragraph 228.2. 
1147 VAA NoA, paragraph 4.107. 
1148 Airlines Closing Statement, paragraph 27. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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Lower bound of the 2023 forecast 

9.166 We understand that the CAA set its lower bound forecast for 2023 at 90% of 2019 
figures (ie around 72.8 million passengers) by: 

(a) taking, as its starting point, the actual passenger figures for November and 
December 2022, as a proportion of the equivalent 2019 figures (89%); 

(b) coming to the view that passenger numbers would keep growing in 2023 (ie 
outperform the November and December 2022 figures), but that downside 
risks would limit the scale of that growth; and 

(c) quantifying this growth rate in passenger numbers for 2023 as one 
percentage point. This meant the CAA added 1% to its 89% starting point, 
leading to a lower bound estimate of 90%.1149 

9.167 The Airlines submitted that the CAA's lower bound estimate of 90% of 2019 levels 
was wrong as it: 

(a) was unduly pessimistic given the available evidence: 

(i) actual passenger numbers for January to March 2023 were 92.5%, 
94.8%, and 95.4% of 2019 levels (respectively);1150 and 

(ii) the growth of HAL passenger numbers as expressed as a proportion of 
2019 numbers over March to December 2022 (25 percentage points 
from March to December 2022);1151 and 

(b) was inconsistent with the CAA's recognition that COVID-19 related 
requirements had been lifted.1152 

9.168 In its Response, the CAA submitted that: 

At the time of fixing CAA’s passenger forecasts for the Final 
Decision, there were clear downside risks to continued traffic 
growth, including but not limited to industrial action, shortage of 
labour in the aviation industry, a resurgence of the COVID-19 
pandemic and an escalation of the war in Ukraine. Despite these 
risks, CAA considered that passenger numbers would continue to 
increase, but in the face of these risks a reasonable lower bound 
for that increase was of the order of one percentage point.1153 

 
 
1149 Final Decision, paragraphs 1.53–1.55. 
1150 VAA NoA, paragraph 4.102, Delta NoA, paragraph 4.86, BA NoA, paragraph 3.11.15. 
1151 Delta NoA, paragraph 4.83. 
1152 VAA NoA, paragraph 4.104, Delta NoA, paragraph 4.85, BA NoA, paragraph 3.11.17. See also Final Decision, 
paragraph 3.17. 
1153 French 1, paragraph 5.94. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
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9.169 In response to questions from the CMA regarding the cut-off date for data used in 
the Final Decision, the CAA explained that: 

December 2022 was the latest data available to CAA passenger 
forecasting team at the point at which it fixed its passenger 
forecast for the Final Decision (early January 2023). This is 
because, before publication of the Final Decision, the passenger 
forecast needed to be Quality Assured, the data fed into the 
calculations for other building blocks (opex, etc), the overall price 
control reviewed and approved by the CAA Board and the decision 
written up.1154 

9.170 The CAA also submitted that it had continued to monitor emerging data on actual 
passenger numbers up to publication. It explained that: 

for additional assurance, the CAA reviewed all passenger and 
booking data available up to the point it published its Final Decision 
in early March 2023. This included the confirmed January 2023 
passenger numbers and a qualitative assessment of traffic in 
February 2023.1155 

Our assessment of the evidence submitted by the Airlines 

9.171 As a preliminary matter, we first consider the admissibility of the evidence relied 
upon by the Airlines: 

(a) Taking account of the CAA’s evidence about the data on which the Final 
Decision was based, our view is that the confirmed February 2023 and March 
2023 actual passenger numbers are and should be treated as Post-Decision 
Passenger Data. For the reasons given above, we consider that they are 
inadmissible (see paragraphs 9.135 to 9.141). 

(b) The confirmed January 2023 passenger numbers and unconfirmed February 
2023 passenger numbers pre-dated the Final Decision (and, indeed, were 
considered by the CAA) and are admissible. 

9.172 We next consider whether the admissible evidence (confirmed January 2023 and 
unconfirmed February 2023 passenger numbers) demonstrates that the CAA’s 
lower bound estimate of 90% of 2019 levels was wrong. 

9.173 Our view is that the admissible data does not show that the CAA’s lower bound 
estimate was wrong. 

 
 
1154 CAA response to CMA RFI H7 C001, 3 July 2023, Question 4. 
1155 CAA response to CMA RFI H7 C001, 3 July 2023, Question 4a ii). 
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(a) We do not consider that it would have been reasonable for the CAA to rely on 
the unconfirmed February 2023 data and it was not wrong in not doing so. 
We therefore focus on the January 2023 data. 

(b) The Airlines submitted that actual passenger data for January 2023 was 
92.5% of January 2019 data (data from 48 months beforehand) – 2.5 
percentage points above the CAA’s lower bound. 

(c) We note that the CAA’s actual calculation of the lower bound was based on 
two months data (November and December 2022) which were compared 
against the same months at the end of 2019 (November and December 2019 
– data from 36 months beforehand). Had the CAA continued to use two 
months data to calculate its lower bound (ie had it used December 2022 and 
January 2023 data) then it would not come to a result materially different to 
the 90% it ultimately adopted. The CAA could have either: 

(i) compared the December 2022 and January 2023 data with December 
2019 and January 2019 data (which we note are not consecutive 
months), in which case it would have found that actual data for those 
two months was on average 90.5% of the same months in 2019 (which 
is only 0.5 percentage points above the CAA’s lower bound); or, 
alternatively, 

(ii) compared the December 2022 and January 2023 data with December 
2019 and January 20201156 data (this approach would have had the 
advantage of being consecutive months), in which case it would have 
found that actual data for those two months was on average 89.3% of 
the equivalent months from 36 months previous. This is 0.7 percentage 
points below CAA’s lower bound. 

(d) Of the two approaches, our judgement is that the latter approach would have 
been preferable since comparison with January 2019 passenger numbers 
may understate pre-pandemic passenger levels given the growth in 
passenger numbers seen during the course of 2019. For this reason, 
comparison of January 2023 passenger numbers against January 2019 
passengers may overstate the extent of recovery in passenger numbers to 
pre-pandemic levels. 

9.174 In their Response to our Provisional Determination, the Airlines submitted that it is 
‘simply irrational to suggest that the relevant comparator for airlines to use is 
[January] 2020’ because ‘to do so would prevent comparison between years’.1157 
We do not agree with the Airlines’ submission. In comparing passenger numbers 
in November and December 2022 with pre-pandemic levels, the CAA used as its 

 
 
1156 The January 2020 data does not appear to have been affected by COVID-19. 
1157 Airlines Response to PD, paragraph 4.15.3. 
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benchmark passenger numbers in the same month immediately before the 
outbreak of COVID-19. For December 2022, this was December 2019. We 
consider that comparing passenger numbers in January 2023 with those in 
January 2020 is consistent with this approach.1158 

9.175 For completeness, our further view is that it was reasonable for the CAA to set end 
December 2022 as a cut-off date for the use of actual passenger figures in its 
forecast, ie approximately two months ahead of publishing its Final Decision, and 
not to revisit its assessment in the light of the (confirmed) January 2023 and 
(unconfirmed) February 2023 passenger figures. It is not inconsistent with a fair 
process and the making of an appropriate substantive decision for a regulator to 
take a pragmatic approach as to, in this case, a relevant cut-off date for 
assessable data which reduces the risk of introducing errors into the decision (in 
this case the passenger forecast). That, it appears to us, is what the CAA did here. 
It is also important that a regulator can take a sensible and pragmatic approach 
generally to the assessment of evidence that may be capable of continuous 
updating, on which other elements of its decision (ie the price control) depend, so 
that its decision-making process reaches a conclusion in the interests of good 
administration. Again, that is what it appears to us the CAA did. It would only have 
been appropriate for the CAA to revisit the lower bound assessment if the 
passenger outturn figures in early 2023 had been very substantially different from 
that expected by the CAA at the time it finalised the 2023 forecast. This was not 
the case. 

9.176 Further, in our view a higher growth rate for the last three, six, and nine months of 
2022 (eg from March, June and October to December) does not necessarily imply 
a high rate would be sustained in 2023. We consider this is especially the case as 
Heathrow gets closer to its full capacity following passenger recovery post COVID-
19. We also consider that the growth rate in the later months of 2022 (eg 
November and December as used by the CAA) is likely to be more informative in 
that respect as they are closer to 2023, since at that point in time, more time had 
elapsed since the lifting of the COVID-19 pandemic restrictions. For example, we 
consider the later months of 2022 might be less affected by the initial increase in 
demand following the lift of COVID-19 restrictions in the earlier part of 2022. While 
there is little difference between the periods October-December 2022 and 
November-December 2022 in terms of the time elapsed since the lifting of such 
restrictions, we do not consider that using the former period is a clearly superior 
alternative (and nor, accordingly, is the approach the CAA adopted outside the 
range of approaches reasonably open to it or liable to result in a material error of 

 
 
1158 We looked at reported monthly passenger numbers at Heathrow over the period leading up to the COVID-19 
pandemic. We found no evidence to suggest that passenger numbers in January 2020 were materially impacted by 
COVID-19. In particular, we found that passenger numbers increased in January 2020 compared with January 2019, and 
at a rate in line with that seen during 2019. We also noted that a global pandemic was not declared until 11 March 2020 
(see WHO 11 March 2029 announcement (accessed on 9 October 2023)).  

https://www.who.int/director-general/speeches/detail/who-director-general-s-opening-remarks-at-the-media-briefing-on-covid-19---11-march-2020
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fact on which the Final Decision was based). In other words, we consider that the 
CAA’s focus on the latter period (November-December 2022) was not wrong. 

9.177 Accordingly, we conclude that the evidence put forward by the Airlines does not 
show that the CAA’s 90% lower bound estimate for 2023 was unduly pessimistic 
based on the information the CAA had at the time of making the decision. The 
CAA’s decision was not wrong on that account. 

Consistency with COVID-19 requirements being lifted 

9.178 The Airlines pointed to a paragraph from the Final Decision, which refers to a 
measure which was in force at Heathrow being unlikely to further consumers’ 
interests ‘now that COVID-19 related requirements have been lifted.’1159 

9.179 We consider that the CAA’s lower bound forecast is consistent with the statement 
that ‘COVID-19 related requirements have been lifted’, given the CAA’s 
explanation that there were other downside risks that were likely to dampen 
passenger growth in 2023. 

Conclusion – lower bound of 2023 forecast 

9.180 Therefore, for the reasons set out above, our finding is that the CAA’s lower bound 
for the 2023 forecast was not wrong. 

Upper bound of 2023 forecast 

9.181 The CAA set its upper bound forecast for 2023 at 94% of 2019 figures (ie around 
76 million passengers) by using the value of forward bookings for 2023 (as 
reported in December 2022) as a proportion of the equivalent 2019 levels.1160 

9.182 The Airlines submitted that the CAA’s upper bound estimate of 94% of 2019 levels 
(based on forward bookings) was wrong for the following reasons:1161,1162 

(a) the December 2022 forward bookings were likely to have been depressed as 
a result of threatened capacity caps for Winter 2022;1163 

(b) the cyclical nature of ticket sales typically sees significant sales in periods 
early in year with January historically being the largest month for 
bookings;1164 

 
 
1159 Final Decision, paragraph 3.17. They are referring to the ‘ease of understanding Heathrow’s covid-19 safety 
information’ measure. 
1160 Final Decision, paragraph 1.55. 
1161 Ground C: Airlines agreed issues for determination, paragraph 22. 
1162 VAA NoA, paragraph 4.106, Delta NoA, paragraph 4.87; BA NoA, paragraphs 3.11.18 and 3.11.19. 
1163 VAA NoA, paragraph 4.106, BA NoA, paragraphs 3.11.18 and 3.11.19. 
1164 VAA NoA, paragraph 4.106, C Walker 1, paragraph 143(a)(i); Dawe 1, paragraph 100.8(b). 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
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(c) the double counting of downside risks within Step 1 and also between Step 1 
and Steps 2 and 4; 

(d) it is unclear whether the CAA took account of positive effect of the 
resumption of the 80:20 slot rule; 

(e) current on-sale capacity data indicates passenger levels in 2023 exceeding 
94% of 2019 levels; and 

(f) at the Final Proposal stage booking data had been used to determine the 
lower bound for the 2022 passenger forecast. 

9.183 We consider these in turn below. 

Impact of threatened capacity caps 

9.184 The Airlines submitted that December 2022 forward bookings were likely to have 
been depressed as a result of threatened capacity caps for Winter 2022.1165 The 
Airlines submitted that while HAL did not go ahead with the planned caps, the 
damage had already been done to consumer and airline confidence in winter 
travel via Heathrow.1166 

9.185 In support of their arguments, the Airlines submitted that HAL had written to 
airlines on 5 October 2022 advising them that ‘some levels of [passenger] demand 
could be undeliverable across the airport ecosystem’ and inviting their input on 
forecasted demand and measures to be taken, referencing the capacity reduction 
in place through LRA at the time (until 29 October 2022). The Airlines said that 
while HAL eventually decided against the reintroduction of capacity restrictions for 
winter 2022, this was after public statements on the potential for such restrictions 
over the Christmas period that resulted in media reports which would inevitably 
have caused damage to consumer confidence.1167 

9.186 The Airlines specifically referred to the following HAL statements:1168 

(a) A 11 October 2022 statement warning that it ‘expect[ed] peak days at 
Christmas to be very busy’ and was working with airlines to develop a ‘more 
targeted mechanism’ to address the situation, and CEO John Holland-Kaye 
commented that Heathrow Airport was not yet ‘back to full capacity’. 

(b) A 26 October 2022 statement that referenced a ‘targeted mechanism’ which 
could potentially affect certain ‘peak days in the lead up to Christmas’ and 

 
 
1165 VAA NoA, paragraph 4.106, BA NoA, paragraphs 3.11.18 and 3.11.19. 
1166 Dawe 1, paragraph 100.8; Webster 1, paragraph 121-122, C Walker 1, paragraph 134. 
1167 Dawe 1, paragraph 100.8; Webster 1, paragraph 121-122; Delta NoA, paragraph 4.78. 
1168 Dawe 1, paragraph 100.8; Webster 1, paragraph 121-122; Delta NoA, paragraph 4.78. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
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stated that meeting demand at peak times involved ‘a huge logistical 
challenge’ relating to recruitment. 

9.187 The CAA submitted that threatened capacity caps would not have made a 
significant difference to the observed booking data unless airlines were specifically 
not selling seats or had reduced their capacity, which, to the CAA’s knowledge, 
was not the case.1169 

9.188 We note that while it is possible that the negative press coverage could have been 
damaging to consumer confidence the Airlines have not submitted any evidence 
that, in particular, the statements made by HAL in Autumn 2022 had the effect of 
depressing forward booking for 2023 (as of December 2022). 

9.189 On that basis, our view is that the Airlines have not demonstrated that December 
2022 forward bookings were likely to have been depressed as a result of 
threatened capacity caps for Winter 2022 and that the CAA was wrong, as a 
result, to consider that booking data an appropriate basis for determining an upper 
bound for the 2023 passenger number forecast. 

January largest month for bookings 

9.190 The Airlines submitted that January was (and is) typically the largest month for 
bookings.1170 

9.191 The CAA accepted that January is a significant month for bookings but submitted 
that it is not relevant here, because the level of booking data that the CAA used 
was relative to the booking data in December 2019.1171 

9.192 We agree with the CAA submission that it is not relevant whether January is 
typically the largest month for bookings given that the CAA’s approach was based 
on 2023 forward bookings as of December 2022 relative to the 2020 forward 
booking data as of December 2019. We also note that the CAA found the 
seasonality pattern of forward booking to be broadly similar between 2022 and 
2019, which is relevant as it suggests the comparison between forward booking as 
of December 2022 and as of December 2019 is ‘like-for-like’.1172 

9.193 Accordingly, our view is that the Airlines have not demonstrated the CAA’s use of 
forward booking data for 2023 as of December 2022 was not appropriate for the 
purposes of determining an upper bound for 2023 passenger number forecast, 
such that the CAA was wrong to use it. 

 
 
1169 CAA Response, paragraph 228.3b. 
1170 VAA NoA, paragraph 4.106, C Walker 1, paragraph 143(a)(i); Dawe 1, paragraph 100.8(b) 
1171 CAA Response, paragraph 228.3c. 
1172 CAA Response, paragraph 228.3c. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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Double counting of downside risks 

9.194 The Airlines submitted that the CAA had already captured downside risks in other 
elements of its forecast. In particular, they submitted that: 

(a) to the extent any downside risks considered at the upper bound also 
informed the lower bound and the mid-point, those risks would have been 
double counted (ie within Step 1); 

(b) to the extent the CAA has considered macroeconomic risks, these are the 
duplicative of Step 2; and 

(c) to the extent the CAA has considered non-economic risks, eg industrial 
action, these are duplicative of Step 4.1173 

9.195 We consider these in turn below. 

Alleged double counting within Step 1 

9.196 The CAA submitted that it had factored in downside risks in setting its upper and 
lower bounds as well as its choice of the mid-point (ie non-economic risks, 
including staffing challenges for airlines, airports and ground handlers). The CAA 
has taken these risks into account by using its judgement.1174 

9.197 We consider this approach is consistent with the CAA’s forecast for 2023 being 
risk-weighted.1175 That is, as defined by the CAA, a forecast that takes account of 
the range and probability of different outcomes (which, we note, are liable to affect 
both upper and lower bound estimates).1176 

9.198 In particular, we consider that the approach taken of considering a range of 
possible outcomes (ie in defining upper and lower bounds, and then taking an 
average of the two) is consistent with that explicitly adopted in the CAA Amended 
HAL Model.1177 

9.199 In the light of this, our view is that the CAA was not wrong to take account of 
downside risks at both the upper and lower bound, and in taking the mid-point of 
its 2023 forecast. We do not agree with the Airlines that to the extent any 
downside risks considered at the upper bound also informed the lower bound and 

 
 
1173 VAA NoA, paragraph 4.106, Delta NoA, paragraph 4.87; BA NoA, paragraphs 3.11.18–3.11.20. 
1174 Final Decision, paragraph 1.55 and 1.56. 
1175 In setting its 2023 forecast in the Final Decision, CAA explained: ‘We also note there remain non-economic risks to 
the continued recovery in passenger numbers, including staffing challenges for airlines, airports and ground handlers. 
Bearing these factors in mind, we consider that the risk-weighted outcome would be likely to be lower than the current 
level of bookings. In this light, our judgement is that an appropriate forecast of the number of passengers using Heathrow 
airport in 2023 is 92 per cent of 2019 levels, being the midpoint between 90 per cent and 94 per cent.’ (emphasis added) 
(Final Decision, paragraph 1.56). 
1176 Transcript of Ground C Hearing, page 75, lines 19-20. 
1177 Final Proposals, Table 1.4, page 21, and paragraph 1.79. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
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the mid-point, those risks would have been double-counted. Nor do we accept the 
argument, made by the Airlines in their response to the Provisional Determination, 
that the CAA’s risk-weighted approach meant that the CAA had failed in its task to 
produce an accurate forecast.1178 Forecasting is by its nature a probabilistic 
exercise and it is not wrong to attempt to weight different scenarios to produce a 
single estimate. 

Alleged double counting between Step 1 and Step 2 

9.200 With respect to the alleged double counting between Step 1 and Step 2, the CAA 
submitted: 

the CAA considered booking data to be a suitable upper bound 
due to non-economic constraints to passenger traffic, in particular 
because of likely industrial action. This is unrelated to the 
economic impact on consumer demand which CAA accounted for 
under Step 2.1179 

9.201 Our view is, that the approach taken by the CAA at Step 1 in defining an upper 
bound for 2023 passenger number did not take account of the impact of emerging 
information on the weakening macroeconomic outlook that was considered at 
Step 2 (that is, the potential negative implications of Oxford Economics latest UK 
GDP forecast published in December 2022 on consumer demand).1180 

9.202 Accordingly, we find that there is no double-counting between Step 1 and Step 2 
and the CAA was not wrong on that basis. 

Alleged double counting between Step 1 and Step 4 

9.203 With respect to the alleged double counting between Step 1 and Step 4, the CAA 
submitted: 

The main reason for the CAA using forward bookings as upper 
rather than as lower bound was the risk of industrial action which 
was very high when it finalised the forecast. […] [D]ue to the risk of 
industrial action, CAA considered it likely that bookings in 2023 
would be discouraged and constrained relative to the booking 
levels seen in December 2022. […] [J]ust because industrial action 
seemed imminent at the time of the forecast does not mean that 
there will be no further industrial action over the H7 period. So, 
CAA continued to apply a shock factor in Step 4 of its forecast.1181 

 
 
1178 Airlines Response to PD, paragraph 4.16. 
1179 French 1, paragraph 5.102. 
1180 French 1, paragraph 5.102. 
1181 French 1, paragraphs 5.103 and 5.104. 
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9.204 The CAA also stated that the type of industrial action considered at Step 1 seemed 
different from what the Shock Factor is designed to capture. It also explained that 
the Shock Factor is designed to capture things that cannot reasonably be forecast 
and could occur at any time, while the risk of industrial action at Step 1 was known 
and seemed a very real possibility for 2023.1182 

9.205 Based on these submissions, our view is that there is some potential for double 
counting given that at both Steps 1 and 4 the CAA took account of the risks of 
industrial action and the impact this could have on passenger numbers. However, 
we note that industrial action is just one of a number of categories of events 
driving the value of the Shock Factor used by the CAA at Step 41183 and that such 
action is a very small driver of the Shock Factor used by the CAA.1184 We 
consider, therefore, that in practice the effect of any such double counting would 
likely be de minimis. 

9.206 Moreover, we agree with the CAA that at the time of finalising the forecast 
industrial action was a potentially major known risk likely to affect passenger 
numbers in 2023. The CAA was not, therefore, in our view, wrong to regard these 
risks of industrial action as having distinct profiles. Nor, as a result, was it wrong in 
its decision not to account for this risk via the Shock Factor alone. 

9.207 Accordingly, our conclusion is that it is most unlikely that there is material double 
counting of risks associated with industrial action in 2023, and the CAA’s decision 
was not wrong because of it. 

Impact of 80:20 rule 

9.208 By way of background, the CAA explained that the 80:20 slot rule entails that an 
airline has to fly 80 per cent of its slots in a season (either summer or winter) for 
the airline to be allocated the same slots automatically for the same season the 
following year. The CAA explained that this rule was relaxed during the COVID-19 
pandemic in order for the airlines not to be forced to fly empty or near-empty flights 
to retain their slots but that the 80:20 rule has now been re-introduced.1185 

9.209 The Airlines submitted that the CAA appeared not to have taken account of points 
which would mitigate the downside risks, including the reintroduction of the 80:20 
slot rule.1186 

9.210 The CAA submitted that: 

 
 
1182 Transcript of Ground C Hearing, page 59, lines 14-19. 
1183 CAA response to CMA RFI H7 C001, 3 July 2023, Question 11; and Berridge 1, Appendix 3 – shock events. 
1184 Strike action accounts for two of the 17 events used for the calculation of the Shock Factor (ie excluding COVID-19); 
CAA response to CMA RFI H7 C001, 3 July 2023, Question 11. 
1185 Transcript of Ground C Hearing, page 64, line 20 to page 65, line 8. 
1186 VAA NoA, paragraph 4.106, Delta NoA, paragraph 4.87; BA NoA, paragraph 3.11.18 and 3.11.19. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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[I]n the CAA’s experience, the level of forward booking data in 
December 2022 (94% of 2019 levels) on which it based its forecast 
is consistent with the 80:20 slot rule under normal operations. 
Hence, the CAA did not consider it necessary to apply any further 
adjustments for the incentive effects of the 80:20 slot rule.1187 

9.211 The Airlines’ argument was that the reintroduction of the 80:20 rule would 
incentivise them to operate more flights and that this would have a positive impact 
on passenger numbers. The CAA explained that its judgement was that the levels 
of booking at December 2023 were enough to maintain slot rights for the following 
season and that the 80/20 rule should not therefore provide any great pressure on 
airlines.1188 We note that the Airlines have not provided any evidence to 
demonstrate that the CAA’s judgement on this was wrong. 

9.212 Our view, therefore, is that the Airlines have not demonstrated that the CAA erred 
in failing to make further adjustments to account for on the 80:20 rule in 
determining the upper bound for the 2023 passenger forecast. We do not find the 
CAA’s decision wrong for that reason. 

On-sale capacity for 2023 

9.213 The Airlines submitted that other metrics (specifically on-sale capacity for 2023) 
suggested passenger levels will exceed 94% of 2019 levels.1189 

9.214 The CAA submitted that, while it was aware of the latest data on seat capacity 
when it set the forecast, it decided to base its forecast on bookings rather than on 
seat capacity as it considered bookings to be a better predictor of future 
passenger numbers than seat capacity. It submitted that bookings more closely 
reflect passenger demand than seat capacity, as seat capacity will be affected by 
supply-side decisions, such as airlines seeking to maximise yields.1190 

9.215 We note that the Airlines have not provided any evidence to indicate that the 
CAA’s assessment (ie its preference for using forward booking data over on-sale 
capacity) was incorrect. 

9.216 Accordingly, in our view, the Airlines have not demonstrated that on-sale capacity 
was a materially superior metric to forward bookings. We note that the CAA had 
considered pros and cons of both approaches. On this basis, we do not find that 
the CAA’s choice of relying on forward bookings, as opposed to on-sale capacity, 
to estimate an upper bound forecast for 2023 was wrong. 

 
 
1187 French 1, paragraph 5.106; See also Transcript of Ground C Hearing, page 65, lines 15-20. 
1188 Transcript of Ground C Hearing, page 64, line 20 to page 65, line 8. 
1189 VAA NoA, paragraph 4.106, Delta NoA, paragraph 4.87; BA NoA, paragraphs 3.11.18 and 3.11.19. 
1190 French 1, paragraph 5.108. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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Forward bookings data as a lower bound 

9.217 We note that the CAA used forward booking data as a lower bound in the 2022 
forecast for the Final Proposal (62% of 2019 data), and as an upper bound in the 
2023 forecast in Final Decision (94% of 2019 data).1191 

9.218 Delta submitted that the CAA was wrong to conclude that the forward bookings 
should be used as an upper bound for the 2023 forecast as: 

(a) the fact that the majority of bookings for the year were yet to be made is of 
limited relevance, and given the general upwards trend in passenger 
numbers it was more likely and reasonable to expect that passenger 
numbers would continue to grow and exceed expectations reflected in the 
forward bookings data; and 

(b) the position in relation to non-economic risks (including staffing challenges) 
was no worse at that time as compared to when the H7 Final Proposals were 
published, and instead the outlook in relation to staffing challenges was more 
positive as business returned to usual following the COVID-19 pandemic.1192 

9.219 The CAA submitted that the reason why it made this change in approach was due 
to changes in the environment by the time it made the forecast for the Final 
Decision. The CAA considered it to be important to account for this change in 
order not to misinterpret the forward booking data.1193 More specifically, the CAA 
submitted that: 

(a) When the forecast for the Final Proposal was made, travel restrictions were 
being eased as the COVID-19 Omicron variant wave subsided, and therefore 
the CAA expected bookings to accelerate.1194 

(b) When the forecast for the Final Decision was made, ie in December 2022, 
there were no accelerating effects from the easing of travel restrictions. The 
CAA also submitted there were other contributing factors for the potential 
deceleration of bookings in 2023, namely: anticipated and expected industrial 
action, industry and sector resourcing not having recovered to pre-pandemic, 
and Heathrow beginning to be affected by the runway constraint in 2023.1195 

9.220 We agree with the Airlines that the fact that the majority of bookings for the year 
were yet to be made in and of itself is of limited relevance given that that CAA’s 
approach was to compare the level of forward booking as at December 2022 with 
those as at December 2019. However, we note that the CAA gave other 

 
 
1191 Final Decision, paragraph 1.10, 1.55 and 1.56. 
1192 Delta NoA, paragraph 4.87. 
1193 French 1, paragraph 5.95–5.97. 
1194 French 1, paragraph 5.96. 
1195 French 1, paragraph 5.97. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://competitionandmarkets.sharepoint.com/sites/H7AppealDelivery/Shared%20Documents/4.%20Parties/CAA/2_Response/230531_Confidential-Witness_Statement_French1.pdf
https://competitionandmarkets.sharepoint.com/sites/H7AppealDelivery/Shared%20Documents/4.%20Parties/CAA/2_Response/230531_Confidential-Witness_Statement_French1.pdf
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explanations as to why it considered forward bookings to be an upper bound in the 
Final Decision.1196 

9.221 In relation to the Airlines’ argument that the outlook on staffing challenges was 
more positive at the Final Decision stage as business returned to usual following 
the COVID-19 pandemic, we note that this is a matter on which the Airlines and 
the CAA took different views. We consider this is an area where the CAA was 
entitled to a margin of appreciation. In particular, we note the CAA considered 
staffing challenges and reached a different conclusion to that submitted by the 
Airlines, ie that staffing challenges were likely to contribute to a deceleration of 
bookings.1197 It is not clear that the Airlines’ view should be regarded as clearly 
superior. It appears to us that this is a matter on which the CAA, as expert 
regulator, was entitled to exercise the judgement that it did, based on its 
assessment.1198 

9.222 Moreover, in the light of the significant uncertainties that were continuing to affect 
air travel in 2022 and, related to this, the large difference between the level of 
forward bookings at Final Proposals (62% of 2019 levels) and at the Final Decision 
(94% of 2019 levels), our view is that the CAA was not wrong to use forward 
bookings differently (ie as an upper bound) in the Final Decision. It had to make a 
judgement in difficult and evolving circumstances. It did so on a reasoned basis 
that did not involve the rejection of a clearly superior alternative judgement that it 
should have reached. 

9.223 Consequently, we do not conclude that the CAA was wrong to use forward 
bookings as an upper bound for the 2023 forecast. 

Conclusion – upper bound of 2023 forecast 

9.224 For the reasons above, our conclusion is that the CAA’s approach to estimating 
the upper bound for the 2023 passenger forecast was not wrong. 

Step 1 – notional capacity of the airport 

9.225 In this section, we consider whether the CAA made errors in Step 1 in its 
assumptions relating to the capacity of Heathrow airport. 

9.226 In the Final Decision, the CAA assumed a terminal capacity cap of 85 million 
passengers would apply for later years of the forecast. This assumption was 

 
 
1196 Final Proposals, paragraph 1.56. 
1197 Final Proposals, paragraph 1.56. 
1198 We note that in Final Decision, paragraph 1.37 the CAA said: ‘Easter saw delays and cancellations at Heathrow and 
elsewhere as staffing and capacity shortages caused airports and airlines to struggle to meet returning demand.’ It also 
said, in paragraph 1.56: ‘We also note there remain non-economic risks to the continued recovery in passenger 
numbers, including staffing challenges for airlines, airports and ground handlers. Bearing these factors in mind, we 
consider that the risk weighted outcome would be likely to be lower than the current level of bookings.’ 

https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
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based on a technical note by HAL which had been shared with the CAA.1199 In 
relation to its forecast for the later years of H7 the CAA stated that it considered it 
appropriate to ‘forecast some slowdown of the rate of the recovery in passenger 
numbers, since it is likely that the initial return of passengers was boosted by an 
element of pent-up demand. In addition, continuing increases to traffic will become 
more difficult to achieve as the capacity of Heathrow airport is approached.’.1200 

9.227 The Airlines submitted that ‘CAA may have used an inappropriately low number for 
Heathrow airport’s overall terminal capacity’.1201 The CAA explained in evidence 
submitted together with its Response that it considered a cap of 85 million 
passengers annually to be a ‘reasonable theoretical capacity for Heathrow, based 
on the current configuration and infrastructure of terminals, and Heathrow's 
absolute planning cap of 480 000 air transport movements (ATMs) per year’.1202 

9.228 In their Closing Statement the Airlines maintained that the CAA had erred when 
considering the capacity of the airport. The Airlines submitted ‘CAA has erred in 
setting the forecast for 2024-2026 with reference to Heathrow’s current terminal 
capacity which is based on an artificial cap on demand driven by slots and 
permitted operating times’.1203 They submitted that the notional capacity of the 
airport is 85.5 million passengers a year and the Airlines would expect a forecast 
to allow for growth at least up to terminal capacity. The Airlines further noted that 
there are a number of ways to grow passenger numbers without increasing the 
number of air traffic movements (eg through increasing the average gauge 
(number of seats per departure) and/or seat configuration).1204 

9.229 Our view is that the CAA did not err on this point. Its assessment that passenger 
growth would be expected to slow as passenger numbers get close to Heathrow’s 
theoretical capacity is a reasoned and reasonable one the CAA as expert regulator 
was entitled to make. The CAA used its regulatory judgement in coming to a 
conclusion on the 85 million theoretical capacity cap, after having assessed 
technical analysis from HAL, as well as the rate of growth as Heathrow 
approached that capacity in 2024-2026. It cannot, in our view, be said to have 
been wrong on account of having made a decision based on errors of fact, without 
foundation in the evidence or that it was not entitled to make because there was a 
clearly superior alternative open to it. 

 
 
1199 Final Decision, paragraph 1.64 and footnote 13. 
1200 Final Decision, paragraph 1.46. See also paragraph 1.64: ‘We would expect growth to slow as the runway capacity 
begins to limit the ability to increase passengers up to the capacity as easily as would be the case if such constraints did 
not exist’. 
1201 Dawe 1, paragraph 101. 
1202 French 1, paragraph 4.21d, footnote 27. 
1203 Airlines Closing Statement, paragraph 49. 
1204 Airlines Closing Statement, footnote xiv. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://competitionandmarkets.sharepoint.com/sites/H7AppealDelivery/Shared%20Documents/4.%20Parties/CAA/2_Response/230531_Confidential-Witness_Statement_French1.pdf
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9.230 We therefore find, in relation to 2024-2026, that the CAA did not err in assuming a 
notional capacity of 85 million passengers per annum and that growth would slow 
as passenger numbers approached these levels. 

Step 2 – GDP adjustment 

9.231 By way of context, at Step 2 the CAA considered what impact the latest forecasts 
for the economic outlook should have on the passenger forecasts. In its Final 
Proposals the CAA had relied upon an economic forecast of UK GDP from Oxford 
Economics dated March 2022. At the time of the Final Decision, the CAA relied 
upon an updated Oxford Economics forecast dated December 2022. Taking 
account of the updated economic forecast, which entailed a worsened outlook for 
UK GDP, the CAA applied a downward adjustment to the passenger forecast 
arrived at following Step 1. In assessing the likely impact of the worsened GDP 
forecast, the CAA looked to the experience of the 2008 recession to indicate how 
changes to UK GDP affect passenger demand at Heathrow based on data 
presented by the AOC/LACC on behalf of the ‘Airline Community’ in response to 
the Initial Proposals.1205 The CAA then applied this downwards adjustment (of 
around 1%) to all forecast years of H7 (2023 to 2026).1206 

9.232 The Airlines submitted that the application of a downwards adjustment was 
arbitrary and unjustified and therefore wrong.1207 

9.233 The CAA submitted that none of the Airlines’ arguments on Step 2 showed it to be 
erroneous and that its adjustment was therefore reasonable.1208 

9.234 We assess the Airlines’ arguments in detail by considering the following topics in 
turn: 

(a) Heathrow’s resilience to macroeconomic factors; 

(b) interaction between Step 2 and the HAL Model; and 

(c) double counting between Step 2, each of Step 1 and Step 4, and the Traffic 
Risk Sharing (TRS) mechanism. 

9.235 We consider whether the CAA erred because of a lack of transparency in relation 
to the adjustment at Step 2 at paragraphs 9.82 to 9.86 above. 

 
 
1205 CAA response to CMA RFI H7 C003, 20 July 2023, Q1b; AOC/LACC response to the Initial Proposals, page 12, 
Figure 9: ‘Heathrow resilience compared to Gatwick and Manchester post 2008 GFC’. This response had been provided 
to the CAA on behalf of LACC, AOC and IATA, together referred to in said response as the ‘Airline Community’.  
1206 Final Decision, paragraph 1.58 to 1.60. 
1207 VAA NoA, paragraph 4.116, Delta NoA, paragraph 4.94, BA NoA, paragraph 3.11.29. 
1208 CAA Response, paragraph 230. 

https://www.caa.co.uk/media/uvijahm2/aoc-lacc.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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Heathrow’s resilience to macroeconomic factors 

9.236 The Airlines submitted that it was inappropriate to apply a downwards adjustment 
at Step 2 because HAL’s business is well-insulated to UK macroeconomic 
factors.1209 

9.237 The CAA responded that there is no merit in this complaint precisely because the 
CAA analysed the GDP impact on passenger numbers during the financial crisis in 
2008/9 at Heathrow based on data presented by AOC/LACC on behalf of the 
‘Airline Community’ in response to the Initial Proposals.1210 The CAA said that this 
ensured that the Step 2 adjustment accounted for the extent to which Heathrow is 
more robust to changes in GDP.1211 

9.238 On this basis, our finding is that it is clear that the CAA recognised the arguments 
being made at the time on the resilience of HAL, assessed evidence presented on 
the extent to which HAL’s business was insulated from UK macroeconomic factors 
and factored their findings into the adjustment made at Step 2. On those bases, 
the CAA did not err in this connection. 

9.239 In their Closing Statement, the Airlines submitted that the CAA's explanation of its 
methodology at Step 2 revealed that it did not take into account ‘the resilience of 
passenger numbers at Heathrow airport to changes in GDP over a reasonable 
period of time’1212 (emphasis added). We note that the CAA relied on evidence 
(which was a 3-month moving average) presented by the AOC/LACC on behalf of 
the airline community in response to the Initial Proposals, as an example of 
‘Heathrow’s general resilience to shocks’.1213 Given its provenance and contents, 
we see no reason why it should not have done so. We also note that the Airlines 
have not presented any evidence on what would have been a better period. On 
this basis, we do not find the CAA to have been wrong. 

Interaction between Step 2 and HAL Model 

9.240 The Airlines also submitted that the application of a downwards adjustment was 
arbitrary and unjustified and therefore wrong because it was inappropriate to apply 
downwards adjustments when the HAL Model was already unduly pessimistic.1214 

 
 
1209 VAA NoA, paragraph 4.116, Delta NoA, paragraph 4.94, BA NoA, paragraph 3.11.29. 
1210 CAA response to CMA RFI H7 C003, 20 July 2023, Q1b; AOC/LACC response to the Initial Proposals, page 12, 
Figure 9: ‘Heathrow resilience compared to Gatwick and Manchester post 2008 GFC’. As noted above, this response 
was provided to the CAA on behalf of LACC, AOC and IATA, together referred to in that response as the ‘Airline 
Community’.  
1211 CAA Response, paragraph 230.2. 
1212 Airlines Closing Statement, 2 August 2023, paragraph 50a. 
1213 CAA response to CMA RFI H7 C003, 20 July 2023, Q1b; AOC/LACC response to the Initial Proposals, page 12, 
Figure 9: ‘Heathrow resilience compared to Gatwick and Manchester post 2008 GFC’. This is a chart representing year-
on-year changes to passenger numbers at London Heathrow, London Gatwick, and Manchester airport calculated as a 
3 month moving average between January 2008 and February 2010. 
1214 VAA NoA, paragraph 4.116, Delta NoA, paragraph 4.94, BA NoA, paragraph 3.11.29. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://www.caa.co.uk/media/uvijahm2/aoc-lacc.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://www.caa.co.uk/media/uvijahm2/aoc-lacc.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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9.241 The CAA submitted that passenger demand at Heathrow had previously fallen 
during recessions (for example, following the economic crisis that started in 2008). 
It submitted that for the CAA not to have accounted for the predicted worsening 
economic outlook would not have been reasonable.1215 

9.242 We note that the macroeconomic outlook (in the form of GDP forecasts) was an 
input to the CAA Amended HAL Model, and more generally to the CAA’s 
forecasting approach at the Initial Proposal and Final Proposal stage.1216 Likewise, 
that there was evidence of the effect on passenger demand from previous 
economic downturns. 

9.243 On that basis, the CAA was entitled to take the view that the macroeconomic 
outlook was a relevant consideration to which it should have regard. It was not, in 
our view, wrong to adjust its forecast post-Final Proposals to take account of new 
information on that outlook so as to reach a view on a passenger forecast that 
reflected the information available at the time the forecasts were finalised. 

Double counting 

9.244 The Airlines submitted that the application of a downwards adjustment was 
arbitrary and unjustified and therefore wrong because the CAA double counted 
downwards risks already taken into account in other steps, including: 

(a) the pessimistic baseline for 2023 selected at Step 1; 

(b) the Shock Factor applied in Step 4; and 

(c) the use of the TRS mechanism which protects HAL from downward 
passenger risk.1217 

9.245 The CAA submitted that the Shock Factor accounts for non-economic effects, and 
therefore the CAA was right to amend its forecast for economic effects in the way 
that it did.1218 

9.246 Our view is that: 

(a) The CAA did not consider macroeconomic risks as defined in Step 2 (that is, 
the impact of a negative GDP shock on consumer demand) at Step 1.1219 

 
 
1215 CAA Response, paragraph 230.1. 
1216 Final Proposals, paragraph 1.58, Initial Proposals, paragraph 2.18, and HAL, First Witness Statement of Oxera, 
(Oxera 1), 22 May 2023, paragraph 3.7. 
1217 VAA NoA, paragraph 4.116, Delta NoA, paragraph 4.94, BA NoA, paragraph 3.11.29. 
1218 French 1, paragraph 5.112. 
1219 Final Decision, paragraph 1.56; and French 1, paragraph 5.102. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://publicapps.caa.co.uk/docs/33/CAP2365B%20H7%20%20Proposals%20Section%201.pdf
https://publicapps.caa.co.uk/docs/33/CAP2265B%20H7%20Overall%20approach%20and%20building%20blocks%20(p).pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://competitionandmarkets.sharepoint.com/sites/H7AppealDelivery/Shared%20Documents/4.%20Parties/CAA/2_Response/230531_Confidential-Witness_Statement_French1.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
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(b) The CAA did not consider macroeconomic risks in Step 4 either as the Shock 
Factor in Step 4 in principle accounts for non-economic risks.1220 Where the 
CAA erred, as we find below, was in its failure to verify the calculations 
comprising the Shock Factor, not as to the shock events included in its 
scope. 

(c) The TRS mechanism determines the allocation of the impact of variation in 
actual passenger numbers from forecasts.1221 Passenger forecasting is a 
distinct step, which should not be affected by whether there is a TRS in place 
or not. 

9.247 Accordingly, we conclude that the CAA was not wrong on account of double 
counting between Step 2 and either of Step 1, Step 4 or the TRS mechanism as 
contended by the Airlines. 

Conclusion – GDP adjustment 

9.248 In the light of the above, we find that the CAA did not err in Step 2 by downgrading 
its passenger forecast for 2023 in response to macroeconomic forecasts. 

Step 3 – external forecasts 

9.249 In this section, we consider whether the CAA made errors in Step 3 by not uplifting 
its forecast in the light of its cross-checks against external forecasts. 

9.250 At Step 3 the CAA obtained and performed a cross-check against external traffic 
forecasts which were relevant for H7, many of which had been updated since the 
Final Proposal, and compared those with the CAA’s own forecast.1222 From this 
exercise, the CAA found that its updated forecast was within the range of the 
external forecasts, starting at the upper end and ending near the lower end.1223 
The CAA concluded that its passenger forecast for the Final Decision was 
validated by comparisons with the independent, external forecasts and it had no 
need to make further amendments to reflect them.1224 

9.251 The Airlines submitted that the CAA was wrong not to make an upwards 
adjustment in the light of the external forecasts.1225 

9.252 The CAA responded that the Airlines’ argument does not show that the CAA’s 
assessment in Step 3 was wrong.1226 

 
 
1220 Final Decision, paragraph 1.66; and French 1, paragraph 5.112. 
1221 Final Decision, paragraphs 2.6 and 2.7. 
1222 Final Decision, paragraph 1.62. 
1223 Final Decision, paragraph 1.64. 
1224 Final Decision, paragraph 1.65. 
1225 VAA NoA, paragraph 4.118, Delta NoA, paragraph 4.97, BA NoA, paragraph 3.11.31. 
1226 CAA Response, paragraph 231. 
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https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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9.253 We assess the Airlines arguments in detail by considering the following topics in 
turn: 

(a) comparison between the external forecasts and the CAA’s; 

(b) whether the external forecasts are risk-weighted; and 

(c) historical performance of the AlixPartners recommended forecast. 

External forecasts vs the CAA’s 

9.254 The Airlines submitted that the CAA was wrong not to make an upwards 
adjustment in the light of the external forecasts because the CAA’s (unshocked) 
forecast was at the very low-end of the amended external forecasts it used. They 
also submitted that, had the CAA compared its shocked forecast with the external 
forecasts, it would have been more pessimistic than the amended external 
forecasts it used.1227 

9.255 The CAA submitted that the Airlines’ arguments assumed that the forecast 
comparison was on an exactly ‘like for like’ basis. It also submitted that the 
comparison was not on an exactly like for like basis since the CAA’s forecast was 
a risk-weighted forecast. It further explained that the external forecasts were not 
Heathrow-specific and, as such, did not fully account for Heathrow-specific factors, 
such as future capacity constraints at the airport. It submitted that it was therefore 
reasonable for the CAA forecast to be in the bottom half of the range.1228 

9.256 Our view is that the CAA was well within the margin of appreciation that should be 
afforded to it as the expert regulator when exercising its regulatory judgement to 
not have made adjustments at Step 3. This is especially the case given that 
external forecasts are not Heathrow-specific, the context of significant uncertainty 
arising from the pandemic and the fact that the CAA forecast is within the range of 
the external forecasts. These are all factors that, we consider, the CAA was 
entitled to consider relevant and on which to place weight in its assessment. 

9.257 While, in terms of consistency, it may have been preferrable for the CAA to have 
compared its shocked forecast to the external forecasts, it does not appear that 
doing so would have changed the overall picture given the size of the Shock 
Factor adjustment at Step 4. For example, the difference between the CAA’s 
unshocked and shocked forecast for 2023 expressed as a percentage of 2019 
numbers is approximately 0.2%, ie 92.1% compared to 91.9%.1229 This would be 

 
 
1227 VAA NoA, paragraph 4.118, Delta NoA, paragraph 4.97, BA NoA, paragraph 3.11.31. 
1228 CAA Response, paragraph 231. 
1229 CMA’s analysis of Final Decision, Table 1.6. The analysis assumes a figure of 80.9 million for 2019 passenger 
numbers. This is obtained by dividing 74.4 million (2023 passenger numbers at Step 1) by 0.92 (given CAA set its 2023 
forecast at 92% of 2019 levels at Step 1). 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf


 

392 

hardly visible on the chart presented by the CAA in the Final Decision comparing 
the various forecasts.1230 

9.258 Our view, therefore, is that the CAA was not wrong not to have made an upward 
adjustment because the CAA’s unshocked forecast was in the bottom half of the 
range of external forecasts. 

Whether the external forecasts are risk-weighted 

9.259 The Airlines submitted that the CAA referred to its forecast as being risk-weighted, 
but it was unclear what this meant or how it differed from external forecasts.1231 

9.260 The CAA explained that: 

[…] a risk-weighted forecast is one that takes account of the range 
and probability of different outcomes. So, we know when the HAL 
model calculates it has its four different output scenarios, and the 
forecast that comes out of HAL's forecast model is the median …. 
forecast of that range. Other models that we looked at, we didn't 
have in as much detail to see what went into them, but if they are 
generating a point forecast rather than a range, they may choose 
to use modal forecast or the most likely rather than the median. 
Which, in the case of passengers at the time, we thought was likely 
to be higher than the median forecast.1232 

9.261 As we have already noted (at paragraph 9.258), our view is that the CAA was not 
wrong not to have uplifted its forecast following the cross-check made with these 
external forecasts. We consider this was the case given external forecasts are not 
Heathrow specific, the context of significant uncertainty arising from the pandemic 
and the fact that the CAA forecast is within in range of the external forecasts. 

9.262 In our further view, whether the external forecasts are risk-weighted is only one of 
the potential considerations in assessing the comparison between these external 
forecasts and the CAA’s. However, that is of limited relevance given the other 
factors we consider demonstrate that the CAA’s approach was not wrong. 

The AlixPartners’ recommended forecasts 

9.263 The Airlines submitted that external forecasts produced a more accurate forecast 
for 2022 than the CAA’s forecast. They submitted that the mid-point of two 
external forecasts (the ACI World Airport Traffic Forecast and the Tourism 
Economics/International Air Transport Association (IATA) forecast) recommended 

 
 
1230 Final Decision, paragraph 1.63 and Figure 1.4. 
1231 VAA NoA, paragraph 4.118, Delta NoA, paragraph 4.97, BA NoA, paragraph 3.11.31. 
1232 Transcript of Ground C Hearing, page 75, lines 19 to page 76, line 2. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%201%20Regulatory%20framework%20CAP2524B.pdf
https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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by AlixPartners (57.8 million) was much closer to the true final number for 2022 
(61.6 million), than the CAA’s forecast (54.9 million) and HAL’s (45.5 million).1233 

9.264 We note that the two external forecasts referred to were among the list of external 
forecasts used by the CAA at the Final Proposal stage and one of them (the IATA 
forecast) at the Final Decision stage.1234 We note the CAA decided not to use the 
ACI World Airport Traffic Forecast in the Final Decision because it was ‘only 
updated infrequently and, so, in exercising our judgement, we have decided that 
this forecast is not current enough to be used for this Final Decision’.1235 

9.265 We also note that at Final Proposal stage the CAA said that it had explored a 
broad range of external forecasts and identified ten in addition to the HAL and 
AOC/LACC forecasts, seven of which it determined to be of sufficient detail, 
relevance, and robustness to be of use for forecasting passenger numbers for 
H7.1236 

9.266 Our view is that the CAA’s approach is not wrong on the basis that, at Final 
Decision stage, it should have singled out two out of seven available external 
forecasts in Step 3 and based its view on these, but failed to do so. Had it done 
so, without an objective basis for doing that, the CAA is liable to have placed 
undue weight on that evidence, at the expense of proper regard to other relevant 
evidence. Such a course would have been inconsistent with the approach taken at 
the Final Proposal stage and would have resulted in the CAA not taking account of 
available information that it had considered to be informative at an earlier stage in 
the process. 

9.267 We also take the view, however, that it was reasonable for the CAA to have 
excluded the ACI forecast from the list of external forecasts to be used at Step 3 in 
the Final Decision for the reasons stated by the CAA, given level of uncertainty at 
the time around the likely speed of recovery from COVID-19. 

9.268 Our conclusion, therefore, is that the CAA was not wrong in not focusing on the 
two forecasts recommended by AlixPartners and to have excluded one of these 
from the set of external forecasts used at Final Decision stage.  

Conclusion – external forecasts 

9.269 In the light of the above, we find that the CAA did not err in Step 3 by not uplifting 
its forecast further to its cross-checks against external forecasts. 

 
 
1233 VAA NoA, paragraph 4.118, Delta NoA, paragraph 4.97, BA NoA, paragraph 3.11.31. 
1234 Final Decision, paragraph 1.61 and Table 1.4. 
1235 Final Decision, paragraph 1.61. 
1236 Final Proposals, Section 1, paragraph 1.35. 
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Step 4 – Shock Factor 

9.270 In this section, we consider whether the CAA made errors in Step 4 by applying a 
Shock Factor of 0.87% and in applying it in full to 2023. 

9.271 At Step 4, the CAA applied a Shock Factor to the years where the number of 
passengers was a forecast (2023 to 2026) as it considered that this would improve 
forecast accuracy for the period as a whole by taking account of asymmetric 
non-economic downside risks (ie events such as adverse weather, volcanic 
eruptions, terrorism or strike action). The size of the Shock Factor remained 
unchanged from that used for the Final Proposals at 0.87%.1237 

9.272 The Airlines submitted that the CAA was wrong to apply a Shock Factor at all, 
wrong to apply a Shock Factor of 0.87%, because that figure was arbitrary and 
unsupported by evidence, and wrong in applying it in full to 2023.1238 

9.273 The CAA submitted that none of the Airlines’ criticisms of its Step 4 adjustment 
was well founded.1239 

9.274 We assess the Airlines’ arguments in detail by considering the following topics in 
turn: 

(a) double counting between Step 4, and each of Step 1, Step 2, and 
adjustments made to HAL’s cost of capital; 

(b) whether it was appropriate to apply the Shock Factor to the whole of 2023; 

(c) whether the selection of the 0.87% figure for the Shock Factor was 
sufficiently supported by evidence. 

Double counting 

9.275 The Airlines each submitted that ‘Overall, the Appellant contends that there is no 
merit in applying any Shock Factor and this should be removed’.1240 The Airlines’ 
argument is that the application of the Shock Factor amounts to double counting of 
downside risk accounted for in Steps 1 and 2 and in the calculation of the cost of 
capital. We take these in turn below. 

Step 1 and Step 2 

9.276 The Airlines submitted that there is a potential overlap between the Shock Factor 
and the CAA's downwards adjustment made at Steps 1 and 2 of its 

 
 
1237 Final Decision, paragraph 1.66. 
1238 VAA NoA, paragraphs 4.121-4.125, Delta NoA, paragraph 4.87 and 4.100-4.102, BA NoA, paragraphs 
3.11.35-3.11.38. 
1239 CAA Response, paragraph 232. 
1240 VAA NoA, paragraph 4.125, Delta NoA, paragraph 4.102, BA NoA, paragraph 3.11.38. 
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methodology.1241 With regard to Step 1, the Airlines submitted that there is double 
counting between Steps 1 and 4 of the risks of industrial action. With regards to 
Step 2, the Airlines submitted that there is double counting of macroeconomic 
risks between Steps 2 and 4. 

9.277 The CAA submitted: 

(a) that the Shock Factor is not duplicative of Step 1, as the Shock Factor is 
supposed to capture any unforeseen risks to passenger numbers. The CAA 
explained that the prospect of industrial action at the time the CAA set its 
forecast was expected rather than being an unexpected shock.1242 

(b) that the Shock Factor is not duplicative of Step 2 as the Shock Factor 
accounts for non-economic effects, as opposed to Step 2 which concerns 
economic effects.1243 

9.278 As discussed in paragraph 9.205 above, our view is that while Step 4 and Step 1 
might both provide for risks associated with strike action in 2023, in practice the 
effect of such double counting is likely to be extremely small (and therefore de 
minimis). We also find that the risks associated with strike action in 2023 had a 
different profile to those later in the H7 period, as described in paragraph 9.206 
above. Accordingly, the CAA was not wrong on this account. 

9.279 With regard to Step 2, as discussed in paragraph 9.246(b) above, the CAA did not 
consider macroeconomic risks in Step 4, as the Shock Factor accounts, in 
principle, for non-economic risks only. 

9.280 Our view therefore is that the Airlines have not demonstrated that there is material 
double counting between Step 4, and either of Step 1 or Step 2 and the CAA was 
not wrong on that basis. 

Cost of capital 

9.281 The Airlines submitted that the Shock Factor was duplicative of other adjustments 
made to HAL's cost of capital.1244 

9.282 The CAA submitted that the cost of capital does not take account of known 
asymmetric risk, as opposed to the Shock Factor.1245 

 
 
1241 VAA NoA, paragraphs 4.121-4.125, Delta NoA, paragraph 4.87 and 4.100-4.102, BA NoA, paragraphs 
3.11.35-3.11.38. 
1242 CAA Response, paragraph 232.1. 
1243 French 1, paragraph 5.112. 
1244 VAA NoA, paragraphs 4.121-4.125, Delta NoA, paragraphs 4.87 and 4.100-4.102, BA NoA, paragraphs 
3.11.35-3.11.38. 
1245 CAA Response, paragraph 232.2. 
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9.283 Our view is that in the cost of capital the CAA provided for remuneration for 
symmetric risks whereas the Shock Factor is applied to correct for the skew in 
traffic forecasts (ie to produce an unbiased central forecast). We therefore agree 
with the CAA there is no interaction between the Shock Factor and the cost of 
capital and in the Final Decision each addressed different sources of risk. On that 
basis, there is no double counting between Step 4 and the cost of capital. 

Conclusion on double counting 

9.284 In the light of the above, our judgement is that the CMA was not wrong to apply a 
Shock Factor when setting its H7 passenger forecast. 

Applying the Shock Factor to the whole of 2023 

9.285 The Airlines submitted that it was inappropriate to apply the Shock Factor to the 
whole of 2023 given that the CAA’s Final Decision was taken part way through the 
year and at the time the CAA had actual passenger data for the early part of the 
year and up to date forward booking data on which it should have relied.1246 

9.286 The CAA submitted that it would have been incorrect to apply the Shock Factor 
only partially for 2023. It explained that the passenger forecast for the Final 
Decision used actual data for the whole of 2022, but no data on passengers 
actually using the airport for 2023 was available at that time. The CAA therefore 
submitted that the whole of 2023 was subject to potential downward risks and that, 
therefore, the CAA’s application of the Shock Factor to the whole of 2023 accounts 
for this.1247 

9.287 First, in response to the Airlines’ submission we note that the CAA’s forecast for 
2023 passenger numbers was not based on actual 2023 data (see 
paragraph 9.24). 

9.288 Second, that where forecasts are based on forward-looking booking data, however 
up-to-date this data was at the time, the resulting passenger forecasts will be 
vulnerable to the types of downside risk which are considered in the application of 
the Shock Factor. 

9.289 Third, that an implication of the Airlines’ argument is that the Shock Factor should 
not be applied for any months in a year where passenger numbers are known at 
the time the CAA published its Final Decision. We consider this to be inconsistent 
with the purpose and application, as described by the CAA, of the Shock Factor. In 
particular, the expectation is that the application of the Shock Factor will work in 
HAL’s favour in years when the impact of non-economic shocks is below average, 

 
 
1246 VAA NoA, paragraphs 4.121-4.125, Delta NoA, paragraphs 4.87 and 4.100-4.102, BA NoA, paragraphs 
3.11.35-3.11.38. 
1247 CAA Response, paragraph 232.3. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf


 

397 

but that this benefit compensates them for years when the impact of such shocks 
is above average. The approach proposed by the Airlines would undermine this 
mechanism. 

9.290 Consequently, our judgement is that the CAA was not wrong not to have 
accounted for any actual 2023 data beyond the cut-off date and not wrong, 
therefore, to have applied the Shock Factor to all its 2023 forecast. 

Whether there was adequate supporting evidence for the selection of the 
0.87% Shock Factor value 

9.291 This challenge relates to the 0.87% figure selected for the Shock Factor by the 
CAA on the basis that the CAA used HAL’s unverified calculations and the figure 
had no proper evidential basis. 

9.292 At the Initial Proposals stage the CAA had proposed a Shock Factor of 1.07% 
based on a figure taken from HAL’s RBP.1248 This figure was slightly lower than 
the 1.2% figure that had been applied during Q6.1249 At Final Proposals, the CAA 
had proposed a new Shock Factor of 0.87%. The CAA explained that this new 
figure had been selected as it was ‘consistent with the updated estimate HAL 
applied to its RBP Update 2 forecasts’.1250 In the Final Decision the CAA continued 
to apply a Shock Factor of 0.87%. The CAA noted that this 0.87% figure was ‘a 
value which HAL also used for its forecast in its December 2022 Investor 
Report.’1251 

9.293 The Airlines submitted that the selection of the 0.87% figure for the Shock Factor 
was unsupported by any evidence and therefore arbitrary.1252 In particular, BA 
submitted that ‘the selection of 0.87% as the appropriate figure for the Shock 
Factor appears wholly arbitrary, based upon an unvalidated calculation made 
by HAL…’1253 (emphasis added). VAA and Delta similarly submitted that the 
selection of 0.87% was ‘not supported by any robust evidence’.1254 We note that, 
prior to these appeals, the same concern was raised during the Final Proposals 
consultation.1255 

9.294 Prior to our Provisional Determination the CAA submitted that the CAA’s 
calculation of the Shock Factor was not arbitrary, but rather based on reasonable 

 
 
1248 Initial Proposals, paragraphs 2.40 and 2.41. 
1249 CAP1103: Economic regulation at Heathrow from April 2014: Final Proposals, 3 October 2013, paragraph 3.20. 
1250 Final Proposals, paragraphs 1.19, 1.27 and 1.77. 
1251 Final Decision, paragraph 1.66. 
1252 VAA NoA, paragraphs 4.121-4.125, Delta NoA, paragraphs 4.87 and 4.100-4.102, BA NoA, paragraphs 
3.11.35-3.11.38. 
1253 BA NoA, paragraph 3.11.37 
1254 VAA NoA, paragraph 4.124, Delta NoA, paragraph 4.101. 
1255 For example, in its response to the CAA’s final proposals, BA had submitted ‘we are concerned that the CAA has 
simply used Heathrow’s updated, proposed numbers without additional challenge’ and that this risked the CAA placing 
reliance ‘on selective information provided by HAL to justify certain cost increases’. BA, British Airways Response to 
CAP2365 Economic regulation of Heathrow Airport Ltd H7 Final Proposals, 9 August 2022, paragraph 11.17. 
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evidence.1256 The CAA explained that the calculation of the 0.87% figure was 
based on HAL’s data and assumptions about the average annual impact that a 
series of demand shocks had had on passenger numbers in the period 1991 to 
date (excluding COVID-19). The CAA explained that it had seen the full list of 
shocks included in HAL’s calculation of the Shock Factor and exercised its 
judgement in deciding whether the shocks feeding into the calculation were 
appropriate. In particular, the CAA asked that HAL remove the COVID-19 
pandemic from the list of shocks to be fed into the calculation.1257 The shocks 
events included in the calculation are shown in diagrammatic form in Figure 9.2 
below (note that the COVID-19 shock was excluded). 

Figure 9.2: HAL's calculated passenger impacts from historical shock events 

 

Source: HAL’s RBP June 2021 Update, page 54, Figure 2 

9.295 The CAA acknowledged that it had not reviewed HAL’s calculation which 
generated the 0.87% figure.1258 However, the CAA submitted that the method of 
calculating the Shock Factor had been established in Q6. It noted that the H7 and 
Q6 Shock Factors were largely based on the same historical data (Q6 was based 
on shock events between 1991 and 2014, the H7 Shock Factor included the data 
from 1991-2014 and three further small shock events that had occurred after 
2014).1259 The CAA further submitted that the fact that the Shock Factor in H7 was 
lower than the Shock Factor in Q6 (1.2%) gave the CAA a reasonable amount of 

 
 
1256 CAA Response, paragraph 232.4. 
1257 CAA response to RFI H7 C001, 3 July 2023, Question 11. 
1258 CAA response to CMA RFI H7 C004, 9 August 2023, Question 1, paragraph 1. 
1259 CAA response to CMA RFI H7 C004, 9 August 2023, Question 1. 

https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/about/economic-regulation/RBP-update-1.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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reassurance that HAL was not putting undue bias in the Shock Factor calculations 
for H7.1260 

9.296 When questioned as to why the CAA had not checked HAL’s calculation of the 
0.87% figure, the CAA submitted that it was not straightforward for CAA to 
accurately check the estimates and, given the relatively small size of non-covid 
shocks identified since Q6, ‘it did not seem likely that HAL was exaggerating their 
effect to gain an advantage in the price control decision’.1261 The CAA also 
submitted that it considered that the size of the Shock Factor ‘was within the 
bounds of what it would expect’ and that it had therefore judged that ‘it was not 
necessary to take further steps to check HAL’s calculation of the Shock Factor’.1262 

9.297 In our Provisional Determination, we provisionally concluded that the CAA’s 
selection of the 0.87% figure was insufficiently supported by evidence and was 
therefore wrong. We explained that we considered that the calculation and 
application of the Shock Factor was plainly an important component of the overall 
passenger forecast (and, in turn, the price control). The accuracy of its calculation 
was correspondingly important. 

9.298 In response to our Provisional Determination, the CAA, notwithstanding its 
submissions set out at paragraphs 9.292 to 9.296 above, accepted that it 

 ‘….was wrong to select 0.87% as the Shock Factor figure to apply 
to the passenger forecast, insofar as the CAA has not 
demonstrated fully that it had conducted an appropriate ‘sense 
check’ of HAL’s method behind the calculation, both for Q6 and for 
H7.’1263 

9.299 Our conclusion, taking account of the CAA’s admission and the following, is that 
the CAA erred because it failed properly to assess whether HAL’s calculations of 
that figure were correct and thus failed to take account of relevant considerations 
and evidence and made a decision without adequate foundation in the evidence. 
This aspect of its decision – its selection of the 0.87% figure – was irrational. It 
was wrong in law. 

9.300 We note in this connection that the relevance of the consideration – the accuracy 
of HAL’s calculation and the need to verify it – was highlighted to the CAA during 
the consultation process, as set out above. The CAA neither did that, nor as far as 

 
 
1260 Transcript of Ground C Hearing, page 86, lines 19 to 25, and page 86, line 25 to page 87, line 6. CAA response to 
CMA RFI H7 C004, 9 August 2023, Question 1a 
1261 CAA response to CMA RFI H7 C004, 9 August 2023,Question 1.a., paragraph 3. 
1262 CAA response to CMA RFI H7 C004, 9 August 2023, Question 1.b., paragraph 8. 
1263 CAA Response to PD, paragraph 31. 
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can be ascertained from the Final Decision (which makes no mention of that 
response) did it have regard to and take into account that response.1264 

9.301 We have taken into account HAL’s representations in response to our Provisional 
Determination, that the CAA validated the Shock Factor calculation in Q6 and that 
it was the product of consultation and validation in Q7. In respect of both, we note 
again the CAA’s admissions (paragraphs 9.295 to 9.298). We also note that, as 
described in HAL’s representations, what the CAA considered and consulted upon 
in Q6 and H7, respectively, was ‘the reasons for’ the Shock Factor and ‘the 
relevant events that should be taken into account,’ and ‘the scope of events to be 
included’. The concept of the Shock Factor was consulted upon extensively, but – 
given that HAL’s calculations were not shared with the CAA – it is clear that the 
calculations themselves, and (contrary to HAL’s submissions) the methodology 
underpinning those calculations, were not properly checked and verified by the 
CAA on either occasion, as it acknowledges.1265 

9.302 In making our assessment, we also take into account that it is true that the 0.87% 
figure the CAA selected was significantly lower than the 1.2% figure which had 
applied during Q6, but we do not share the view that the CAA expressed prior to 
our Provisional Determination that the 0.87% figure is necessarily ‘within the 
bounds’ of what would be expected.1266 To come to such a view the CAA would 
have needed at least to have conducted some basic ‘sense check’ of HAL’s 
methodology behind the calculation. However, no such validation check was 
conducted. Nor has the CAA been able to point us to any similar check which 
might have been conducted to support the selection of the 1.2% figure during Q6. 
Notwithstanding HAL’s submissions to the contrary,1267 the CAA has 
acknowledged both shortcomings. The omission on the part of the CAA to conduct 
any check on the calculation methodology is particularly unfortunate given the 
concern regarding the reliability of the 0.87% figure had been raised during the 
Final Proposals consultation process. 

9.303 A further factor we have considered is that, in response to our Provisional 
Determination, HAL submitted to us evidence (which had not previously been 
provided to, or sought by, the CAA) which HAL said showed that the 0.87% Shock 
Factor level was not wrong.1268 Further, HAL submitted that even if the CAA had 

 
 
1264 We also note consider that a failure– in line with the obligations set out in Coughlan at paragraph 9.43 above – to 
ensure that the product of consultation was conscientiously taken into account when taking the decision to apply a 0.87% 
Shock Factor may involve a procedural error. We do not consider this shows the consultation as a whole was not 
transparent or flawed: the Airlines were able to respond intelligently to the CAA’s proposed approach, the error occurred 
in relation to the CAA’s failure to take appropriate steps following that response. 
1265 HAL Response to PD, paragraphs 72 – 81. 
1266 CAA response to CMA RFI H7 C004, 9 August 2023, Question 1.b., paragraph 8. 
1267 HAL submitted that the PD was incorrect in that the CMA’s reasoning was inaccurate insofar that the CAA did carry 
out sense checks (HAL Response to PD, paragraphs 72 and 73). The CAA submitted that it did not perform any 
checks of the calculation methodology (see paragraphs 9.295 to 9.298). 
1268 HAL Response to PD, Annex C3, Guide to the 0.87% Shock Factor. 
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erred procedurally, we should confirm the 0.87% Shock Factor figure.1269 This 
evidence was not considered by the CAA at any point during the H7 consultation 
process when it appears to us that it reasonably could have been. That being so, it 
appears to us that the material may not be admissible in these appeal proceedings 
as it may fail to satisfy the condition for admissibility under paragraph 23(3)(a) of 
Schedule 2 to the Act.1270  

9.304 In any event, even assuming the afore-mentioned evidence were admissible, 
given the late stage at which this material was put to us (long after close of written 
pleadings and the hearings), and given the statutory deadline to which we are 
subject (which means there is not time to ensure that the material is properly 
scrutinised during these appeal proceedings) we do not consider that we could 
fairly reach a view on the interpretation of that evidence. We therefore decline to 
do so. Accordingly, we do not consider that we are in a position to conclude that 
the 0.87% Shock Factor level was not wrong.  

9.305 We are also of the view that the CAA’s error in law here is material.1271 We have 
come to this view based on the following three factors: 

(a) First, the error has the potential to have a significant impact on the overall 
level of the price control set by the CAA. We are not in a position to say 
whether the 0.87% figure was definitively wrong or not wrong in a 
mathematical sense, nor to what extent. It is plausible that on closer 
inspection the 0.87% figure may transpire to be too high or, possibly, too low, 
perhaps significantly so. Equally plausibly, it may be that HAL’s calculation of 
0.87% was appropriate. We cannot be assured, for example, that the correct 
figure is not significantly lower than 0.87% which would have an effect on the 
overall level of the charge control. If, for example, the correctly calculated 
figure was 30% lower, the effect on the passenger forecast would be an 
increase of around 0.8 million to around 376.3 million, and on the price 
control would be a decrease of around 5 pence to £23.01.1272 The potential, 
and unknown but plausible, magnitude of the error is an important factor in 
why we regard it as material. 

(b) Second, the error also has the potential to have a significant effect on future 
price controls. That is, while we would not expect a regulator to repeat the 
practice of making decisions based on untested evidence, if we were to 
consider the error not to be material, it would provide vindication of that 
approach and could lead to the use of the H7 Shock Factor figure as the 

 
 
1269 HAL Response to PD, paragraphs 82 to 84. 
1270 For the relevant wording of the statute see paragraph 9.136 above. 
1271 Regarding factors relevant to materiality, see the Legal Framework at paragraphs 3.47–3.55. 
1272 Source: CMA calculation (Note that the estimated impact of a 30% reduction in the Shock Factor on the price control 
does not take account of the impact higher passenger numbers may have on costs and other sources of revenue). 
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starting point for any such factor in future price controls (as was the case with 
the Q6 figure in the H7 consultation process).  

(c) Third, in our Provisional Determination we explained that we did not consider 
that the cost of addressing the error would be disproportionate to the value of 
the error because this would not entail the CAA having to conduct its 
passenger forecasting exercise afresh. We explained that our understanding 
was that the CAA could sense check the Shock Factor, and – if necessary – 
apply a revised Shock Factor to the unshocked passenger forecast as it 
stood at the time of the Final Decision. In their responses to the Provisional 
Determination, none of the Parties disagreed with our viewpoint that remittal 
would not entail the reopening of the entire passenger forecasting exercise. 
Further, the CAA expressed a preference for us to remit the matter back to 
it.1273 HAL submitted that we should confirm the 0.87% Shock Factor level, 
but as we explained at paragraph 9.304 above, we do not consider that it 
would be possible to do so in the remaining time available. Accordingly, we 
remain of the view that the cost of addressing the error via remittal would not 
be disproportionate.  

9.306 We also note, in the context of a remittal, that, as we describe in paragraph 
9.246(b) above, the CAA erred in failing to verify the calculations comprising the 
Shock Factor, not as to the shock events included in its scope. Remittal provides 
the CAA with an opportunity to sense check HAL’s calculations and to ensure that 
in practice the calculation accurately and appropriately reflects the events included 
within that scope.  

9.307 We have taken into account that, in their response to our Provisional 
Determination, the Airlines submitted that our conclusion that the Post-Decision 
Passenger Data was inadmissible (see paragraph 9.141 above) was inconsistent 
with the determination that the failure to verify the Shock Factor was a material 
error.1274 The Airlines compared the 1.8 million difference in passenger numbers in 
the inadmissible data with the 0.8 million difference in our illustrative example 
source at paragraph 9.305(a) above.  

9.308 We disagree with this submission. The scale of the potential error is only one 
factor which led us to conclude that the error in respect of the Shock Factor was 
material. It is also relevant that the error might have an impact on future price 
controls and was not disproportionate to correct. Further, the 0.8 million figure was 
illustrative only, the true scale of the error might be greater. It is this uncertainty 
which contributes to its materiality as we cannot be assured it is not trivial. By 
contrast, the fact that the overall passenger forecast as at mid-2023 may be 
1.8 million too low for that year, and which is one factor in the assessment of the 

 
 
1273 CAA’s Response to PD, paragraph 39. 
1274 Airlines Response to PD, paragraph 4.15.2. 
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materiality of that point, does not necessarily tell us that the multi-year passenger 
forecast overall is wrong. 

Conclusion – Shock Factor 

9.309 In the light of the above, our judgement is that, when setting its H7 passenger 
forecast: 

(a) the CAA was not wrong in principle in applying a Shock Factor to the forecast 
years 2023 to 2026 and it did not provide for any material double-counting; 
and 

(b) the CAA was not wrong to apply a Shock Factor to the whole of 2023; but 

(c) the CAA was wrong in law to select 0.87% as the level of the Shock Factor to 
be applied to the passenger forecast because it failed properly to validate 
whether HAL’s calculations of that figure were correct and thus failed to take 
account of relevant considerations and evidence and made a decision 
without adequate foundation in the evidence. 

9.310 The latter of those findings is limited in this sense. It is a finding that the CAA was 
wrong to select 0.87% as the Shock Factor figure to apply to the passenger 
forecast that, as set out in this determination, we do not otherwise find to have 
been wrong. We only find the Final Decision to have been wrong insofar as it 
comprised the selection of the 0.87% level of the Shock Factor to be applied. 

Overall conclusions on the 4-Step Errors 

9.311 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, and as set out above, we find that, save in one respect (see 
below), the Final Decision was not wrong because it was based on errors of fact, 
was wrong in law, or an error was made in the exercise of a discretion, in making 
the four step adjustments when setting the passenger forecast for the H7 control 
period. 

9.312 We determine that, in making the four step adjustments the CAA: 

(a) In Step 1, did not ignore the impact of Local Rule A and threatened capacity 
restrictions: (i) in coming to a conclusion for passenger numbers in 2022; (ii) 
in constructing the appropriate baseline of demand for 2023 onward, and so 
make errors of fact on which the Final Decision was based or was wrong in 
law. 

(b) In Step 1, CAA did not make errors of fact on which the Final Decision was 
based, nor was it wrong in law and nor did it make an error in the exercise of 
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a discretion in that it: (i) found that 2023 traffic levels would be 92% of 2019 
levels; (ii) treated forward booking data for 2023 as an upper bound. 

(c) In Step 2, the CAA did not make errors of fact on which the Final Decision 
was based nor was it wrong in law because it downgraded its passenger 
forecast for 2023 in response to macroeconomic forecasts. 

(d) In Step 3, the CAA did not make errors of fact on which the Final Decision 
was based, nor was it wrong in law and nor did it make an error in the 
exercise of a discretion in that it did not uplift its forecasts in light of its cross 
checks against external forecasts. 

(e) In Step 4, the CAA did not make errors of fact on which the Final Decision 
was based nor was it wrong in law in that it applied a Shock Factor in full to 
2023 despite some months of 2023 having already elapsed. 

9.313 We do not, therefore, allow the appeal on any of the above bases and, in relevant 
respects, confirm the Final Decision. 

9.314 The Final Decision was, however, in our judgement, wrong in law insofar as it 
comprises the selection of the figure of 0.87% as the Shock Factor to be applied to 
the passenger forecast. We determine that the CAA erred because it failed 
properly to assess whether HAL’s calculations of that figure were correct and thus 
failed to take account of relevant considerations and evidence and made a 
decision without adequate foundation in the evidence. This part of its decision – its 
selection of the 0.87% figure - was irrational. Accordingly, we allow the appeal in 
respect of this part of the Final Decision. 

Asymmetric Risk Allowance Error 

9.315 The penultimate matter we turn to concerns a deficiency – which the CAA accepts 
occurred – in the calculation of HAL’s revenue requirement resulting from the CAA 
failing to update the allowance for asymmetric risk to reflect the higher outturn 
traffic in 2022. This failure meant the CAA over-estimated HAL’s revenue 
requirement by around £7 million.1275 The Airlines alleged, and we have 
accordingly considered whether, the failure meant the Final Decision was wrong in 
that it was based on errors of fact because, in failing to update the allowance for 
asymmetric risk to reflect the higher outturn passenger traffic in 2022, the CAA 
relied on flawed evidence and assumptions. They also alleged, and we have 
considered whether, the Final Decision was wrong because the CAA was wrong in 
law by not so updating the allowance for asymmetric risk and thus failed to take 
account of relevant considerations. 

 
 
1275 VAA NoA, paragraphs 4.128-4.4.130, Delta NoA, paragraphs 4.106-4.108, BA NoA, paragraphs 5.10.1-5.10.5. 

https://assets.publishing.service.gov.uk/media/6441316122ef3b000c66f63b/20230418_VAA_NoA__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/64412f006dda69000c11e1b2/20230418_Delta__Redacted_.pdf
https://assets.publishing.service.gov.uk/media/644115478b86bb000cf1b617/20230418_BA_NoA__Redacted_.pdf
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9.316 Whilst the CAA did not dispute that HAL’s revenue requirement was overstated by 
around £7 million, it contended that this deficiency is not material. The CAA also 
submitted that it would not be appropriate to correct the revenue requirement in 
isolation, but that each input variable for 2022 outturn data should be corrected on 
a consistent basis.1276 

9.317 We note that adjusting downwards HAL’s revenue requirement by £7 million as 
proposed by the Airlines would reduce the average passenger charge for H7 by 
less than 0.1% (from £23.06 to approximately £23.04).1277 

9.318 Our determination is that the deficiency in relation to the Asymmetric Risk 
Allowance is so small as to be immaterial. It is insignificant in size, it is one-off- in 
nature and therefore will have no impact on future price controls, and nor is it an 
error on a point of principle that might have wider significant for other regulatory 
cases.1278 

9.319 Accordingly we do not find the Final Decision to be wrong on this account: it was 
not wrong as a matter of fact or law as contended by the Airlines. 

Overall assessment of passenger forecast 

9.320 We have also lastly considered, in response to the Airlines’ submissions on the 
Provisional Determination, the appropriateness of CAA's passenger forecast 'in the 
round.' That is, in the light of the errors and shortcomings we have identified and 
any cumulative effect they may have. 

9.321 In that connection, we: 

(a) take account of the uncertain context in which the CAA made its forecast, as 
described in paragraphs 9.3 and 9.4 above; 

(b) observe, as set out in paragraph 9.4 above, that, in that uncertain context, 
the CAA's forecast was less than 5% lower than the Airlines', and 
significantly higher than HAL's; and 

(c) note that, while there may have been an immaterial element of double 
counting between steps 1 and 4 of the CAA's four-steps, the only error we 
have found in respect of the otherwise correct forecast was in respect of the 
level of the Shock Factor to be applied thereto. 

 
 
1276 Hoon 2, paragraph 29.4. 
1277 Final Decision, Summary, paragraph 64 and Table 7. 
1278 See the discussion of materiality in Chapter 3 – Legal Framework. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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9.322 In that context, there is no particular cumulative effect to which we consider we 
should have regard. Nor, in our view, was CAA's passenger forecast wrong on the 
basis of any 'in the round' assessment. 
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10. Ground D: AK factor 

Introduction 

10.1 This chapter covers HAL’s allegation that the CAA erred by including an additional 
correction factor in respect of the years 2020 and 2021, in the form of the AK 
factor in HAL’s H7 licence conditions, and specifically one which had the effect of 
treating HAL as having over-recovered revenue in relation to each of development 
capex, business rates and the passenger mix adjustment. 

Background to the standard K factor 

10.2 The CAA’s approach to setting the price control involves capping passenger 
charges at the maximum revenue yield per passenger (Mt) in each year of the 
price control. The price cap is designed to allow the recovery of efficiently incurred 
costs and an appropriate return on capital.  

10.3 This price cap is based in part on assumptions, which may turn out differently from 
the figures estimated. Prior to the start of each regulatory year, HAL forecasts the 
relevant components of the maximum yield according to the formula in the 
Licence, and then sets charges in a way that best secures that the average yield 
per passenger does not exceed the value of Mt. In practice, the ‘correct’ value of 
Mt is only known with a time lag, when all components of the formula can be 
calculated using final information.1279  

10.4 HAL’s Licence therefore contains, and has contained since the Q4 price control in 
2006,1280 a condition providing for a correction factor (or K factor) intended to ‘true 
up’ any over or under-recovery of revenue that has arisen in a prior year (typically 
two years prior) due to differences between outturn and assumptions.1281 The CAA 
described the main purpose of the K factor in its Response. The CAA referred to 
the mechanism as a symmetrical (and in that sense neutral) mechanism which:1282 

(a) where HAL has over-recovered revenues compared with the maximum 
allowed yield, returns the over-recovery in the form of lower airport charges 
two years later; and 

(b) where HAL has under-recovered revenues compared with the maximum 
allowed yield, allows HAL to recoup the shortfall through higher airport 
charges two years later. 

 
 
1279 Toal 2 paragraphs 3.3-3.4.  
1280 Economic regulation of Heathrow Airport: H7 Final Decision’, CAP2524, March 2023 (Final Decision) (see: Final and 
Initial Proposals for H7 price control | Civil Aviation Authority (caa.co.uk)), Section 3, paragraph 14.31 
1281 HAL NoA, paragraph 268. 
1282 Toal 2 paragraph 4.2.  

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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10.5 According to the CAA, under the K mechanism over-recovery occurs in 
circumstances when the outturn yield per passenger (defined as outturn airport 
charge revenue divided by outturn passenger volume) exceeds the level specified 
in the price cap (referred to as the maximum allowable yield Mt in the licence).1283 

10.6 There are three main factors which may result in the maximum allowable yield Mt 
differing from the forecast value used to set charges, giving rise to a positive or 
negative value of the K factor. These are the development capex adjustment, the 
business rates adjustment, and the passenger mix adjustment (a brief description 
of each of these factors is set out below). The development capex and business 
rates adjustments are ‘add-ons’ to the standard ‘building blocks’ approach used in 
regulatory price controls, allowing a timelier adjustment to prices to reflect actual 
development capex and business rates compared with forecast.1284  

Development capex (Dt) adjustment 

10.7 When setting HAL’s price control, the CAA includes an allowance for financing 
costs (ie the WACC) on the amount of capex which is expected to progress from 
development to core during the price control period. In the absence of any in-
period adjustment mechanism, HAL could potentially benefit from capex being 
lower and/or undertaken at a later point in time than had been assumed when the 
price control was set, because it would have been allowed to set its charges aimed 
at recovering financing costs that it did not then, in fact, face. Alternatively, HAL 
could potentially face a disincentive to accelerate/increase capex because charges 
would not reflect the financing costs associated with the additional capex until the 
next price review. 

10.8 HAL’s charge control takes account of this by including an adjustment term (Dt) in 
the formula which establishes its maximum allowed yield per passenger in year t, 
where Dt is the value of financing costs associated with the difference between the 
‘development capex’ assumed within the price control and the capex HAL did 
ultimately undertake (which could be lower or higher than forecast). The CAA told 
us that this term had been introduced in the Q6 price control given the need for 
flexibility in HAL’s capital investment plan and it continues to apply for H7.1285  

Business rates (BRt) adjustment 

10.9 There is a similar adjustment for business rates, but here there is a partial pass-
through of costs if they are higher than assumed, or a partial return of the savings 
should the outturn level of business rate costs be lower than assumed. At the time 
the Q6 price control was set, a national revaluation of business rates for 

 
 
1283 Toal 2, paragraph 4.5.  
1284 Toal 2, paragraph 7.6.  
1285 Toal 2, paragraph 7.2. 
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commercial property was anticipated to take place in 2017. As there was some 
uncertainty over the level of business rates that HAL would be required to pay 
from 2017 onwards (HAL estimated at that time that it would be required to pay a 
higher rate than the CAA’s estimates indicated), a BRt term was incorporated in 
the Licence for the Q6 period. The Q6 decision implemented an 80% sharing with 
customers of any differences between actual and allowed costs, with 20% retained 
by HAL so that it bore some risk of cost increases and had an incentive to reduce 
its business rates liability. This was symmetrical, so 80% of any reduction in 
business rates was passed to customers in the form of a lower price cap, with the 
potential for the opposite to occur. In the event, HAL’s actual business rates were 
lower than anticipated when set at Q6. When the interim price caps for 2020 and 
2021 were concluded, although by that point the actual cost of business rates was 
known, the ‘over-allowance’ and the corresponding BRt adjustment term were 
retained. The BRt term does not apply for H7 as no revaluation is envisaged in this 
period. 

Passenger mix adjustment  

10.10 The third component relates to a true-up adjustment for the outturn passenger mix, 
which may lead to actual revenues from HAL’s suite of individual airport charges 
differing from the price cap. Each year HAL will make assumptions on how the 
airport is used, by how many passengers, by passenger mix (eg long-haul or 
short-haul) and where it sources its revenue from (eg Air Traffic Movements 
(ATMs), aircraft parking, size of planes, environmental standards of planes, short 
or long-haul destination of planes etc). Again, this true-up ensures that actual 
revenues on a per passenger basis do not exceed the CAA’s price cap.  

Final Decision on the AK factor 

10.11 The calculation of the (interim) price caps for 2022 and 2023 did not include a K 
factor adjustment term because of the use of the simplified interim price caps for 
those years.1286 As a result, no correction was therefore applied in respect of any 
deemed over or under-recovery in the years 2020 and 2021. 

10.12 The Final Decision included an additional mechanism (through the AKt term) 
designed to true-up HAL’s revenues from 2020 and 2021 to align those revenues 
with what HAL should have recovered had its revenues been in line with the 
allowed yield under the price control in those years.1287 This mechanism was 
known as the ‘additional correction factor’, or AK factor. 

10.13 HAL’s passenger numbers fell sharply in 2020 and recovered only slowly in 2021. 
In response to the lower passenger numbers, HAL significantly reduced its capex 

 
 
1286 Final Decision, paragraph 14.29. 
1287 Final Decision, paragraph 14.28. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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spend over the same period. When considering the application of the AK factor 
mechanism, the CAA decided that HAL’s actual revenues per passenger had 
exceeded the allowed yield per passenger during that period. The CAA found that 
in 2020 HAL recovered around £91 million and in 2021 around £74 million more 
than it should have done (on the basis of the per passenger charge) which it 
stated in the Final Decision was largely because of the mismatch between its 
forecast passenger numbers and those that actually used the airport. As a result, 
the CAA decided that HAL had recovered around £166 million more revenue than 
it should have done under the price control for those two years, notwithstanding 
the impact of the COVID-19 pandemic. The CAA said this was also an effect of the 
increased proportion of HAL’s revenues that came from take-off/landing and 
parking charges in those years when passenger numbers were significantly 
reduced.1288 

10.14 The CAA said the AKt term effects the adjustments needed to take account of the 
revenue entitlements and obligations HAL was subject to in regulatory years 2020 
and 2021. The CAA said that if the AKt term was not included in the price control, 
there would be no mechanism to address this issue. This term, the CAA stated, 
reflects normal regulatory practice and is consistent with the CAA’s approach to 
‘truing up/down’ over- or under recovery of the allowed yield as against the actual 
revenues collected by the airport used at least since the start of Q4.1289  

10.15 The CAA decided that this term was necessary to protect consumers against 
windfall gains/losses arising from a divergence between the forecast and actual 
number of passengers at the airport. It also said that this was not retrospective as 
it secured that the revenues that HAL generated in those years align with the price 
control obligations it was subject to at that time.1290 

10.16 As set out in chapter 5 (paragraph 5.43), the CAA considered the case for a 
COVID-19 related RAB adjustment in 2020 and 2021, noting that the impact of the 
pandemic had created exceptional circumstances and that it had recognised the 
need to consider how the regulatory framework should change in response to 
these challenges.1291 In doing so, it considered HAL’s likely losses in 2020 and 
2021 (and where the risk in relation to passenger volumes laid). It decided that an 
adjustment of £300 million would be appropriate given its statutory duties to 
protect consumers and have regard to HAL’s financeability (but not to cover losses 
relating to the fall in passenger numbers as a result of the pandemic, the 
passenger volume risk having generally been borne by HAL’s investors). The CAA 
did not consider that a further adjustment to reduce HAL’s previously established 

 
 
1288 Final Decision, paragraph 14.30. 
1289 Final Decision, paragraph 14.31. 
1290 Final Decision, paragraph 14.32. 
1291 CAA October 2020 Consultation, paragraph 13. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/modalapplication.aspx?appid=11&mode=detail&id=9795
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obligations to pay back the over recovery of revenue it had made would be 
appropriate or consistent with the CAA’s statutory duties.1292 

10.17 The CAA said that it had considered whether introducing the term would have an 
unduly negative impact on the notional company’s ability to finance its activities 
and it considered that it would not have such an effect. The CAA conducted stress 
testing on the Final Decision and found that the adjustment under the AKt term 
had a materially smaller impact than the reduction in passenger numbers modelled 
in its stress test. Therefore, the CAA was satisfied that the stress test scenario 
would be financeable, and it was confident that the AKt term would be 
financeable.1293 

10.18 The CAA stated that the most significant difference from the usual ‘Kt’ term was 
that it allowed HAL to spread these adjustments over a number of regulatory 
years. This was implemented so that HAL could decide to bring forward or push 
back the amount of this over-recovery that it passes through into charges in a 
given year during H7. The CAA set out that this provided HAL with a degree of 
extra flexibility to assist in managing financeability issues.1294 

10.19 HAL objected to the inclusion of the AKt term, including on the grounds of lack of 
consultation. In the Final Decision, the CAA set out that the statutory requirement 
for consultation was satisfied by the inclusion of this term in the Final Proposals. 
The CAA considered HAL’s comments on this provision and decided that this 
provision was in the interests of consumers for the reasons set out in the Final 
Proposals and its Final Decision.1295 

10.20 The CAA therefore decided to include in HAL’s Licence as part of the H7 price 
control a condition1296 applying the AK factor to the over-recovery it concluded 
HAL had made in respect of each of capex, business rates and the passenger mix 
adjustment for 2020 and 2021. 

10.21 HAL has appealed against the decision to include that condition in its Licence. It 
contended in its NoA1297 that the Final Decision had resulted in an over-recovery 
adjustment of £258 million, higher than the £166 million that the CAA had quoted 
in its Final Decision. In the CAA’s Response,1298 it agreed with this revised figure. 
BA and Delta (the Airline Interveners)1299 also agreed that the AK factor 
adjustment was £258 million. 

 
 
1292 Final Decision, paragraph 14.33. 
1293 Final Decision, paragraph 14.34. 
1294 Final Decision, paragraphs 14.31 and 14.35. 
1295 Final Decision, paragraph 14.37. 
1296 Licence Condition C1.22 and C1.23 
1297 HAL NoA, paragraph 274. 
1298 CAA Response paragraph 236 and Toal 2, paragraph 6.2 both refer to an over-recovery of £253 million. This is in 
2020 CPI-real price base and is equivalent to the £258 million figure provided by HAL.  
1299 BA, Application for permission to intervene and Notice of Intervention (BA NoI), 22 May 2023, paragraph 4.1.14(e); 
Delta, Application for permission to intervene and Notice of Intervention (Delta NoI), 22 May 2023, paragraph 4.14 (e). 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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Issues to determine 

Overall statutory question for determination 

10.22 HAL contended that the inclusion in its Licence of an additional correction factor in 
respect of the years 2020 and 2021, in the form of the AK factor, is ‘unreasonable 
and therefore wrong’ and that the adjustment was ‘neither required nor 
justified’.1300  

10.23 Accordingly, the overall statutory question for our determination is: 

Was the Final Decision wrong because it was wrong in law, or 
because the CAA made an error in the exercise of a discretion, in 
applying the AK factor mechanism in respect of 2020 and 2021? 

Subsidiary questions for determination  

10.24 Taking account of HAL’s submissions, the subsidiary questions for our 
assessment, in order to determine the overall statutory question, are whether the 
CAA was wrong in law or in the exercise of a discretion:  

(a) to apply the AK factor in light of the losses HAL made in 2020 and 2021? 

(b) to include an adjustment that accounts for an underspend on capex in 2020 
and 2021? 

(c) to include an adjustment that accounts for an over recovery caused by HAL’s 
business rates out-turning at levels lower than the Q6 allowance? 

(d) to include an adjustment for an over-recovery in per passenger charges in 
2020 and 2021 as a result of the airlines operating flights at Heathrow with 
fewer numbers of passengers than before the COVID-19 pandemic? 

10.25 In the remainder of this chapter, we describe the submissions and evidence put 
forward by the parties on this ground. The submissions are grouped thematically 
under each of the subsidiary questions. We first summarise the submissions put 
forward by HAL in support of the legal grounds of appeal above. We then 
summarise the CAA’s Response. We have then also included submissions from 
BA and Delta, the interveners on this ground. Following the submissions, we then 
set out our assessment and determination of the overall statutory question. We 
have set out our determination on relief for this ground in chapter 16. 

 
 
1300 HAL NoA, paragraphs 275 and 287. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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Parties’ submissions 

HAL’s submissions 

10.26 HAL submitted that the CAA was wrong to apply the AK factor to the years 2020 
and 2021 for several reasons. The purpose of a K factor is to correct for any over 
or under-recovery of revenue relative to efficiently incurred costs (as reflected by 
the per passenger yield cap). It is therefore ultimately intended to avoid excess 
returns.1301 HAL submitted that it is wrong to think of the excess yields identified by 
a mechanical application of the K factor formula automatically as over-recovery. 
HAL contended that this mechanism is crude in that it works sufficiently well in 
years where deviations between the plan and outturn are small. However, this 
mechanism breaks down when there are large deviations between plan and 
outturn, such as very low passenger numbers.1302 

10.27 HAL submitted that it did not earn excess returns in 2020 and 2021; rather it 
experienced ‘catastrophic’ financial performance due to the COVID-19 pandemic. 
HAL said that an AK factor adjustment of £258 million would equate to over 25% 
of all aeronautical revenues received by HAL in 2020 and 2021,1303 which had 
been almost 70% below target, and would almost unwind the effect of the CAA’s 
£300 million RAB adjustment.1304 

10.28 HAL also stated that the AK factor was retrospective and would require HAL to 
return revenues it never earned, or revenue that was rightly raised to recover 
actually incurred costs.1305  

10.29 HAL submitted that for the reasons set out in its NoA, a retrospective revenue 
reduction across the years 2020 and 2021 by means of the AK factor was neither 
required nor justifiable.1306 

Development capex Dt adjustment 

10.30 HAL submitted that the capex adjustment was based on the difference between 
incurred and allowed capex, but that the CAA made no assessment of whether the 
original capex budget remained appropriate in the light of revised passenger 
numbers, or whether there were sufficient outturn revenues available against 
which to set the expenditure. HAL contended that this assessment is not generally 
necessary where, as in a ‘normal’ year, the deviations in outturn are small and 
previously set capex budgets generally remain appropriate. However, HAL set out 

 
 
1301 HAL NoA, paragraph 275. 
1302 HAL NoA, paragraphs 270 and 277. 
1303 AK factor adjustments were £91.4m in 2020 and £166m in 2021 (£258 million total). HAL’s aeronautical revenues 
from pax charges were £572m in 2020 and £466m in 2021.  
1304 HAL NoA, paragraphs 275 and 276. 
1305 HAL NoA, paragraph 287. 
1306 HAL NoA, paragraph 287. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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that the logic behind the calculation breaks down in extreme years where large 
deviations in revenue clearly require adjustments to expenditure as well that 
cannot be accommodated by the AK factor formula.1307 

10.31 HAL submitted that in 2020 and 2021, lower capex arose because of lower 
passenger numbers and large revenue reductions. Amongst other measures, HAL 
chose to delay £1 billion of capex1308 and it submitted that it was clearly right for it 
not to continue its capex programme apace, which would otherwise have risked 
financial distress of the business.1309  

10.32 HAL submitted that the CAA was wrong in applying the AK factor to the capex 
underspend because the capex adjustment was intended to account for the return 
on any over or underspend in capex relative to plan, to prevent an over-recovery 
of revenue. The AK factor assumes that there was an over-recovery related to 
return on capex irrespective of the actual level of revenue achieved. In 2020 and 
2021, returns on RAB were negative and, therefore, HAL submitted that there 
cannot have been any return on capex, but the formula insists that the non-
existent return should be clawed back. HAL contended that even if revenue had 
been zero, the mechanism would still have identified HAL as having over 
recovered. By applying the AK factor to 2020 and 2021, the CAA failed to 
recognise that these were not ‘normal’ years.1310 

Business rates BRt adjustment 

10.33 HAL submitted that the CAA was wrong to apply the AK factor to recover excess 
business rates of £75 million because the revenue adjustment is intended to 
ensure that there is no over-recovery of revenue for costs that Heathrow does not 
incur. At the 2017 revaluation, HAL’s business rates liabilities fell significantly 
below the assumed level set at Q6, out-turning at levels lower than assumed at 
Q6. It was agreed at the time of the Q6 settlement that HAL would retain 20% of 
the benefit and 80% would be returned in the form of lower charges to airlines. 
This adjustment remained in place, but HAL submitted that it should not do so as 
HAL’s reduced revenue in 2020 and 2021 meant HAL did not over-recover or 
benefit from windfall gains.1311 

Passenger mix adjustment 

10.34 HAL submitted that the CAA was wrong to apply the AK factor to per passenger 
rates because this adjustment reflects the outturn mix of landing and departure 

 
 
1307 HAL NoA, paragraph 280. 
1308 HAL, Response to CMA RFI H7 D001, 30 June 2023. HAL told us its underspend on development capex was 
£1.76bn in the period 2020-2021, £552m in 2020 and £1.209bn in 2021. 
1309 HAL NoA, paragraph 283. 
1310 HAL NoA, paragraphs 280-283. 
1311 HAL NoA, paragraphs 284 and 285. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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charges differing from the forecast mix used to set the charges. Airlines operated 
flights with few passengers on board during 2020 and 2021 and the minimum 
departure charges that airlines paid meant that the charge per passenger was 
unusually high. The minimum departure charge is specifically designed to recover 
costs in the case of low passenger numbers. Operating the flights was a 
commercial decision made by the airlines and the minimum departure charges 
were paid to cover costs related to the flights that HAL actually incurred. HAL 
submitted that given the overall loss of revenue it would be inappropriate to return 
these additional charges.1312 

Response to our Provisional Determination 

10.35 In response to our Provisional Determination that the CAA erred in law and in the 
exercise of discretion in the way that it mechanistically applied the AK factor, HAL 
agreed.1313 HAL welcomed the rigorous work undertaken by the CMA in relation to 
remedies for the AK factor.1314 We have further outlined HAL’s submissions on 
relief in chapter 16 and have taken account of these submissions in making our 
final determination. 

CAA Response 

10.36 The CAA submitted that in 2020 and 2021 HAL recovered more money through its 
airport charges than was allowed by its price control. In 2020, HAL recovered 
around £91 million more and in 2021 around £162 million more than it should have 
done, largely as a result of a mismatch between its forecast of passenger numbers 
and those that actually used the airport. The CAA submitted that HAL recovered 
around £253 million more revenue (in 2020 Consumer Price Index (CPI)-real 
prices) than it was entitled to under the price control for those two years, 
notwithstanding the impact of the COVID-19 pandemic.1315 As we noted in 
paragraph 10.21 above, there is no disagreement between the Parties on the 
amount of the over-recovery (were the AK factor to be applied as the CAA 
decided). 

10.37 The CAA contended that the over-recovery or under-recovery of price control 
revenue is not unusual. The CAA submitted that it is normal regulatory practice to 
include a correction factor mechanism that provides for an appropriate adjustment 
(in the case of over-recovery through lower charges in future years and in the case 
of under-recovery through higher charges in future years). It is also normal 
regulatory practice for the correction factor to roll-over from one price control 
period to another. Otherwise, the licensee would have incentives to overcharge 

 
 
1312 HAL NoA, paragraph 286. 
1313 HAL, Response to PD, 22 September 2023 (HAL Response to PD), paragraph 6. 
1314 HAL Response to PD, paragraph 7. 
1315 CAA Response, paragraph 236. This is higher than the original H7 Final Decision figure of £166 million. The CAA 
acknowledged the higher figure was the correct amount further to HAL’s NoA. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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consumers, and consumers’ interests would be damaged by the failure to return 
the over-recovery of revenue.1316 

10.38 The CAA submitted that its intervention to ensure that HAL was held to its Q6 
price cap was no different to the actions that the CAA had taken on multiple 
previous occasions. The K factor had been a regular feature of HAL’s charges 
calculation over a period of more than 15 years (since at least the start of Q4 in 
2003/04). In each price control, the charges calculation formula had changed to 
reflect policy changes, but the K factor, in its original form, has always been 
there.1317 The CAA submitted that based on this clear track record, the only 
reasonable expectation that HAL and its investors could have formed was that the 
same true-up mechanism would apply to any over or under-recovery of airport 
charges revenues in the years 2020 and 2021.1318 

10.39 The CAA submitted that the question of whether HAL should be entitled to recoup 
some of its losses in 2020 and 2021 was a different question. The CAA was 
entitled to consider this issue independently from its enforcement of the price cap. 
The CAA’s position on this matter was set out in the series of decisions it made on 
the adjustment of HAL’s RAB, with the CAA ultimately finding that HAL should 
receive a RAB uplift of £300 million.1319  

10.40 The CAA contended that HAL’s suggestion that it did not in fact over-recover is 
completely at odds with its approach in earlier stages of the H7 process. It raised 
no concerns on the K factor at the Initial Proposals stage, included the K factor in 
its own 2022 charges consultation in August 2021, published over-recovery of 
airport charges revenue in 2020 and 2021 in terms of yield per passenger in its 
regulatory accounts for 2020 and 2021, and, in its 2022 airport charges 
consultation, HAL consulted on an airport charge of £37.63 per passenger based 
on its revised business plan assumptions and using a correction factor formula 
consistent with previous years’ calculations.1320  

10.41 The CAA submitted that for practical reasons, adjustments can occur no earlier 
than two years after the year concerned, and therefore its decision is not 
‘retrospective’. The AK factor addressed the omission of a K factor mechanism in 
the interim price caps for 2022 and 2023. The CAA’s decision gave effect at the 
first reasonable opportunity to the price cap that HAL agreed to adhere to in 2020 
and 2021.1321 

 
 
1316 CAA Response, paragraph 237. 
1317 CAA Response, paragraph 242. 
1318 CAA Response, paragraph 243. 
1319 CAA Response, paragraph 244. 
1320 CAA Response, paragraph 248. 
1321 CAA Response, paragraphs 253 and 254. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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Development capex Dt adjustment 

10.42 The CAA submitted that HAL had agreed with airlines as part of the commercial 
deal accompanying the iH7 price control1322 that the maximum yield it would 
receive in 2020 and 2021 would be fixed in accordance with the adjustment 
formula. The CAA contended that as HAL had exceeded that maximum yield, 
there must now be a correction, regardless of why HAL over-recovered.1323 

10.43 The CAA submitted that the capex adjustment term in the Mt formula was 
consciously inserted into the licence at the start of the Q6 period to ensure that 
airlines would benefit from lower charges if HAL chose not to proceed with 
planned capital investments. The CAA acknowledged that there was a potential 
need for HAL to revise its capex programme in the light of reduced passenger 
volumes during 2020 and 2021, but it did not consider that HAL had provided 
justification for overriding the agreed allocation of capex risk and HAL did not raise 
this issue at any stage of the H7 process.1324 

Business rates BRt adjustment 

10.44 The CAA submitted that, during the Q6 period, HAL was able to negotiate a 
reduction in the business rates that it pays. The CAA decided, at that time, that 
any benefit HAL had secured should be shared with airlines and it inserted terms 
into the Licence to give effect to this policy. The CAA submitted that the allocation 
of risk was entirely clear, and HAL had provided no reason to think that this 
decision was wrong or that the agreed allocation of risk should not stand.1325 

Passenger mix adjustment 

10.45 The CAA submitted that the fact that the over-recovery arose because airlines 
made a commercial decision to fly planes with fewer passengers on board was 
irrelevant. While 2020 and 2021 were exceptional years and passenger numbers 
turned out to be significantly lower than forecast, this did not in itself provide a 
reason that HAL should be allowed to retain charges that were significantly in 
excess of that allowed by the price control.1326 

 
 
1322 The interim H7 price control, running from 1 January 2020 until 31 December 2021. 
1323 CAA Response, paragraph 249 and 250. 
1324 CAA Response, paragraph 251.1. 
1325 CAA Response, paragraph 252.2. 
1326 CAA Response, paragraph 251.3. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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Response to our Provisional Determination 

10.46 In response to our Provisional Determination that it was wrong in law and in the 
exercise of a discretion in the way it applied the AK factor, the CAA said, its 
previous submissions notwithstanding, that it: 

[…] recognises that its assessment of the application of the AK 
term was carried out at a high level and accepts the CMA’s 
provisional finding that this fell short of what might reasonably be 
implied by the CAA’s duty of inquiry including that the CAA did not 
sufficiently assess whether all of the AK term should be returned to 
consumers. As a result, the CAA agrees that the level of the AK 
term should be further reviewed in the light of the CAA’s statutory 
duties and the findings of the CMA’s Final Determination.1327 

10.47 The CAA also submitted in that response, alongside the above admission, that 
that there are important inter-relationships between the development capex 
adjustment, the business rates adjustment, and the passenger mix adjustment. In 
particular, HAL will usually have good information on the level of its business rates 
and capital programme for the year ahead and, even if the business rates and 
capex terms lead to adjustments in allowed revenue, this does not necessarily 
give rise to a significant correction factor.1328  

10.48 The CAA further submitted in the same response that, while circumstances were 
different in 2020 and 2021, the correction factor and, ultimately, the AK term 
largely arose from changes in passenger numbers, with lower than expected 
capex in 2020 making a contribution to over recovery in that year. The CAA 
submitted that the position was different in 2021, when HAL would have been able 
to reasonably anticipate both lower business rates and lower levels of capex in 
setting charges for 2021. Therefore, the CAA submitted that the over-recovery for 
that year appears to largely relate to the difficulties HAL experienced in accurately 
forecasting passenger numbers.1329 We have taken account of these submissions, 
and the CAA’s admission, in making our final determination. 

Interveners’ submissions 

10.49 The Airline Interveners, BA and Delta, submitted that HAL had agreed and 
accepted the K factor mechanism as part of the Q6 regulatory settlement and it 
was consistent with the approach taken in Q6 and earlier periods. The CAA’s 
holding and interim price caps temporarily deferred the application of a K factor 
pending finalisation of the H7 price control and in order to support HAL’s short-
term working capital. However, the CAA had made clear that it anticipated further 

 
 
1327 CAA, Response to PD, 22 September 2023 (CAA Response to PD), paragraph 35. 
1328 CAA Response to PD, paragraph 33. 
1329 CAA Response to PD, paragraph 34. 
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adjustments in order to account for the correction factor. Despite HAL’s 
suggestions to the contrary, there was nothing new or novel about the AK factor, 
save for the amendment to allow HAL to spread the relevant adjustment over a 
number of regulatory years.1330 

10.50 Furthermore, the Airline Interveners submitted that the AK factor was not 
retrospective for the reasons set out by the CAA in the Final Decision; rather it was 
a continuation of an agreed formula from previous price controls and simply 
secured that the revenues HAL had generated in 2020 and 2021 aligned with the 
price control obligations HAL was subject to at that time.1331  

10.51 The Airline Interveners submitted that HAL made a number of erroneous 
statements in its NoA in relation to the K factor and the AK factor as follows:1332 

(a) HAL stated: ‘The purpose of a K factor is to correct for any over or under-
recovery of revenue relative to efficiently incurred costs … (as reflected by 
the per passenger yield cap)’. However, HAL then cited figures concerning 
total aeronautical charges and operating losses in support of its argument 
that the K factor was not necessary to protect consumers against windfall 
gains. The Airline Interveners submitted that this was a misdirection by HAL 
as to the relevant metric. They noted that, as described in the AP Intervention 
Report, the CAA’s adjustment factor was clearly intended to ensure that the 
correct yield per passenger is recovered. 

(b) HAL stated that the ‘(A)K-factor is relatively crude tool that works sufficiently 
well in years where deviations between plan and outturn are small but breaks 
down in years where deviations are large’. The Airline Interveners submitted 
that this was also incorrect. The maximum allowable yield is per passenger, 
so the deviation per passenger is the only relevant factor. The mechanics of 
the ‘tool’, insofar as it concerns the per passenger yield cap, are unchanged 
by deviations between plan and outturn. 

(c) HAL stated that the ‘logic behind the calculation breaks down in extreme 
years where large deviations in revenue clearly require adjustments to 
expenditure as well that cannot be accommodated by the (A)K-factor 
formula’. The Airline Interveners submitted that this was the point of the 
capex adjustment element of the formula and, moreover, that the CAA was 
fully aware of the ‘extreme years’ argument when it constructed the AK factor 
mechanism.  

 
 
1330 BA, Application for permission to intervene and Notice of Intervention (BA NoI), 22 May 2023, paragraph 4.1.7; 
Delta, Application for permission to intervene and Notice of Intervention (Delta NoI), 22 May 2023, paragraph 4.7. 
1331 BA NoI, paragraph 4.1.8; Delta NoI, paragraph 4.8 . 
1332 BA NoI, paragraphs 4.1.9(a) and (b), 4.1.10 and 4.1.11; Delta NoI, paragraphs 4.9(a) and (b), 4.10 and 4.11. 

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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(d) HAL stated that even if no revenue was recovered in a given year, the AK 
factor would still calculate an over-recovery. BA and Delta submitted that 
whilst this is correct, HAL failed to acknowledge that any such over-recovery 
would be calculated on actual passenger numbers through the airport, so 
would be negligible. 

10.52 The Airline Interveners set out that HAL did not draw attention to the fact that the 
application of a correction factor can also result in a positive adjustment. HAL was 
not appealing the K factor for the H7 period (2022 and beyond) or appealing other 
elements of the formula of potential benefit to HAL, such as the bonus factor.1333 

10.53 The Airline Interveners submitted, in regard to HAL’s statement that returning the 
relevant revenues would unwind the effect of the CAA’s RAB adjustment, that this 
was effectively a request by HAL for a COVID-19 related adjustment on top of the 
existing £300 million RAB adjustment. They set out that the CAA clearly 
addressed this issue in the Final Decision, where the CAA considered that a 
further adjustment to reduce HAL’s previously established obligations to pay back 
the over recovery of revenue would not be appropriate or consistent with its 
statutory duties.1334 

10.54 The Airline Interveners noted HAL’s statement that it had over-recovered to a 
greater extent than the CAA previously understood. Specifically, HAL indicated 
that applying the yield calculation with the correct input data suggested that HAL 
over-recovered revenues of circa £91.4 million in 2020 and £166 million in 2021 – 
£258 million1335 in total. This revised figure from HAL is consistent with the AP 
Intervention Report and the Airlines’ own calculations based on the information 
available to them. They submitted, and assumed that the CAA would agree, that it 
was important these errors are corrected as part of the CMA appeal process.1336 

Development capex Dt adjustment 

10.55 The Airline Interveners submitted that they believed that HAL had done nothing to 
‘earn’ the over-recovered revenues. They submitted that HAL wanted to retain 
sums intended for, and thereby earn a return on, capex that HAL had not spent, 
and this would be contrary to a key principle of incentive-based regulation.1337 

Business rates BRt adjustment 

10.56 The Airline Interveners submitted that HAL wanted to retain 100%, rather than 
20%, as specified in the formula, of the benefit from lower business rates, which 

 
 
1333 BA NoI, paragraph 4.1.12; Delta NoI, paragraph 4.12. 
1334 BA NoI, paragraph 4.1.14(d); Delta NoI, paragraph 4.14(d). 
1335 CPI - 2020 prices. 
1336 BA NoI, paragraphs 4.1.14(e) and (f); Delta NoI, paragraphs 4.14(e) and (f). 
1337 BA NoI, paragraph 4.1.14(a); Delta NoI, paragraph 4.14(a). 

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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would mean it would receive an allowance for costs it had not paid. They 
submitted that this is contrary to incentive-based regulation.1338 

Passenger mix adjustment 

10.57 The Airline Interveners submitted that airlines argued strongly against the level of 
the interim holding cap which the CAA proposed in both consultation processes. 
The operation of low utilisation flights during the COVID-19 pandemic was an 
example of airlines trying to maintain service where demand existed. They 
submitted that during the pandemic HAL benefitted from significantly greater 
commercial revenues from cargo-only flights than envisaged at the Q6 price 
control. This helped to reduce HAL’s losses, and HAL has not appealed other 
elements of the formula which have proven advantageous to it.1339  

10.58 The Airline Interveners submitted that the CAA’s correction factor was clearly 
intended to ensure that the correct yield per passenger is recovered, and it was 
inappropriate for HAL to seek to put this to one side to obtain retrospective 
protection against traffic risk. In addition, airlines suffered large losses by running 
plans with low load factors whilst generating consumer benefits for those 
passengers who were able to travel.1340 

Response to Provisional Determination 

10.59 Additionally, in response to our Provisional Determination that the CAA had erred 
in the way it applied the AK factor, the Airline Interveners submitted that, to the 
extent that consideration of an adjustment to the AK factor is linked to questions 
around HAL’s financial position following the COVID-19 pandemic, this was clearly 
and squarely addressed in the CAA’s work on the RAB adjustment (as set out in 
our assessment in the Provisional Determination).1341 The Airline Interveners also 
submitted that the CAA did give consideration to the application of the AK factor as 
demonstrated by our findings in the Provisional Determination.1342 We have taken 
account of these submissions in making our final determination. 

Our assessment 

10.60 In this section we consider the arguments made by HAL in relation to the AK factor 
(taking account also of the CAA’s and Airline Interveners’ submissions). We begin 
by setting out a summary of our approach and the conclusions we have reached 
based on our analysis. We then set out our detailed assessment of general 

 
 
1338 BA NoI, paragraph 4.1.14(b); Delta NoI, paragraph 4.14(b). 
1339 BA NoI, paragraph 4.1.13; Delta NoI, paragraph 4.13. 
1340 BA NoI, paragraph 4.1.14(c); Delta NoI, paragraph 4.14(c). 
1341 Airlines, Response to PD, 22 September 2023 (Airlines Response to PD), paragraph 5.2.2. 
1342 Airlines Response to PD, paragraph 5.2.1. 

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf


 

422 

considerations about the AK factor, before considering, in similar detail, each of 
the three components of the AK factor adjustment in turn.  

Summary of our approach and conclusions 

10.61 We have considered HAL’s contentions that the Final Decision was wrong 
because it was wrong in law, or because the CAA made an error in the exercise of 
a discretion, in applying the AK factor mechanism in respect of 2020 and 2021. 
We have considered both whether the CAA was wrong to apply any AK factor at 
all and whether it was wrong to apply the mechanism in the way it did in line with 
the legal framework in chapter 3. 

10.62 HAL’s submissions included that the CAA (i) was wrong to think of the excess 
yields identified by a mechanical application of the K factor formula automatically 
as over-recovery, and (ii) made no assessment of whether the original capex 
budget remained appropriate in the light of revised passenger numbers, or 
whether there were sufficient outturn revenues available against which to set the 
expenditure. We have therefore assessed in particular whether the CAA had 
regard to relevant considerations and met its duty of enquiry in deciding to apply 
the AK factor as it did.  

10.63 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
below, we have determined that the CAA was not wrong to have considered that 
some adjustment through the application of an AK factor should apply. Such an 
adjustment is a standard part of the regulatory settlement and all parties could 
have foreseen the possibility of HAL over-recovering some revenue and the need 
for some correction. 

10.64 However, we determine that the Final Decision was wrong because the CAA was 
wrong in law and in the exercise of a discretion in the way it applied the AK factor. 
It applied the AK factor mechanistically in respect of development capex, business 
rates and passenger mix adjustments making a calculation as it would have done 
absent the exceptional events of the COVID-19 pandemic and their effects on 
passenger volumes and revenues. That is, as if those effects had not occurred 
and applying the correction factor, in full, as it would have done in a ‘normal’ year. 

10.65 In the highly unusual circumstances that applied, the CAA was wrong not to have 
considered whether it was appropriate to apply the AK factor in that way. It gave 
similar consideration to other aspects of the regulatory settlement, such as the 
RAB adjustment, but did not do that here. 

10.66 Our assessment of the possible outcomes, in terms of the recovery of revenue in 
respect of development capex, business rates and the passenger mix, 
demonstrates the potential for the mechanistic application of the AK factor to treat 
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HAL as having recovered revenues to a greater extent than was the case in 
reality. That assessment indicates that there were plainly relevant considerations 
in that regard which the CAA was wrong not to take into account. 

10.67 The CAA did not, however, have regard to those considerations and, by not doing 
so, fell short of its duty of enquiry. It assumed that, rather than properly considered 
whether, the AK factor should apply in the way it decided. It was not in a position 
rationally to conclude that it should so apply. A clearly superior alternative – 
considering those factors and deciding on that basis the appropriate extent to 
impose the AK factor in line with its statutory duties – was open to it but not 
pursued. 

General considerations about the AK factor 

10.68 We note first the CAA’s evidence that a correction (K) factor adjustment – to true- 
up retrospectively any identified over or under-recovery of revenue two years 
previously – has been applied to price control calculations related to HAL since 
2003/04.1343 We consider it uncontroversial that, when iH7 (the interim H7 price 
control, running from 1 January 2020 until 31 December 2021) was determined (in 
2019), it would have been reasonable for HAL and its investors to have expected 
such an adjustment factor to be applied to an over-recovery of revenue in relation 
to 2020 and 2021 were there one.1344 HAL’s submissions raise the question of 
whether – notwithstanding what prior expectations may have been – the 
circumstances of the pandemic mean that the CAA was wrong to apply such a 
correction factor in relation to 2020 and 2021, either at all or in the way that it did, 
in particular because of: 

(a) the losses HAL made in 2020 and 2021;1345 and/or 

(b) the specific ways in which revenue had been identified as having been over-
recovered as a result of the development capex Dt adjustment, the business 
rates BRt adjustment, and the outturn mix of charges.1346 

10.69 With respect to the first point, we note that the CAA, in its Final Decision,1347 
explicitly considered the relevance of HAL’s losses in 2020 and 2021 to the 
inclusion of the AK factor to adjust for identified over-recovery in 2020 and 2021. 
Our view is that the CAA was not wrong to treat those losses as having been 
already taken into account in its Final Decision as part of its RAB adjustment 
assessment (which we have considered under Ground A), or to conclude – in the 

 
 
1343 Toal 2, paragraphs 2.1-2.6. 
1344 Given, for example, HAL NoA paragraph 268. 
1345 This aligns with subsidiary question 1 in paragraph 11.24 a. 
1346 This aligns with subsidiary questions 2, 3 and 4 in paragraph 11.24 b-d. 
1347 Final Decision, paragraph 14.33. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
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light of this – that it would not be appropriate to change the identified level of the 
correction factor to reflect those losses.  

10.70 We take account specifically in this connection that the CAA said:1348 

We considered the case for a RAB covid-19 related RAB 
adjustment in 2020 and 2021 and explained our approach further 
in chapter 10 (The Regulatory Asset Base). In doing so we took 
into account HAL’s likely losses in 2020 and 2021 and decided that 
an adjustment of £300 million would be appropriate given our 
statutory duties to protect consumers and have regard to HAL’s 
financeability. In this context we do not consider that a further 
adjustment to reduce HAL’s previously established obligations to 
pay back the over recovery of revenue it has made would be 
appropriate or consistent with our statutory duties. 

10.71 In other words, the CAA considered the appropriate response in terms of the H7 
price control to the effects of the pandemic. It concluded that passenger volume 
risk, and consequent losses, were generally borne by HAL’s investors. It decided 
that a certain RAB adjustment was consistent with its statutory duties but that it 
should not otherwise compensate HAL and its investors for those losses (which 
would not be consistent with its duties). In that light, our view is that the CAA was 
also not wrong to conclude that the existence of such losses was not itself a 
reason not to include a correction factor where HAL over-recovered certain 
revenues. 

10.72 We note HAL’s view that the purpose of this form of correction factor is ‘to correct 
for any over or under-recovery of revenue relative to efficiently incurred costs’, and 
ultimately to ‘avoid excess returns.’1349 However, the use of a correction factor 
forms one part of a broader set of price control arrangements, and – as considered 
below – relates to a relatively small set of specific potential sources of identified 
under or over-recovery. Our view is that we would not expect there to be any 
necessary direct or straightforward relationship between HAL’s overall returns and 
the appropriate overall level of the correction factor to be applied, and again 
therefore that the losses HAL incurred in 2020 and 2021 do not – by themselves – 
provide a justification for not applying an adjustment factor to address identified 
over-recovery. That is particularly the case where the CAA had concluded that 
HAL’s investors generally bore passenger volume risk and the CAA was not, in our 
view, wrong to do so. 

10.73 We also take into account that the CAA (and HAL) knew, when the interim price 
caps for 2020 and 2021 were concluded, that HAL’s actual business rates were 
lower than anticipated during Q6. When the interim price caps for those years 

 
 
1348 Final Decision, paragraph 14.33. 
1349 HAL NoA, paragraph 275. 

https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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were concluded, although the actual cost of business rates was known the ‘over-
allowance’ and the corresponding BRt adjustment term were retained. The CAA 
accordingly had a basis to expect that HAL would have over-recovered some 
revenue and that an adjustment term would be necessary. 

10.74 We note in the connection referred to in the previous paragraph that as early as 
the iH7 Decision in 2019 the CAA said:1350 

HAL proposed that the business rates revaluation term (‘BRt’) that 
is currently included in its Licence is no longer necessary. It 
suggested that the business rates revaluation took place in 2017 
so less uncertainty exists around the level of business rates that 
HAL will pay during 2020 and 2021. […] 

We note that the business rate revaluation led to a reduction in 
costs for HAL and this should be reflected in the price control 
mechanism for the remainder of the Q6 price control. HAL has 
subsequently agreed the revaluation is not reflected in the 
commercial deal and the business rate factor should remain. 

10.75 In other words, in 2019 the CAA was aware that the outcome of the 2017 
revaluation was a lower level of HAL’s business rates than had been allowed for 
when the maximum allowed yield per passenger had been set for 2020 and 2021. 
It was noting, with HAL’s agreement, that the BRt term should be retained to 
account for an over-recovery that would otherwise arise in the iH7 period (2020 
and 2021). 

10.76 On these bases, we do not find that the CAA was wrong, in law or in the exercise 
of its discretion, to consider that there should be some adjustment factor applied 
to the over-recovery of revenue in relation to 2020 and 2021. However, we also 
consider that the size of correction factor adjustment identified in relation to 2020 
and 2021 (£258 million) and the highly unusual circumstances within which it 
arose (and which underpinned the scale of HAL’s losses), meant that careful 
consideration of the appropriateness of this level of AK factor adjustment – and of 
the specific ways in which revenue had been identified as having been over-
recovered – was merited. Given the evidence that has been submitted to us 
(discussed further below), our view is that the CAA did not give sufficient 
consideration to these matters or to the extent to which the application of AK factor 
adjustment that had been identified would be expected to be consistent with the 
discharge of its statutory duties. We note six general points in this regard. 

 
 
1350 CAA, Exhibit RT2, Exhibit to the second witness statement of Robert Toal. Economic regulation of Heathrow Airport 
Limited, from January 2020: notice of proposed licence modifications, Appendix C, paragraphs 7 and 9, pages 742-743. 
(Public version see: CAP1825: Economic regulation of Heathrow Airport Limited from January 2020: notice of proposed 
licence modifications (caa.co.uk)) 

https://publicapps.caa.co.uk/modalapplication.aspx?appid=11&mode=detail&id=9175
https://publicapps.caa.co.uk/modalapplication.aspx?appid=11&mode=detail&id=9175
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10.77 First, the CAA gave the application of the AK factor some consideration. That is 
evident from what it said in the Final Decision as set out above. We have regard to 
that. Our concern, however, is that the scale of the correction it applied through 
the AK factor was calculated in a mechanistic way, as it would have been 
calculated absent the COVID-19 pandemic and its effects on passenger volumes 
and revenue. That is, assuming that the scale of the correction factor should be 
calculated as it would, in full, in what HAL characterised as a ‘normal’ year, without 
considering properly whether, in the exceptional circumstances that applied, that 
was appropriate. 

10.78 Second, in other aspects of its decision-making, the CAA recognised that the 
COVID-19 pandemic resulted in unusual circumstances and that it was 
appropriate to consider whether and how the regulatory settlement might be 
adjusted in response. In relation to the RAB adjustment, for example, the CAA 
said that it was very clear that the impact of the pandemic had created exceptional 
circumstances and that it had recognised the need to consider how the regulatory 
framework should change in response to these challenges, and that it had started 
to address issues in its work on the review of HAL’s H7 price control.1351 The CAA 
made and retained the £300 million RAB adjustment as a result of those 
considerations. 

10.79 Third, as we note in paragraph 10.39 above, as the CAA set out in its response to 
the appeal, the question of whether HAL should be entitled to recoup some of its 
losses in 2020 and 2021 is a different question to the extent it was appropriate to 
apply an adjustment for over-recovery of revenue.1352 Put another way, it was a 
separate issue for consideration. 

10.80 Fourth, in its August 2022 response to the CAA’s Final Proposals, HAL’s 
submissions included that: 

(a) The size of the AK factor adjustment was £258 million.1353 

(b) The majority of the identified AK factor adjustments were related to two 
specific adjustments – for development capex and business rates – with the 
remainder reflecting small differences in the actual yield achieved as a result 
of how the mix of charges compared to what had been forecast.1354 

(c) In relation to development capex and business rates adjustments, the AK 
factor adjustment would effectively remove revenue that HAL did not actually 
receive.1355 

 
 
1351 CAA October 2020 Consultation, paragraphs 13 and 14. 
1352 CAA Response, paragraph 244. 
1353 HAL response to CAA Final Proposals, paragraph 12.10.5. 
1354 HAL response to CAA Final Proposals, paragraph 12.10.6. 
1355 HAL response to CAA Final Proposals, paragraph 12.10.12. 

https://publicapps.caa.co.uk/modalapplication.aspx?appid=11&mode=detail&id=9795
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://www.caa.co.uk/media/ftachvje/heathrow-airport.pdf
https://www.caa.co.uk/media/ftachvje/heathrow-airport.pdf
https://www.caa.co.uk/media/ftachvje/heathrow-airport.pdf
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(d) The CAA had not explained how these adjustments protected consumers 
given that the protection intended was to avoid over-recovery of revenues yet 
actual revenues were much lower than assumed. 

(e) The CAA’s holding cap and Initial Proposals did not include an AK correction 
factor for 2020 and 2021. HAL submitted that this was only included in the 
CAA’s Final Proposals and so did not benefit from the scrutiny that it could 
have received had it been consulted upon earlier in the process. 
Consequently, HAL submitted that the CAA failed in its public law duty to 
consult adequately on this new condition.1356 

10.81 HAL appears, therefore, to have raised some concerns about the application of the 
AK factor in the aftermath of the pandemic. 

10.82 Fifth, we also note that the CAA’s Final Decision (incorrectly) referred to the size of 
the AK factor adjustment as £166 million, and (incorrectly) stated that this level of 
over-recovery was ‘largely an effect of the increased proportion of HAL’s revenues 
in those years that came from take off/landing and parking charges in those years 
when passenger numbers were significantly reduced’.1357 We note that the Final 
Decision did not include an assessment of the appropriateness of the identified AK 
factor adjustment resulting from the difference in the mix of charges in 2020 and 
2021 that was associated with significantly reduced passenger numbers, and 
made no reference to either the development capex or the business rates 
adjustment. 

10.83 Sixth, we note that in its Final Decision the CAA referred to the AK factor as 
effecting the adjustments that were needed to take account of the revenue 
entitlements and obligations HAL was subject to in 2020 and 2021.1358 Similarly, in 
its Response, the CAA said that ‘objectively speaking’ HAL had over-recovered in 
2020 and 2021 because its outturn yield had been higher than the maximum yield 
as calculated by means of the formula which applied for those years, and that the 
AK factor was being applied to ensure that HAL was being held to its price cap.1359 
When we questioned the CAA on its rationale at the Ground D hearing, it told us 
that:1360 

We didn’t spend a long period of time thinking about whether 
applying the correction factor itself was the right thing to do or not. 
That for us was, as I said, a straightforward working of the price 
control. 

 
 
1356 HAL response to CAA Final Proposals, paragraph 12.10.14; HAL response to Licence Condition C1.19, page 296. 
1357 Final Decision, paragraph 14.30. 
1358 Final Decision, paragraph 14.31. 
1359 CAA Response, paragraph 247. 
1360 Transcript of Ground D Hearing, 24 July 2023, page 19, lines 8 to 10. 

https://www.caa.co.uk/media/ftachvje/heathrow-airport.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://publicapps.caa.co.uk/docs/33/H7%20Final%20Decision%20-%20Section%203%20-%20Financial%20issues%20and%20implementation%20CAP2524D.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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10.84 In other words, the CAA did not consider whether this1361 was the case in relation 
to the question of over-recovery and the extent to which an AK factor should be 
applied. This is in contrast to the approach it took with the RAB adjustment, in 
relation to which, as we note in paragraph 10.78 above, the CAA said that it was 
very clear that the impact of the pandemic had created exceptional circumstances 
and that it had recognised the need to consider how the regulatory framework 
should change in response. The CAA therefore did not act consistently. 

10.85 We also note the CAA’s submissions in response to our Provisional Determination 
as set out in paragraphs 10.46 to 10.48. What the CAA said may be correct, but 
the point remains that, as the CAA has itself acknowledged, it did not properly 
consider matters in relation to the AK factor adjustments. 

10.86 In the light of the above, in our view the CAA did not sufficiently assess the extent 
to which the price control formulae that applied in 2020 and 2021 resulted in 
appropriate levels of over-recovery being identified for those years, or the extent to 
which adjusting for those identified levels of over-recovery were likely to be 
consistent with the discharge of its statutory duties. While we consider holding 
HAL to the price control conditions that applied in 2020 and 2021 to have been an 
important consideration in such an assessment, our view is that – given the scale 
of the identified correction factors – the extent to which the price control formulae 
appropriately identified over-recovery in those years also required critical 
evaluation, given the highly unusual circumstances that prevailed. As set out 
above, our assessment of the evidence that has been submitted to us in relation to 
the sources of the identified AK factor adjustment leads us to consider that there 
are strong reasons to question the appropriateness of the £258 million adjustment, 
in particular in relation to the scale of that part of the identified over-recovery that 
relates to the development capex (Dt) adjustment. 

10.87 Furthermore, in our judgement this matter raises issues that differ substantively 
from those that the CAA considered in its RAB adjustment assessment in the Final 
Decision, and in its assessment of HAL’s request for a RAB adjustment which the 
CAA provided for in April 2021 (and upheld in the Final Decision). This is for the 
following reasons: 

(a) The CAA’s assessment in the Final Decision included consideration of the 
extent to which exogenous volume-related risks were allocated to HAL under 
the price control arrangements that applied in 2020 and 2021. In our view the 
design of the development capex Dt adjustment, in particular, makes HAL 
materially worse off (and users materially better off) than they would have 
been had the relevant levels of capex turned out in line with forecasts, ie it 
further increases HAL’s losses when volumes are low. 

 
 
1361 That is, whether applying the AK factor in the way it did was the right thing to do. 
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(b) The RAB Adjustment that the CAA provided in its 2021 RAB Adjustment 
Decision and subsequently upheld in its Final Decision was designed to 
address forward-looking issues concerned with financeability and incentives 
to maintain appropriate investment and service quality levels. While the CAA 
clearly did consider how to treat the exogenous volume-related losses as part 
of its RAB Adjustment decisions, our view, given our observation above that 
the design of the AK factor increases HAL’s losses further, is that the RAB 
adjustment cannot be viewed as having addressed the backward-looking 
issues concerned with the identification of and correction for the over-
recovery of revenues in 2020 and 2021. 

10.88 Our assessment of the specific issues related to development capex, business 
rates and passenger mix adjustments is set out in paragraphs 10.89 to 10.116 
below. That assessment also indicates that there were important and relevant 
considerations to which the CAA should have had regard, but it did not do so and 
did not subject those matters to due enquiry. In particular, in our view the CAA has 
failed to consider if there was an actual over-recovery of revenue of £258 million 
and there is a high chance this was not the case given the low passenger numbers 
during the pandemic. While we have identified a number of issues that we 
consider relevant to the assessment of the AK factor, we note that we received 
limited submissions on the detailed operation of these adjustments, and we have 
taken this into account in our approach to drawing conclusions in relation to this 
ground. 

The development capex Dt adjustment 

10.89 Our assessment of the development capex component of the AK factor adjustment 
considers the following: 

(a) The workings of the Dt adjustment term. 

(b) Other relevant factors 

The workings of the Dt adjustment term 

10.90 In paragraph 10.8 we describe the Dt term, which relates to an adjustment for 
under or over-recovery to reflect the actual level of development capex compared 
to the assumption underpinning the price cap set at Q6. 

10.91 We consider there to be a clear rationale for the inclusion of this Dt term in the 
price control formula, as it provides a potential means of ensuring that HAL is not 
able to benefit from delays to, or reductions in the size of, its investments relative 
to what had been assumed when the price control was set. Conversely, as it is 
symmetrical, HAL would not be worse off from accelerating or increasing 
investment relative to what had been assumed, where that requirement was 
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identified as appropriate. Furthermore, we note that the value of the Dt term for 
2020 and 2021 is not a matter in dispute: its total value across those two years is 
£132 million.1362 Our assessment is that – given that HAL’s price control had 
allowed for this level of financing costs associated with investment that it did not 
ultimately undertake – it is to be expected that some level of over-recovery would 
be identified in relation to 2020 and 2021 as having to be returned to users 
through a form of K factor adjustment. In line with this, we consider that it was not 
wrong for there to be some level of AK factor adjustment applied as part of the H7 
price control in relation to development capex. It does not, however, follow that the 
CAA was not wrong to apply the adjustment in the way that it did. 

10.92 During the course of this appeal, we issued a request for information (RFI) relating 
to the AK factor to the Parties which contained a model showing the workings of 
the Dt term to assist us in understanding the potential problems with the AK factor 
adjustment.1363 Both the CAA and HAL confirmed the CMA model was correct. 
This model showed, in our view, that there were potentially problematic features of 
the mechanics of the Dt term. Specifically, the Dt term returns a fixed sum of 
money based on the difference between forecast capex and outturn capex. Whilst 
this appears logical, it does not take into account the actual revenue that HAL 
collected. This is relevant, especially during the pandemic when passenger 
volumes were very low and hence so was actual revenue. It is thus possible that 
there would not have been any over-recovery of actual revenue, or not as much 
over-recovery, that should be returned. It is not clear if the mechanism is 
deliberately designed to operate in this manner or if it is a feature of the mechanics 
that has only come to light because of the large variances in passenger numbers 
arising during the pandemic.1364  

10.93 Our assessment of the way in which the Dt term is taken into account in the 
Licence leads us to the view that – given the exceptional circumstances that 
prevailed in 2020 and 2021 – it resulted in the calculation of an unduly high level of 
over-recovery of revenue being identified as having taken place, and HAL being 
required to effectively return a significantly larger amount to users (through the AK 
factor adjustment) than it can reasonably be viewed as having over-recovered. 
This is because the development capex adjustment is intended to return the full 
‘under-spend’ to users, regardless of the actual number of passengers which used 
the airport in 2020 and 2021 and therefore regardless of the actual related 
revenue that was earned (which is likely to have been significantly less than £132 
million determined by the CAA in its Final Decision). Charges were set at the price 

 
 
1362 HAL NoA . paragraph 278 
1363 For example, CMA, RFI H7 D002, 26 July 2023. 
1364 The model in the RFI was used to assist in understanding any potential problems with the AK factor adjustment and 
it was not representative of the CMA’s views on how to recalculate the over-recovery for the purposes of relief. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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control assuming (1) the capex would have been incurred and (2) volumes would 
approximate those in the forecast. 

10.94 The above points can be illustrated as follows: 

(a) The price control assumption that capex financing costs would be at a level 
that was higher than turned out to be needed would have meant that the 
maximum per passenger yield that HAL would have been expected to be 
allowed to earn – and on the basis of which HAL would have set its charges 
– was set at too high a level (other things being equal). 

(b) The size of this impact on the estimated maximum per passenger yield would 
have been dependent on the forecast number of passengers that was 
assumed when setting the control. For example, for 2020 HAL has identified 
that it did not incur around £40 million of its financing costs allowance as 
related to capex because it did not spend the level of capex by comparison 
with what was assumed at the price control (ie this is the Dt figure for 
2020).1365 If passenger numbers had been assumed to be 80 million (which is 
broadly in line with the forecast HAL used when setting its charges for 2020), 
then this would imply that the maximum per passenger yield was assumed to 
be around £0.50 higher than would have been the case if the level of capex 
undertaken in 2020 had been accurately forecast. 

(c) The revenue benefit that HAL would receive – and the overall size of the 
over-payment made by users – as a result of this higher assumed maximum 
yield per passenger, would depend on the actual level of passenger numbers 
in the relevant year. If passenger numbers had been 80 million – ie in line 
with the forecast assumed in (b) above – then HAL’s revenue benefit for 
2020 would have been £40 million (ie equal to Dt; where £40 million = 80 
million pax *£0.50). However, actual passenger numbers in 2020 were much 
lower than this because of the pandemic, and were around 22 million.1366 
This implies that HAL’s revenue in 2020 would have been around £11 million 
higher as a result of the provision that had been made for financing costs 
associated with capex it did not undertake as forecast (ie £11 million = 22 
million pax * £0.50). Table 10.1 below summarises this example. 

 
 

 
 
1365 King 1, paragraph 179 
1366 HAL, Response to RFI H7 D001, 29 June 2023.  
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Table 10.1: HAL’s net financial position as a result of the over-recovery of revenue that its price 
control allowed for in relation to capex financing costs: illustration of the impact of different outturn 
passenger numbers in 2020 

 Estimate of HAL’s 
over-recovery,  

Forecast passenger numbers in line with those 
taken into account in the price control (c80m) 
 

£40 million 

Actual passenger numbers in 2020 (c22m) 
 

£11 million 

Implied excess over-recovery from Dt term in 2020 
(actual over-recovery of revenue being less than 
Dt term calculates from price control assumptions) 

£29 million 

Source: CMA analysis 

(d) Because the capex financing cost adjustment (Dt) takes no account of 
differences between forecast and actual volumes, it can result in an identified 
level of over-recovery (under the price control formula) that differs markedly 
from the size of the revenue impact that HAL can be expected to have 
received (given actual passenger numbers). For 2020, the implied over-
recovery (of £40 million) is more than two and a half times higher than the 
implied revenue benefit to HAL (around £11 million). In short, the formula 
would recover from HAL around £29 million of assumed revenue that in 
reality never materialised. This example suggests that a more appropriate 
amount to be recovered from HAL in relation to 2020 is neither the amount 
being claimed by HAL in its submission (zero) nor the amount the CAA has 
assumed is correct (£40 million). The submissions made to us have not 
identified the correct adjustment needed.1367  

(e) This shows that the way in which the Dt term is incorporated into HAL’s price 
control can do much more than unwind the effects of capex having been 
forecast at too high a level: it can make HAL materially worse off and users 
(overall) materially better off than would have been the case had capex been 
forecast accurately.  

10.95 Our assessment, accordingly, shows that the application of the AK factor 
adjustment in accordance with the Final Decision increases HAL’s losses in 
relation to development capex financing costs in 2020 and 2021 given the much 
lower levels of passenger numbers in those years as a result of the pandemic. 

Other relevant factors 

10.96 In assessing the CAA’s decision to allow for the outcome described in sub-
paragraph 10.13 above to be implemented through the introduction of the AK 
factor, we have also considered the extent to which there may be countervailing 

 
 
1367 While in response to our Provisional Decision HAL submitted certain figures to us, they have not enabled us to 
identify the correct adjustment in a way that we can confidently and fairly rely upon. That is a matter for the CAA to 
determine following an appropriate process. 
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factors which could be understood as having an off-setting effect. We note that the 
Dt provisions are structured in a symmetric way such that HAL could be materially 
worse or better off, depending on whether the number of passengers is lower or 
higher than had been assumed when the price control was set. 

10.97 Accordingly, as highlighted in paragraph 10.94(e) above, HAL can be made 
materially worse off than would have been the case had capex been forecast 
accurately when the actual number of passengers is lower than had been 
assumed. The opposite also holds, in that HAL can be made materially better off if 
the actual number of passengers is higher than had been assumed. 

10.98 However, in our view the possibility that HAL might have been made better off 
under the Dt arrangements (through the subsequent application of a K (or AK) 
factor adjustment) cannot reasonably be regarded as off-setting the extent to 
which HAL would be made worse off as a result of those arrangements in 2020 
and 2021, given the scale of the fall in passenger numbers that resulted in the 
context of the pandemic (in a context where HAL typically operates at close to full 
capacity such that the scope for higher than expected volumes is relatively 
limited).  

10.99 The CAA’s assessment of the allocation of exogenous asymmetric volume risk 
under the price control arrangements was considered in detail in relation to 
Ground A. In line with our comments in paragraph 10.84, we have not received 
evidence indicating that the CAA considered the appropriateness of the identified 
over-recovery associated with the Dt factor. On the contrary, we note the CAA’s 
comments at the Ground D hearing that it did not spend a long time thinking about 
the application of the correction factor (see paragraph 10.83). 

10.100 It appears there were legitimate reasons during the pandemic for HAL to reduce its 
capex programme. We have not seen evidence that HAL was gaming the 
regulatory framework for financing capex. Hence, it would, in our view, have been 
reasonable (and necessary) for the CAA to consider this issue further without, in 
the exceptional circumstances that applied, being too concerned that this risked 
incentivising inappropriate behaviour.  

10.101 In the light of the above, our conclusion is that the CAA did not consider 
sufficiently the working of the Dt term given the exceptional circumstances of the 
pandemic. The CAA should have considered whether the operation of the 
standard K factor formula continued to be appropriate because of the effect of very 
low passenger numbers on capex underspend, which is to calculate an over-
recovery adjustment that far exceeds actual revenue recovery. 
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The adjustment for over-recovery of business rates 

10.102 As set out in paragraph 10.9 HAL’s charge control includes an adjustment term 
(BRt) in the formula which establishes its maximum allowed yield per passenger in 
year t, where BRt is equal to 80 per cent of the financial benefit that HAL has 
secured compared to the allowance for business rates that was provided for in its 
price control. Our assessment of the business rates component of the AK factor 
adjustment considers the following: 

(a) The workings of the BRt adjustment term. 

(b) Other relevant factors, including in particular the relevance of the sharing 
arrangements that were applied to the business rates allowance. 

The workings of the BRt adjustment term 

10.103 The BRt term included in the formula for the maximum allowed yield per 
passenger in year t is similar to the Dt capex term. The amount of over-recovery is 
fixed in absolute terms and was determined to be £75.3 million in total for 2020 
and 2021.  

10.104 Given that the BRt formula has the same characteristics that were identified above 
in relation to the Dt term, including that it takes no account of the effects of 
differences between forecast and actual passenger numbers, it can also result in 
HAL being required to return a significantly larger amount to users compared to a 
scenario when outturn passenger volumes were much closer to those forecast.  

10.105 One difference between capex and business rates adjustment is that the amounts 
to be returned to users in relation to business rates were identifiable and known 
following the 2017 rates revaluation and these amounts were independent of 
actual passenger volumes during Q6 and iH7. While the capex adjustment is also 
designed to return fixed amounts of under- or over-spends, the actual capex 
spending is more uncertain and is likely to have some relationship with passenger 
volumes.  

10.106 Nevertheless, while it is clear that HAL has indeed benefitted from paying lower 
business rates than assumed at the Q6 settlement, as with the capex spending it 
is not evident that HAL has over-recovered revenue in respect of the business 
rates allocation in 2020 and 2021 to the extent that the purely mechanistic 
application of the BRt1368 determined. In our view, this is a factor relevant to the 
overall assessment of whether to apply the AK factor in the manner the CAA did, 
but this was not taken into account by it in reaching its Final Decision. This can be 
illustrated by a consideration of the following points which take account of other 

 
 
1368 That is, again, as it would have applied absent the exceptional events of the pandemic and their effect on passenger 
volumes and revenues. 
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relevant factors – including the sharing arrangements related to business rates – 
and provide an indication of the effect of calculating the scale of the correction to 
be applied through the AK factor in a mechanistic way, as it would be calculated 
absent the effects of the pandemic.  

Other relevant factors 

The relevance of the sharing arrangements for business rates  

10.107 As with our assessment of the capex-related component of the AK factor 
adjustment above, we have considered the extent to which there may be 
countervailing factors which could be understood as having an off-setting effect to 
the implications of the workings of the BRt in 2020 and 2021 (described in 
paragraph 10.9). We note first that if passenger numbers had been in line with 
those taken into account in the setting of charges for 2020 and 2021, then HAL 
would have benefitted significantly from the business rate sharing arrangement 
The effect of the BRt arrangements for 2020 is illustrated in Table 10.2 below by 
showing HAL’s net financial position stemming from the over-recovery of revenue 
that its price control allowed for in relation to business rates. 

10.108 The table focuses on the fact that the price control which applied in 2020 (and 
2021) included an allowance for business rates which exceeded the level of 
business rates that HAL was required to pay. HAL identified the total amount of 
relevant over-recovery in relation to business rates as equal to around £43 million 
in 2020. If passenger numbers had been assumed to be 80 million (which is 
broadly in line with the forecast HAL used when setting its charges for 2020), the 
maximum per passenger yield would be around £0.50 higher than it would have 
been had an over-recovery not been allowed in relation to business rates. The first 
row of the table shows how the 80:20 sharing arrangements would have applied 
had the number of passengers been in line with that taken into account at the price 
control when 2020 charges were set: around £35 million of over-recovery would 
have been identified by BRt and returned to users (where relevant through a K 
factor adjustment); HAL would have retained the remaining £9 million as a form of 
out-performance benefit. 
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Table 10.2: HAL’s net financial position as a result of the over-recovery of revenue that its price 
control allowed for in relation to business rates: illustration of the impact of different outturn 
passenger numbers in 2020 

 Estimate of HAL’s over-
recovery, before sharing, 
based on the per 
passenger allowance 
related to Business Rates 

Identified over-recovery 
within the price control 
(after application of 80/20 
sharing): BRt 

Estimate of HAL’s net 
financial position as a result 
of over-recovery allowed 
for in the price control in 
relation to business rates 

Passenger numbers in line 
with those taken into 
account in the price control 
(c80m) 
 

£43 million £35 million £9 million 

Actual passenger numbers 
in 2020 (c22m) 

£9 million £35 million (£25 million) 

Source: CMA analysis 

10.109 The second row estimates the implications on HAL of the much lower than 
forecast passenger numbers in 2020 in the context of the pandemic. Given much 
lower passenger numbers, the increment to HAL’s maximum yield per passenger 
of around £0.50, as a result of the price control having allowed for over-recovery in 
relation to business rates, would only be expected to have provided HAL with 
around £9 million of additional revenue. However, as was highlighted above, the 
structure of the BRt adjustment is such that the price control continues to identify 
the level of over-recovery (to be returned to users) as £35 million. Given that, the 
net effect of the over-recovery that allowed for in the price control in relation to 
business rates was in 2020 – given passenger numbers in that year – a loss of 
around £25 million. In our view, the illustration shown in Table 10.2 highlights a 
number of points that are relevant to the assessment of HAL’s submissions in 
relation to business rates under this ground. In particular: 

(a) HAL can be identified as having over-recovered revenue to some extent as a 
result of the business rates arrangements, notwithstanding there being 
exceptionally low passenger numbers. User charges were higher as a result 
of the level of over-recovery on business rates than had been factored into 
the price control. 

(b) Under what would have been the much more likely circumstances that 
passenger numbers were broadly similar to those that had been taken into 
account when the price cap for 2020 was set, HAL would have benefitted 
significantly from the business rate arrangements (as shown in the table, it 
would have retained around £9 million). 

10.110 Again, however, whilst HAL may have benefitted to a certain degree in relation to 
the inclusion of the over-allowance for business rates in the interim price caps set 
for 2020 and 2021, our view is that the CAA had not sufficiently considered 
whether HAL did in fact over-recover to the extent that the purely mechanistic 
application of the AK factor formula identified. Given the exceptional 
circumstances of the COVID-19 pandemic and the resulting significant fall in 
passenger numbers, in our view the CAA should have at least considered whether 



 

437 

the figures derived from the application of the AK factor were appropriate and 
properly calibrated. 

The adjustment for over-recovery of passenger mix charges 

10.111 HAL’s NoA did not elaborate on the detail of this component and the CAA did not 
discuss this in detail in the Final Decision. We established through an RFI1369 that 
the approximate values of over- and under-recovery were: an over-recovery of £47 
million for ATMs because flights operated with low passenger loads; an over-
recovery of £20 million for prolonged aircraft parking; and an under-recovery of 
£16 million for departing passengers with more short-haul flights departing during 
the pandemic period relative to the normal levels of long-haul flights. The overall 
net position was an over-recovery of £51 million.  

10.112 We note that the scope for this form of over-recovery arises because HAL’s price 
control defines a maximum yield per passenger that it is not allowed to exceed, but 
HAL earns its revenues through a range of different charges. HAL consults each 
year on how it intends to set the levels of those charges in a way that is consistent 
with its maximum yield per passenger requirement.1370 It determines the levels of 
those charges based on assumptions concerning the composition of forecast 
traffic levels and the amounts it expects to be able to earn from charges not linked 
to passenger numbers (including parking fees). Under- or over-recovery relative to 
the maximum yield requirement, ie the price cap, can arise when outturn values 
differ from those assumptions. 

10.113 In its Response, the CAA said that: 

the importance of ensuring that over- and under-recoveries arising 
from HAL’s failure to calibrate airport charges in such a way as to 
be consistent with the Mt price cap has always been at the heart of 
the reasons for having a correction factor.1371 

10.114 However, the CAA’s evidence has not shown that it had a reliable basis for 
treating the differences between HAL’s actual yield per passenger in 2020 and 
2021, and the amounts allowed under its price control in those years, as having 
arisen because of a ‘failure’ on the part of HAL in terms of the way it set its 
charges. We agree with the CAA that the fact of 2020 and 2021 being exceptional 
COVID-19 impacted years – in that passenger numbers turned out to be 
significantly lower than forecast – does not in itself provide a reason for departing 
from the approach that would otherwise have been expected to apply in relation to 
identified under- or over-recovery. However, in line with our comments regarding 

 
 
1369 HAL, Response to CMA RFI H7 D001, 29 June 2023. 
1370 For example, CAA, Exhibit RT2, Exhibit to the second witness statement of Robert Toal., Heathrow Airport, Airport 
Charges for 2020, Consultation Document, September 2019, pages 790-846. (Public version, see: Heathrow Airport 
Limited) 
1371 CAA Response, paragraph 251.3. 

https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/doing-business-with-heathrow/flights-condition-of-use/consultation-documents/Airport-Charges%20Consultation-Document-Final.pdf
https://www.heathrow.com/content/dam/heathrow/web/common/documents/company/doing-business-with-heathrow/flights-condition-of-use/consultation-documents/Airport-Charges%20Consultation-Document-Final.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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the Dt and BRt terms (see paragraphs 10.89 to 10.101 and 10.102 to 10.110), our 
view is that under those circumstances the CAA should have considered whether 
the operation of the standard K factor formula, in the form the CAA ultimately 
decided to impose it, continued to be appropriate. 

10.115 In particular, HAL’s submissions regarding airlines’ decisions to fly planes with 
fewer passengers on board are relevant in this context. In our view, the 
submissions reflect a point that merited further attention by the CAA in deciding 
how the AK factor should apply. That is, the highly unusual circumstances that 
arose in the pandemic should have raised questions over whether the standard 
workings of the per-passenger yield price control provided an appropriate basis for 
determining over-recovery related to the passenger mix, and for this matter to 
have required closer consideration. 

10.116 We note in this connection that, with low numbers of passengers on board, the 
application of fixed or minimum charges that would – in more normal conditions – 
be considered appropriate can automatically imply over-recovery (because the per 
passenger revenue associated with those fixed/minimum charges is higher than it 
would have been had the expected level of utilisation occurred). In our view, in the 
unusual context of the COVID-19 pandemic, the scope for this kind of effect to 
have arisen should have attracted further assessment and due consideration by 
the CAA, as it represented a clear risk that the correction factor arrangements 
might generate perverse outcomes. The CAA did not do this. 

Determination of the overall statutory question 

10.117 In the light of our detailed review and assessment of the Parties’ submissions and 
supporting evidence, and as set out above, we determine that the CAA did not err 
in law or in the exercise of a discretion in deciding that an AK factor should apply 
at all. It was not wrong to apply any AK factor in the light of the losses HAL made 
in 2020 and 2021. We confirm the Final Decision to that extent. 

10.118 However, we also determine that the Final Decision was wrong because it was 
wrong in law, and because the CAA made an error in the exercise of a discretion, 
in applying the AK factor mechanism in respect of 2020 and 2021 in the way that it 
did to account for: 

(a) an underspend on capex in 2020 and 2021; 

(b) an over recovery caused by HAL’s business rates out-turning at levels lower 
than the Q6 allowance; and  

(c) an over-recovery in per passenger charges in 2020 and 2021 as a result of 
the airlines operating flights at Heathrow with fewer numbers of passengers 
than before the COVID-19 pandemic.  
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10.119 The CAA did not have regard to relevant considerations and did not meet its duty 
of enquiry. It assumed that, rather than properly considered whether, the AK factor 
should apply in the way it decided. The CAA was not in a position rationally to 
conclude that it should apply in that way. It also thereby made an error in the 
exercise of a discretion, deciding to impose the AK factor in the way that it did 
without taking account of relevant factors and where a clearly superior alternative 
– considering those factors and deciding on that basis the appropriate extent to 
impose the AK factor in line with its statutory duties – was open to it. 

10.120 Specifically, the CAA was wrong because it did not give due consideration to 
whether, in the exceptional circumstances that applied as a result of the pandemic, 
HAL did actually over-recover revenues to the extent a standard application of the 
correction factor would imply and that it was appropriate to provide for the 
recovery of those amounts. Passenger numbers in 2020 and 2021, during the 
COVID-19 pandemic, were so different to forecast levels, and the application of 
the standard correction factor calculation (to be applied through the AK factor) 
produced values that were so markedly higher than those resulting from K factor 
adjustments calculated in previous years, that the CAA was wrong not to have 
carried out a detailed assessment as to whether it was appropriate, given the 
exceptional circumstances, to determine the scale of the correction be applied 
through the AK factor in a purely mechanistic way. The CAA was wrong not to 
have considered whether it was more appropriate to calibrate each component of 
the AK factor adjustment more closely to HAL’s actual over-recovery of relevant 
revenues during the years 2020 and 2021. 

10.121 Accordingly, we allow the appeal insofar as it comprises the matters in paragraphs 
10.118 to 10.120. 
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11. Ground E: Capex incentives 

Introduction 

11.1 This chapter sets out our determination in relation to the ground of appeal 
regarding the CAA’s decision to introduce for H7 a modified capital expenditure 
(capex) incentives regime. 

Background 

11.2 HAL operates a ‘Gateway’ process through which prospective capex projects 
progress from Gateway 0, where the need for investment is identified, to Gateway 
8, where retrospective review of the delivered investment takes place.1372 Gateway 
3 (G3) is the stage at which a project transitions from ‘Development’ (ie the early 
stage where it is still subject to review) to ‘Core’ (ie projects which have a greater 
degree of certainty around their scope and costs).1373 

11.3 Under the Q6 framework, HAL was required to have agreed a project budget with 
airlines to allow each project to pass G3.1374 In addition, ‘key projects’ (identified by 
reference to criteria related to size and/or strategic importance) were subject to 
‘triggers’ which could result in defined penalties for late delivery (there were 11 
completed trigger projects in Q6).1375 The CAA set an overall capex envelope for 
Q6 based on the level of capex HAL had demonstrated was needed in its capex 
plan.1376 Alongside this, the Q6 framework included ex-post CAA review of HAL’s 
actual capex in order to establish whether capex had been inefficiently incurred 
and should not be added to HAL’s opening RAB for the next regulatory period.1377 

Final Decision 

11.4 The Final Decision introduced a new ex-ante capex incentives framework for H7 
that can be summarised as follows:1378 

(a) An incentive rate of +/-25 per cent to be applied to any under/overspend 
against a project’s budget agreed at G3. 

(b) A requirement for HAL to have agreed delivery obligations (DOs) with airlines 
for each project at G3, that should include a project’s expected output(s), 

 
 
1372 HAL NoA, paragraph 301. 
1373 HAL NoA, paragraph 302. 
1374 HAL NoA, paragraph 303. 
1375 HAL NoA, paragraphs 303 and 317. 
1376 Bobocica 1 paragraph 4.10. 
1377 Bobocica 1 paragraph 4.7. 
1378 Economic regulation of Heathrow Airport: H7 Final Decision’, CAP2524, March 2023 (see: Final and Initial Proposals 
for H7 price control | Civil Aviation Authority (caa.co.uk) (Final Decision), Section 2, paragraph 7.25. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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quality requirements and timing, elements that may be adapted to reflect the 
characteristics of a particular project. 

(c) Each DO to have a weighting to determine what proportion of baseline capex 
is associated with performance against it, and SMART indicators1379 should 
be established to determine whether or not each DO has been met, and the 
level of adjustment to baseline capex associated with non-delivery. 

11.5 Alongside the Final Decision, the CAA published a consultation document on draft 
guidance on capital expenditure governance under the new capex incentives 
framework that included consideration of how disagreements between HAL and 
airlines should be addressed.1380 

Grounds of appeal 

11.6 HAL appealed the Final Decision on the grounds that the CAA was wrong in law, 
or that the CAA made an error in the exercise of a discretion in relation to the 
capex incentives regime introduced by the CAA for H7. 

11.7 In our view, HAL’s arguments that the Final Decision is wrong in law can be 
grouped under six headings:1381 

(a) The design of the CAA’s capex incentives framework is contrary to the CAA’s 
statutory duty to promote economy and efficiency; 

(b) The design of the CAA’s capex incentives regime fails to take account of the 
interests of users of air transport - contrary to the CAA’s primary duty - by 
inappropriately prioritising the commercial interests of airlines; 

(c) The Final Decision for capex incentives is unnecessary – the Q6 
arrangements are working well and the CAA had no proper basis to introduce 
the intrusive new requirements relating to DOs;  

(d) The Final Decision is not targeted or proportionate and applies a blanket 
policy across all capex which bears no correlation to the benefits to users of 
air transport; 

(e) The CAA’s novel capex incentive framework is not transparent or 
accountable; and 

 
 
1379 ‘SMART’ Indicators: Specific Measurable Achievable Relevant and Time-bound indicators. 
1380 Final Decision, paragraph 7.30 and ‘Draft guidance on capital expenditure governance’, CAP2524G, March 2023, 
paragraph 4.2. 
1381 HAL NoA, section starting at paragraph 308. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/Draft%20guidance%20on%20capital%20expenditure%20governance%20CAP2524G.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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(f) The Final Decision is not consistent with regulatory best practice – the CAA 
fails to take account of relevant comparators and fails to consider 
consistency within its own price control decision. 

11.8 HAL further submitted that the CAA had erred in its exercise of discretion in 
relation to inefficiency compared with the existing framework for Q6 and owing to 
its prioritisation of the commercial interests of airlines above the interests of users 
of air transport at Heathrow.1382 

Issues to determine 

Overall statutory question for determination 

11.9 We are required to determine whether the Final Decision was wrong because it 
was wrong in law in relation to capex incentives, or whether it was wrong because 
the CAA made an error in the exercise of a discretion in relation to those 
incentives. 

Subsidiary questions for determination 

11.10 The subsidiary questions for our assessment, in order to determine the overall 
statutory question as to whether the Final Decision was wrong in law, are: 

(a) did the CAA err by failing to carry out its functions in a manner which it 
considered would further the interests of users of air transport services 
regarding the range, availability, continuity, cost and quality of airport 
operation services, by prioritising airlines’ commercial interests?1383 

(b) Did the CAA err, in performing its primary duty, by failing to have regard to 
the need to promote economy and efficiency on the part of HAL in its 
provision of airport operation services at Heathrow? 

(c) Did the CAA err, in performing its primary duty, by failing to have regard to 
the principle that regulatory activities should be targeted only at cases where 
action is needed? 

(d) Did the CAA err, in performing its primary duty, by failing to have regard to 
the principle that regulatory activities should be carried out in a way which is 
proportionate? 

 
 
1382 HAL NoA, paragraphs 292-293. See also HAL NoA, paragraphs 368-369. 
1383 This relates to the CAA’s general duty as set out in section 1(1) of the Act. Under section 1(3) of the Act, the CAA is 
required to have regard to certain matters when carrying out its general or ‘primary’ duties that are set out in sections 
1(1)-(2) of the Act. Sub-paragraph (b) of paragraph 11.10 relates to section 1(3)(c) of the Act and sub-paragraphs (c)-(f) 
of the same paragraph relate to the Better Regulation Principles in section 1(4) of the Act. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/general-duties/enacted
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/general-duties/enacted
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/general-duties/enacted
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/general-duties/enacted
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/general-duties/enacted
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/general-duties/enacted
https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/general-duties/enacted
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(e) Did the CAA err, in performing its primary duty, by failing to have regard to 
the principle that regulatory activities should be carried out in a way which is 
transparent and accountable? 

(f) Did the CAA err, in performing its primary duty, by failing to have regard to 
the principle that regulatory activities should be carried out in a way which is 
consistent? 

11.11 The subsidiary questions for our assessment, to determine the overall statutory 
question as to whether the Final Decision was wrong because the CAA made an 
error in the exercise of a discretion, are whether the CAA erred in introducing a 
requirement to agree DOs on all G3 projects on the basis that it: 

(a) would be inefficient compared with the existing Q6 framework; and/or 

(b) prioritised the commercial interests of airlines over the interest of users of air 
transport services. 

Summary of our approach and determination 

11.12 We have considered HAL’s contentions that the Final Decision was wrong 
because it was wrong in law, or because the CAA made an error in the exercise of 
a discretion in relation to capex incentives. The former includes an assessment of 
whether the CAA misdirected itself to or otherwise failed to comply with a variety of 
its statutory duties. The latter includes an assessment of whether the CAA made 
an error in the exercise of a discretion because it made a choice in circumstances 
where a clearly superior alternative was available to it, based on the alleged 
superior efficiency of the existing Q6 framework or the new framework’s alleged 
prioritisation of the commercial interests of airlines over users of air transport 
services. This assessment has been carried out in line with the legal framework 
described in chapter 3. 

11.13 Following an in-depth review and assessment of the Parties’ submissions and 
supporting evidence, and on the basis of the considerations set out in further detail 
below, we determine that the Final Decision was not wrong in law and that the 
CAA did not make an error in the exercise of a discretion in relation to capex 
incentives. 

Our assessment 

11.14 We begin by providing an overview of the Parties’ submissions. Under each of the 
six headings set out in paragraph 11.7 we then summarise the relevant 
submissions put forward by HAL in relation to errors of law and, where applicable, 
errors in the exercise of a discretion. We also summarise the submissions 
advanced in response by the CAA, and the submissions from the interveners on 
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this ground (BA and Delta – together the Airline Interveners). For each heading, 
we then set out our assessment of those submissions before presenting our 
determination on the relevant subsidiary question(s) for determination. Finally, 
after having assessed submissions under all of the six headings, we set out our 
determination on the overall statutory question. 

Overview of Parties’ submissions 

11.15 HAL submitted that the H7 capex incentives framework is contrary to the CAA’s 
primary statutory duty – its design is fundamentally flawed as it will not result in an 
efficient or economic capex incentive regime which operates in the interests of 
users of air transport. HAL further submitted that in introducing the H7 capex 
incentives framework, the CAA had failed in its statutory duty to have regard to the 
Better Regulation Principles1384 as the framework was not necessary, 
proportionate or targeted, transparent or accountable, nor was it consistent with 
relevant regulatory precedent.1385 

11.16 HAL submitted that, as a result, the Final Decision was wrong in law as the CAA 
had failed to take into account its statutory duties, in particular: its primary duty to 
further the interests of users of air transport services; its duty to promote efficiency 
and economy; and its duty to have regard to each of the Better Regulation 
Principles. HAL further submitted that, as a result, the CAA had erred in its 
exercise of discretion since it had made a decision which will create inefficiency 
compared with the existing framework for Q6 and prioritised the commercial 
interests of airlines above the interests of users of air transport at Heathrow.1386 

11.17 HAL also made representations in response to our Provisional Determination. In 
summary, it submitted that we had: 

(a) incorrectly interpreted the CAA’s statutory duty to have regard to certain 
matters (and wrongly provisionally determined that it had had such regard); 

(b) accepted at face value the CAA’s arguments about the justification for the 
framework, over-stated the flexibility provided by the framework and made 
irrational findings; and 

(c) not given it a chance to respond to our interpretation of the CAA’s statutory 
duties.1387 

 
 
1384 As set out in section 1(4) of the Act, those principles are that (a) regulatory activities should be carried out in a way 
which is transparent, accountable, proportionate and consistent, and (b) regulatory activities should be targeted only at 
cases in which action is needed. 
1385 HAL NoA, paragraphs 290-291. 
1386 HAL NoA, paragraphs 292-293. 
1387 HAL, response to PD, paragraphs 202-245. We include further assessment of HAL’s response to our Provisional 
Determination elsewhere in this chapter. 

https://www.legislation.gov.uk/ukpga/2012/19/part/1/chapter/1/crossheading/general-duties/enacted
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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11.18 At a high level, the CAA submitted that none of the arguments raised by HAL in its 
NoA and previously aired to the CAA had come close to showing that the Final 
Decision was wrong, rather than an exercise of regulatory judgement with which 
HAL disagrees.1388 The CAA submitted that it had had regard to the Better 
Regulation Principles, and in doing so, had reached a conclusion that HAL did not 
like – and that this did not show the CAA to have acted unlawfully or erred.1389 

11.19 At a similarly high level, the Airline Interveners submitted that they supported the 
CAA’s assessment of the need for change and expected the new capex incentives 
regime to be a proportionate, flexible and effective means of ensuring that capex is 
effectively and efficiently made. They further submitted that HAL was incorrect to 
state that airlines would be incentivised to act contrary to the interests or airport 
users.1390 The Airline Interveners submitted that the CAA had expressly directed 
itself to the need to have regard to the Better Regulation Principles in the Final 
Decision and went on to explain how it had regard to those principles in that 
decision.1391 They further submitted that an obligation to have ‘due’ regard was not 
a duty to achieve a particular result, but rather to have the ‘regard’ to the specified 
matters ‘that is appropriate in all the circumstances’.1392 

Inefficiency of the H7 regime compared with the existing Q6 framework 

HAL’s submissions 

11.20 HAL submitted that the CAA had failed to recognise HAL’s existing Q6 incentives 
to deliver projects efficiently. According to HAL, the Q6 arrangements already 
involved extensive engagement with customers, airlines and an independent 
expert; and contained extensive protections to ensure efficient delivery of capital 
projects, in particular considerable scrutiny of HAL capex, including incentives 
from Trigger Definition Sheets (TDS) and ex-post efficiency reviews. HAL further 
submitted that the Q6 framework was designed to let HAL work with airlines to 
deliver capital programmes in a flexible and timely way. According to HAL, capital 
projects that were successfully delivered in Q6 included the new Terminal 2, a new 
baggage system for Terminal 3 and new transfers security infrastructure for 
Terminals 3 and 5 (to name just a few examples).1393 

11.21 HAL submitted that the success of the Q6 framework was demonstrated by: a 
series of independent reviews that have consistently confirmed efficiency of HAL’s 
capex; the fact that there had been very limited issues of dispute escalated to the 
joint steering board in Q6 and only two projects escalated to the CAA in that time 

 
 
1388 CAA, Response to applications for permission to appeal (CAA Response), 31 May 2023, paragraph 264.  
1389 CAA Response, paragraph 283. 
1390 BA NoI paragraph 5.1.3; Delta NoI paragraph 5.3. 
1391 BA NoI paragraph 5.5.1; Delta NoI paragraph 5.24. 
1392 BA NoI paragraph 5.5.2; Delta NoI paragraph 5.25.  
1393 HAL NoA, paragraphs 310 and 311. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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(including the interim period); and construction industry recognition. HAL further 
submitted that the report by Steer1394 had reviewed the CAA consultation 
documents and had concluded that the current capex model was the best fit for 
Heathrow. According to HAL, this showed that it had effectively kept capex costs 
under control, and cost control was supported by an independent auditor providing 
visibility of key project development to stakeholders. HAL submitted that there was 
constructive engagement/close involvement between airlines and HAL – the 
governance process had run itself with minimal CAA intervention in relation to 
decision-making; and the process allowed for the necessary agility in light of the 
dynamism of the aviation industry.1395 

11.22 HAL further submitted that the CAA decided to amend the regime in spite of 
evidence showing the Q6 framework was working effectively. According to HAL, 
the CAA’s justifications were flawed: 

(a) In terms of stronger budget/timing incentives, HAL submitted that the CAA 
and independent reviewers had confirmed Heathrow had been operating 
efficiently under the Q6 framework and the current regime provided well-
designed and rigorous budget and timing incentives that were well-suited to 
Heathrow. 

(b) In terms of any suggestion that it was unclear to airlines whether 
benefits/outputs from projects had been delivered, HAL submitted that 
airlines already had access under the Q6 framework to extensive information 
about Heathrow’s capex projects. Information was provided to them via a 
Development Information Portal, regular monthly meetings and stakeholder 
groups, the current certification gateway process and independent review of 
projects. 

(c) In terms of suggestions that the passing of time and asymmetry of 
information can make ex-post reviews challenging, HAL submitted that, 
under the Q6 framework, the CAA had access to detailed information about 
capex projects throughout the relevant regulatory period (eg from numerous 
Independent Fund Surveyor (IFS) reports on real time project monitoring and 
monthly stakeholder governance meetings). 

(d) Finally, in terms of suggestions that the strength of HAL’s existing incentives 
became weaker over the course of the regulatory period, HAL submitted that 
ex-post efficiency reviews and ongoing monitoring by airlines/IFS under the 
Q6 framework provided strong incentives for HAL to act efficiently throughout 
the regulatory period regardless of when a project starts and ends. This 
factor could be relevant to the introduction of 25% sharing rate but did not 

 
 
1394 HAL, Steer: Heathrow airport – Assessment of CAA-consulted ex-ante capital allowance process, December 2019, 
submitted to CAA with HAL’s IBP submission 
1395 HAL NoA, paragraphs 311 and 312. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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provide a basis for the complex and intrusive DO requirement in the H7 
framework.1396 

11.23 HAL submitted that the design of the H7 framework would impose unworkable 
complexity in respect of at least 400 projects during H7 and result in significant 
increases in time and resources. According to HAL, the new DO requirements 
essentially amounted to a detailed contract between HAL and airlines for every 
project passing through G3, requiring formal renegotiation for any adjustments as 
the project progressed. HAL submitted that the new DO requirements went much 
further than the previous Q6 ‘trigger’ regime – there were new requirements on 
quality, weightings and additional regulatory importance of scope. According to 
HAL, the requirements applied to all projects regardless of size or significance and 
they required agreement with airlines on ex-post detailed reconciliation for each 
project. HAL further submitted that the average time spent agreeing TDS was 
eight months in Q6. TDS were only needed for the largest/most important projects 
and were focused on timing and required considerably less detailed levels of 
agreement than DOs which extended to scope and quality, as well as weightings 
and SMART indicators. HAL predicted that the new framework would result in an 
approximately 90 times increased workload and an increase of c.25% in terms of 
time required to reach an investment decision on an individual project. HAL 
estimated c.80 new recruits would be needed to add to an existing team of 260 
due to the new regime.1397 

11.24 HAL further submitted that the H7 regime introduced inefficiency by failing to 
recognise the way complex capex projects were managed in practice at Heathrow. 
HAL said that the blunt ‘one size fits all’ approach did not take into account the 
variety and complexity of projects at Heathrow. It submitted that variable supply 
and demand meant HAL needed flexibility to alter supply levels within a short 
space of time – which was different to other regulated industries. HAL further 
submitted that a high level of responsiveness was needed as much of its capex 
project work took place with a lack of certainty as to when work could be executed. 
According to HAL, projects were executed in a live operational environment and 
disruption to passengers had to be minimised. HAL also submitted that projects 
undertaken by it during H7 will take place in a particularly unpredictable 
environment due to the evolving impact of the recovery from the COVID-19 
pandemic and evolving statutory requirements and environmental and planning 
consents. According to HAL, the H7 DOs resulted in a loss of flexibility – this 
limited HAL’s ability to be responsive to developments, and disincentivised it from 
taking courses of action that did not align with DO outputs even if more efficient or 
better value options were available.1398 

 
 
1396 HAL NoA, paragraph 313. 
1397 HAL NoA, paragraphs 315-322. 
1398 HAL NoA, paragraph 323. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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11.25 HAL also submitted that the new regime did not account for natural evolution or 
refinement of the scope of projects and did not consider HAL’s incentives in this 
context, unlike the Q6 regime. According to HAL, the new regime lacked the agility 
of Q6 and would be detrimental to HAL’s efficient running and delivery of capex 
projects. HAL submitted that the H7 framework would only be workable if the exact 
costs of capex projects were known in advance, the scope of the project was 
unlikely to change and there was little scope for disagreement with airlines over 
content of DOs – but these features were absent from the vast majority of capex 
projects at Heathrow.1399 

11.26 HAL further submitted that the CAA’s statement in its Final Proposals that HAL 
should undertake ‘necessary optioneering and planning during the development 
stage of projects to a sufficient quality to derive a P50 cost estimate for G3’ did not 
address HAL’s concerns. HAL said that it was ‘hamstrung’ by significant risks that 
projects would not satisfy detailed DO requirements on scope, quality and timing 
agreed at G3. It submitted that this meant it would be disinclined to proceed with 
projects until airline agreement was achieved on detailed DO parameters at G3 – it 
would be too risky to procure work beforehand. If the scope of work changed 
during projects, HAL would be further delayed due to the requirement to 
renegotiate with airlines each time potential changes were needed.1400 

11.27 HAL additionally said that its contractors kept quotations open for around one 
month on average (and this was trending downwards) and that this was not 
compatible with the H7 DO requirements. According to HAL, requiring quotations 
to stay open longer will result in a premium on quoted prices.1401 

11.28 HAL alleged that the new regime was therefore incompatible and inconsistent with 
the way that projects were managed and procured at Heathrow and will lead to 
delays, higher costs and inefficiency. According to HAL, there will likely be a 
compounding effect/’domino effect’ across projects as one delays another.1402 

11.29 HAL also submitted that the DO regime did not promote efficient incentives. 
According to HAL, the H7 capex regime would incentivise airlines to be inflexible 
during the process of agreeing the DOs and to negotiate strongly for DOs that 
were in their short-term commercial interests, even if they did not produce a better 
outcome for consumers. HAL submitted that a failure to meet stringent 
requirements would maximise likelihood of disallowed capex, reducing airport 
charges in future. HAL further submitted that the H7 regime incentivised it to be 
more risk-averse and encouraged it to focus on delivering exactly what was set out 
in DOs – which created a risk of achieving worse outcome for users of air 
transport. Flexibility was unnecessarily restricted and this stifled innovation. HAL 

 
 
1399 HAL NoA, paragraphs 325 and 326. 
1400 HAL NoA, paragraphs 327 and 328. 
1401 HAL NoA, paragraphs 329-331. 
1402 HAL NoA, paragraph 333. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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said that this meant that focus was incorrectly placed on outputs rather than 
outcomes. HAL submitted that it would likely be driven to break projects down into 
smaller projects, in order to carry out works earlier in the project life cycle and 
avoid discovering issues later when there was a possible penalty under the new 
regime. According to HAL, this was likely to increase bureaucratic burden and 
delay.1403 

CAA Response 

11.30 The CAA submitted that the purpose of the requirements was to ensure that there 
were appropriate incentives in place for HAL to make capital investments 
efficiently. The CAA submitted that ex-ante incentives, where HAL shared a 
proportion of the benefits of delivering capex projects below a set budget and 
shared a proportion of the costs of any over-spend against that budget, was the 
best way to create such incentives. According to the CAA, this approach provided 
incentives for HAL to improve the efficiency of its capital spending such that users 
of air transport services should not end up paying for inefficiently incurred costs, 
that otherwise might be added to HAL’s RAB.1404 

11.31 The CAA submitted that the capex incentive framework disclosed no breach of the 
duty to have regard to the need to promote economy and efficiency. According to 
the CAA, HAL has entirely mis-stated this duty. The CAA submitted that HAL’s 
argument was based around the premise that the CAA had a direct obligation to 
promote economy and efficiency, when the CAA’s obligation was in fact to further 
the interests of consumers, having regard to the need to promote economy and 
efficiency. The CAA submitted that this was a key distinction and none of HAL’s 
submissions showed that the CAA had failed to have regard to this need. The CAA 
submitted that in any case it considered that its proposals would, in practice, 
promote economy and efficiency in the delivery of capital projects.1405 

11.32 The CAA also submitted that it was not disputed that HAL had incentives to deliver 
investment projects efficiently under the existing Q6 arrangements. However, the 
CAA said that its analysis of capital projects in Q6 identified several issues 
suggesting HAL’s incentives to deliver efficiently were misaligned and relatively 
weak, particularly on more complex projects.1406 The CAA submitted that while the 
CAA’s Q6 capex review found that lower-value projects were generally delivered 
efficiently, airlines argued that all four of the sample of more complex projects that 
the CAA assessed were developed and/or delivered inefficiently.1407 The CAA also 
stated that its analysis of that sample did not lead to it to conclude that these more 
complex projects had been developed or delivered efficiently (consistent with the 

 
 
1403 HAL NoA, paragraphs 334-338. 
1404 CAA Response, paragraph 257. 
1405 CAA Response, paragraph 267. 
1406 CAA Response, paragraph 268. 
1407 CAA Response, paragraph 268.1. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf


 

450 

precedent established previously by the CMA and used in the RP3 price review of 
NERL, the relevant test used at the Q6 ex-post review was whether spending was 
demonstrably inefficient and wasteful).1408 According to the CAA, its analysis also 
showed that ex-post assessment of projects was often difficult due (in particular) to 
the passage of time, which made it difficult to identify, quantify and then attribute 
inefficiencies, as well as asymmetry of information - noting that HAL’s information 
on project completion and post-hoc evaluation was particularly weak.1409 

11.33 The CAA submitted that against this background it was entitled to take the view 
that further incentives were required and that the fact of some ‘success’ under Q6 
did not affect this. According to the CAA, even if it had some scepticism about 
purported Q6 ‘success’, the important point was that the CAA had formed the view 
that HAL could do better – and the fact that HAL was already doing well was 
irrelevant to that point.1410 

11.34 With regard to the Steer report (which the CAA pointed out was prepared before 
expansion of Heathrow was paused), the CAA submitted that the fact it disagreed 
with the CAA’s eventual conclusion disclosed no error. According to the CAA, it is 
well within its margin of appreciation to prioritise a higher degree of clarity and 
certainty on project outputs and timescales instead of more emphasis on flexibility 
as suggested by the Steer report.1411 

11.35 The CAA submitted that, in any event, there was no explanation in HAL’s appeal 
of how further incentivising efficiencies might be a breach of a duty to have regard 
to the need to promote efficiency. It said that such an explanation would not be 
possible.1412 

11.36 In terms of ‘unworkable complexity’, the CAA submitted that this was mere 
disagreement by HAL with the framework and disclosed no error. The CAA 
submitted that its Final Decision was practical and proportionate. In support of this, 
the CAA said the following: 

(a) The CAA had sought to build on existing HAL-airline governance 
arrangements, and not introduce new decision points in the process. This 
was why the CAA had specified that DOs and baselines should be agreed at 
G3, the point at which HAL already needed to obtain airline agreement for 
the investment decision. The CAA considered that the existing discussions 
which took place leading up to and as part of the G3 investment decision can 
readily be extended to include the definition of DOs, and that, in fact, a 
stronger discipline around clearly defining (and recording) the scope, quality 

 
 
1408 CAA Response, paragraph 268.2. 
1409 CAA Response, paragraph 268.3. 
1410 CAA Response, paragraph 269. 
1411 CAA Response, paragraph 270. 
1412 CAA Response, paragraph 271. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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and timescales for each project would make the G3 discussions more 
effective, rather than hindering them. 

(b) HAL was exaggerating the differences between the existing framework and 
the proposals for ex-ante incentives, in terms of the governance 
arrangements between HAL and airlines. Elements of what was delivered 
(output) and quality (to what standard) were typically covered as part of 
signing off triggers, albeit only in relation to a subset of projects. Therefore, 
the CAA did not agree with the comparison between triggers and DOs set out 
by HAL. The CAA submitted that in defining triggers, HAL necessarily had to 
engage with airlines on what would be delivered (both in terms of scope and 
quality), and these parameters were also recorded as part of the TDS, which 
formed the basis of the trigger. HAL had considerable scope to manage the 
process to ensure it was effective and efficient and did not unduly delay 
projects. 

(c) In terms of HAL’s arguments around the additional complexity due to the 
need to agree weightings, for the purpose of streamlining the process of 
setting DOs, in the first instance the CAA expected weightings to be evenly 
allocated across DOs (as explained in the draft guidance on capital 
expenditure governance). As the parties gained experience with the new 
framework, the CAA expected HAL and airlines will be able to make the 
judgements necessary to assign broad weightings to the importance of 
different deliverables. 

(d) HAL had provided some information around the average time spent in Q6 
drafting a TDS and argued that this was an indication of the level of effort that 
would need to be applied to each DOs in H7. On the basis of this information, 
HAL had extrapolated that the introduction of DOs would result in an 
increased workload, by comparison with the work involved in administering 
triggered Q6 projects, by approximately 90-times. However, the CAA 
submitted that this analysis was flawed. As triggers applied to the largest and 
most important projects (by HAL’s own account), the CAA would expect the 
time taken to agree triggers in relation to these projects to be longer than for 
smaller and more routine projects. The CAA would therefore expect the time 
required to agree DOs for the majority of projects in HAL’s portfolio to be 
much lower than the time needed to agree DOs for larger projects. 

(e) Further, the CAA noted that understanding what would be delivered was 
inherent to the proper assessment and planning of any project. Presenting 
this in a straightforward and transparent way to airlines should promote 
effective dialogue and strengthen both relationships and engagement. 
Overall, this should promote effective and efficient decision making, rather 
than hinder or obstruct the process as HAL appeared to be suggesting. 
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(f) The CAA had also engaged extensively with HAL and airlines following the 
publication of the Final Proposals, to develop guidance for implementing the 
H7 ex-ante capex incentives framework in the most effective and 
proportionate way. To this end, the CAA established a programme of 
engagement with HAL and airlines (workshops) to work through some of the 
practical implementation issues associated with its proposals. The work the 
CAA had done with HAL and airlines (which has been taken forward by HAL 
and airlines on a bilateral basis since the publication of the Final Decision) to 
define standard information that should be provided at G3 (and before) in 
relation to each project would significantly streamline the process of agreeing 
budget baselines and DOs at G3, and overall improve the engagement 
between HAL and airlines as part of the capex governance process.1413 

11.37 In terms of an alleged failure to have regard to how complex capex projects are 
managed in practice at Heathrow, the CAA submitted that it has had regard to this 
consideration but had drawn different conclusions in the exercise of its regulatory 
judgement than those HAL would have liked. The CAA submitted that its 
framework was designed to be sufficiently flexible to accommodate projects of 
varying size and complexity. According to the CAA, it was entitled to expect HAL 
to manage and plan its portfolio of projects in an efficient, transparent manner that 
recognised the need for flexibility around operational constraints and variable 
demand patterns – in common with other airport managers/owners and other 
infrastructure managers in the transport sector in particular. The CAA submitted 
that the framework recognised that the scope of projects may change after G3 
approval, while providing enhanced certainty for all parties through the use of 
DOs.1414 

11.38 In terms of any alleged unnecessary delay and uncertainty in the procurement of 
suppliers, the CAA submitted that the new framework would not introduce 
unnecessary delay. According to the CAA, relying on witness evidence, some of 
the flexibilities under the existing framework undermined the accountability HAL 
should have for the efficient delivery of capex projects. The CAA, relying on 
witness evidence, further explained that the new arrangements were consistent 
with an efficient contracting process, which should have a reasonable focus on 
project deliverables and efficient change control. The CAA noted that currently G3 
was the approval gateway at which HAL committed with airlines to a firm price for 
a project – and that would not change in future. The CAA submitted that, similarly, 
the change control process (used when project scope or cost changes after G3) 
would be retained in the new framework.1415 

 
 
1413 CAA Response, paragraphs 272 and 273. 
1414 CAA Response, paragraph 274. 
1415 CAA Response, paragraph 274. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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11.39 In terms of an alleged failure to promote efficient incentives, the CAA submitted 
that this claim was misguided and would in any event indicate no breach of the 
duty to have regard to the need to promote efficient investment.1416 The CAA 
submitted that there was no evidence that it was likely that the design of the ex-
ante incentive framework would incentivise airlines to be inflexible during the 
process of agreeing DOs. According to the CAA, DOs should be objective 
measures of what a project was going to deliver, by when and to what standard, in 
accordance with its (so far draft) guidance on capital expenditure governance. The 
CAA submitted that in any event, it would act as ultimate arbiter in cases where 
HAL and airlines cannot agree a DO (or a baseline) at G3, which would ameliorate 
any alleged risk of airlines acting deliberately inflexibly.1417 

11.40 In terms of arguments that the inclusion of knife-edge scope requirements 
incentivised HAL to be more risk-averse and encouraged it to focus on delivering 
exactly what was set out in the DOs, the CAA submitted that this was based on a 
misunderstanding of DOs being ‘knife-edge’ (ie either they are met or not met in 
full). According to the CAA, the framework does not specify knife-edge DOs by 
default, and the CAA explicitly explained this to HAL ahead of its submission of the 
Notice of Appeal (including at a meeting on 6 April 2023), and also stated this in 
the Final Proposals where the CAA said that when agreeing indicators to establish 
whether a DO had been met, these can include indicators for ‘partial’ delivery. 
According to the CAA, it had made clear at every stage that it was open to HAL 
and airlines agreeing DOs that suit the circumstances of each particular project, 
rather than seeking to set out a prescriptive approach for those DOs.1418 

11.41 As to the arguments that the ex-ante capex incentives would drive HAL to break 
projects down into smaller projects, to seek to carry out more works earlier in the 
project life cycle in order to identify any issues (ie asbestos, or ground works 
issues), and therefore minimise its risk of overspend, the CAA submitted that there 
may be occasions where proceeding on the basis of smaller projects was an 
efficient and reasonable approach. However, according to the CAA, there was no 
evidence the ex-ante arrangements would create an undue incentive for HAL to 
behave in this way (and it cannot reasonably be assumed). The CAA submitted 
that, as part of good-practice project development, HAL should seek to identify 
and manage relevant risks (in a proportionate way), including when preparing cost 
estimates to be submitted for G3 approval. The CAA submitted that HAL’s G3 cost 
estimates should, in accordance with its own governance framework and 
protocols, be calculated on a P50 basis (ie a reasonable central estimate). 
According to the CAA, this approach should allow for the reasonable management 

 
 
1416 CAA Response, paragraph 275. 
1417 CAA Response, paragraph 275.1 
1418 CAA Response, paragraph 275.2 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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of uncertainty, as over its portfolio of projects it would be able to manage risk and 
should not expect to make windfall losses or gains.1419 

11.42 The CAA further submitted that HAL’s argument that the risk associated with the 
typical distribution of cost estimates for capex projects was asymmetric is 
irrelevant. According to the CAA, the Final Decision explained that the capex 
baseline to be applied for projects under the H7 framework should reflect an 
agreed reasonable central estimate of costs. The CAA submitted that while it is 
true that the distribution of cost estimates for many capex projects was typically 
asymmetric, the baseline for each project should be specifically developed to aim 
to ensure that HAL’s risk exposure represented a ‘fair bet’. According to the CAA, 
HAL was responsible for ensuring that its cost estimates contained a reasonable 
allowance for risk when proposing a baseline, and for managing delivery of 
projects to ensure that project costs were (as far as practicable) controlled. The 
CAA submitted that if HAL believed that a particular project was likely to have a 
higher-than-average risk of relatively high-cost over-runs, then it should propose 
additional allowances for that exposure, consistent with good practice.1420 

Interveners’ submissions 

11.43 The Airline Interveners submitted that the ‘independent reviewers’ referred to by 
HAL were not tasked with confirming the efficiency of capex during Q6, nor were 
they in a position to do so. According to the Airline Interveners, the independent 
reviewers demonstrated that the majority of projects were delivered within budget 
and within schedule and that this was not an assessment of efficiency. They 
submitted that the Steer report referred to by HAL, for example, complimented 
HAL’s controls on costs and finances, but this did not equate to efficiency or value 
for money. They submitted that it did not address (nor did it have the metrics to 
address), for example, whether quality compromises were made or projects were 
de-scoped (and therefore provided reduced consumer benefits) so as to bring 
them within budget. They also submitted that it would not determine, or even 
consider, whether the projects were themselves ‘gold plated’ (ie unnecessarily 
went beyond what was required to deliver the desired consumer benefits).1421 

11.44 The Airline Interveners submitted that the absence of disputes during Q6 was also 
not a metric of efficiency. They also said that this fact does not support the 
assertion later made by HAL that airlines had in the past adopted, or are likely to 
adopt, an obstructive and adversarial approach to the delivery of capital projects. 
They further submitted that industry recognition in respect of certain Q6 projects 
was not evidence of efficiency. According to the Airline Interveners, a project may 
well be innovative and at the same time provide poor value for money by reference 

 
 
1419 CAA Response, paragraph 275.3. 
1420 CAA Response, paragraph 285.2. 
1421 BA NoI, paragraph 5.2.4; Delta NoI, paragraph 5.7. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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to the consumer benefits it delivers. They also submitted that the considerations 
taken into account by an awarding body in respect of a particular project and the 
conclusions it reaches cannot be said to extend to all of HAL’s other capex 
projects.1422 

11.45 The Airline Interveners also submitted that it was demonstrably not the case that 
the existing regime was working successfully, efficiently, and in the interests of 
users of air transport, and supported the CAA’s assessment of the need for 
change.1423 They said that the ex-post review of projects, often many years after 
the G3 decision, was difficult and time consuming. They said that it involved 
proving that spend was inefficient rather than assessing whether it was efficient by 
reference to transparent DOs. They submitted that an ex-post review many years 
after a project is initiated often meant that many of those with the institutional 
memory necessary to contribute to a review may have moved onto other 
employment.1424 

11.46 The Airline Interveners additionally submitted that the existing regime was 
inefficient and ineffective. They said that it was extremely challenging to conduct a 
meaningful review of the efficiency of a project as matters stood because of the 
passage of time and asymmetry of information between the regulated company 
and regulator. According to the Airline Interveners, there were examples of this 
difficulty emerging in practice.1425 They also submitted that difficulties arose at the 
front end of the process, noting that throughout Q7, and with reference to a 
particular example, HAL had failed to provide the airlines with sufficient details of 
its capital plans for the airlines to conduct a meaningful ex-ante assessment of the 
potential for projects to achieve value for money.1426 

11.47 The Airline Interveners said that that it was simply good project and programme 
management for HAL to set DOs for every project around cost, scope and 
schedule. By contrast, they submitted that their experience was that the Q6 regime 
simply led to inefficiency, with HAL assuming no meaningful risk for poor delivery 
performance.1427 

11.48 The Airline Interveners submitted that they did not understand how HAL had 
formed the review that its workload would be increased by approximately 90 times 
under the new regime. They submitted that HAL ought already to be undertaking 
the same tasks which it would be required to undertake in the H7 process. They 
submitted that the Q6 process required airlines’ approval at G3 stage and the key 
feature of the H7 changes was a requirement clearly to articulate at that stage the 

 
 
1422 BA NoI, paragraph 5.2.4; Delta NoI, paragraph 5.7. 
1423 BA NoI, paragraph 5.2.1; Delta NoI, paragraph 5.4. 
1424 BA NoI, paragraph 5.2.2; Delta NoI,paragraph 5.5. 
1425 BA NoI, paragraph 5.2.2; Delta NoI,paragraph 5.5. 
1426 BA NoI, paragraph 5.2.2; Delta NoI, paragraph 5.5. 
1427 BA NoI, paragraph 5.2.3; Delta NoI, paragraph 5.6. 

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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output, quality and timing of the capital investment being approved. BA and Delta 
submitted that this was information that any competent project manager should be 
able to produce.1428 They further submitted that, under the H7 process, HAL would 
be incentivised to share key information on a timely basis to enable the agreement 
of meaningful DOs which it would, in turn, be incentivised to meet, which was not 
currently the case and led to entirely avoidable delays in reaching agreement.1429 

11.49 The Airline Interveners further submitted that they were confident that the system 
designed by the CAA was sufficiently flexible to address the variety and complexity 
of projects undertaken by HAL. They submitted that the CAA had been well aware 
of the range of projects when it was developing its proposals and it was clearly not 
the case that each project would involve the same level of resourcing and 
administration irrespective of size or scope. They also submitted that flexibility was 
provided by the change control process which would remain in place, recognising 
that changes in circumstances may justify changes to projects. According to the 
Airline Interveners, past experience demonstrated that airlines approached such 
requests in a pragmatic and constructive manner and this sort of process 
remained available to HAL and the airlines under the CAA’s new capex 
governance framework.1430 

11.50 The Airline Interveners submitted that if the airlines and HAL reached an impasse, 
airlines did not have a right to exercise a veto or frustrate a project which HAL 
considered was in the interests of users. They submitted that this was because 
explicit provision was made for the CAA to act as arbiter in the event that HAL and 
airlines could not reach agreement.1431 

11.51 The Airline Interveners also said that HAL would be incentivised to do proper 
scoping and surveying work at the initial stages of projects to identify issues of the 
type referred to by HAL before significant costs were incurred. They submitted that 
this was a feature, rather than a flaw, in the new capex processes.1432 

Our assessment 

11.52 At the outset, and in light of HAL’s response to our Provisional Determination, we 
note the following points that are relevant both to this part of our assessment of 
capex incentives and to other areas of this chapter: 

(a) In response to our Provisional Determination, HAL submitted that our 
analysis of the CAA’s compliance with its statutory duties was flawed. 
According to HAL, we failed to recognise that a duty to have regard to certain 

 
 
1428 BA NoI, paragraph 5.3.4; Delta NoI, paragraph 5.12. 
1429 BA NoI, paragraph 5.3.5; Delta NoI, paragraph 5.13. 
1430 BA NoI, paragraph 5.3.7; Delta NoI, paragraph 5.15. 
1431 BA NoI, paragraph 5.4.7; Delta NoI, paragraph 5.22. 
1432 BA NoI, paragraph 5.3.6; Delta NoI, paragraph 5.14. 
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matters requires meaningful engagement with the statutory criteria. HAL cited 
a variety of case law in support of its contentions that a rigorous approach is 
required: a mere ‘box-ticking’ exercise is not sufficient, the assessment is not 
a binary one, duties should be integral to the decision-making process,1433 
and that referring to the mere use of mantra, or to the fact that the CAA 
simply turned its mind to certain matters, rather than reviewing the substance 
of a decision and its reasoning, is not capable of showing that a statutory 
duty has been performed.1434 

(b) We agree in principle with the points raised by HAL in terms of the meaning 
of a duty to have regard to certain matters.1435 That is, while it is a duty of 
process rather than outcome, we agree that the obligation is one that 
requires the CAA properly and conscientiously to take certain matters into 
account in making its decisions. 

(c) Our assessment below is a review of the evidence relevant to each of HAL’s 
pleadings (where they relate to a duty to have regard to a particular matter). 
We consider whether the CAA: has carried out a conscious directing of the 
mind to the obligations entailed by its statutory duties;1436 did not merely 
carry out a ‘box-ticking exercise’; considered its obligations with vigour and 
an open-mind;1437 and had a proper and conscious focus on the statutory 
criteria as part of its decision-making.1438 

(d) Consistent with the case law, we have not sought to assess the weight given 
by the CAA to particular statutory matters compared with other statutory and 
non-statutory matters when considering whether the CAA had regard to a 
particular matter.1439 While the CAA is required to have regard to certain 
statutory factors, once it has met that obligation it is clearly entitled to 
exercise substantial discretion, judgement and assessment in deciding how 
these statutory factors should be weighted, both between each other and in 
the context of a variety of other non-statutory factors it will inevitably have to 
consider when taking decisions.1440 Provided we assess, in the round based 
on the body of evidence before us, that the relevant statutory matter was 
properly and conscientiously taken into account by the CAA, and weighed in 

 
 
1433 HAL Response to PD, paragraph 214. 
1434 HAL Response to PD, paragraphs 215-216. 
1435 However, we note in this context that much of HAL’s evidence related to the concept of ‘due regard’ (mainly in the 
context of the public sector equality duty),when the relevant duties under the Act are expressed simply in terms of 
‘having regard’. We do not consider it necessary to conclude on any difference between having ‘due’ regard and having 
regard as we are satisfied that the Final Decision was not wrong in law on either standard in relation to capex incentives. 
1436 See R (Meany) v Harlow District Council [2009] EWHC559 (Admin), paragraph 74. 
1437 See R (Domb) v Hammersmith and Fulham LBC [2009] EWCA Civ 941, paragraph 52. 
1438 See R (Hurley and Moore) v Secretary of State for Business Innovation & Skills [2012] EWHC 201 (Admin), 
paragraph 78. 
1439 See R (Hurley and Moore) v Secretary of State for Business Innovation & Skills [2012] EWHC 201 (Admin), 
paragraphs 77-78 and R (Baker) v Secretary of State for Communities and Local Government [2008] EWCA Civ 141, 
paragraph 34. 
1440 See R (Pharmaceutical Services Negotiating Committee) v Secretary of State for Health [2017] EWHC 1147 (Admin), 
paragraph 81. 
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the balance, it will have complied with its obligations under the relevant part 
of the Act.1441 

(e) HAL also submitted that the CMA had failed to engage with the contents of 
Appendix G to the Final Proposals (in which the CAA assesses the 
compatibility of its H7 capex framework with its statutory duties).1442 HAL 
provided several examples, both of our treatment of Appendix G and its 
contents, to support its contentions about the CAA’s statutory duties relating 
to matters such as proportionality, accountability and consistency.1443 HAL 
submitted that, on proper analysis, it is clear that Appendix G is 
unsatisfactory, superficial and, at times, incomprehensible – and therefore 
cannot and should not be used as a model for how statutory duties are 
complied with by the CAA.1444 

(f) We observe that Appendix G to the Final Proposals is only one piece of 
evidence we have considered when assessing whether the Final Decision 
was wrong as HAL alleged. The omission from Appendix G or from any other 
part of the Final Decision of any particular point considered relevant by HAL 
is not necessarily indicative that the CAA failed to have regard to a particular 
statutory matter.1445 

(g) We have assessed the CAA’s consideration of relevant statutory matters in 
light of the arguments advanced by HAL and the overall body of evidence we 
have seen. Even if Appendix G was somehow deficient, this would not on its 
own show a breach of the CAA’s statutory duties where the CAA 
demonstrated its compliance in other parts of the Final Decision (and even 
without a dedicated formal assessment).1446 

(h) In light of the above, and as we go on to explain, we do not find HAL’s 
submissions about our interpretation of the CAA’s statutory duties, its 
performance of them, or our treatment of Appendix G to be persuasive. 

11.53 Having made the above observations (which are applied further below), we have 
organised our assessment of HAL’s arguments relating to the alleged inefficiency 
of the H7 capex incentive regime by reference to the following matters it put 
forward: 

 
 
1441 This formulation was adopted in R (British Gas Limited) v The Gas and Electricity Markets Authority [2019] EWHC 
3048 (Admin), paragraph 14. 
1442 HAL Response to PD, paragraph 203. 
1443 HAL Response to PD, paragraphs 213 and 217. 
1444 HAL Response to PD, paragraph 220. 
1445 See R (on the application of Hurley and Moore) v Secretary of State for Business Innovation & Skills [2012] EWHC 
201 (Admin), paragraph 87. 
1446 See R (on the application of Hurley and Moore) v Secretary of State for Business Innovation & Skills [2012] EWHC 
201 (Admin), paragraphs 73-74; R (on the application of Sheakh) v London Borough of Lambeth [2021] EWHC 1745 
(Admin), paragraph 148. 
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(a) HAL’s existing Q6 incentives to deliver projects efficiently; 

(b) the scope for cost increases, delays and unworkable complexity under the 
H7 framework; 

(c) compatibility of the H7 framework with how complex capex projects are 
managed in practice; and 

(d) the H7 framework and the promotion of efficient incentives. 

11.54 We note, as an overarching point, that we are not persuaded that HAL has 
presented compelling evidence to support the idea that the CAA failed to have 
regard to the statutory matter under discussion in this section (the need to promote 
economy and efficiency on the part of HAL). In this context, we note that much of 
the evidence presented by HAL instead appears to go to the question of whether a 
particular result was achieved, rather than whether the CAA had the required 
regard to the statutory matter. 

11.55 We further note that in Appendix G to the Final Proposals, the CAA considered the 
need to promote economy and efficiency by HAL. For instance, at Table G.2 to 
Appendix G, the CAA expressly assessed why, in its view, the benefits of the H7 
framework would outweigh potential risks and would overall promote greater 
economy and efficiency on HAL’s part. 

11.56 We observe that this assessment covered HAL’s incentives under the new 
framework, the benefits and risks of the new approach, and submissions from 
stakeholders and HAL. While Appendix G is not in and of itself determinative of the 
issue, it lends support, in our judgement, to the idea that the CAA had regard to 
the need to promote economy and efficiency by HAL in its provision of airport 
operation services at Heathrow.1447  

11.57 We have also considered the further matters set out below which go to the regard 
the CAA had to such matters, as well as to our assessment of the alleged error of 
discretion. 

HAL’s existing Q6 incentives to deliver projects efficiently 

11.58 In our view, the evidence does not demonstrate that the CAA failed to recognise or 
properly consider the desirable features of the Q6 regime when deciding that a 
new, ex-ante capex incentives framework should be introduced for H7, or that the 

 
 
1447 We further note that the Initial Proposals contained a similar Appendix H detailing the CAA’s assessment of the 
compliance of its proposals with its statutory duties. We do not repeat our reference to Appendix H of the Initial 
Proposals each time we refer to Appendix G to the Final Proposals in this chapter. We also note in this context that the 
Final Decision on capex incentives frames its assessment in the following terms at paragraph 7.1: ‘In considering how 
best to further consumers' interests in relation to the capital expenditure (capex) undertaken at Heathrow Airport, we are 
required to have regard to the need to promote economy and efficiency on the part of HAL. Ensuring that we have 
appropriate incentives for HAL to make capital investments efficiently is a core means by which we seek to achieve this.’ 
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CAA was wrong to conclude that improvements could be made to the existing Q6 
regime. As such, the matters put forward by HAL in this area do not in our view 
support the idea that the CAA failed to have regard to the need to promote 
economy and efficiency by HAL or that the CAA made an error in the exercise of a 
discretion. In addition to the matters set out in Appendix G to the Final Proposals 
as described above, we also take account of the following: 

(a) The CAA consulted extensively on the introduction of new capex incentive 
arrangements. While its proposals were initially developed in the context of 
capacity expansion at Heathrow, we note that the CAA first consulted on 
moving away from the Q6 framework of ex-post efficiency reviews (to an ex-
ante framework) in June 2017.1448 We note also that in its June 2020 
Consultation the CAA set out its view that while expansion had been paused 
(meaning much less capex would be needed in H7 than had previously been 
anticipated), the challenges facing the whole aviation sector reinforced the 
importance of efficient spending and ensuring value for money.1449 In that 
consultation, the CAA set out its view that a new incentive framework should 
build on the approach to core and development capex and governance used 
for Q6, but – where appropriate – reduce significantly or eliminate the need 
for ex-post efficiency reviews by the CAA.1450 

(b) The H7 arrangements build on and incorporate aspects of the Q6 regime, 
including by requiring DOs to be agreed with airlines at G3, the point at which 
– under the Q6 regime – HAL was already required to reach an agreement 
with airlines on the capex budget for each project.1451 We consider the CAA 
to have recognised that there were desirable features of the Q6 regime and 
to have taken this into account in its policy development process. 

(c) The CAA’s analysis identified that undertaking ex-post efficiency reviews was 
challenging, including because of the passing of time since the projects 
under review had been completed, and the inevitable asymmetry of 
information between the regulated company and regulator.1452 We were not 
persuaded by HAL’s submission that the CAA’s view with respect to these 
challenges was unjustified because of the broad evidence base it has access 
to throughout a price control period.1453 Information asymmetry is a central 
feature of economic regulation, and we consider that it is to be expected that 
this would impact on the effectiveness with which ex-post reviews could be 
undertaken and act as source of incentives to improve efficiency. 

 
 
1448 Bobocica 1, paragraph 3.3. 
1449 Bobocica 1, paragraph 3.10. 
1450 Economic regulation of Heathrow: policy update and consultation (caa.co.uk) CAP1940, 23 June 2020, (See: 
www.caa.co.uk/CAP1940), (CAA June 2020 Consultation), paragraph 3.6. 
1451 We note, for example, CAA Response, paragraph 272.1. 
1452 Final Decision, paragraph 7.22. 
1453 Maxwell 1, paragraph 6.2.3. 

https://publicapps.caa.co.uk/docs/33/CAP1940%20Heathrow%20Economic%20regulation%20policy%20update%20and%20consultation%20June%202020.pdf
http://www.caa.co.uk/CAP1940
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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(d) The CAA’s identification of limitations with the Q6 regime had appropriate 
regard to the outcome of efficiency studies of HAL’s Q6 capex programme, 
including the findings of the Arcadis study.1454 We do not consider the 
independent reviews pointed to by HAL provide a reliable basis for 
concluding that the efficiency of HAL’s Q6 capex (ie those parts of it which 
had not been explicitly identified as inefficient) had been ‘confirmed’.1455 We 
agree with the CAA that the identification of specific amounts of capex as 
‘inefficient’ in an ex-post efficiency review does not mean that the remaining 
capex had been incurred with the same level of efficiency that might be 
reasonably expected from an airport subject to strong competitive 
pressure.1456 

(e) While we note HAL’s submissions on the information that airlines are already 
provided with on whether benefits/outputs from projects have been 
delivered,1457 the submissions we received from airlines were strongly 
supportive of the CAA’s assessment of the limitations of the Q6 regime and 
of the scope for improvement.1458 

The scope for cost increases, delays and unworkable complexity under the H7 
framework. 

11.59 In our view, the evidence also does not show that the CAA failed to recognise or 
properly consider the potential for the new capex incentives arrangements to 
generate cost increases, delays or unworkable complexity. HAL’s submissions 
identified a range of risks in terms of the potential impact of the new capex 
arrangements on costs, timing and complexity, but the CAA’s approach took those 
risks into account in a range of ways and sought to mitigate them. We do not 
consider HAL’s contentions to demonstrate that the CAA’s approach – through its 
design and implementation actions – should be regarded as having taken 
insufficient account of, or provide an insufficient response to, those risks. As such, 
the matters put forward by HAL in this area do not in our view support the idea that 
the CAA failed to have regard to the need to promote economy and efficiency by 
HAL or that the CAA made an error in the exercise of a discretion. In addition to 
the matters set out in Appendix G to the Final Proposals as described above, we 
also take account of the following: 

(a) We consider the new H7 framework to generate some additional challenges 
for HAL and airlines in seeking to agree DOs for all projects, and that this 
would be expected to have some resource implications and could potentially 
affect some project timelines. However, the CAA’s evidence highlighted ways 

 
 
1454 For example, as set out in section 5 of Clyne 1. 
1455 HAL NoA, paragraph 311.1. 
1456 Bobocica 1, paragraph 3.13. 
1457 HAL NoA, paragraph 313.2. 
1458 BA NoI, paragraph 5.2.1 and 5.2.2; Delta NoI, paragraphs 5.4 and 5.5. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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in which it had taken account of the potential for such impacts in the design 
and implementation of the new arrangements, including by leaving it open to 
HAL and airlines to agree DOs that suit the circumstances of each particular 
project. In particular: 

(i) While the Final Decision required DOs to be agreed with airlines for all 
projects passing through G3, it explicitly identified that they may be 
adapted to reflect the characteristics of a particular project.1459 

(ii) In its Final Proposals, the CAA had noted that DOs could be agreed for 
tranches of projects where they could be sensibly grouped together 
such that their performance could be assessed against higher-level and 
more strategic delivery obligations.1460 We note that the list of ‘Standard 
questions/information provision’ provided in the appendix to the 
consultation on draft guidance on capital expenditure governance that 
the CAA published alongside the Final Decision included whether a 
project is part of a larger tranche.1461 

(iii) The CAA developed a work programme in relation to the 
implementation of the H7 framework to facilitate workshops between 
HAL and the airlines, including on how processes could be streamlined 
to avoid a significant increase in workload for HAL or airlines. This has 
included work on the development of pre-agreed (between HAL and 
airlines) standard questions and indicative answer templates in relation 
to DOs,1462 and specific attention being given to processes related to 
lower value projects.1463 

(b) In its response to our Provisional Determination, HAL submitted that there 
was no proper basis to find that the decision that the CAA actually took 
contained the flexibility on which the reasoning in the Provisional 
Determination had relied.1464 In support of this, HAL pointed to Appendix F of 
the CAA’s Final Proposals as having stated that each project must have its 
own DOs which specified its expected outputs, quality and timing, and levels 
of adjustments that would be made to the capex baseline if these DOs were 
not met. It submitted that this was an example of another part of the CAA’s 
documentation that was odds with the scope for flexibility that we relied upon 
in the Provisional Determination.1465 However, we consider this CAA 
statement to be consistent with the description of the Final Decision set out in 
paragraph 11.4 above. As such, we do not find HAL’s submission on this 

 
 
1459 Final Decision, paragraph 7.25. 
1460 Final Proposals, section 2, paragraph 7.108.  
1461 Draft guidance on capital expenditure governance’, CAP2524G, March 2023, page 23. 
1462 Bobocica 1, paragraphs 5.10-5.19. 
1463 Bobocica 1, paragraphs 6.8-6.13. 
1464 HAL Response to PD, paragraph 232. 
1465 HAL Response to PD, paragraph 231. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://publicapps.caa.co.uk/docs/33/Draft%20guidance%20on%20capital%20expenditure%20governance%20CAP2524G.pdf
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point to be persuasive. We find that the CAA did provide in the Final 
Proposals and Final Decision for appropriate flexibility in the operation of the 
DO regime (as set out in (a) above).1466  

(c) We consider that HAL’s submissions concerning the potential implications of 
the new arrangements in terms of costs, delays and complexity do not 
provide a reliable estimate or view of the expected impacts. 

(i) We are not persuaded that HAL’s submissions had taken appropriate 
account of the significance of the flexibility or scope for streamlining 
referred to in (a) above. 

(ii) We do not consider that HAL’s submissions provide a reliable basis for 
estimating likely workload impacts. We note that HAL’s estimate that it 
would require 80 new recruits as a result of the new capex 
arrangements assumed that the average workload associated with 
agreeing DOs for every H7 project would be equal to 2.5 times the 
average workload associated with trigger projects in Q6.1467 However, in 
Q6 triggers were only applied to ‘key projects’ which met one of a 
defined set of criteria related to scope and complexity, impact, strategic 
importance, and capital value (greater than £20 million), and there were 
only 19 out of 668 investment decisions had been subject to 
‘triggers’.1468 Even if this calculation could be used to support the finding 
of an error, we consider that using workload levels associated with the 
largest and most complex projects in Q6 in this way would not be 
expected to generate a reliable estimate of the average requirement 
across all projects in H7. 

Compatibility of the H7 framework with how complex capex projects are managed 
in practice 

11.60 In our view, the evidence does not show that that the CAA failed to recognise or 
properly consider the way in which complex capex projects are managed in 
practice at Heathrow or that these arrangements should be regarded as 
incompatible with efficient management of complex projects. As such, the matters 
put forward by HAL in this area do not in our view support the idea that the CAA 
failed to have regard to the need to promote economy and efficiency by HAL or 
that the CAA made an error in the exercise of a discretion. In addition to the 

 
 
1466 Insofar as HAL also raised a concern over CAA comments at the hearing regarding potential forms of DO flexibility 
that had not been referred to in CAA documents (HAL Response to PD, paragraphs 228-229), we comment on those 
potential forms of flexibility in paragraph 11.61. 
1467 Maxwell 1, Table 6. 
1468 Maxwell 1, paragraph 4.22. 
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matters set out in Appendix G to the Final Proposals as described above, we also 
take account of the following: 

(a) We consider HAL’s characterisation of the H7 capex regime as a blunt ‘one 
size fits all’ approach to give insufficient attention to the flexibility that is 
provided for. While the regime applies the same requirement – for HAL to 
agree DOs with airlines – to all projects, as was noted in paragraph 11.59, 
the Final Decision explicitly identified that DOs may be adapted to reflect the 
characteristics of a particular project,1469 and the CAA said it had made clear 
that it was open to HAL and airlines to agree DOs that suit the circumstances 
of each project.1470 Given this, we consider the arrangements to provide 
considerable flexibility in terms of the development of DOs, subject to HAL 
being able to secure agreement with airlines (concerns in relation to which 
are considered in paragraph 11.76). 

(b) There was already a requirement for HAL to agree a capex budget for each 
project at G3 under the Q6 arrangements.1471 The new arrangements, 
therefore, do not require a cost budget to be agreed to any earlier than was 
the case in Q6, including for the more complex capex projects that 
progressed in that period. Also, we note that in Q6 for ‘key projects’ – the 
criteria for determining which included ‘scope and complexity’ and ‘strategic 
importance’ – a TDS which set out details of the project’s overall business 
case, objectives, achievement criteria, and agreed parameters and 
assumptions would be prepared for agreement with airlines at G3.1472 

(c) The H7 regime provides less flexibility to HAL in that, once agreed, HAL 
would be committed to the relevant DOs (as considered below, subject to 
agreed changes). However, we consider this form of reduction in flexibility to 
be an intended effect of the new arrangements, and to be central to the new 
ex-ante incentives the CAA introduced.1473 Notably, DOs guard against the 
risk under those incentive arrangements that capex underspend results from 
reductions in scope or quality, or delays to delivery.1474 

(d) There is an existing change control process from Q6 that will be retained for 
H7 and can be used when project scope or cost changes after G3.1475 

(e) We agree with the CAA that understanding what a project will deliver is 
inherent to the proper assessment and planning of any project, and that it is 
entitled to expect HAL to manage and plan its portfolio of projects in an 

 
 
1469 Final Decision , paragraph 7.25. 
1470 CAA Response, paragraph 275.2. 
1471 HAL NoA, paragraph 303. 
1472 Maxwell 1, paragraphs 4.18-4.26. 
1473 Clyne 1, section 7. 
1474 See, for example, Final Decision, paragraph 7.9. 
1475 CAA Response, paragraph 274. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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efficient, transparent manner that recognises the need for flexibility around 
operational constraints and variable demand patterns.1476 We note that, 
under the new arrangements, it would be open to HAL to take account of the 
need for flexibility as part of the process through which it scopes and 
specifies its projects and agrees DOs, and – where necessary – through the 
change control process referred to in (d). 

The H7 framework and the promotion of efficient incentives 

11.61 In our view, the evidence does not demonstrate that the CAA failed to recognise or 
properly consider the promotion of efficient incentives in its decision to introduce 
new capex incentive arrangements. As such, HAL’s submissions in this area do 
not in our view support the idea that the CAA failed to have regard to the need to 
promote economy and efficiency by HAL or that the CAA made an error in the 
exercise of a discretion. In addition to the matters set out in Appendix G to the 
Final Proposals as described above, we also take account of the following: 

(a) We consider HAL’s submission that airlines would be incentivised to be 
inflexible during the process of agreeing DOs1477 to lack adequate 
substantiation, and to contrast starkly with its submissions on the 
effectiveness of constructive engagement under the Q6 arrangements and 
the limited extent of disputes and need for escalation.1478 Also, as considered 
further in paragraph 11.76, the CAA’s role as the ultimate arbiter of disputes 
between HAL and airlines provides a safeguard against the risk that HAL has 
pointed to. While we note the concerns HAL raised at the hearing over the 
length of time the CAA has taken to decide on those disputes that had been 
escalated to it,1479 we consider that the CAA’s response that it is fully 
committed to resourcing itself appropriately to deal with disputes that may 
arise,1480 and that – even when matters have been referred to it – it seeks to 
push the parties to agree something as it considers that would ultimately be 
likely to provide for a better outcome, appropriately addressed this matter. 

(b) We note in this regard that, in its response to our Provisional Determination, 
HAL submitted that there is currently no evidence to support the CAA’s 
statement that it is fully committed to resourcing itself appropriately to deal 
with disputes that may arise, that the CAA’s draft guidance on capex 
governance put forward no proposed process for handling disputes, and that 
it is critical that the CAA follows a clear, well-defined and predictable process 
which quickly and responsively considers the issues at hand and avoids the 

 
 
1476 CAA Response, paragraph 272. 
1477 HAL NoA, paragraph 335. 
1478 HAL NoA, paragraph 312.2. 
1479 Transcript of Ground E Hearing, 24 July 2023, page 34, lines 21-25.  
1480 CAA Closing Statement, paragraph 95. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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risk of unnecessary delay in the interests of consumers.1481 With respect to 
HAL’s submissions regarding the process for resolving disputes, we note the 
emphasis the CAA puts on HAL and airlines developing processes through 
which disputes can be resolved without the need for CAA involvement, and 
that – as noted in paragraph 11.76 – the CAA’s draft guidance on capital 
expenditure governance (published alongside the Final Decision) said that 
where HAL could demonstrate that it had complied with protocols that aligned 
with the guidance, and that independent consultant reports had not identified 
clear inefficiencies, then the CAA was likely to support HAL’s approach.1482 
We note HAL’s submission that the CAA had not published its final guidance 
on capital expenditure governance,1483 and we would expect the CAA to do 
so at the earliest opportunity. We agree that it is important that the CAA 
ensures that it is able to deal with disputes effectively, but do not consider 
HAL to have identified persuasive reasons why we should not expect that to 
be the case. 

(c) We were not persuaded by HAL’s submissions that the new regime would 
result in inefficiencies by encouraging it to focus on delivering exactly what is 
set out in DOs, placing focus on outputs rather than outcomes, and/or break 
projects down into smaller projects.1484 In line with our comments in 
paragraph 11.60, we would expect HAL to take into account the fact that it 
would be held to delivering agreed DOs (subject to agreed changes) when it 
scopes and specifies projects, and seeks to develop and agree DOs. We 
would expect HAL to take efficiency considerations into account as part of 
these processes and consider that the DO requirements allow for significant 
flexibility in terms of how that might be done. Also, as was noted in paragraph 
11.60, there is an existing change control process from Q6 that will be 
retained for H7 and can be used when a project’s scope or cost changes after 
G3. 

(d) We note HAL’s submission that at the hearing on Ground E the CAA 
proposed a number of new options regarding the application of the DOs 
which are not found in any of its decision documents or related consultation 
(specifically: DOs being agreed in relation to outcomes; DOs potentially not 
being required where there is an overlap with the Output-Based Regulation 
regime; and DOs potentially having a 0% time weighting).1485 However, we 
would observe that these CAA comments do not imply any change to the DO 
requirement that is specified in the Final Decision. Rather, they concern how 
the flexibility that is provided for in that requirement might potentially be used 
to address efficiency concerns of the kind that HAL has raised in its 

 
 
1481 HAL Response to PD, paragraphs 237-239. 
1482 Draft guidance on capital expenditure governance’, CAP2524G, March 2023, paragraph 4.4. 
1483 HAL Response to PD, paragraph 242. 
1484 HAL NoA, paragraphs 336-338. 
1485 HAL Closing Statement paragraph 66. 

https://publicapps.caa.co.uk/docs/33/Draft%20guidance%20on%20capital%20expenditure%20governance%20CAP2524G.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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submissions. The DO requirement in the Final Decision does not specifically 
require that DOs be linked to outputs (rather than outcomes) and does not 
exclude the determination of DOs in ways that took account of the Output-
Based Regulation regime and/or relevant timing dependencies. We consider 
the CAA’s comments at the hearing to be consistent with its emphasis on the 
benefits of requiring there to be agreement at G3 on what capex projects are 
intended to deliver, and when, for the agreed budget, while leaving the 
determination of the form that DOs should take in relation to any given 
project as a matter for HAL and airlines to determine by agreement. 

11.62 We therefore see no basis to find that the CAA failed to have regard to the need to 
promote economy and efficiency by HAL. Nor do we see that any alternative 
approach proposed by HAL on capex incentives is clearly superior to that adopted 
by the CAA. In our view, the conclusions reached by the CAA appear to be a 
proper exercise of its regulatory judgement, falling squarely within its margin of 
appreciation and disclosing no error in the exercise of a discretion. 

11.63 Accordingly, we determine that the Final Decision was not wrong in law because 
the CAA erred, in performing its primary duties, by not having regard to the need 
to promote economy and efficiency on the part of HAL in its provision of airport 
operation services at Heathrow. We also determine that the CAA did not make an 
error in the exercise of a discretion on the basis that the H7 capex incentives 
regime will be inefficient compared with the existing Q6 framework. 

CAA prioritising commercial interests of airlines over the interest of users of air 
transport services 

HAL’s submissions 

11.64 HAL submitted that the requirement to secure airlines’ agreement of DOs 
prioritises their commercial interests above the interests of users of air transport 
services. According to HAL, the CAA’s primary duty under the Act is to further the 
interests of users of air transport services, not to ensure that the interest of airline 
operators is prioritised above all other stakeholders. HAL submitted that the H7 
framework effectively outsources the CAA’s role to further users’ interests to the 
airline community. According to HAL, the CAA has failed to have regard properly 
to the fact that airlines’ interests are not a proxy for users’ interests and those 
interests may conflict. HAL submitted that it does not object to airlines playing a 
role in the approval of capex projects but the level of control and 
micromanagement for airlines in the H7 regime is not in accordance with the 
CAA’s primary duty. HAL said the CAA did not sufficiently take into account that 
airlines are commercial entities with their own commercial interests. HAL 
submitted that the Final Decision does not engage with this issue or explain why 
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the CAA thought it appropriate to give this intrusive power of control over granular 
aspects of all capital projects to airlines.1486 

11.65 HAL further submitted that the expanded role of airlines is likely to result in 
behaviour that is not aligned with interest of users of air transport. HAL said that 
this contention is based on the Q6 experience of airline engagement. According to 
HAL, there were numerous examples in practice where airlines have sought to 
prioritise their own needs, or disproportionately focused on issues which had little 
to no bearing on promoting the interests of users of air transport in discussions 
relating to capital projects. HAL submitted that there were limitations to the airlines’ 
consultation role and that airlines were not always best placed to act as experts in 
relation to necessary airport investment due to: their lack of particular expertise for 
routine capex projects unrelated to delivery of airline services; the role of airlines’ 
own strategic interests arising from inter-airline competition; and instances where 
airlines were acting as competitors to HAL and had conflicts of interest.1487 

11.66 HAL also submitted that due to Heathrow’s Licence requirements it is required to 
operate in an economical and efficient manner and seek that reasonable demands 
of users and air transport services are met. According to HAL, airlines are not 
subject to such a duty and can prioritise their own commercial interests. HAL 
further submitted that regulatory design incentivises inflexibility from airlines. 
According to HAL, the CAA’s design of DOs may incentivise airlines to be 
inflexible and negotiate requirements that are in their short-term commercial 
interests, even if this does not necessarily benefit consumers. HAL submitted that 
the regime discourages airlines from renegotiating after G3 to maximise HAL’s 
likelihood of incurring penalties, leading to reduced airport charges in future. HAL 
also submitted that the CAA itself has recognised that airlines would be in a 
position to prioritise their own commercial interests under the new regime for 
capex incentives.1488 

11.67 HAL additionally said that the H7 capex regime confers a disproportionate degree 
of control on airlines in areas where they have no special technical/commercial 
expertise. According to HAL, compared to Q6, airlines will have significantly 
expanded and detailed powers and effective veto over a range of granular DOs 
across all projects. HAL submitted that this includes non-aeronautical projects or 
commercial projects, covering additional factors such as project delivery and 
quality where airlines do not have relevant expertise. HAL further submitted that 
airlines have proposed that a panel of experts appointed on their behalf should 
assist them in a significantly expanded role, and this has been proposed by CAA 

 
 
1486 HAL NoA, paragraphs 340-341. 
1487 HAL NoA, paragraph 342. 
1488 HAL NoA, paragraph 342. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf


 

469 

as part of draft guidance. According to HAL, this is recognition that airlines do not 
always have the right expertise to comment on these kind of capex projects.1489 

CAA Response 

11.68 The CAA submitted that the requirement to secure the agreement of the airlines 
for DOs did not inappropriately prioritise the commercial interests of airlines. 
According to the CAA, while DOs would need to be agreed for each project under 
the H7 framework (subject to any grouping of projects), airlines already had a role 
in agreeing the budget for each project, at G3, and this had overall been working 
well in Q6/iH7, including by HAL’s own admission.1490 The CAA further submitted 
that it was not possible to reasonably agree a budget for a project without 
understanding what it is intended to deliver, to what standard and by when. As 
such, the CAA submitted that the H7 ex-ante framework put in place a framework 
(and the need to record what is agreed) around a process that already existed, 
which provided HAL and airlines the flexibility to evolve the capital portfolio to meet 
the needs of users of air transport services (rather than having a fixed baseline set 
at the start of the period).1491 

11.69 The CAA submitted that for projects that were more complex, or more costly, or 
which had a greater impact on airline operations (either during construction or 
post-delivery), it considered that there was likely to be benefit from a more robust 
and holistic review where this provided airlines with assurance around the process 
followed by HAL to reach the solution chosen, and the impact of the option on 
costs. According to the CAA, since the publication of its draft guidance on capital 
expenditure governance alongside the Final Decision, HAL and airlines had been 
working together to agree a trial scope for an independent assurance provider. 
The CAA expected this to further streamline the process of reaching agreement on 
baselines and DOs at G3, given airlines will have more confidence in the 
information provided by HAL and the solution chosen.1492 

11.70 The CAA submitted that, overall, the H7 ex-ante capex incentives framework was 
designed to promote efficiency of HAL's capex, and to ensure that only efficient 
capex enters the RAB. According to the CAA, the H7 ex-ante capex incentives 
framework seeks to incentivise HAL to be more efficient in how it delivered its 
capex portfolio during the period, which was ultimately in the interest of consumers 
because it meant that they did not pay for inefficiently incurred costs. The CAA 
submitted that HAL had provided no concrete or convincing example of airlines 
failing to act as effective proxies for consumers, or where they have systematically 
sought to prioritise their own commercial interests in agreeing what capex projects 

 
 
1489 HAL NoA, paragraphs 344-346. 
1490 CAA Response, paragraph 277. 
1491 CAA Response, paragraph 278. 
1492 CAA Response, paragraph 279. 
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should proceed. The CAA further submitted that in any case it will act as ultimate 
arbiter in cases where HAL and airlines cannot agree a DO (or a baseline) at G3, 
which will ameliorate any (alleged) risk of airlines acting inappropriately.1493 

11.71 In terms of airlines’ relevant expertise, the CAA submitted that airlines were 
currently required to give approval for G3 budgets in relation to all projects, not just 
ones where they have expertise. The CAA submitted that the move towards more 
standard information provision, coupled with more systematic and transparent 
recording in relation to DOs, will facilitate a more streamlined process of airlines 
giving their approval than is currently in place. According to the CAA, in any event, 
for projects where airlines do not themselves have expertise, and which are more 
complex, costly, or which have a greater impact on airline operations, the CAA 
anticipates a role for an independent assurance provider.1494 

11.72 The CAA submitted that there was therefore no merit in HAL’s argument that the 
CAA had failed to advance the interests of consumers by imposing the capex 
incentives framework. Further, according to the CAA, the approach that it had 
adopted was broadly consistent with the approach used in other regulated sectors, 
including energy and water, and there was no evidence that such approaches 
were inconsistent with the interests of consumers.1495 

Interveners’ submissions 

11.73 The Airline Interveners submitted that it was incorrect that airlines would in some 
way be incentivised to act contrary to the interests of airport users. They submitted 
that airlines had the direct relationship with consumers and bore the brunt of 
failings in delivery at all stages of their experience in using Heathrow, and the 
resulting negative consumer sentiment. They submitted that it was for these 
reasons that the CAA had rightly recognised that airlines could help to promote 
efficient and timely investment in the interests of consumers and that this was an 
important part of the policy rationale underlying the reforms introduced by the 
Act.1496 They submitted that the purpose of the capex incentives regime was to 
ensure that expenditure was incurred efficiency, and in this respect airlines’ and 
consumers’ interests were aligned. In that context, they submitted that it was 
plainly sensible that HAL was incentivised to develop projects that had clear 
ambitions and delivery objectives from inception, firm and measurable objectives 
set by G3, and produced positive cost/benefit outputs.1497 

11.74 The Airline Interveners also submitted that HAL was wrong to make any 
suggestion that the requirement to share information and reach agreement at an 

 
 
1493 CAA Response, paragraph 280. 
1494 CAA Response, paragraph 281. 
1495 CAA Response, paragraph 282. 
1496 BA NoI, paragraph 5.4.1; Delta NoI, paragraph 5.16. 
1497 BA NoI, paragraph 5.4.2; Delta NoI, paragraph 5.17. 
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early stage was problematic. They submitted that the status quo required 
agreement between HAL and airlines at the G3 stage unless HAL decided to 
proceed ‘at risk’ outside the gateway process.1498 

11.75 The Airline Interveners submitted that HAL’s assertion that airlines did not have 
the necessary knowledge or experience to contribute to the setting of delivery 
obligations was entirely misplaced. They submitted that this could be 
demonstrated by reference to the contribution which airlines had made to the 
quality of capex decision-making even under the more limited Q6 arrangements. 
The Airline Interveners cited several examples of this in practice during Q6. They 
submitted that: in one example the knowledge and experience of airlines helped to 
foresee adverse consequences for customers which HAL’s decision-making, that 
had focused on infrastructure rather than operations, had not taken into account; 
in another example, the knowledge and experience of airlines extended beyond 
the capital projects which were directly related to airlines services; and in another 
example, the airlines’ direct knowledge and experience was complemented in a 
number of areas through the input of subject matter experts into the capital 
expenditure process.1499 

Our assessment 

11.76 In our view, the evidence does not demonstrate that the CAA prioritised the 
commercial interests of airlines over the interests of users of air transport services 
in its decision to introduce new capex incentive arrangements for H7: 

(a) The Q6 arrangements had already incorporated an extensive role for airlines 
in capex governance processes that included agreeing a capex budget for 
every project, and agreeing TDS for trigger projects, at G3. 

(b) We consider HAL’s submissions that the new arrangements would be likely 
to result in airline behaviour that was not aligned with the interests of users of 
air transport1500 to lack adequate substantiation, and – in line with our 
comments in paragraph 11.61 – to contrast starkly with its submissions on 
the effectiveness of constructive engagement under the Q6 arrangements, 
and the limited extent of disputes and need for escalation. 

(c) As was noted in paragraph 11.61 the CAA’s role as ultimate arbiter in the 
case of a dispute between HAL and airlines provides a safeguard against the 
risk that material divergences between the interests of airlines and those of 
users of air transport services do arise. We would expect the extent to which 
the CAA role may need to be used to be affected, among other things, by 
understandings of how disputes would be likely to be settled, and note again 

 
 
1498 BA NoI, paragraph 5.4.6; Delta NoI, paragraph 5.21. 
1499 BA NoI, paragraph 5.4.8; Delta NoI, paragraph 5.23. 
1500 HAL NoA, paragraph 342. 
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that the CAA’s draft guidance on capital expenditure governance (published 
alongside the Final Decision) said that where HAL could demonstrate that it 
had complied with protocols that aligned with the guidance, and that 
independent consultant reports had not identified clear inefficiencies, then the 
CAA was likely to support HAL’s approach.1501 The scope to use guidance in 
this way provides a further means to mitigate the risk of material divergences 
arising between the interests of airlines and those of users of air transport 
services. 

(d) While the H7 approach may provide scope for airline engagement in relation 
to some capex projects in which they have limited relevant expertise, the 
design of the arrangement provides flexibility in terms of how agreement on 
DOs might be reached under such circumstances. We note HAL’s 
submission that a request from airlines that a panel of experts be appointed 
on their behalf could be viewed as a recognition that airlines do not always 
have the right expertise to comment on some capex projects.1502 However, 
we consider that this provides an illustration of the scope for the H7 
arrangements to be applied in ways that provide for engagement that may be 
more appropriate to the relevant circumstances. We are not persuaded that 
HAL’s submissions on this matter imply a failing in relation to the way in 
which the role of airlines in agreeing DOs has been provided for in the Final 
Decision. 

11.77 We also take into account that in Appendix G to the Final Proposals the CAA set 
out an assessment of whether the (then) proposed capex incentive arrangements 
framework would comprise the carrying out of its functions ‘in a manner which it 
considers will further the interests of users or air transport services regarding the 
range, availability, continuity, cost and quality of airport operation services.’ The 
CAA concluded that it would do so. 

11.78 We observe that this assessment was carried out by reference to matters to which, 
under section 1(3) of the Act, the CAA must have regard when performing its 
primary duty to further end-users’ interests. In other words, it is by having regard to 
those matters that the CAA can perform its primary duty. 

11.79 The relevant assessment is detailed and covers a variety of factors, including 
HAL’s incentives and the risks and benefits the capex incentives framework is 
liable to generate, as well as points raised by stakeholders and HAL. We take 
account of those contents alongside other factors the CAA considered that relate 
to: 

 
 
1501 Draft guidance on capital expenditure governance’, CAP2524G, March 2023, paragraph 4.4. 
1502 HAL NoA, paragraph 346. 
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(a) economy and efficiency by HAL, as described in paragraphs 11.57 to 11.63 
above; and 

(b) the Better Regulation Principles of necessity, proportionality, transparency 
and accountability, and consistency, as described in paragraphs 11.85, 
11.95, 11.105 and 11.116 respectively. 

11.80 On the basis of that overall assessment, our finding is that the Final Decision was 
not wrong in law because the CAA failed to carry out its functions in a manner 
which it considers will further the interests of users or air transport services 
regarding the range, availability, continuity, cost and quality of airport operation 
services by prioritising airlines’ commercial interests.1503 We also determine that 
the CAA did not make an error in the exercise of a discretion on the basis that it 
prioritised the commercial interests of airlines over the interest of users of air 
transport services. 

H7 regime is unnecessary 

HAL’s submissions 

11.81 HAL submitted that the justifications the CAA provided for the new regime were 
flawed. According to HAL, there was no evidence of inefficiency in the existing 
arrangements.1504 HAL submitted that the CAA failed to carry out an evidence-
based assessment to demonstrate need for change.1505 According to HAL, the 
Final Decision failed to provide any substantive or quantifiable evidence that the 
current Q6 regime was not operating in the interests of users of air transport 
services.1506 

11.82 HAL further submitted that the H7 framework ran directly counter to the CAA’s 
stated objective to propose clear, simple and symmetrical financial incentives 
which also retained flexibility. According to HAL, the Final Decision was therefore 
contrary to the CAA’s duty to act in a way which was targeted only at cases in 
which action was needed.1507 

CAA Response 

11.83 The CAA submitted that the HAL’s argument that the framework was unnecessary 
was a reiteration of its complaint about the alleged complexity of the framework, 
and its view that the Q6 system worked well, which had no merit for the reasons 

 
 
1503 Final Decision, Appendix G, paragraph G20. 
1504 HAL NoA, paragraph 348. 
1505 HAL NoA, paragraph 348. 
1506 HAL NoA, paragraph 290.2.1. 
1507 HAL NoA, paragraph 349. 
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the CAA had explained in response to those points. According to the CAA, the 
Final Decision fell squarely within the CAA’s margin of appreciation.1508 

Interveners’ submissions 

11.84 The Airline Interveners submitted that the CAA’s assessment of the necessity of 
change was clearly set out at paragraph 7.22 of the Final Decision.1509 

Our assessment 

11.85 In our view, HAL has not shown that the CAA failed to have regard to the Better 
Regulation Principle of necessity when deciding: (i) that some form of ex-ante 
incentive framework should be introduced for H7; (ii) that DOs – of some form – 
should be required as part of the new ex-ante incentive framework for H7; nor (iii) 
on the form that such ex-ante incentives, and associated delivery obligation 
requirements, should take: 

(a) As explained in paragraph 11.52 above, we are assessing here whether the 
relevant statutory matter was properly and conscientiously taken into account 
by the CAA and weighed in the balance. Much of the evidence presented by 
HAL instead appears to go to the question of whether a particular result was 
achieved, rather than whether the CAA had regard to the relevant Better 
Regulation Principle. 

(b) In the light of its assessment of the Q6 arrangements, and (as was noted in 
paragraph 11.58) on the basis of extensive consultation, the CAA concluded 
that an ex-ante incentive framework should be introduced for H7 as it was 
considered to provide a stronger incentive (than the Q6 arrangements) to 
undertake capex efficiently. As was noted in paragraph 11.58, in its June 
2020 Consultation the CAA set out its view that while capacity expansion 
plans had been paused, the challenges facing the whole aviation sector 
reinforced the importance of efficient spending and ensuring value for money. 
We were not persuaded that HAL’s submissions – which focused primarily on 
the characteristics of the Q6 arrangements and on concerns related to the 
DO requirements within the new ex-ante arrangements – supported the 
ground of appeal it advanced. 

(c) As set out in paragraph 11.58, the evidence does not demonstrate that the 
CAA failed to recognise or properly consider the desirable features of the Q6 
capex regime, when deciding that a new, ex-ante capex incentives 
framework should be introduced for H7, or that the CAA was wrong to 
conclude that improvements could be made to the existing Q6 regime. Our 

 
 
1508 CAA Response, paragraph 284. 
1509 BA NoI, paragraph 5.5.3; Delta NoI, paragraph 5.26. 
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view on this point lends further support to the conclusion that the CAA did 
have regard to whether or not the new capex regime for H7 was necessary. 

(d) The CAA consulted on its view that DOs formed an essential part of the ex-
ante incentive arrangements it was proposing, to ensure that the capex 
baseline reflected the scope quality and timing of the infrastructure that is to 
be delivered.1510 As part of that consultation, the CAA identified the risk that 
HAL may delay delivery, or scale back on the scope and quality expected, 
and that without DOs may benefit unduly from retaining a share of 
underspend, or minimising its level of overspend relative to capex incentive 
baselines.1511 

(e) In Appendix G to the Final Proposals, the CAA considered the Better 
Regulation Principle of necessity. At paragraphs G7 to G14 of that Appendix, 
the CAA set out in detail its rationale for intervention. This covers matters 
such as the issues with the Q6 framework based on the CAA’s analysis and 
feedback from stakeholders, and the inherent difficulties with ex-post 
reviews. It also describes the process of consultation through which the CAA 
tested these issues with stakeholders, as well as summarising its reasons for 
choosing the H7 framework. We consider that this assessment together with 
the matters in (b) – (d) above, in particular, reflect the regard the CAA had to 
the need to introduce the capex incentives regime and that such 
considerations were part of its decision-making process. 

11.86 Accordingly, we determine that the Final Decision was not wrong in law because 
the CAA erred, in performing its primary duties, by failing to have regard to the 
principle that regulatory activities should be targeted only at cases where action is 
needed. 

H7 regime decision not proportionate 

HAL’s submissions 

11.87 HAL submitted that the Final Decision failed to establish that the new and 
unprecedented level of intervention by airlines in the granular detail of capital 
projects was required or proportionate to any detriment to users from the current 
regime. According to HAL, the CAA also failed to establish that there were any 
demonstrable benefits from the new regime.1512 HAL further submitted that the 
new regime introduced a blanket ‘one size fits all’ approach to all capital projects 
regardless of size, financial value or importance, introducing disproportionate 
complexity.1513 HAL submitted that it predicted that the new regime will require 

 
 
1510 For example, Final Proposals, section 2, paragraph 7.100. 
1511 For example, Final Proposals, section 2, paragraph 7.100. 
1512 HAL NoA, paragraph 290.2.2 
1513 HAL NoA, paragraph 290.2.2. 
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c.80 new recruits to provide necessary resourcing and result in considerable 
delays.1514 

11.88 HAL also submitted that the Final Decision was not targeted or proportionate and 
applied a blanket policy across all capex which bears no correlation to the benefits 
to users of air transport.1515 According to HAL, the introduction of DOs was not 
proportionate to the objective the CAA was seeking to achieve. HAL submitted that 
the CAA’s stated interpretation of the Better Regulation Principles was that 
regulators should intervene only when necessary, and remedies should be 
appropriate to the risk posed and costs identified and minimised. According to 
HAL, the risk the CAA was trying to address was unevidenced and the DO-based 
framework was widespread, untargeted and extremely costly – contrary to the 
meaning of proportionality. HAL further submitted that the CAA had provided no 
compelling evidence why the new framework was proportionate nor any 
substantive or quantifiable evidence of how the new regime would benefit users of 
air transport and failed to carry out a regulatory impact assessment. According to 
HAL, the CAA’s justification for the regime was that information required to set a 
DO is already contained in project information and should not be more 
burdensome for HAL. HAL already provided airlines with significant amounts of 
information under the Q6 regime but the CAA had not engaged with HAL’s main 
concern around the extensive level of detailed agreement now required (which 
was also likely to result in more information requests from airlines than under 
Q6).1516 

11.89 HAL further submitted that it had maintained its position that the Q6 regime was 
clearly superior throughout the H7 consultation. To be constructive, HAL sought 
alternatives and amendments to the H7 proposals to make them more 
proportionate and alleviate HAL’s concerns (such as HAL’s May 2022 proposals 
including a £25 million threshold to reduce the overly wide range of projects 
subject to DOs). The idea of a financial threshold was supported by the fact the 
vast majority of overspend in Q6 had been in projects over £50 million – high value 
projects were likely to be ones that merited the most scrutiny. The CAA failed to 
engage with any of HAL’s proposals or to trial different options.1517 Regarding the 
May 2022 proposal, HAL submitted that the CAA did not consider this on its merits 
as, in the paragraphs of the Final Proposals cited by the CAA, the CAA focused 
only on criticising the scope obligations (and its justification for a timing element in 
DOs), but did not consider the proposed financial threshold.1518 According to HAL, 
neither did these paragraphs set out the CAA’s view on why it was proportionate to 
apply DOs to all projects irrespective of size or importance. HAL submitted that 

 
 
1514 HAL NoA, paragraph 290.1.2. 
1515 HAL NoA, paragraph 350. 
1516 HAL NoA, paragraphs 350-352. 
1517 HAL NoA, paragraphs 353-355. 
1518 This was a submission HAL re-iterated in its response to the Provisional Determination that the CAA did not err in the 
regard it had to the principle of proportionality.  
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this was a critical omission which went to the heart of HAL’s concern with the new 
regime, especially since the CAA itself noted in its Response that ‘the CAA’s Q6 
capex review found that lower-value projects were generally delivered 
efficiently’.1519 

11.90 HAL also submitted that the H7 framework did not result in a ‘fair bet’ for HAL – 
further supporting the conclusion that the Final Decision was disproportionate. 
According to HAL, the CAA’s analysis of whether the H7 framework was a ‘fair bet’ 
only discussed the symmetric ex-ante cost sharing mechanism and did not 
consider DOs. DOs were by nature ‘penalty only’ and incentivised Heathrow to 
perform within specified limits, with no scope to outperform. HAL submitted that 
contrary to the claims of the CAA, distribution risk was not symmetrical. According 
to HAL, it is only possible to deliver a project up to a maximum of 100% below 
budget, but it can go multiple times over budget. HAL further submitted that the 
framework was therefore skewed towards penalties. HAL submitted that it was 
plausible that it could receive duplicative penalties from DOs as well as under the 
(mostly penalty-only) Output-Based Regulation regime. According to HAL, under 
the Output-Based Regulation regime, HAL incurred penalties if it did not meet 
certain quality or timing targets. HAL submitted that it may be penalised twice 
where these overlap with obligations under a DO.1520 

CAA Response 

11.91 As in relation to the regulatory principle relating to necessity, the CAA submitted 
that HAL’s argument that the framework was not targeted or proportionate was a 
reiteration of its complaint about the alleged complexity of the framework, and its 
view that the Q6 system worked well, which had no merit for the reasons the CAA 
explained in response to those points. According to the CAA, the capex incentives 
regime in the Final Decision fell squarely within the CAA’s margin of 
appreciation.1521 

11.92 The CAA further submitted that it did engage with HAL’s May 2022 proposal on its 
merits and disagreed with it for the reasons given in the Final Proposals.1522 

11.93 The CAA submitted that HAL’s argument that the framework was not a ‘fair bet’ 
was a simple policy disagreement that disclosed no error.1523 According to the 
CAA, HAL’s argument that DOs were by nature ‘penalty only’ and that this implied 
that ex-ante capex incentives were not a fair bet was without merit. The CAA 
submitted that the purpose of DOs as part of the ex-ante capex incentives 
framework was to ensure that the baseline originally agreed in relation to each 

 
 
1519 HAL Reply to CAA Response, Annex A.  
1520 HAL NoA, paragraphs 356-359. 
1521 CAA Response, paragraph 284. 
1522 CAA Response, paragraph 284. 
1523 CAA Response, paragraph 285. 
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project can be adjusted to reflect what HAL had actually delivered, to incentivise 
HAL to deliver that to which it originally committed, and reduce the risk of HAL de-
scoping elements of projects in order to avoid being penalised under the incentive 
(if it became apparent that actual costs will be higher than the baseline). The CAA 
submitted that HAL would incur no penalty under DOs if it delivered more output or 
quality or delivered a project early. The CAA submitted that if HAL would like to 
increase the level of output/scope, quality or deliver a project early and it expected 
that this would have cost implications, it was able to discuss and agree this with 
airlines as part of the change control process (used when project scope or cost 
changes after G3), which will be retained in the new framework. According to the 
CAA, HAL also had the potential for upside by delivering capex projects 
efficiently.1524 

Interveners’ submissions 

11.94 The Airline Interveners submitted that the CAA’s approach represented a 
proportionate, flexible and effective means of ensuring that capex was effectively 
and efficiently used. They submitted that it would render the capex process 
transparent as it would be clearly visible to both airlines and the CAA what was 
going to be delivered for the budget allocated and for this to form the baseline for 
review of what was actually delivered, leading to the best possible outcome for 
consumers in terms of product delivered and value for money.1525 They further 
submitted that HAL’s complaints seemed to relate to any requirement to seek 
airline agreement in relation to capital projects, even though this was a feature of 
the Q6 gateway process and of any conceivable system for the effective control of 
capex. According to the Airline Interveners, there can be no principled objection to 
the requirement for DOs and the CAA had consulted, assessed the workability of 
the proposals and (rightly) concluded that they were both workable and the best 
means of ensuring that HAL was appropriately incentivised to effectively target 
capex.1526 

Our assessment 

11.95 In our view, the evidence does not demonstrate that the CAA failed to have regard 
to the Better Regulation Principle of proportionality. We take these points into 
account: 

(a) Again, as explained in paragraph 11.52 above, we are assessing here 
whether the relevant statutory matter was properly and conscientiously taken 
into account by the CAA, and weighed in the balance (ie whether the CAA 

 
 
1524 CAA Response, paragraph 285.1. 
1525 BA NoI, paragraph 5.3.2; Delta NoI, paragraph 5.10. 
1526 BA NoI, paragraph 5.3.3; Delta NoI, paragraph 5.11. 
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https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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had the required regard). Much of the evidence presented by HAL instead 
appeared to go to the question of whether a particular result was achieved. 

(b) In Appendix G to the Final Proposals, the CAA considered the Better 
Regulation Principle of proportionality. In Table G.2 of the Appendix, the CAA 
considered how the proportionality of its approach could be ensured with 
regard to several factors such as the mechanics of the ex-ante approach, the 
scope of review obligations and the possibility of bundling certain projects 
together into tranches. While Appendix G is not in and of itself determinative 
of the point, it lends support to the idea that the CAA had regard to the 
relevant principle in this context (especially when considered with the 
following aspects of the CAA’s approach which also show how concerns 
relating to proportionality informed its decision). 

(c) The CAA considered different ways in which an ex-ante incentive framework, 
and – within such a framework – delivery obligations, might be applied during 
its policy development process. We note that: 

(i) The CAA considered an alternative proposal HAL had put forward in 
2020 in its revised business plan, which included that ex-ante incentives 
would only apply to its asset replacement programme, and – in April 
2021 – set out its assessment that the proposal did not meet all of the 
requirements that had been identified in its June 2020 Consultation, 
including because of concerns over the definitions of the separate 
capex programmes into which HAL had split its capex portfolio.1527 

(ii) With respect to the coverage of ex-ante capex incentives, the CAA set 
out its assessment that a partial application of incentives across the 
capex programme would likely lead to significant additional complexity 
and a potential risk of gaming through the allocation of expenditure to 
different categories, and said – in its Final Proposals – that it had seen 
no compelling evidence to suggest that a more limited application of 
incentives is required or would be desirable.1528 

(iii) The CAA had proposed that DOs be set at the capex category level, 
where a capex category had been defined in terms of a collection of 
projects with clearly defined outputs and similar risk and controllability 
characteristics.1529 However, the CAA concluded that DOs should be 
required at the project level, because it considered that the delivery 

 
 
1527 Bobocica 1, paragraphs 3.18-3.21. 
1528 Final Proposals , section 2, paragraph 7.92. 
1529 Bobocica 1, paragraph 3.27. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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obligations HAL had proposed were not sufficiently well developed and 
SMART to be applied to each capex category.1530 

(iv) As we observe in paragraph 11.60, HAL’s characterisation of the H7 
capex regime as a ‘one size fits all’ approach gives insufficient attention 
to the flexibility that is provided for within this regime. As we note there, 
while the Final Decision requires DOs to be agreed with airlines for all 
projects passing through G3, it also explicitly identifies that they may be 
adapted to reflect the characteristics of a particular project.1531 The CAA 
has also said that it had made clear that it is open to HAL and airlines to 
agree such DOs.1532 

(d) With respect to HAL’s submission that the CAA failed to engage with a set of 
proposals it provided to the CAA in May 2022, including the introduction of a 
financial threshold of £25 million which it submitted would avoid an overly 
wide range of projects being subject to DOs, we do not consider that doing 
so in the manner contended by HAL was required for the CAA to have had 
regard to the Better Regulation Principle under discussion, and that there 
were several justifications for the CAA not focusing on HAL’s proposals in the 
Final Decision:1533 

(i) The CAA was considering what was the right approach to incentivise 
efficient capex. It considered there was a need, in light of shortcomings 
in the arrangements that applied in Q6, to create stronger incentives 
across projects. 

(ii) As set out in paragraph 11.58, the CAA consulted extensively on the 
introduction of new capex incentive arrangements, and this included 
consideration of different ways in which an ex-ante incentive framework, 
and – within such a framework – delivery obligations, might be applied 
(as noted in paragraph 11.85). 

(iii) We note that HAL identified its May 2022 proposals as having included 
a (£25 million) financial threshold proposal and a proposal that DOs be 
reformulated to remove the timing element and focus on output and 
standard of delivery (which HAL referred to as scope obligations).1534 In 
its Reply, HAL recognised that the CAA had considered its proposal 
regarding scope obligations in its Final Proposals, but submitted that 
the CAA had not considered the proposed financial threshold.1535 We 
note that the CAA appears to have not referred to HAL’s financial 

 
 
1530 Final Proposals , section 2, paragraphs 7.84 and 7.85. 
1531 Final Decision, paragraph 7.20. 
1532 CAA Response, paragraph 275.2. 
1533 HAL NoA, paragraphs 353-355. 
1534 HAL Reply to CAA Response, Annex A. 
1535 HAL Reply to CAA Response, Annex A. 

https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
https://eur02.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.caa.co.uk%2Fcommercial-industry%2Fairports%2Feconomic-regulation%2Fh7%2Fconsultations%2Ffinal-and-initial-proposals-for-h7-price-control%2F&data=05%7C01%7CSteve.Hill%40cma.gov.uk%7C43531c3dd65a421308e208dba541e831%7C1948f2d40bc24c5e8c34caac9d736834%7C1%7C0%7C638285474721442694%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C3000%7C%7C%7C&sdata=MXhImfNU5r8zmfl10HNvhMbK0IKNyGfgnN8iPpbt5ZY%3D&reserved=0
https://eur02.safelinks.protection.outlook.com/?url=https%3A%2F%2Fassets.publishing.service.gov.uk%2Fmedia%2F64805715103ca60013039ad2%2FCAA_response_to_the_notices_of_appeal.pdf&data=05%7C01%7CSteve.Hill%40cma.gov.uk%7C43531c3dd65a421308e208dba541e831%7C1948f2d40bc24c5e8c34caac9d736834%7C1%7C0%7C638285474721442694%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C3000%7C%7C%7C&sdata=NNDNWV0B0RDKRHHqMGFzLx3o1ulwG0LFBVzDaoGMfkg%3D&reserved=0
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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threshold proposal in its Final Proposals, and to have referred to but not 
commented on it in the Final Decision.1536 

(iv) However, we also note that: 

(1) Only around 2.5 per cent of HAL’s capex projects in Q6 (by 
volume) would have exceeded HAL’s proposed £25 million 
threshold for DOs.1537 

(2) HAL’s evidence showed that between 2014 and 2018 around 2.8 
per cent of its projects (19 out of 668 investment decisions) had 
been subject to ‘triggers’.1538 

That is, HAL’s £25 million DO threshold proposal appears likely to have 
captured around the same proportion (by volume) of projects as were 
already captured by the Q6 trigger project arrangements. As was noted 
in paragraph 11.76, for these projects the Q6 arrangements already 
required that a TDS which set out details of the project’s overall 
business case, objectives, achievement criteria, and agreed parameters 
and assumptions would be prepared for agreement with airlines at 
G3.1539 In its response to the Provisional Determination, HAL 
challenged the relevance of this comparison and submitted that DOs 
under H7 were not equivalent to triggers under Q6 and that the need for 
a threshold was all the more critical in H7 given the risks associated 
with the new framework.1540 However, we consider the comparison to 
be a relevant one and to highlight that HAL’s £25 million threshold 
proposal would have been similar in effect – at least in relation to the 
proportion of projects that would be subject to some form of delivery 
commitments – to the Q6 arrangements. In this respect, we consider 
HAL’s £25 million DO threshold proposal to be similar to its primary 
submission that the Q6 arrangements should be retained and which the 
CAA plainly considered (and, in our view not wrongly, judged did not 
provide sufficient capex incentives). 

(v) When considering the appropriate coverage of its proposed capex 
incentives in its Final Proposals, the CAA presented its assessment that 
a partial application of incentives across the capex programme would 
lead to a potential risk of gaming through the allocation of expenditure 
to difference categories.1541 We consider this to be relevant to the 
consideration of HAL’s financial threshold proposal as that proposal 

 
 
1536 Final Decision, paragraph 7.20. 
1537 Transcript of Ground E Hearing, page 50, lines 2-7, HAL NoA ,Table 4, page 141. 
1538 Maxwell 1, paragraph 4.22. 
1539 Maxwell 1, paragraphs 4.18-4.26. 
1540 HAL Response to PD, paragraph 224(a). 
1541 Final Proposals, section 2, paragraph 7.92. 

https://eur02.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.caa.co.uk%2Fcommercial-industry%2Fairports%2Feconomic-regulation%2Fh7%2Fconsultations%2Ffinal-and-initial-proposals-for-h7-price-control%2F&data=05%7C01%7CSteve.Hill%40cma.gov.uk%7C43531c3dd65a421308e208dba541e831%7C1948f2d40bc24c5e8c34caac9d736834%7C1%7C0%7C638285474721442694%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C3000%7C%7C%7C&sdata=MXhImfNU5r8zmfl10HNvhMbK0IKNyGfgnN8iPpbt5ZY%3D&reserved=0
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://www.caa.co.uk/commercial-industry/airports/economic-regulation/h7/consultations/final-and-initial-proposals-for-h7-price-control/
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would result in two different categories of capex in relation to which 
materially different incentive frameworks would be applied. Our view is 
that an approach that applied financial incentives to the level of capex 
spent on all projects (as the H7 framework does under the 25 per cent 
cost sharing provisions) but required DOs to be agreed on and applied 
to only a small portion, and the largest, of those projects, could raise 
material circumvention risks. We were not persuaded by HAL’s 
comments at the hearing on Ground E that it would not be in its 
interests to split projects up if such a threshold applied,1542 and note that 
in its NoA HAL had separately submitted that the H7 DO regime (ie in 
the absence of a £25 million threshold) would be likely ‘…to drive 
Heathrow to break projects down into smaller projects’.1543 In its 
response to the Provisional Determination, HAL asserted that a 
strategic importance threshold would ‘entirely resolve’ any concerns 
related to circumvention risks.1544 We do not consider HAL to have 
shown why the use of such a threshold would be expected to address 
relevant risks in an effective manner. 

(e) As set out in paragraph 11.58, the evidence does not show that the CAA 
failed to recognise or properly consider the potential for the new capex 
incentives arrangements to generate cost increases, delays or unworkable 
complexity. In our view, the CAA’s evidence highlighted ways in which it had 
taken account of the potential for such impacts in the design and 
implementation of the new arrangements. This included a work programme in 
relation to the implementation of the H7 framework to facilitate workshops 
between HAL and the airlines, including on how processes could be 
streamlined to avoid a significant increase in workload for HAL or airlines. 

(f) We note HAL’s submissions concerning the scope for the new framework not 
to result in a ‘fair bet’ and to result in ‘double jeopardy’ (because of the 
existence of DOs alongside the Output-Based Regulation regime). Even 
assuming this could demonstrate that the CAA failed to have regard to the 
relevant Better Regulation Principle, we do not consider the inclusion of 
penalty-only delivery obligations in relation to agreed capex allowances, in 
and of itself, implied the absence of a fair bet, and note that other regulators 
had drawn similar distinctions between mechanisms (within a broader 
incentive framework) intended to hold companies to account in relation to 
agreed delivery requirements and other mechanisms focused more directly 
on seeking to generate desirable incentives.1545 DOs form part of an ex-ante 
incentive framework that provides scope for HAL to make gains and losses – 

 
 
1542 Transcript of Ground E Hearing, page 45, lines 15-25. 
1543 HAL NoA , paragraph 337. 
1544 HAL Response to PD, paragraph 224(b). 
1545 For example, the distinction Ofgem has drawn between Price Control Deliverables (PCDs) and other incentives (see 
eg Ofgem, RIIO-2 Final Determinations – Core document, 8 December 2020, paragraph 4.3. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://www.ofgem.gov.uk/publications/riio-2-draft-determinations-transmission-gas-distribution-and-electricity-system-operator
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under the (25 per cent) cost sharing provisions – and (as set out in (c) above) 
provides considerable flexibility in terms of the development of DOs, subject 
to HAL being able to secure agreement with airlines. In line with our 
comments in paragraph 11.61, we would expect HAL to take the fact that it 
would be held to delivering agreed DOs (subject to agreed changes), and 
that it is subject to the Output-Based Regulation regime, into account when it 
scopes and specifies projects and seeks to develop and agree DOs. 

11.96 We have also considered that, in its response to our Provisional Determination, 
HAL submitted that, on a proper application of the legal test, the CAA – on 
introducing such a burdensome and experimental new regulatory regime – could 
not properly satisfy its duty to have regard to proportionality in circumstances 
where it had not considered why the regime needed to apply to all projects in the 
same way or whether a sensible financial/strategic importance threshold would 
result in a more proportionate design.1546 With respect to this contention 
specifically, and amplifying the matters addressed in the preceding paragraph: 

(a) As set out in paragraph 11.85, in the light of its assessment of the Q6 
arrangements, and on the basis of extensive consultation, the CAA 
concluded that an ex-ante incentive framework should be introduced for H7 
as it was considered to provide a stronger incentive (than the Q6 
arrangements) to undertake capex efficiently. 

(b) As set out in paragraph 11.95, the CAA set out – in its Final Proposals – that 
it had seen no compelling evidence to suggest that a more limited application 
of incentives within HAL’s capex programme was required or would be 
desirable. 

(c) As set out in paragraph 11.95, in May 2022, HAL proposed the introduction 
of a financial threshold of £25 million which would have implied that DOs 
would only have been applied to around 2.5% of capex projects. 

(d) As was set out in paragraph 11.95, the CAA’s evidence highlighted ways in 
which it had taken account of the potential for cost increases, delays or 
unworkable complexity to arise in the design and implementation of the new 
arrangements. 

(e) In our view, this evidence is all consistent with the view that the CAA properly 
and conscientiously took into account the principle that regulatory activities 
should be carried out in a way which is proportionate and weighed it as a 
factor in the balance with other factors. 

 
 
1546 HAL Response to PD, paragraph 223. 
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(f) The use of a financial/strategic importance threshold might have provided a 
different way of potentially seeking to address any proportionality concerns 
identified by the CAA. However, it would have done so by restricting the 
scope of application of the incentive and DO arrangements that the CAA was 
introducing. Having assessed (and rejected) the case for restricting the scope 
of the application of incentive and DO arrangements in the context of its 
proportionality assessment, in our view the CAA considered threshold 
options of the kind referred to by HAL at least indirectly. In any case, as set 
out above, our assessment of the overall body of evidence strongly supports 
the idea that the CAA had regard to the principle of proportionality. In that 
context, we are not persuaded that a failure to consider one specific element 
put forward by HAL in the context of the CAA’s overall assessment would be 
determinative of whether the CAA had regard to the Better Regulation 
Principle of proportionality. 

11.97 Accordingly, we determine that the Final Decision was not wrong in law because 
the CAA erred, in performing its primary duties, by failing to have regard to the 
principle that regulatory activities should be carried out in a way which is 
proportionate. 

H7 regime not transparent or accountable 

HAL’s submissions 

11.98 HAL submitted that the CAA had described the transparency principle as 
regulators being open and keeping regulations simple and user friendly. According 
to HAL, the CAA had failed to keep the H7 framework open and simple in terms of 
substantive requirements, the process for its implementation, and how its 
requirements are drafted into HAL’s Licence.1547 HAL further submitted that the 
CAA failed to carry out any regulatory impact assessment despite HAL’s 
consistent and repeated requests and failed to meaningfully engage with HAL’s 
alternative proposals.1548 

11.99 HAL submitted that the H7 regime was first proposed around six years ago but it 
was still ‘unfinished business’ as certain elements were yet to be defined and were 
being finalised via draft guidance. According to HAL, there was a lack of clarity 
about how the reconciliation regime would work in practice, with only a limited 
example provided at the Final Proposals stage.1549 HAL submitted that there was 
insufficient detail in the new licence condition on the intended operation of the new 
regime.1550 

 
 
1547 HAL NoA, paragraph 360. 
1548 HAL NoA, paragraph 361. 
1549 HAL NoA, paragraph 361. 
1550 HAL NoA ,paragraph 290.2.3. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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11.100 HAL submitted that the CAA’s draft guidance flagged the possible need for 
updates to the guidance if concerns arose that the regime imposed an excessive 
burden and cost on HAL and/or airlines, or that it unnecessarily contributed to 
delays. According to HAL, this did not give a proper answer to HAL’s concerns, 
provided no guarantee as to possible future changes, and suggested underlying 
concern on the part of the CAA about the burdensome nature of the regime.1551 

CAA Response 

11.101 In terms of a regulatory impact assessment, the CAA submitted that this disclosed 
no error. According to the CAA, while it had not carried out a regulatory impact 
assessment, it did, alongside the Initial Proposals, carry out an assessment of the 
proposed H7 framework against its statutory duties. The CAA noted that HAL did 
not respond to this assessment.1552 

11.102 The CAA submitted that there was no lack of meaningful engagement with HAL’s 
alternative proposals. The CAA submitted that in relation to the alternative 
proposal HAL submitted as part of its RBP, the CAA undertook a detailed 
assessment of this as part of an appendix to its April 2021 consultation. The CAA 
also submitted that it had considered the proposal submitted by HAL in May 2022 
(as part of engagement on capex incentives) and responded to this in detail in its 
Final Proposals, particularly where HAL had raised new points or issues not 
previously raised in its responses to CAA consultations.1553 

11.103 The CAA submitted that HAL’s arguments that the framework was ‘unfinished’ go 
nowhere. The CAA submitted that it had set out a significant amount of detail 
about the H7 ex-ante framework in the Final Proposals and the Final Decision, 
including all the key elements of the framework, what capex projects it will apply 
to, the need to specify DOs, and the incentive rate. According to the CAA, it was 
entirely normal (and indeed good practice) for regulators to then work with industry 
(in the CAA’s case HAL and airlines), to implement proposals of this nature in the 
most appropriate and proportionate way.1554 

Interveners’ submissions 

11.104 The Airline Interveners submitted that the suggestion that the CAA had in some 
way failed to act in a non-transparent or unaccountable way could not withstand 
even the most cursory scrutiny. They submitted that the CAA had consulted over a 
six-year period, during which time HAL was able to place before the CAA any 
evidence, and make any representations, it wished. The Airline Interveners 
submitted that in both the CAA’s Initial Proposals (at Appendix H) and Final 

 
 
1551 HAL NoA, paragraph 362. 
1552 CAA Response, paragraph 286.1. 
1553 CAA Response, paragraph 286.2. 
1554 CAA Response, paragraph 286.3. 
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Proposals (at Appendix G), the CAA explained how it had concluded that the 
capex incentives framework were appropriate having regard to its statutory duties 
under the Act.1555 They further submitted that airlines had co-operated 
constructively and in good faith with the CAA’s engagement with the airlines and 
HAL on the capex incentives framework and that the process would have been 
improved had HAL engaged with this process on a more constructive basis, rather 
than maintaining the reflexive opposition that it maintains in this appeal.1556 

Our assessment 

11.105 In our view, the evidence does not show that the CAA failed to have regard to the 
Better Regulation Principles relating to transparency and accountability: 

(a) As with the other grounds, we are assessing here whether the CAA properly 
and conscientiously took relevant principles into account and weighed them 
in the balance when making its decision (see paragraph 11.52 above). As in 
other areas, much of the evidence presented by HAL instead appeared to go 
to the question of whether a particular result was achieved. 

(b) In Appendix G to the Final Proposals, the CAA considered the Better 
Regulation Principles under discussion in this section. In Table G.2 of the 
Appendix, the CAA considered whether the H7 regime would be transparent 
and accountable, with regard to several factors such as the nature of the 
ex-ante process, the possibility of updated governance provisions, 
improvements compared to the Q6 framework, the possibility of CMA review 
of the Final Decision, CAA openness to reviewing the size of the capex 
envelope if HAL submitted a request, and retaining certain elements that are 
important in terms of accountability. This assessment by the CAA is part, but 
not the entirety, of its regard to the relevant principles, and of our finding that 
the CAA had such regard as required by the Act. 

(c) With respect to HAL’s submission that the CAA failed to keep the capex 
framework open and simple in line with own transparency principle,1557 we 
note that the case for adopting more complex approaches will depend on the 
extent to which the additional complexity can be viewed as a necessary part 
of a proportionate means of delivering the relevant intended improvement. 
We have already set out above that the CAA did not fail to have regard to 
other Better Regulation Principles of necessity and proportionality, and do not 
consider that a mere assertion of complexity is in any way sufficient to show 
that the CAA failed to have regard to the principle that regulatory activities 
should be carried out in a way which is transparent and accountable. 

 
 
1555 BA NoI, paragraph 5.5.3; Delta NoI, paragraph 5.26. 
1556 BA NoI, paragraph 5.4.4 and 5.4.5; Delta NoI, paragraph 5.19 and 5.20. 
1557 HAL NoA, paragraph 360. 
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(d) With respect to HAL’s submission that the CAA failed to carry out a 
regulatory impact assessment,1558 assuming this would even be required to 
show that the CAA had regard to the relevant Better Regulation Principles 
(something we have not had to determine in the circumstances), we note 
that: 

(i) As set out in paragraph 11.58, the CAA consulted extensively on the 
introduction of new capex incentive arrangements, and this included 
consideration of different ways in which an ex-ante incentive framework, 
and – within such a framework – delivery obligations, might be applied. 

(ii) The CAA published an assessment of its proposals against its statutory 
duties (including the Better Regulation Principles) as an appendix to its 
Initial Proposals document,1559 and published an updated assessment 
as an appendix to its Final Proposals – which we have referred to at 
various points in this chapter.1560 

(iii) While we consider that the assessments referred to in (ii) may have 
benefitted from further attention being given to the potential for 
quantifying relevant costs and benefits, as set out in paragraph 11.59: 

(1) the evidence does not show that the CAA failed to recognise or 
properly consider the potential for the new capex incentives 
arrangements to generate cost increases, delays or unworkable 
complexity; and 

(2) the CAA’s evidence highlighted ways in which it had taken account 
of the potential for such impacts in the design and implementation 
of the new arrangements, including through the consideration of 
alternative options. 

(e) We are not persuaded by HAL’s submissions that the ‘unfinished’ nature of 
the framework implies that the CAA has had insufficient regard to 
transparency or accountability. We consider that the ongoing nature of the 
CAA’s work in relation to the H7 capex incentives framework can be viewed 
as a function of its approach of requiring there to be agreement at G3 on 
what capex projects are intended to deliver, and when, for the agreed 
budget, while leaving the determination of the form that DOs should take in 
relation to any given project as a matter for HAL and airlines to determine by 
agreement. That approach means that the consequences of the new 
requirements will inevitably be dependent on the effectiveness of the 
processes through which HAL and airlines engage over time, and develop 

 
 
1558 HAL NoA, paragraph 361. 
1559 Initial Proposals, Appendix H. 
1560 Final Proposals, Appendix G. 
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and refine approaches to determining, where relevant modifying, and 
reconciling against DOs. In line with paragraph 11.59, while HAL’s 
submissions identified a range of risks in terms of the potential impact of the 
new capex arrangements, we do not consider HAL’s evidence to have shown 
why the CAA should be regarded as having taken insufficient account of, or 
provided an insufficient response to, those risks. We note that the CAA’s 
ongoing activities – and potential activities – can be understood as an 
important source of risk mitigation in this context, including: 

(i) Activities aimed at facilitating more effective engagement and 
agreement in relation to DOs (see paragraph 11.59). 

(ii) The CAA’s role as ultimate arbiter within the governance process, and 
its use of guidance in relation to that role (see paragraph 11.76). 

11.106 Accordingly, we determine that the Final Decision was not wrong in law because 
the CAA erred, in performing its primary duties, by failing to have regard to the 
principle that regulatory activities should be carried out in a way which is 
transparent and accountable. 

H7 regime is inconsistent with regulatory precedent/other areas of the price control 

HAL’s submissions 

11.107 HAL submitted that the Final Decision was inconsistent with relevant comparators. 
According to HAL, Dublin and Gatwick airports both have requirements to consult, 
not agree, with airlines on capex projects. HAL submitted that both maintained a 
far greater degree of flexibility in their framework to be responsive to 
developments on a capex project as it progresses.1561 

11.108 HAL submitted that Dublin airport was the closest comparator to Heathrow – 
according to HAL, it was regulated with an almost identical application of the 
single-till approach. HAL submitted that the Irish regulator applied an incentive 
framework at Dublin where capex projects were either ex-ante or ‘StageGate’. 
HAL explained that for ex-ante projects the regulator determines cost/scope at the 
outset of a price determination and airlines can express views but their approval 
was not required. HAL explained that the StageGate process was typically for 
large scale projects and/or projects without sufficient certainty on costs.1562 

11.109 According to HAL, StageGate was analogous to the existing Q6 gateway process. 
HAL explained that there was a requirement to consult with key stakeholders 
including airlines to finalise project cost/scope and the regulator was required to 

 
 
1561 HAL NoA, paragraph 363. 
1562 HAL NoA, paragraph 364. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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make a determination at the project’s outset with the support of an independent 
expert. HAL explained that the airport was required to consult with stakeholders 
through the StageGate process as the project evolved, with independent expert 
assessment of airport proposals. According to HAL, the airport had to consult but 
not agree with airlines on the cost/scope of projects as they evolved through the 
regulatory period. HAL explained that this allowed projects to proceed with 
significant certainty of the recoverability of costs, rather than determining 
cost/scope at the outset when projects are less developed.1563 

11.110 HAL further submitted that Gatwick airport was regulated under a licence-based 
commitments regime. HAL explained that this was very different to Heathrow and 
was far less intrusive and burdensome. HAL submitted that Gatwick shared 
annually with the Airlines Consultative Committee (ACC) a 5-year capex plan prior 
to publication of its Capital Investment Programme (CIP), and it met with the ACC 
to perform ex-post reviews of capex projects. According to HAL, the airport was 
required to consult airlines on the CIP but had no obligation to have full agreement 
from all airlines – regardless of the value/type of project. HAL explained that there 
was ex-post review of lower value projects and there was ex-ante review of 
projects above a threshold of £5 million – these were open to higher level of 
scrutiny by airlines. HAL submitted that Gatwick was only penalised if it did not 
meet its core service standards and that penalties were not overly prescriptive and 
there was no risk of duplicative penalties.1564 

11.111 HAL submitted that as a result the H7 regime was out of line with other 
comparable European examples including Amsterdam, Zurich and Rome. 
According to HAL, the regulatory burden introduced was out of line with best 
practice in other European comparators.1565 

11.112 HAL also said that the Final Decision was inconsistent with other areas of the price 
control. According to HAL, the CAA had not appropriately considered the potential 
for double jeopardy between the DO and Output-Based Regulation regimes. HAL 
submitted that the CAA had dismissed that concern out of hand even though it 
demonstrated a flaw in regulatory design. HAL also submitted that the CAA had 
claimed DOs represented consistent regulation but had failed to consider their 
internal inconsistency with other parts of the Final Decision. According to HAL, this 
was not in line with the CAA’s statutory duty to be consistent.1566 

CAA Response 

11.113 The CAA submitted that it was simply inaccurate to characterise the Final Decision 
as giving rise to a risk of ‘double jeopardy’. According to the CAA, the Final 

 
 
1563 HAL NoA, paragraph 364. 
1564 HAL NoA. paragraph 365. 
1565 HAL NoA, paragraph 366. 
1566 HAL NoA, paragraph 367. 

https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
https://assets.publishing.service.gov.uk/media/652fbfff92895c000ddcb970/Non_Confidential_HAL_Notice_of_Appeal.pdf
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Proposals considered the existence of DOs alongside the Output-Based 
Regulation regime. The CAA submitted that the nature of the Output-Based 
Regulation framework meant that the outcomes and measures captured within it 
were of HAL’s performance across the range of activities and services it 
undertakes (ie both operational and infrastructure provision), and often they 
reflected both in one measure (eg security queues). The CAA submitted that the 
focus of the Output-Based Regulation was HAL’s service delivery, which had a 
primary focus on the operating efficiency of the business. According to the CAA, 
the role of DOs was not to penalise HAL in terms of its service delivery but to 
adjust the original capex baseline for a project to reflect what was actually 
delivered. The CAA submitted that HAL will only be penalised financially if its 
actual spend was higher than the adjusted baseline. According to the CAA, even if 
HAL ended up being penalised for a capex overspend (by not being allowed to 
add 25% of the overspend in relation to that project to its RAB) and through the 
Output-Based Regulation regime (because it did not deliver a part of the scope of 
a project which had an impact on its performance against an Output-Based 
Regulation metric), that was not ‘double jeopardy’. In the CAA’s view, that was an 
appropriate functioning of the regulatory framework as otherwise HAL would have 
no incentive to make up for shortcomings in its capex delivery by deploying 
different and potentially more costly operating arrangements and services.1567 

11.114 The CAA submitted that the allegation that the CAA had acted inconsistently with 
regulatory best practice on its own disclosed no error if what it had done fell within 
its margin of appreciation.1568 The CAA submitted that in any event, HAL’s citation 
of comparators provided no basis for the conclusory statement that what the CAA 
had done in this case – bearing in mind that Heathrow was ‘sui generis’1569 and 
had no direct comparators – was inconsistent with best practice. According to the 
CAA, at best it showed that different decisions had been taken in respect of 
different airports where different circumstances obtain. The CAA submitted that 
this falls a long way short of showing any error. Notwithstanding these points, the 
CAA submitted based on witness evidence that it was clear that a number of 
different airport regulators applied some form of ex-ante incentives on capital 
expenditure, and the CAA’s introduction of ex-ante capex incentives was also 
consistent with regulatory precedent in the UK, for example Ofgem and Ofwat’s 
approaches to regulating the energy and water sectors respectively.1570 

Interveners’ submissions 

11.115 The Airline Interveners submitted that the Better Regulation Principle did not – on 
any view – entail an obligation to adopt an identical approach to that taken by 

 
 
1567 CAA Response, paragraph 285.3. 
1568 CAA Response, paragraph 287. 
1569 Ie unique. 
1570 CAA Response, paragraph 287. 

https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
https://assets.publishing.service.gov.uk/media/64805715103ca60013039ad2/CAA_response_to_the_notices_of_appeal.pdf
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other airports under different regulatory schemes and (in the case of Dublin 
Airport) a different regulator. They submitted that HAL did not address the 
manifold differences between the regulatory regimes at those airports. They 
submitted that Gatwick, for example, did not have a RAB, nor are charges set by 
reference to a RAB.1571 

Our assessment 

11.116 In our view, the evidence does not demonstrate that the CAA failed to have regard 
to the Better Regulation Principle relating to consistency: 

(a) As in other respects in this chapter, the question is whether the CAA took the 
regulatory principle relating to consistency properly and conscientiously into 
account, and weighed it in the balance (see paragraph 11.52 above), in 
making its decision. As in the other cases considered in this final 
determination, much of the evidence presented by HAL instead appears to 
go to the question of whether a particular result was achieved. 

(b) Again, in Appendix G to the Final Proposals the CAA considered the relevant 
principle. In Table G.2 of that appendix, the CAA assessed whether its 
approach would be consistent in relation to a number of factors such as 
retaining effective elements of Q6 where possible and the actions of other 
regulators. Again, that appendix is part of our assessment of the regard the 
CAA had to the principle. 

(c) Even assuming that the question of other airport comparators (both domestic 
and overseas) was relevant to the question of whether the CAA had regard to 
the relevant principle, given Heathrow’s economic characteristics, and 
(associated with this) it being the only airport currently subject to CAA price 
control regulation, we consider it unsurprising that there would be differences 
between the approaches to regulating capex that CAA had adopted for 
Heathrow and those that were adopted (by the CAA, and – internationally – 
by other authorities) in relation to other airports. Different treatment of 
different airports in different circumstances does not, in our view, indicate a 
lack of regard to the principle of consistency. 

(d) We set out our assessment of HAL’s submissions concerning the scope for 
the new framework not to result in a ‘fair bet’ and to result in ‘double 
jeopardy’ (because of the existence of DOs alongside the Output-Based 
Regulation regime) in paragraph 11.95. As set out in that paragraph, the 
evidence does not demonstrate that the CAA failed to recognise or properly 
consider the promotion of efficient incentives in its decision to introduce new 
capex incentive arrangements. We do not consider in any case that HAL has 

 
 
1571 BA NoI, paragraph 5.5.3; Delta NoI, paragraph 5.26. 

https://assets.publishing.service.gov.uk/media/64804fccb32b9e000ca96316/British_Airways_plc_application_to_intervene.pdf
https://assets.publishing.service.gov.uk/media/64804d07103ca60013039ac6/Delta_Airlines_Inc_application_to_intervene.pdf
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properly set out why these matters are relevant to the question of whether or 
not the CAA had regard to the Better Regulation Principle relating to 
consistency. 

11.117 Accordingly, we determine that the Final Decision was not wrong in law because 
the CAA erred, in performing its primary duties, by failing to have regard to the 
principle that regulatory activities should be carried out in a way which is 
consistent. 

Other matters 

11.118 In its response to the Provisional Determination, HAL submitted that we had not 
given it the opportunity to comment on our interpretation of the CAA’s statutory 
duties.1572 We disagree. We clearly set out our interpretation of those duties in the 
Provisional Determination. HAL submitted a response covering that interpretation, 
along with other points, which we have assessed in this chapter as set out above. 
That response was in addition to opportunities all the Parties had at various stages 
of the proceedings to make submissions about the meaning and effect of the 
relevant duties.  

Determination of the overall statutory question 

11.119 Our determination on the overall statutory question, given the above assessments, 
is that the Final Decision was not wrong in law, nor did the CAA make an error in 
the exercise of a discretion, in relation to capex incentives. HAL’s appeal in 
relation to capex incentives is therefore dismissed and we confirm the Final 
Decision in that respect. 

11.120 We note in this connection that HAL also suggested in its response to the 
Provisional Determination that, even if we uphold the overall H7 framework, we 
should remit certain matters back to the CAA to address flaws in the Final 
Decision and mitigate the consequential harms for HAL and its passengers, direct 
the CAA to consider timing amendments for implementation of the H7 regime, 
require the CAA to publish more information about the dispute resolution process, 
or require the CAA to consider timing amendments to current licence deadlines for 
implementation of the H7 framework.1573 In circumstances where we have found 
no error on the grounds pleaded by HAL, we do not consider that we have the 
power to impose such requirements on the CAA, nor would it be appropriate to do 
so. Insofar as the capex incentives framework will involve the CAA taking further 
decisions, it is for it to do so taking account of relevant considerations and 

 
 
1572 HAL Response to PD, paragraphs 218-219. 
1573 HAL Response to PD, paragraphs 208-210, 218-219, 232-233, 239 and 240-245. 
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evidence, and in accordance with its statutory duties. Such decisions may be 
reviewable in line with public law principles. 
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12. Determination of appeal from HAL 

Introduction 

12.1 This chapter sets out the grounds pleaded by HAL and provides our determination 
of HAL’s appeal. 

Grounds pleaded by HAL 

12.2 As outlined in chapter 4, HAL appealed against the Final Decision on the following 
grounds: 

(a) ground 1, RAB adjustment; 

(b) ground 2, the cost of equity; 

(c) ground 3, the cost of debt; 

(d) ground 4, the AK factor; and 

(e) ground 5, capex incentives. 

HAL ground 1: RAB adjustment 

12.3 For the reasons given in chapter 5, our determination is to dismiss HAL’s pleaded 
ground 1 concerning the RAB adjustment and confirm the Final Decision in that 
regard. 

HAL ground 2: cost of equity 

12.4 For the reasons given in chapter 6, our determination is to dismiss HAL’s pleaded 
ground 2 concerning the cost of equity and confirm the Final Decision in that 
regard. 

HAL ground 3: cost of debt 

12.5 For the reasons given in chapter 7, our determination is to dismiss HAL’s pleaded 
ground 3 concerning the cost of debt and confirm the Final Decision in that regard. 

HAL ground 4: the AK factor 

12.6 For the reasons given in chapter 10, we determine that the CAA was wrong in the 
manner of its application of the AK factor in 2020 and 2021, and allow HAL’s 
appeal to that extent but otherwise confirm the Final Decision (as set out in more 
detail at paragraphs 10.117 to 10.121).  
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HAL ground 5: capex incentives 

12.7 For the reasons given in chapter 11, our determination is to dismiss HAL’s pleaded 
ground 5 concerning capex incentives and to confirm the Final Decision in that 
regard. 
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13. Determination of appeal from BA 

Introduction 

13.1 This chapter sets out the grounds pleaded by BA and provides our determination 
of the appeal. 

Grounds pleaded by BA 

13.2 As outlined in chapter 4, BA appealed against the Final Decision on the following 
grounds: 

(a) ground 1, passenger forecasting; 

(b) ground 2, the RAB adjustment; and 

(c) ground 3, the weighted average cost of capital (WACC). 

BA ground 1: Passenger forecasting1574 

13.3 For the reasons given in chapter 9, our determination is: 

(a) to dismiss BA’s pleaded ground 1 concerning passenger forecasting and 
confirm the Final Decision in this regard, save in respect of BA’s allegation 
that the CAA’s Final Decision was wrong because in Step 4 the CAA applied 
a Shock Factor of 0.87% and was wrong in law, in which limited part we allow 
BA’s appeal (as set out in more detail at paragraphs 9.309 to 9.310); and 

(b) to dismiss the element of BA’s pleaded ground 3 concerning the asymmetric 
risk allowance and confirm the Final Decision in this regard. 

BA ground 2: the RAB Adjustment  

13.4 For the reasons described in chapter 5, we determine that BA’s appeal in relation 
to the RAB adjustment is dismissed and confirm the Final Decision in this regard. 

BA ground 3: WACC 

13.5 For the reasons set out in chapters 6, 7 and 8, we dismiss ground 3 of BA’s appeal 
concerning the WACC and confirm the Final Decision in this regard, save that we 
determine that the CAA erred in applying an index-linked premium, as set out in its 

 
 
1574 We also addressed within ground 1 one aspect of BA’s ground 3 (allowance for asymmetric risk). 
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Final Decision, to HAL’s cost of debt and we allow BA’s appeal to that extent (as 
set out in more detail at paragraphs 7.305 to 7.306). 
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14. Determination of appeal from Delta 

Introduction 

14.1 This chapter sets out the grounds pleaded by Delta and provides our 
determination of the appeal. 

Grounds pleaded by Delta 

14.2 As outlined in chapter 4, Delta appealed against the Final Decision on the 
following grounds: 

(a) ground 1, passenger forecast; 

(b) ground 2, the WACC; and 

(c) ground 3, the RAB adjustment. 

Delta ground 1: Passenger forecast 

14.3 For the reasons given in chapter 9, our determination is to dismiss Delta’s pleaded 
ground 1 concerning the passenger forecast and confirm the Final Decision in this 
regard, save in respect of Delta’s allegation that the CAA’s Final Decision was 
wrong because in Step 4 the CAA applied a Shock Factor of 0.87% and was 
wrong in law, in which limited part we allow Delta’s appeal (as set out in more 
detail at paragraphs 9.309 to 9.310). 

Delta ground 2: the WACC 

14.4 For the reasons set out in chapters 6, 7 and 8, we dismiss ground 2 of Delta’s 
appeal concerning the WACC and confirm the Final Decision in this regard, save 
that we determine that the CAA erred in applying an index-linked premium, as set 
out in its Final Decision, to HAL’s cost of debt and we allow Delta’s appeal to that 
extent (as set out in more detail at paragraphs 7.305 to 7.306). 

Delta ground 3: the RAB adjustment 

14.5 For the reasons in chapter 5, we determine that Delta’s appeal in relation to the 
RAB adjustment is dismissed and confirm the Final Decision in this regard. 
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15. Determination of appeal from VAA 

Introduction 

15.1 This chapter sets out the grounds pleaded by VAA and provides our determination 
of the appeal. 

Grounds pleaded by VAA 

15.2 As outlined in chapter 4, VAA appealed against the Final Decision on the following 
grounds: 

(a) ground 1, passenger forecast; 

(b) ground 2, the WACC; and 

(c) ground 3, the RAB adjustment. 

VAA ground 1: Passenger forecast 

15.3 For the reasons given in chapter 9, our determination is to dismiss VAA’s pleaded 
ground 1 concerning the passenger forecast and confirm the Final Decision in this 
regard, save in respect of VAA’s allegation that the CAA’s Final Decision was 
wrong because in Step 4 the CAA applied a Shock Factor of 0.87% and was 
wrong in law, in which limited part we allow VAA’s appeal (as set out in more detail 
at paragraphs 9.309 to 9.310). 

VAA ground 2: the WACC 

15.4 For the reasons set out in chapters 6, 7 and 8, we dismiss ground 2 of Delta’s 
appeal concerning the WACC and confirm the Final Decision in this regard, save 
that we determine that the CAA erred in applying an index-linked premium, as set 
out in its Final Decision, to HAL’s cost of debt and we allow Delta’s appeal to that 
extent (as set out in more detail at paragraphs 7.305 to 7.306). 

VAA ground 3: the RAB adjustment 

15.5 For the reasons in chapter 5, we determine that VAA’s appeal in relation to the 
RAB adjustment is dismissed and confirm the Final Decision in this regard. 
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16. Relief 

Introduction 

16.1 The CMA is required to issue its final determinations by 17 October 2023, 
including, where relevant, our requirements on the design and implementation of 
any associated remedies, together generally described by the Parties as ‘relief’. In 
this section we use both ‘relief’ and ‘remedies’ to describe decisions made by the 
CMA on the consequences for the CAA’s Final Decision of our determinations in 
these appeals. 

16.2 As set out in detail in our assessments above, we have found the CAA’s decision 
to proceed with modifications of HAL’s Licence by means of its Final Decision to 
be wrong in three specific areas: 

(a) on one aspect of the Airlines’ appeals on Ground B: Cost of Capital (ie 
introducing an index linked premium); 

(b) on one aspect of the Airlines’ appeals on Ground C: Passenger 
Forecasts/Forecasting (ie the 0.87% level of the Shock Factor); and 

(c) on part of HAL’s appeal in Ground D: AK factor (ie the manner of CAA’s 
application of the AK factor in 2020 and 2021). 

16.3 Where we allow an appeal to any extent in relation to a decision by the CAA to 
modify a licence condition, section 27(2) of the Act stipulates that we must do one 
or more of the following: 

(a) quash the decision appealed against; 

(b) remit the matter that is the subject of the decision appealed against to the 
CAA for reconsideration and decision in accordance with this Chapter [of the 
Act] and any directions given by the CMA; 

(c) substitute our own decision for that of the CAA.1575 

16.4 In coming to our decision on relief, we need to have regard to both our overriding 
objective of disposing of the appeals fairly and efficiently and at proportionate cost 
within the time limits prescribed by the Act, and also the CAA’s objectives and 
duties as set out in the Act. In that context, we have to consider the practical 
aspects associated with the timetable of an appeal. If we find an error in our final 
determinations, we will decide which of the approaches outlined in paragraph 16.3 
above to apply depending on a number of considerations, including: 

 
 
1575 Section 27 of the Act.  

https://www.legislation.gov.uk/ukpga/2012/19/section/27/enacted
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(a) the feasibility of identifying and implementing an effective remedy within the 
timetable for these appeals; 

(b) the costs associated with remittal of the matter to the CAA, including any 
costs associated with further delay to the relevant aspects of the price 
control; 

(c) the existence of interlinkages between any remedy and other parts of the 
price control framework that are not subject to these appeals, which will 
affect the feasibility of a remedy to effectively address the error identified 
without wider consequences; and 

(d) the benefits of any further consultation on the issues subject to the remedy, 
including consultation with third parties. 

16.5 We note that if we decide to remit any matters to the CAA, we can do so with 
directions, which can be specific to the form of the proposed remedy. Our 
assessment therefore includes two decisions: 

(a) whether the remedies process is able to identify an effective remedy that will 
address the errors found in these appeals; and 

(b) if so, whether the implementation of that remedy should be through remittal 
to the CAA (potentially with directions), in order that the CAA can implement 
the remedy, or through substitution of our decision for that of the CAA. 

The approach to relief set out in our Provisional Determination 

16.6 In our Provisional Determination we proposed to the Parties that we would quash 
and remit to the CAA for reconsideration all three of the matters identified at 
paragraph 16.2 above. 

16.7 We explained that as a starting point we had provisionally concluded that it was 
not appropriate for the CMA to quash and substitute an alternative decision on the 
index linked premium, the level of the Shock Factor or the AK factor. This is for a 
number of reasons. 

(a) The errors found have largely resulted from a lack of robust and objective 
evidence and analysis and a failure by the CAA to properly consider what 
other information and evidence was required in order to support the CAA’s 
decisions. It follows that the CMA has not been able to review and to 
consider evidence that the CAA should have collated but did not in order to 
arrive at its conclusions. 

(b) Whilst we have found that the CAA erred in failing to properly consider and 
evidence these decisions, we are mindful that, on remittal and proper 
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consideration of all relevant information and the exclusion of irrelevant 
information from its assessment, the CAA as the industry regulator has 
significantly more experience than the CMA to address its errors. 

(c) Although we have considered carefully whether and how any of the errors we 
have found with the Final Decision may impact other areas of the price 
control, we also recognise that there may be interlinkages with other 
elements of the price control and that the CAA is better placed to assess 
these. 

16.8 We further explained that we considered this approach appropriate because in 
each case it would best achieve the remedy aims that we identified in relation to 
each ground. We set out below the aims we sought to achieve, and the position 
taken in the Provisional Determination. 

Ground B Remedy Aim 

16.9 In our Provisional Determination, and confirmed in this Final Determination, we 
concluded that the CAA erred in fact and law in introducing an index-linked 
premium of 15bps as part of its assessment of HAL’s cost of debt. It made 
methodological errors, failed to take account of relevant considerations and 
reached a conclusion without a proper factual basis and foundation in the 
evidence such that its decision in this regard was irrational. We have found that 
this error was material for the reasons set out at paragraph 7.306. 

16.10 We intended to remedy the Ground B error ensuring that the CAA: 

(a) applies an index-linked premium of 15bps to the cost of debt only if it has 
concluded on the basis of robust evidence that this level of index-linked 
premium is appropriate; or 

(b) applies a revised index-linked premium to the cost of debt at a level which 
the CAA has calculated on the basis of appropriate and robust evidence, with 
accompanying clear and supported analysis and reasoning; or 

(c) does not apply an index-linked premium to the cost of debt, if the CAA 
decides upon further consideration that the available evidence is insufficient 
to constitute robust evidence for the calculation of an appropriate level of 
indexed-linked premium; and 

(d) in any event makes such modifications to the relevant price control licence 
condition as are required so that it takes account of the CAA's otherwise 
correct level of the WACC subject to the corrected index-linked premium 
(which may be zero) applied to the cost of debt. 
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Ground C Remedy Aim 

16.11 In our Provisional Determination, and confirmed in this Final Determination, we 
found that the CAA was wrong in law to select 0.87% as the level of the Shock 
Factor to be applied to the passenger forecast because it failed properly to 
validate whether HAL’s calculations of that figure were correct and thus failed to 
take account of relevant considerations and evidence and made a decision without 
adequate foundation in the evidence. We have found that this error was material 
for the reasons set out at paragraph 9.305 above. 

16.12 We intended to remedy the Ground C error ensuring that the CAA either: 

(a) applies a Shock Factor of 0.87% to the passenger forecast for 2023-2026 
within the Final Decision only if it has first appropriately validated that level of 
Shock Factor; or 

(b) applies a revised Shock Factor to the passenger forecast for 2023-2026 
within the Final Decision at a level which the CAA has appropriately 
validated; and 

(c) in either event, makes such modifications to the relevant price control licence 
condition as are required so that, for 2023-2026, it takes account of the 
CAA’s otherwise correct passenger forecast1576 subject to the corrected 
Shock Factor and sets the passenger charge accordingly. 

Ground D Remedy Aim 

16.13 In our Provisional Determination, and confirmed in this Final Determination, we 
found that the CAA did not err in law or in the exercise of a discretion in deciding 
that an AK factor should be applied to the years 2020 and 2021 and was not 
wrong to apply an AK factor in the light of the losses HAL made during that period. 
We confirm the Final Decision to that extent. 

16.14 We did, however, find that the CAA erred in law and in the exercise of a discretion 
in applying the AK factor mechanism in respect of 2020 and 2021 in the way that it 
did to account for: an underspend on capex in 2020 and 2021; an over recovery 
caused by HAL’s business rates out-turning at levels lower than the Q6 allowance; 
and an over-recovery in per passenger charges in 2020 and 2021 as a result of 
airlines operating flights at Heathrow with fewer numbers of passengers than 
before the COVID-19 pandemic. 

16.15 We intended to remedy the Ground D error ensuring that the CAA: 

 
 
1576 That is, the unshocked forecast the CAA calculated in the Final Decision which we do not, as set out in this 
determination find to be wrong. 
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(a) gives due consideration to whether, in the exceptional circumstances that 
applied as a result of the pandemic, HAL did actually over-recover revenues 
to the extent a standard application of the correction factor would imply and 
that it was appropriate to provide for the recovery of those amounts; and 

(b) makes such modifications to the relevant price control condition as are 
required to take account of any recalculation of the AK factor in light of (a). 

Consequences of the proposed remittals 

16.16 To the extent that the remittals would result in due course in a change to the 
overall price control, we explained in our Provisional Determination that we 
considered that any subsequent adjustment to the WACC and/or Shock Factor 
could be accommodated by the application of a form of ‘true-up’ mechanism that 
the CAA could apply. 

Parties’ general submissions on relief 

CAA’s submissions 

16.17 The CAA welcomed the general approach regarding relief set out in our 
Provisional Determination and it agreed that the CMA should remit to it any 
matters where we decided it had erred.1577 

16.18 The CAA committed to considering such matters in a timely manner. In this 
context, the CAA drew the CMA’s attention to the fact that it is already considering 
a small number of issues that were inevitably held over from the CAA’s Final 
Decision with a view to concluding these matters in the first half of 2024.1578 

Airlines’ submissions 

16.19 The Airlines did not make any general submissions on relief. The Airlines 
welcomed our proposed remedy in relation to Grounds B and D,1579 and for 
Ground D stated that they wished to be involved in the CAA’s future consideration 
of the AK factor through its consultation in relation to Ground D (the AK factor).1580 
The Airlines did not make any specific submissions on relief for Ground C. 

 
 
1577 CAA, Response to PD, 22 September 2023, (CAA Response to PD), paragraph 39. 
1578 CAA Response to PD, paragraph 41. 
1579 Airlines, Response to PD, 22 September 2023, (Airlines Response to PD), paragraphs 3.5 – 3.9 and 5.1. 
1580 Airlines, Response to PD, paragraph 5.3. 
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HAL’s submissions 

16.20 HAL submitted that the relevant case law,1581 parliamentary intent,1582 the 
Overriding Objective,1583 and a report of the Competition Commission pre-dating 
the Act1584 made clear that regulatory appeals bodies should finalise the outcome 
of an appeal through substitution of their own decision wherever possible. HAL 
submitted that the CMA substituting our own decision for that of the CAA would 
benefit consumers as this would foster certainty regarding the regulatory 
framework within which HAL is operating. HAL noted that it was already 21 months 
into a 60-month regulatory settlement, which gave all the more reason to remedy 
the CAA’s errors promptly. 

Approach to implementation of relief 

16.21 As set out in paragraph 16.6 above, in our Provisional Determination we proposed 
quashing and remitting to the CAA for redetermination all three of the errors which 
we had found. Neither the CAA nor the Airlines objected to this proposed 
approach. HAL did not object to our proposed approach in relation to Ground B. In 
relation to Grounds C and D HAL submitted that we should substitute our own 
decision for that of the CAA, rather than remitting to the CAA for reconsideration 
as we had proposed. 

16.22 Our starting point is that we consider it appropriate to quash the CAA’s erroneous 
decisions in this case, ie the errors should not be allowed to stand uncorrected. 
None of the parties opposed this. The question for us then to consider is whether 
substitution or remittal is the appropriate further step to ensure that the errors are 
corrected. 

16.23 In principle, we agree with HAL that where the CMA considers that it can 
substitute its own decision for that of the CAA, that course will normally be 
preferable to remittal. This is because substitution is likely to correct the error more 
promptly than a remittal. However, the key question is whether substitution is 
appropriate. Whether substitution is appropriate will depend upon the relevant 
circumstances. In addition to the matters described in paragraph 16.4 above, 
those include: 

(a) whether the CMA has sufficient (admissible) evidence to enable it to form a 
view on the ‘correct’ answer to substitute for that of the CAA (ie whether or 
not further investigation would be necessary to resolve the matter); 

 
 
1581 HAL, Response to PD, 22 September 2023 (HAL Response to PD), paragraphs 25 and 26. 
1582 HAL referred to passages from Hansard in which the Civil Aviation Bill was discussed. HAL Response to PD, 
paragraph 31. 
1583 HAL Response to PD, paragraph 31. 
1584 HAL referred to passages from the CC’s Final Report ‘BAA airports market investigation’ dated 19 March 2009 which 
commented upon the regulatory regime in place prior to the Act. HAL Response to PD, paragraph 32. 
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(b) whether the CMA can fairly dispose of the matter within the statutory 
deadline for the appeal proceedings. 

16.24 In relation to Ground B, we shall remit the decision to the CAA for reconsideration. 
This proposed course was not opposed by any of the Parties and in our view, the 
considerations in paragraph 16.23 are not met. Accordingly, we determine that an 
appropriate and proportionate means of achieving our Ground B Remedy Aim is to 
quash the CAA’s decision to apply an index-linked premium to HAL’s cost of debt 
as set out in the Final Decision and remit this matter to the CAA for 
reconsideration and decision pursuant to our powers under section 27(2)(a) and 
(b) of the Act.1585 We refer to this as our Ground B Remedy. This remedy requires 
the CAA to review the matter and to determine on the basis of robust and objective 
evidence, analysis and reasoning, taking account of relevant considerations, 
whether, why and to what extent, if at all, an index-linked premium should be 
applied to HAL’s cost of debt. 

16.25 In relation to Ground C, HAL invited us to confirm the Shock Factor at 0.87% in 
our final determination rather than remit this matter to the CAA.1586 For the reasons 
set out at paragraphs 9.303 and 9.304, we decline to do so and consider that the 
criteria set out in paragraph 16.23 are not met. We therefore determine that an 
appropriate and proportionate means of achieving our Ground C Remedy Aim is to 
quash the CAA’s decision to apply a Shock Factor at the level of 0.87% to the 
otherwise correct passenger forecast in the forecast years 2023 to 2026 as set out 
in the Final Decision and remit this matter to the CAA for reconsideration and 
decision pursuant to our powers under section 27(2)(a) and (b) of the Act.1587 We 
refer to this as our Ground C Remedy. This remedy may require a change to the 
maximum yield per passenger amounts allowed for in the Licence but we consider 
that this remedy would not entail the CAA having to conduct its passenger 
forecasting exercise afresh (ie to alter any of the other aspects of the otherwise 
correct unshocked forecast). 

16.26 In relation to Ground D, HAL submitted that the CMA has sufficient material and 
data to make its own determination of the AK-factor and urged us to do so. HAL 
also suggested calculations for the development capex, business rates and 
passenger mix adjustments and suggested wording to replace the AK factor 
licence conditions.1588 In accordance with HAL’s calculations, it considered that the 
maximum AK factor returned by Heathrow should be £55.5 million. HAL submitted 
that this includes the pro-rated adjustments of £32.5 million for development 
capex, £19 million for business rates and a net £4 million for the passenger mix 
effects relating to prolonged aircraft parking and more short-haul flights in the 

 
 
1585 Section 27 of the Act. 
1586 HAL Response to PD, paragraphs 82-84. 
1587 Section 27 of the Act. 
1588 HAL Response to PD, paragraphs 44 to 46 and Annexes D1 and D2. 

https://www.legislation.gov.uk/ukpga/2012/19/section/27/enacted
https://www.legislation.gov.uk/ukpga/2012/19/section/27/enacted
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mix.1589 In the alternative, HAL submitted that upon any remittal, the CMA should 
be as specific as possible in its directions.1590 

16.27 We do not agree with HAL’s submission that we have sufficient material and data 
to make our own determination of the AK factor. As noted at paragraph 10.88, the 
Parties made only limited representations on the workings of the AK factor 
adjustment. While HAL submitted certain figures to us in response to our 
Provisional Determination, these figures have not enabled us to identify the correct 
adjustment in a way that we can confidently and fairly rely upon. That is a matter 
for the CAA to determine following an appropriate process.1591 Further, we 
consider that the CAA, as the expert industry regulator, would be better placed 
than us to give full and proper consideration to the application of the AK factor and 
to make any necessary changes to the licence conditions.  

16.28 Accordingly, we determine that an appropriate and proportionate means of 
achieving our Ground D Remedy Aim is to quash the CAA’s decision to apply the 
AK factor to the price control as set out in the CAA’s Final Decision and remit this 
matter to the CAA for reconsideration and decision pursuant to our powers under 
section 27(2)(a) and (b) of the Act. We refer to this as our Ground D Remedy. 

16.29 In its reconsideration of the application of the AK factor to the years 2020 and 
2021, the CAA should have regard to its statutory duties and to the CMA’s 
assessment of the CAA’s approach in its original application of the AK factor to 
2020 and 2021, as set out in detail in chapter 10. We consider the need for any 
further specificity in our directions to the CAA below. 

Conduct of the remittals 

16.30 We agree with the Parties that the remittals need to be completed in a timely 
manner, which will provide clarity for all stakeholders about charges for the 
remainder of the price control period. In particular, we strongly encourage the CAA 
to resolve these promptly, and this needs to be a high priority for the CAA to 
resolve upon receipt of this Final Determination. 

16.31 The CAA should consult on its proposals relating to its reconsideration of the index 
linked-premium, level of the Shock Factor and the AK factor, and make such 
consequential amendments to HAL’s licence as are necessary, within a 
reasonable timescale, which we require in any case to be sufficiently prompt that 
they can reasonably be taken into account by HAL when it consults during 
summer 2024 on the setting of charges for 2025 (as required under the ACR 
2011). 

 
 
1589 HAL Response to PD, paragraph 48. 
1590 HAL Response to PD, paragraph 38. 
1591 As noted in chapter 10, footnote 1141 to paragraph 10.94(d). 
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16.32 We have also considered HAL’s submission in relation to Ground D that – should 
we remit the matter to the CAA – we should be as specific as possible in setting 
down directions for the CAA. We do not consider it appropriate to set down further 
directions beyond those contained in paragraph 16.29. This is for essentially the 
same reasons as set out in paragraph 16.7, namely because the CAA is better 
placed than us to decide how best to conduct the remittal process given its 
industry expertise and its deeper understanding of all the interlinkages across the 
price control. Moreover, the analysis set out in chapter 10 gives sufficient detail of 
our concerns to enable the CAA and relevant stakeholders to carry out the 
necessary remittal without the need for further detailed directions. 
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