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Introduction and background 

1. The reference by the Office of Fair Trading (OFT) on 29 March 2007 (see Appendix 

A) requires the Competition Commission (CC) to investigate whether any feature, or 

combination of features, of the market or markets for airport services in the UK as 

exist in connection with the supply of airport services by BAA Limited (BAA) prevents, 

restricts or distorts competition in connection with the supply or acquisition of any 

goods or services in the UK or a part of the UK. If so, there is an ‘adverse effect on 

competition’ (AEC). 

2. In the issues statement published on 9 August 2007,1 we set out a number of issues 

which appeared to be relevant to our investigation and on which we invited comment. 

We are now publishing this statement of our emerging thinking to give all interested 

parties to our inquiry the opportunity to comment further. 

3. We have considered carefully the further written and oral evidence that was 

submitted in response to the issues statement. In the light of this and other evidence 

submitted throughout the inquiry, we have begun to focus our thinking on the central 

issues that appear to merit consideration under the relevant provisions of the 

Enterprise Act 2002 (the Act). This note sets out what we currently think may be the 

situation with regard to the supply of airport services by BAA; we will also shortly be 

putting on our website a series of working papers giving more detail of our analysis 

and evidence on some key points. In addition, we have published on our website a 

survey of users of the BAA Scottish airports, extensive written evidence and 

summaries of the oral evidence received.  

4. In setting out our emerging thinking, at this stage we are essentially testing the 

existing analysis and evidence and seeking further evidence which either supports or 

 
 
1Published on the CC’s website. 
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contradicts our thinking. In doing so, we are advancing lines of argument which we 

think fairly draw on the totality of evidence we have seen and are deliberately 

seeking to have them tested by the parties, recognizing that by the time we reach our 

provisional findings we may change our views once we have taken the further 

evidence into account. We recognize that in a number of areas BAA may not accept 

our current line of thinking nor the evidence on which it is based, or at least the way 

we have interpreted it. Examples are its responsiveness to the needs of its 

customers, the airlines, including the process of planning and delivering investment, 

operating efficiencies and the level and quality of service; the extent to which it has 

contributed to the continuing shortage of capacity, particularly runways in the South-

East of England; and the scope for competition between separately-owned airports. It 

is also possible that other parties may feel likewise. In the case of the Civil Aviation 

Authority (the CAA), for example, this may apply to our thinking on the outcomes of 

Constructive Engagement and its ‘light touch’ approach to regulation. Similarly, the 

airlines have their own points of view, including criticisms by a broad range of airlines 

with different customer bases and business models, of the performance of both BAA 

and the CAA on a number of issues. However, reading this document, these and 

other parties must recognize that not only is there is often a wide diversity of views 

on different topics but also that in reaching our eventual conclusions on whether 

there is a competition problem or problems in the airports market which has been 

referred to us, we have to take into account the interdependencies of many of the 

characteristics we have observed, including having to appreciate simultaneous 

causes and effects.  

5. In the period up to provisional findings, we would therefore welcome any additional 

views and evidence on the matters raised in this document, including views on 

whether any aspects of market structure or conduct might or might not amount to 
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market features that prevent, restrict or distort competition, or whether any significant 

issues pertinent to the CC’s inquiry have been omitted.  

6. We expect to hold further hearings to explore the issues raised in this document, 

probably during June and July 2008. We intend to issue our provisional findings in 

August 2008; should our provisional view be that there are features of the market that 

result in an AEC, we would then consider possible remedies to any AEC identified. 

We are required to issue our final report not later than 28 March 2009. 

7. A principal objective of the Government in privatizing BAA plc (the successor to the 

British Airports Authority) in 1987 as a single entity with all of its existing airports, 

including Heathrow, Gatwick and Stansted, was the provision of adequate airports 

capacity to meet the expected growing demand and support airline competition. More 

than 20 years later, there is inadequate capacity, particularly runway capacity, in the 

South-East. Not only is this expected to continue until at least 2015 but there is yet 

no certainty on the implementation of plans for additional runway capacity at either 

Stansted or Heathrow. 

8. We are naturally aware of the widespread criticism of BAA’s management of several 

of its airports, most particularly Heathrow. We are similarly aware that there are a 

number of other parties which have a significant impact on the operations of airports, 

including airlines (responsible with their agents for check-in, baggage handling and 

ground handling such as operation of airbridges); the UK Border Agency (responsible 

for immigration and customs) and NATS (responsible for air traffic control). The 

problems at Terminal 5 (T5) are just one example of these interdependences which 

are not limited to Heathrow. While the opening of T5 was expected to alleviate, but 

not eliminate, the severe overcrowding of the existing four terminals, there have been 

major operational problems at T5 in its initial weeks though British Airways (BA) as 
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the sole occupant of the terminal has accepted that it bears responsibility for many of 

them. It is important to recognize, however, that we are conducting an investigation 

into whether there is a competition problem or problems in the airports market. Our 

assessment is strategic and while we are cognizant of the operational problems on 

the opening of T5, they are not a principal driver of our overall thinking. 

9. Our concern is solely with whether there are any features of the market that may 

adversely affect competition. It is not for us to form a view on other non-competition 

issues, for example the significant environmental issues that can arise from the 

operation and development of airports, including the new runway and terminal 

developments at Heathrow, on which the Government is considering the results of its 

recent consultation exercise, and at Stansted, on which BAA has recently submitted 

a planning application. 

10. Finally, in this introductory section, we must stress that we are looking at all seven of 

BAA’s airports and not just Heathrow, Gatwick and Stansted. 

Summary  

The following summary should be read in conjunction with the rest of this document from 
which it is derived.  

11. BAA’s seven airports together account for over 60 per cent of all passengers using 

UK airports. More significantly, Heathrow, Gatwick, Stansted and Southampton 

account for 91 per cent of airport passengers in south-east England (in which for the 

purpose of our analysis we include Southampton), and Edinburgh, Glasgow and 

Aberdeen account for 84 per cent of airport passengers in Scotland.  

12. Key questions we have to consider include: 
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(a) Is there currently competition—for both airlines and for passengers—between the 

BAA airports and other airports? 

(b) Is there scope for competition between BAA airports to develop? 

(c) What are the current constraints preventing the development of competition 

currently? 

(d) Can any aspects of BAA’s performance be attributed to a lack of competition to 

BAA from other non-BAA airports: or itself adversely affect competition between 

airlines or other users of the airports. 

13. To answer these questions we are looking at the role of BAA including the 

implications of its ownership of seven airports; demand- and supply-side substitution 

within the market or markets in which competition should be assessed; capacity and 

capacity constraints in relation to demand over time; the impact of planning and 

Government policy; and economic regulation. 

BAA 

14. The main concerns we received about the performance of the BAA Scottish airports, 

which we currently share, were of a much slower development of routes at all three 

Scottish airports than at other regional airports up to 2002 until the involvement of the 

Scottish Government in its Air Route Development Fund (RDF); and of a lack of 

ambition in the development of Aberdeen, through underinvestment, poor facilities, 

and use of cash generated there elsewhere in BAA. We are also still considering 

what weight to put on evidence that the profitability of the Scottish airports, 

particularly Aberdeen, has been relatively high despite BAA’s policy of increasing 

prices below RPI. 

15. Our current view is that at the south-east airports BAA currently shows a lack of 

responsiveness to the interests of airlines and passengers that we would not expect 

to see in a business competing in a well functioning market. This is evidenced in 
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BAA’s approach to planning capital expenditure, including weaknesses in 

consultation and lack of responsiveness to the differing needs of its airline 

customers, and hence passengers, and the consequences for the levels, quality, 

scope, location and timing of investment. Although a process of Constructive 

Engagement introduced by the CAA has undoubtedly had some positive effects at 

Heathrow and Gatwick, it seems to us from our recent regulatory review of these 

airports to be conducted in a way which excludes genuine two-way dialogue and 

exchange of views. Its weaknesses include asymmetry of information; the scope for 

BAA to take advantage of the differing requirements of individual airlines; its control 

over the timetable for releasing information and conducting discussion; and the lack 

of a dispute resolution mechanism. Lack of responsiveness to users is also 

evidenced in the unwillingness to consider options of separate terminal development, 

co-investment or longer-term contracts; a failure to ensure operating excellence, 

including a failure to market test some key activities and the likelihood of consequent 

higher costs than would be expected in a more competitive environment; and 

deficiencies in the level and quality of service. BAA also has a financial structure with 

a dependence on a single group parent balance sheet that could constrain the ability 

of the airports adequately to invest or maintain service standards.  

16. We have therefore considered to what extent the above aspects of BAA’s 

performance can be attributed to lack of competition, to common ownership (itself 

one of the potential causes of lack of competition), or to other features including 

planning, government policy and economic regulation. We noted above BAA’s very 

substantial market shares: but to assess the effects of common ownership, we need 

primarily (but not exclusively) to assess whether separately-owned airports would 

compete. We have considered in turn: 

(a) wider evidence on competition between airports and the circumstances in which it 

occurs; 
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(b) evidence on potential demand substitutability between BAA airports as a first 

indication of the scope for competition between them; 

(c) the extent to which competition could be limited, particularly in the London area, 

by capacity constraints; 

(d) capacity development: in particular, whether there is evidence on the extent to 

which capacity constraints may reflect the absence of competition between 

airports or other features such as the difficulty in obtaining planning permission, 

or government policy; and 

(e) regulation of the three designated BAA London airports—as a feature which 

could itself currently give rise to an AEC between airports or, in so far as 

regulation is intended to remedy the absence of competition may fail adequately 

to do so and give rise to an AEC between airlines—and its interrelationship with 

the ownership of the airports. 

However, we have also considered whether, even in the absence of potential 

competition between airports, common ownership could have detrimental effects on 

BAA’s management approach and performance and on airlines. We received views 

from other airport operators on how alternative owners of the airports could have 

affected their performance: we would welcome further evidence on this point. 

Competition between airports  

17. The evidence we have received from airlines and airports confirms a significant 

degree of competition between some non-BAA airports in the UK—eg between 

Birmingham and East Midlands; Belfast City and International; Cardiff and Bristol; 

Bristol and Exeter; Liverpool and Manchester; Leeds Bradford and Doncaster; 

Prestwick and Glasgow; and in the London area Luton and Stansted when 

Stansted’s capacity was underused. We saw evidence of airlines’ use of bargaining 

power from their ability to bring new passengers or take them away; declining yields 

from airport charges at regional airports; switching of passengers between pairs of 
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regional airports and some switching by airlines, but also with competition between 

airports for new routes; and competition on service, for example to provide the 

facilities for the quick turnaround times required by the low-cost carriers (LCCs). 

Such competition was invariably, however, between airports with spare capacity or 

capacity that could readily be expanded. 

Demand substitutability  

18. Considering first the BAA Scottish airports, we found very little airline switching 

between them, in contrast to the experience of other regional airports, although there 

is evidence of airline switching between Prestwick and Glasgow. On whether there 

would be the potential for such competition between the BAA airports, we did find 

overlap in the catchment areas of Glasgow and Edinburgh, particularly for leisure 

passengers. Evidence from a passenger survey indicated that Glasgow was the best 

alternative to Edinburgh and Edinburgh, together with Prestwick, was the best 

alternative to Glasgow; and that otherwise there was no effective competition to BAA 

from other airports in Scotland. Pricing and incentives are currently largely the same 

at both Glasgow and Edinburgh so the results (particularly catchment overlap) might 

reasonably be expected to be higher from the adoption of different pricing and 

marketing strategies under separate ownership; Prestwick with its somewhat larger 

catchment area provides an example of competition within lowland Scotland and 

although its operations are focused on one particular type of airline, the LCCs, to 

some extent shows the potential for competition between Edinburgh and Glasgow. 

There is also likely to be more competition for new and more marginal routes, BAA 

having previously had a poor record compared with Prestwick in attracting new 

routes. Given spare capacity at BAA’s Scottish airports and some airlines’ ability to 

open new routes, under separate ownership there would be an incentive for the 

airports to compete against each other to secure such routes, and such potential 

competition between Edinburgh and Glasgow might reasonably be expected.  
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19. Our current view therefore is that common ownership adversely affects competition 

between Edinburgh and Glasgow and that under separate ownership there would be 

potential for competition between them, although we accept that we are still unclear 

of the strength of the potential competitive constraints between them and will be 

undertaking further analysis. Our current view is also that there is potential 

competition between Aberdeen and the other two BAA airports in Scotland, although 

the evidence on Aberdeen is less strong. We therefore need to consider further the 

scope for potential competition between Aberdeen and either of the other two airports 

(although common ownership could nonetheless adversely affect Aberdeen’s 

performance in other ways). 

20. On the south-east airports, our current view is that BAA’s London airports face very 

limited competition from non-BAA airports, although there is some evidence that 

Southampton faces competition from Bournemouth. But the evidence we have seen 

suggests significant substitutability of passenger demand between the three London 

airports, with significant overlaps between their catchment areas, although to an 

extent that varies between different categories of passenger, and the very real 

prospect of competition between them, subject to capacity constraints and regulation. 

We also see the potential for some competition from the BAA London airports to 

Southampton. Common ownership would therefore adversely affect competition 

between the BAA south-east airports. 

Effect of capacity constraints 

21. BAA’s Scottish airports do not face capacity constraints, but, although Prestwick has 

recently expanded rapidly, we saw no evidence of possible entry or expansion by 

other airport operators in Scotland. 

 11



22. There are constraints, however, on the ability and willingness of airlines to switch 

between the BAA airports, particularly in the London area due to capacity constraints 

and the unique position in the UK of Heathrow as a hub airport and the base for a 

number of major carriers. BAA, and some airlines, argued that taken together 

planning restrictions and capacity constraints were a feature of the market that 

potentially adversely affected competition and that a lack of spare capacity would 

prevent competition between BAA’s London airports until new runway capacity was 

available. 

23. Our current view is that, given the current shortage of capacity, competition in the 

short term between the London airports, were they separately owned, is unlikely, at 

least in the near future, to be as intense or effective as competition between regional 

airports at least for some airlines; but nonetheless there is scope for a degree of 

competition between them despite capacity constraints, for example between 

Stansted and Gatwick in off-peak periods, particularly if the existing passenger limit 

at Stansted is raised; common ownership would again adversely affect competition 

between them.  

Capacity development at the south-east airports  

24. Lack of capacity, particularly runway capacity, at the south-east airports as well as 

having an effect on the scope for potential competition between any separately 

owned airports also appears to be a main reason for the current poor standards of 

service at the airports and lack of resilience at times of disruption. We have 

considered the extent to which that slow development of capacity can be attributed to 

restrictions under the planning system, government policy and/or the common 

ownership of the airports. 
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25. Medium to large increases in airport capacity may result in a significant deterioration 

of the local environment and quality of life, although they may also benefit the local 

and national economy. The consequent lengthy, costly and uncertain planning 

processes inevitably affect airport competition, in particular by acting as a barrier to 

entry for new airports and expansion by existing airports, but they reflect the 

seriousness of the environmental considerations involved in airport development and 

this market is not unique in having to build and operate long-term infrastructure.  

26. We are currently inclined to the view that, although planning restrictions are 

unavoidable given the environmental consequences of airport development, the 

planning process, particularly given the protracted delays that have occurred to new 

investment in runways and terminals, is a feature which prevents, restricts or distorts 

competition.  

27. Evidence shows that the Government has historically played and continues, notably 

in the 2003 Air Transport White Paper, to play a significant role in any decision to 

invest in new runway capacity in the South-East. But while Government policy, like 

planning, has a significant impact on the airports services market, and provides 

positive benefits in terms of a framework within which airport infrastructure and 

operating companies can take commercial decisions, it may have certain 

characteristics, notably its support for a specific location and in some cases for a 

specific timing of investment, which, in our current view, may well be features which 

prevent, restrict or distort competition.  

28. One of the main purposes of privatizing BAA as a single entity was for investment in 

new capacity. But in terms of runway capacity, this has not happened. While BAA is 

in the business of planning and implementing long-term infrastructure projects, much 

of what it does seems to be short term and reacting to events. Its development of 
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infrastructure over the longer term has generally been too late to meet demand; it 

has also been too prepared to accept or even offer to have constraints placed on 

developments, including commitments not to expand further at an airport, in order to 

secure planning permission for the more immediate development. It has also tended 

to undertake major developments sequentially. 

29. We acknowledge that to some extent BAA’s actions can be attributed to government 

policy and/or the planning system. But we are currently inclined to the view that the 

way in which BAA has conducted its business in terms of its approach to planning 

may well be a feature which prevents, restricts or distorts competition: examples we 

noted including downplaying the need for additional runways, asking the Government 

to take full responsibility for where new capacity should be provided, and asking the 

Heathrow T5 planning inspector to recommend no new runway at Heathrow. But we 

also believe that BAA’s common ownership of the airports appears to have 

contributed to the shortage of capacity, and that separate ownership would provide a 

greater stimulus to overcome development restrictions to the benefit of users of the 

individual airports. 

Regulation  

30. The three BAA London airports are currently designated for price regulation by the 

CAA. We have considered two key questions on regulation: 

(a) Does either the system of airports economic regulation, or the way in which it is 

conducted, or both, prevent, restrict or distort competition in the provision of 

airport services by BAA? 

(b) Even if the system of airports economic regulation and/or or the way in which it is 

conducted, does not prevent, restrict or distort competition, do they nonetheless 

facilitate, reinforce or exacerbate other characteristics of the airport services 

market which may themselves prevent, restrict or distort competition? 
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31. There are significant differences in the legal framework for the economic regulation of 

airports compared with that of other utilities. There are, for example, no statutory 

duties on BAA nor any economic licence; nor any requirement on BAA to ‘ring fence’ 

the designated airports from default by associated companies to ensure it has 

sufficient financial and operational resources to carry on its regulated activities or to 

ensure the debt of the designated airports retains investment grade status; nor any 

provision for the regulator to appoint a special administrator if a regulated company is 

in breach of its licence. There is no annual review by the regulator of capital 

expenditure, operating expenditure, or service provision, nor is the regulator’s 

consent required for matters such as asset disposals. The regulator has limited ability 

formally to act between quinquennial reviews and is required during those reviews to 

refer the designated airports to the CC before reaching a final decision. The CAA’s 

objectives also differ from those of other utilities and include an objective to impose 

the minimum restrictions that are consistent with the performance by the CAA of its 

functions to which some airlines believe the CAA gives too much emphasis. 

32. We received strong criticisms both of the regulatory regime and of the way it has 

been applied, to the detriment of users, particularly about the outcome of the recent 

regulatory review which resulted in significant increases in airport charges especially 

at Heathrow. In our report of September 2007 on that review, we ourselves 

expressed concerns about aspects of the regulatory process, particularly consultation 

on capital expenditure through Constructive Engagement and significant increases in 

BAA’s projected capital and operating expenditure during the course of that inquiry, 

increases that continued after we reported until a very late stage of the process.  

33. It is not yet clear to us whether either the regulatory system or the way in which it is 

conducted (or the two together), or elements of them, either on their own or in 

combination, prevent, restrict or distort competition. It does appear to us, however, 
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that the system and/or the way in which it is conducted may facilitate, reinforce or 

exacerbate some of the other characteristics of the market, most particularly the 

failure of Constructive Engagement to result in either the appropriate level, 

specification and timing of investment or the appropriate level and quality of 

operational service to airlines and passengers.  

34. However, we are also currently of the view that common ownership exacerbates the 

inadequacies of the regulatory system, reducing the benefits of regulation and 

therefore affecting competition between airlines. 

35. The current direction of our thinking is that a combination of features, rather than any 

single feature, such as common ownership, may give rise to an AEC. This may 

require us to consider further the relationship between regulation and ownership: 

whether, for example, in a hypothetical situation in which there was now separate 

ownership (or were there to be separate ownership in the future, in the context of any 

remedies we may consider should we reach a provisional finding of an AEC) the 

current system of regulation would itself prevent, restrict or distort competition 

between separately-owned airports. This would involve consideration of whether 

there would be sufficiently effective competition between separately-owned airports 

so that regulation would be unnecessary; or whether if regulation were still necessary 

(the view of almost all airlines at the three London airports from which we have 

heard) it could itself reduce the benefits of separate ownership given the distortions 

to incentives that result, at least from regulation of the current form. 

Emerging thinking on features that adversely affect competition  

36. We are therefore currently inclined to the view that:  

(a) There is potential for competition between Edinburgh and Glasgow airports, 

hence common ownership adversely affects competition between them, although 
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it is currently less clear to us whether there is a competition problem deriving 

from BAA’s common ownership of Aberdeen together with its other airports.  

(b) There is a real possibility of competition between the BAA London airports given 

the willingness of passengers to switch between them, although the scope for 

that competition is also restricted in the short term by capacity constraints. 

Common ownership therefore adversely effects competition between them. We 

also currently see the potential for competition from Heathrow and Gatwick to 

Southampton, if not vice versa; hence competition problems also derive from 

BAA’s ownership of Southampton. 

(c) The capacity constraints themselves therefore also adversely affect competition; 

but nonetheless may well result from aspects of planning restrictions and of 

government policy which may well also therefore adversely affect competition, 

and from the way BAA has conducted its business taking account of planning 

considerations.  

(d) The regulatory system applied to the BAA London airports and/or the way it 

operates may also reinforce or exacerbate other features which adversely affect 

competition; but BAA’s own ownership of the designated airports in turn 

exacerbates the inadequacies of the regulatory system, reducing the benefit of 

regulation.  

37. In our issues statement we also drew attention to other possible features relating to 

competition in the provision of services within airports. These concerns arise 

irrespective of ownership, reflecting the strong position of any airport operator over 

the supply of services at an airport; some relate to practices also at other airports. It 

is currently not clear to us that they are appropriately addressed under the terms of 

this inquiry rather than by other competition legislation. But we invite comments on 

any other concerns from concessionaires or other suppliers arising from BAA’s 

common ownership of its seven airports. 
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Next steps 

38. If we were provisionally to find that features of the relevant market have adverse 

effects on competition, we would be obliged to consider appropriate remedies, which 

may be structural or behavioural. In doing so, we would take into account any 

customer benefits of the market features in deciding whether remedies are needed. 

Possible customer benefits from regulation include lower airport charges; possible 

customer benefits from common ownership include benefits to airport development; 

and any cost savings from operating more than one airport in a particular area (to the 

extent that they are passed on to customers). For example, BAA has argued that 

there are significant cost savings from joint ownership to the benefit of competition 

between airlines and of customers. 

39. We are, however, continuing our analysis on many of the points set out above. We 

would welcome further evidence on any of these points or in our emerging thinking, 

including: 

(a) how the performance of the airports could be improved under separate 

ownership; 

(b) the capital expenditure programmes of Edinburgh and Glasgow, on which we 

have received much less evidence than we have on the designated airports; 

(c) whether any concerns about the performance of Aberdeen can be related to the 

effects of BAA’s ownership on potential competition between them and other BAA 

airports, the scope for which may be limited, or other aspects of BAA’s 

management of the airports; 

(d) the effectiveness of competition between other airports in the UK and overseas; 

(e) whether continued regulation of the London airports would itself reduce the scope 

of competition between them; and 
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(f) any concerns that BAA’s ownership of the seven airports could impact on BAA’s 

suppliers, including its concessionaires, about which we have to date received 

little evidence. 
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The airports market and our approach to our investigation 

1. We are considering whether there are any competition issues arising from BAA’s 

ownership of seven airports which together account for over 60 per cent of 

passengers using UK airports. More significantly, Heathrow, Gatwick, Stansted and 

Southampton account for 91 per cent of passengers in south-east England, and 

Edinburgh and Glasgow account for 88 per cent of passengers in lowland Scotland.  

2. Key questions we are considering include: 

(a) Is there currently competition between the BAA airports and other airports? 

(b) Is there scope for competition between BAA airports to develop? 

(c) What are the constraints preventing the development of competition currently? 

(d) Can any aspects of BAA’s performance be attributed to a lack of competition: or 

itself give rise to an AEC on airlines or other users of the airports. 

3. To answer these questions, we are particularly looking at the role of BAA, including 

the implications of its ownership of several airports; demand- and supply-side substi-

tution within the market or markets in which competition is assessed; capacity and 

capacity constraints in relation to demand over time; the impact of government policy 

and planning; and economic regulation. 

Competition for airlines or passengers or both 

4. In order to examine competition between airports, we need to look at both 

competition for airlines and for passengers. Demand for airport services is a ‘derived 

demand’. It is derived from the demand for air travel. The extent to which airports 

compete depends first on the reasons for passenger choice of airports. Passengers 

prefer to use the airport closest to them, to reduce the cost and time of travelling to 

the airport, but passengers (particularly leisure passengers) do use airports other 

than their nearest airport to take advantage of greater choice of destination, more 
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conveniently-timed or frequent flights and/or lower air fares available on those flights. 

Some passengers may also prefer to avoid particular airports if they are able to do 

so—as may recently have been the case with Heathrow as a result of the service 

problems we discuss below. But secondly, there may also be costs or other 

disadvantages for an airline in moving aircraft from one airport to another once more 

than a very few are based there. These costs include establishing new routes or 

schedules, the costs of moving facilities which are likely to be particularly significant if 

a maintenance base is located at the airport and the costs of relocating staff and 

crew. Among our concerns, therefore, is whether because BAA owns several 

airports, it has market power over and above that which any individual airport might 

ordinarily have.  

5. But the nature of competition will also vary between airports for other reasons 

including: 

(a) the unique position among UK airports of Heathrow as a hub airport, with a 

particularly strong market position enabling airlines with long-haul routes to 

benefit from the transfer traffic that results from the wide range of destinations 

served directly from the airport (such transfer traffic consists of passengers 

transferring between the services of the same or different airlines, possibly but 

not always part of the same airline alliance); 

(b) the greater flexibility airlines have to choose between airports when locating new 

routes rather than relocating their existing services; and 

(c) the availability of spare capacity at alternative airports, without which airlines may 

be unable to switch; capacity constraints are particularly important in the London 

area. 

6. Competition between airports has also been affected by changes in the structure of 

the airline market, and the nature of competition between airlines—in particular, the 
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increasing significance of the LCCs (sometimes referred to as ‘no-frills’ carriers). 

These account for over 30 million passengers a year at the BAA London airports, 

including the bulk of traffic at Stansted. The business model of LCCs differs from that 

of the more traditional carriers (sometimes referred to as ‘legacy carriers’) in its 

emphasis on simpler fare models, built around pricing one-way trips, with prices 

based on yield management systems; direct sales mainly using Internet booking; 

point-to-point short-haul services with no arrangements for transfer with other 

services of the same or different carriers; use of regional or secondary airports; high 

utilization of aircraft (described to us as maximizing load factors rather than yields); 

use of a single aircraft type with single cabin class; low labour costs and high 

productivity; and a focus on minimizing operating costs.2 The requirement of such 

carriers for airport facilities is also significantly different from that of the more 

traditional carriers; in particular, a need for rapid and reliable turnaround times (of no 

more than 25 minutes) to allow four rotations of aircraft each day; and no 

requirement for facilities such as airbridges or facilities for transfer passengers or 

their baggage. Competition between airports for such carriers has been particularly 

intensive given their willingness to consider a wider range of airports and their fares 

and cost. The LCCs have also been important in utilizing the available spare capacity 

at UK airports such as Stansted, and, with BA pulling out of many regional services 

and the decline of charter services, a main driver of inter-airport competition. In the 

last 12 months, for example, Ryanair has selected three new bases in England 

(Bristol, Bournemouth and Birmingham) and one in Scotland (Edinburgh). 

How we treat each of BAA’s airports 

7. We have looked at each of BAA’s seven airports separately and also in groups, 

specifically Heathrow, Gatwick and Stansted in south-east England, and Edinburgh 

 
 
2See, for example, the CAA study: CAP 770. No frills carriers: Revolution or Evolution, CAA, November 2006. 
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and Glasgow in lowland Scotland. We also consider whether Southampton and 

Aberdeen might fit into these respective groups. 

Criteria for assessing competition  

8. As noted in the introduction, the reference by the OFT requires us to investigate 

whether any feature, or combination of features, of the market or markets for airport 

services in the UK as exist in connection with the supply of airport services by BAA 

prevents, restricts or distorts competition in connection with the supply or acquisition 

of any goods or services in the UK or a part of the UK. If so, there is an AEC. Our 

concern therefore is solely with whether there are any features of the market that 

may adversely affect competition. It is not for us to form a view on, for example, the 

significant environmental issues that arise from the operation and development of 

airports. In this regard, the Government is currently considering the results of a 

recent consultation on a possible new runway and terminal facilities at Heathrow, and 

also the possible removal of certain restrictions on the current runway operations at 

Heathrow; a decision by the Government is also expected soon on a planning inquiry 

into increasing the current annual limit on the number of passengers and air transport 

movement (ATMs) at Stansted; and BAA has recently submitted a planning 

application for development of a new runway and terminal at Stansted (referred to as 

SG2, for Stansted Generation 2).  

9. A feature of the market or markets identified in the terms of reference can relate to 

the structure of the supply of airport services by BAA or the conduct of BAA in the 

supply of airport services or otherwise and the conduct of the people to whom those 

services are supplied.3  

 
 
3Section 134 of the Act  states (section 131(2)) that, for the purpose of a market investigation reference, a feature of a market in 
the UK shall be construed as: 
(a) the structure of the market concerned or any aspect of that structure; 
(b) any conduct (whether or not in the market concerned) of one or more than one person who supplies or acquires goods or 
services in the market concerned; or 
(c) any conduct relating to the market concerned of customers of any person who supplies or acquires goods or services. 
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10. If we decide that there is an AEC, we are required under section 134(4) of the Act to 

decide whether action should be taken by us, or whether we should recommend the 

taking of action by others, for the purpose of remedying, mitigating or preventing the 

AEC concerned or any detrimental effect on customers4 so far as it has resulted 

from, or may be expected to result from, the AEC; and, if so, what action should be 

taken and what is to be remedied, mitigated or prevented. 

11. Our emerging thinking is focused solely on what we are doing to decide if there are 

any competition issues arising from BAA’s ownership of seven airports. Until we 

reach our provisional findings on this question, we will not propose any possible 

remedies. If and when we get to that stage, we are obliged to consider only those 

remedies which address the specific competition problems. It would therefore be 

premature for us to do so at this point. 

Other inquiries into BAA and the CAA 

12. Under the Airports Act 1986 (the Airports Act), we are also required to carry out 

reviews every five years of airports designated for that purpose by the Department 

for Transport (DfT). Such quinquennial reviews are currently required of three BAA 

airports—Heathrow, Gatwick and Stansted. (We discuss this aspect of airport 

regulation further below.)  

13. During the course of the current inquiry we have, following a reference to us by the 

CAA on 30 March 2007 under the Airports Act, carried out a quinquennial review into 

the maximum level of airport charges at Heathrow and Gatwick for the five years 

beginning on 1 April 2008. That inquiry also required us to examine whether either of 

the two BAA subsidiaries (Heathrow Airport Limited and Gatwick Airport Limited) 

 
 
4A detrimental effect on customers is defined in section 134(5) of the Act as one taking the form of: 
(a) higher prices, lower quality or less choice of goods or services in any market in the UK (whether or not the market to which 
the feature or features concerned relate); or 
(b) less innovation in relation to such goods or services. 
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which operated those airports had pursued a course of conduct adverse to the public 

interest in the period since the previous such reference to us in 2002. We submitted 

our report on that inquiry to the CAA on 28 September 20075 (to which we refer as 

our Q5 report). In addition to our recommendations on the maximum level of airport 

charges, we concluded that the two airports had displayed the same failings in 

standards of service provided as identified in our previous report in 2002; in particular 

they had failed to manage security queuing and queue times to avoid unacceptable 

delays to passengers, crew and flights and consequently had not furthered the 

reasonable interests of the users of Heathrow and Gatwick. We considered that 

these effects adverse to the public interest could be remedied or prevented by the 

extension of the existing conditions and/or by the imposition of new conditions as 

detailed in our report. The CAA’s final decision on airport charges at the two airports 

and on service standards was published on 11 March 2008. 

14. As we noted in our Q5 report, there was potentially some overlap of issues between 

that inquiry and this market inquiry, although the legal framework for the two inquiries 

is quite different. We noted that some of these common issues are more 

appropriately considered in the market inquiry, for example if they do not fall within 

the scope of any preferable or possible remedies under the Airports Act, or if they 

also apply to other BAA airports, or if our investigation into them would benefit from 

the longer time available to us under the market inquiry.  

15. We are expecting by the end of April 2008 a similar reference by the CAA of a 

quinquennial review of airport charges at Stansted Airport, on which we will be 

required to report by the end of October 2008. (That reference follows a decision by 

the Secretary of State for Transport to continue the designation of Stansted, the CAA 

having recommended Stansted be dedesignated. At the same time, the DfT accepted 
 
 
5BAA Ltd: a report on the economic regulation of the London airports companies (Heathrow Airport Ltd and Gatwick Airport 
Ltd), CC, presented to the CAA 28 September 2007. 
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the CAA’s advice to dedesignate Manchester Airport.) There is a further overlap of 

issues between this inquiry and the issues we will be considering under the quin-

quennial review of Stansted, and aspects of our emerging thinking which we set out 

below will also be subject to further comments and evidence which we may receive 

during the course of that inquiry: we are not prejudging that evidence or our 

assessment of it. 

16. On 15 March 2008, the House of Commons Transport Committee (the Committee) 

published a report on the future of BAA. It concluded that BAA’s common ownership 

of several major airports across the UK had stifled competition, but also that the 

chronic shortage of capacity was hindering Heathrow’s ability to provide the sort of 

services to which it should aspire. It also recommended changes to the system of 

economic regulation of the BAA airports, which, it stated, should only be applied 

where there is a need; and urged the CC to carry out a detailed cost-benefit analysis 

of all the possible outcomes to our inquiry. The Committee is a particularly well-

informed body given its consideration of airports issues over many years and we 

have considered its report along with all the other evidence we have received. 

17. Following a previous report of the Committee, the Secretary of State for Transport 

recently appointed Sir Joseph Pilling to lead an independent review of the structure, 

scope and organization of the CAA. The review is complementary to our own inquiry 

and is focusing on: the strategic and operating context for aviation regulation in the 

future, including economic and environmental challenges as defined by the 

Eddington Transport Study and the Stern Review on the Economics of Climate 

Change, aviation industry development, and evolution of the roles of the International 

Civil Aviation Organisation (ICAO) and Europe in aviation regulation; the functions 

and responsibilities of the CAA; the structure of the CAA including its governance 

and statutory framework; the CAA’s relationship with the Government; and its 
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relationships with those whom it regulates, including funding mechanisms, and more 

generally with aviation stakeholders. 

BAA 

18. In this section we consider certain information on BAA and its activities in the airports 

market. 

19. BAA is owned by Airport Development and Investment Ltd (ADI), in turn a wholly-

owned subsidiary of FGP Topco Ltd, in which Grupo Ferrovial SA (Ferrovial) holds 

61.06 per cent of the ordinary shares through two of its subsidiaries. (The other two 

shareholders are Airport Infrastructure Fund LP, which is managed by Caisse de 

dépôt et placement du Québec, which has 28.94 per cent of the ordinary shares, and 

Baker Street Investment Pte Ltd, a subsidiary of GIC Special Investments Pte Ltd 

which holds the remaining 10.0 per cent.) No concern was raised by the OFT or as 

far as we are aware by others, about Ferrovial’s ownership of one other UK airport, 

namely Belfast City airport. 

20. Following Ferrovial’s acquisition of BAA in July 2006, there have been a number of 

significant management changes at BAA. At the time of, or shortly after, the 

acquisition, the previous Chairman, Chief Executive and Finance Director left the 

company. During the course of this inquiry, there have been further changes of 

Chairman and Chief Executive, the Director of Corporate and Public Affairs, the 

Operations Director, the Chief Operating Officer (formerly the Divisional Managing 

Director for BAA’s Scottish Airports), and the CEO of Heathrow who has also left 

BAA. The effects of management turnover have also been felt at lower levels; one 

airline told us that, having made a presentation to a BAA manager on a matter of 

some importance, it then found that the manager had left the company soon 

afterwards, leaving no record of the presentation that had been made.  
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Activities 

21. The reference covers the seven airports owned by BAA. There are four in the South 

of England—Heathrow, Gatwick, Stansted and Southampton6—of which the first 

three are designated under the Airports Act requiring the CAA to regulate the 

maximum level of airport charges at these airports. The remaining three are in 

Scotland—Edinburgh, Glasgow and Aberdeen—none of which is designated. 

22. As shown in Table 1, the seven BAA airports account for 62 per cent of all 

passengers using UK airports. The four BAA south-east airports, of which Heathrow 

and Gatwick were the subject of the recent quinquennial review, account for 91 per 

cent of all passengers using the south-east area airports; the three BAA Scottish 

airports (which are not designated for regulation of airport charges) also account for 

some 84 per cent of passengers using Scottish airports. (These figures if anything 

somewhat understate BAA’s position: many of the passengers using other UK 

airports are flying to or from the BAA airports.) 

 
 
6We note in paragraph 109 that we treat Southampton as being in south-east England given the competition concerns being 
analysed. 
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TABLE 1   Number of terminal passengers using BAA and other airports, 2007 
 

 Number of 
terminal 

passengers, 
’000 

Share 
% 

South-east England    
BAA   
Heathrow 67,852 47.9 
Gatwick 35,165 24.8 
Stansted 23,759 16.8 
Southampton     1,965   1.4
  Total BAA 128,741 90.9 
   
Non-BAA   
London City 2,912 2.1 
Luton  9,919 7.0 
Southend        49 0.0
  Total non-BAA 12,880 9.1 
   
   Total South-East England 141,621 100.0 
   
Scotland   
BAA   
Glasgow 8,726 34.7 
Edinburgh 9,037 36.0 
Aberdeen   3,411 13.6
  Total BAA 21,174 84.2 
   
Non-BAA   
Prestwick 2,421 9.6 
Other Scotland 1,537 6.1 
  Total non-BAA   3,957   15.7
   
   Total Scotland 25,131 100.0 
   
Other England, Wales, 
Northern Ireland 

  

Manchester 21,891 9.1* 
Other UK 52,079 21.6* 
  Total other UK  73,970 30.7* 
   
All UK airports   
Total BAA 149,915 62.3 
Total non-BAA   90,807   37.7
  All UK airports 240,722 100.0 
 
Source:  CAA Airports Statistics, 2007. 
 
 
*As percentage of all UK airports. 
 

23. More information on the location and the characteristics of the seven BAA airports is 

given in Appendix B.  

24. We have considered evidence on the conduct and performance of the BAA airports 

as a first possible indication of:  

(a) the extent of competition they may face; 

(b) the possible effects of common ownership through its effects on competition or 

otherwise, including whether common ownership may also result in BAA having 
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less interest in its smaller airports—Aberdeen and Southampton—resulting in, for 

example, lack of innovation and entrepreneurial zeal; and 

(c) how airport conduct may affect competition in other markets, particularly the 

airline market. 

Investment 

25. Managing large capital expenditure programmes is a major activity of BAA, with 

expenditure averaging some £580 million a year at its seven airports since privatiz-

ation in 1987 and some £880 million a year over the last ten years. Of this, Heathrow 

accounts for almost £420 million a year over the last 20 years and some £690 million 

over the last ten years. The scale of current capital expenditure plans is a major 

reason for the increased charges at the London area airports: 

(a) The CAA’s determination for airport charges at Heathrow and Gatwick for the five 

years from 2008/09 to 2012/137 is based on a capital expenditure programme of 

£4,787 million for that five years,8 and £920 million at Gatwick. The main 

elements of the Heathrow programme are the Heathrow East Terminal, to 

replace Terminal 2 and ultimately Terminal 1 at a cost of £1.2 billion following the 

opening of T5; and £680 million on initial expenditure on a further runway and 

associated terminal facilities at Heathrow. Following the CAA’s determination, 

BAA confirmed its commitment to this capital expenditure programme, subject to 

a satisfactory refinancing by ADI over the next few months, the outcome and 

timing of which is as yet not certain. 

(b) Capital expenditure at Stansted will be considered in more detail in the Stansted 

quinquennial review referred to in paragraph 15. In its January 2008 Consultation 

Document, the CAA presented an indicative revenue requirement for Stansted 

 
 
7Referred to as Q5, the fifth five-yearly period of regulation, or quinquennium, since privatization. 
8After allowing for construction price inflation: the figures in Table 2 are before construction price inflation. 
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based on a capital expenditure of £1,491 million over Q5, the majority of which is 

on the proposed second runway and terminal.9 

(c) Among its other airports, BAA is projecting some £190 million investment at 

Glasgow over the next ten years (a considerable increase on the £144 million (at 

out-turn prices over the previous 12 years); and £258 million at Edinburgh 

(compared to £140 million (also at out-turn prices) over the previous 12 years). 

26. Despite the scale of that programme, as we discuss in more detail in paragraph 31 et 

seq below, we received during our previous quinquennial review of Heathrow and 

Gatwick, and as part of this inquiry, considerable criticisms of BAA’s approach to 

capital expenditure, in particular the method and timing of its consultation process. 

But also relevant is BAA’s ability to finance its capital expenditure programme 

following its acquisition by Ferrovial and the need to finance the debt arising from that 

acquisition. 

Financing 

27. We noted in our Heathrow and Gatwick Q5 report the intention that the ADI group 

including BAA be refinanced during 2008. Recently BAA expressed confidence to us 

that it would be able to undertake that refinancing and also the planned level of 

investment. However, it acknowledged to us that its investment programme was 

contingent on that refinancing which was being conducted in difficult conditions in the 

banking and capital markets. In our view, this exposes all seven airports—which 

account for two-thirds of UK air traffic, and 80 to 90 per cent of air traffic in south-east 

England and Scotland—to the risk of financial difficulty of its group parent company.  

28. As we discuss in our consideration of regulation in paragraphs 251 and 263, in the 

extreme hypothetical event that BAA got into financial distress, under the airports 

 
 
9This expenditure is not supported by major customers, as we discuss further below. 
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regulatory regime there is no equivalent provision to that of other utilities for the 

appointment of a special administrator to ensure the airports continue to act in the 

interest of their users. The CAA suggested to us that any receiver or administrator or 

new owner of the airports would have a strong economic incentive to continue to 

operate them, hence the key threat to users would be adequately dealt with. But we 

remain concerned that the duties of any receiver or administrator would be to debt 

holders, not users. In the case of the designated airports, there would be some 

incentives to continue to operate or maintain in part or in full the planned investment 

programme and service standards (specifically the ‘trigger’ mechanisms to reduce 

airport charges if specified investment projects are delayed and quality of service 

rebates in the event of failure to meet performance standards). There is also the 

prospect of the CAA adjusting charges in the next quinquennial review, in five years’ 

time, in the event of underinvestment in Q5. But in such an event there would also be 

considerable pressure on BAA to maximize short-term cash flows, and the incentive 

mechanisms may well not prove adequate fully to maintain investment or service 

standards or to penalize BAA or compensate users adequately for any shortfall in 

such performance.  

29. Our current view is that it is undesirable that access to the banking and capital 

markets could be limited to that available to a single group parent company. The 

difficulties of a single group parent company could thereby potentially put at risk the 

ability of all seven airports to finance investment, or maintain adequate service levels, 

adversely affecting users of those airports, including the ability of users to compete.  

30. But even aside from the particular circumstances of Ferrovial, each airport has its 

own financial requirements and risk structures, which should not be driven by the 

major funding requirements of one or even four airports. Common ownership also 

results in lack of innovation in financial structure, preventing individual airports from 
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pursuing options such as co-investment in airport facilities that may be most 

appropriate to their particular circumstances. 

Airline customers and customer relationships  

Heathrow capital expenditure 

31. We consider in a subsequent section the longer-term development of capacity, 

particularly of runway capacity, in the BAA airports; we consider here issues relating 

to current capital expenditure plans.  

32. Capital expenditure is a major concern of airlines: first, to ensure that BAA provides 

adequate facilities to meet their competitive requirements; but secondly, given the 

impact of capital expenditure on charges, to ensure that capital expenditure costs, 

and hence airport charges, are not excessive. 

33. Adequate consultation with users on capital expenditure, and responsiveness to user 

requirements, as would be expected in a competitive market, are therefore essential. 

To improve processes of consultation, following the 2002 quinquennial review, the 

CAA set out certain requirements for the consultation process; and as part of the 

recent Q5 review it instituted Constructive Engagement between BAA at each airport 

and the airlines with the aim of reaching agreement on capital expenditure (as well as 

on certain other key issues). 

34. During both this inquiry and the quinquennial review, we have sought user views on 

the way BAA consults customers, and, based on those comments and other 

evidence, we have observed a powerful and consistent body of opinion that BAA 

does not adequately consult with its customers, and that at all three London area 

airports there is a lack of responsiveness to customers: 
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(a) Although Constructive Engagement may undoubtedly have had some positive 

effects, it seems to us from the Q5 review to be conducted in a way which 

excludes genuine two-way dialogue and exchange of views, including: the 

asymmetry of information working strongly in favour of BAA; the scope for BAA to 

take advantage of the differing requirements of individual airlines, both acting in 

combination as alliances and individually; and BAA having almost complete 

control over the timetable of releasing information, on an ongoing basis as well as 

during the quinquennial review process, and conducting discussion. 

(b) We have also found evidence that in some ways procedures have got worse: 

that, due to the distractions of the T5 development, there has been much less 

meaningful consultation on development options at the early stage of other 

projects. The Star Alliance, for example, told us that there used to be a gateway 

process at which BAA would present development options, which would be 

evaluated by the airlines and BAA and agreement would be signed between them 

on the best way forward; that would be followed by a further gateway about 

three months later with more detail and design, so there would be some degree 

of acquiescence along the journey to a conclusion. That process was, as BAA 

acknowledged to us, no longer in operation. 

(c) We noted in our report on the quinquennial review an absence of a dispute 

resolution/arbitration mechanism at each of the relevant stages of Constructive 

Engagement, planning and implementation, with the obvious party able to carry 

out such a role, the CAA, acting generally only as an observer, which it felt 

strongly should be its role unless agreement was not reached by the very end of 

the process on any particular points. 

(d) We were surprised during the quinquennial review by the very substantial 

increases made to the capital expenditure programmes at both Heathrow and 

Gatwick, increases which appear to have continued even after our report and 

until very soon before the CAA made its final decision (see Table 2). We were 
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told that airlines generally agreed, albeit reluctantly, with the additional projects or 

scope of projects that resulted. Such continuing additions to the capital expendi-

ture plans at such a late stage of a prolonged process suggests weaknesses in 

BAA’s strategic planning and consultation processes at both airports and shows 

its ability to control the timing and release of information even to the CAA. This 

reduces the opportunity for the airlines or the CAA to consider and participate in 

deciding on the specification and timing of these projects and evaluating their 

estimated costs. Having accepted the inclusion, in principle, of a particular 

project, and the associated capital expenditure, the airlines then become 

dependent in practice for the delivery of the project on the ‘trigger mechanisms’ 

referred to in paragraph 28. 

(e) As we discuss further below, the incentive in regulatory reviews under the 

regulatory asset base (RAB) system is to increase projections of both capital 

expenditure and operating expenditure (and to underestimate projected revenues 

from non-aeronautical charges, such as retail revenues, and thereby increase 

overall revenue requirements and airport charges). Nearly all the changes to 

BAA’s projections during and after our inquiry had the effect of substantially 

increasing its overall revenue requirements. It seems implausible that there was 

no scope for offsetting reductions in capital expenditure, or operating 

expenditure, during the review process, giving rise to strong suspicions among 

the airlines that BAA had ‘gamed’ the whole process. 
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TABLE 2   Q5 capital and operating expenditure revisions during quinquennial review, 2007/08p 
 
 BAA 

Sept 2006 
submission 

CAA  
March 2007 
submission 

BAA 
May 
2007 

BAA 
July 
2007 

CC 
Sept 
2007 

CAA 
Nov 
2007 

BAA 
Jan 

2008 

CAA  
March 2008 

decision 
Capital expenditure 
(2007/08p) 

        

Heathrow 2,949 (BAA) 2,949 (BAA) 2,953 3,559 3,535 3,559 3,877 4,542* 
Gatwick    438 (BAA)    438 (BAA) 437 845 712† 845 874 874 
         
Operating expenditure 
(2007/08p) 

        

Heathrow 3,802 3,534 4,021 4,123 3,850 4,115 4,616 4,226 
Gatwick 1,166 1,095 1,280 1,329 1,186 1,281 1,601 1,381 
         
Source:  BAA CAA, CC. 
 
 
*Including PSDH. 
†Excluding Pier 7, but it was recognized this should be subject to further consultation. 
 

35. We have received particular concerns about the Heathrow East Terminal (HET) 

programme, which is clearly important to achieving competitive equivalence between 

BA and the Star Alliance airlines at Heathrow. All airlines pay the same airport 

charges irrespective of the facilities used; the consequence is that the non-BA 

airlines have effectively contributed to the construction of T5 without the benefit of the 

more modern facilities; the HET scheme would provide modern facilities for the Star 

Alliance airlines, BA effectively making a contribution to its costs. We regard aspects 

of the HET scheme as a current case study in BAA’s strategic planning and 

consultation processes, confirming the weaknesses identified above, including its 

monopoly on information at key phases of the development of the project and the 

lack of any effective mechanism to resolve disputes: 

(a) BAA appears to have failed to identify early on the opportunities and challenges 

that the sole occupancy of T5 by BA would create. BAA told us that the oppor-

tunity to redevelop the central area after the opening of T5 had been apparent 

since the late 1980s but it was only following the Memorandum of Understanding 

with BA providing for BA’s single terminal occupancy of T5 that BAA was in a 

position to propose a more radical terminal redevelopment on which it then 

consulted with airlines. But it nonetheless currently appears to us that the HET 

scheme as currently specified was only identified in 2006, five years after the 
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building of T5 had started and many years after the T5 planning application was 

lodged. This late recognition of a major strategic opportunity resulted in last-

minute discussions with the airlines; uncertainty as to the size and functionality/ 

specification of the terminal; late changes to the capital expenditure programme 

during the quinquennial review of airport charges; and time pressures on project 

delivery, resulting in increased delivery risks and potentially higher costs. 

(b) We have had submissions that BAA did not start work on HET earlier because it 

was preoccupied with T5, and that BAA saw itself as being able to commit 

management and other resources to deal with only one major project at a time 

(although we recognize that it does manage a large number of other smaller and 

less strategic projects simultaneously). This line of argument could be seen as 

evidence of a sequential (and hence arguably unambitious) approach by BAA to 

development, which we further comment on in paragraph 239. 

(c) A Memorandum of Understanding between BAA and the Star Alliance on HET 

was only signed in June 2007. In December 2007, BAA announced that the 

‘delivery date’ would be delayed from July 2012 (in time for the Olympics) to 

December 2012 (and even delivery by this date was based on a number of 

assumptions that needed to be worked through with the airline community). The 

Star Alliance said in evidence to the CAA that changes to the HET programme 

since our Q5 report undermined the Memorandum of Understanding and much of 

the work that had been done in consultation with the airlines.  

(d) The main reason for those changes given by BAA was a revised sequence of 

airline moves between terminals, partly due to the need to keep more aircraft 

stands in operation. It was suggested to us by the Star Alliance that, having 

identified the problem with the stands, BAA only made the airlines aware of the 

problem just before Christmas 2007 and put back the opening date for HET with 

little or no consultation: 
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• BAA told us that it would have been evident in presentations to the airlines in 

October that the revised move sequence was likely to delay the delivery of 

HET; in its view there was sufficient consultation.  

• But, from the documents we have seen, although that presentation referred to 

the risk of delay, it still presented BAA’s objective as being that there should be 

no slippage in the opening date of HET. The Star Alliance’s concern about the 

effect on HET was noted in feedback from that meeting.  

• A BAA presentation as late as early December still referred to a summer 2012 

opening date; and a note of a meeting in mid-December still referred to the 

BAA board driving to deliver HET in time for the Olympics. 

• From the material we have seen, therefore, it was only in late December that 

slippage was effectively announced to the airlines, thereby triggering objections 

from the main user airlines of HET (including one comment from a non-Star 

Alliance airline that the airlines appear to have been misled over the previous 

two years).  

Even though the likelihood of delay may have been clear to BAA, from the 

material we have seen it would not have been clear to the airlines which became 

aware too late in the process to allow for constructive two-way dialogue. 

(e) We also noted the further concern about the effect on the timing of the HET 

development of the recently announced delays in moving BA long-haul flights 

from Terminal 4 to T5, and hence on the competitive equivalence between BA 

and other airlines at Heathrow. 

36. The above points are important evidence of an absence of an investment planning 

system or adequate consultation with users, in either the long, medium or short term, 

to enable BAA to understand and take into account on a continuing and balanced 

basis the reasonable requirements of airlines in planning and implementing BAA’s 

new investment.  
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37. A further concern was expressed to us about the amounts set aside for contingencies 

in the capital expenditure programme for Q5 (and therefore in the asset base used in 

determining charges)—about £1 billion. We noted in our Q5 report that BAA still 

applied a risk allowance of 25 per cent to projects even though a previous report for 

the International Air Transport Association (IATA) in 2004 had suggested this could 

be reduced, as benchmarking should lead to the reduction of risk. We also expressed 

a view that BAA should carry out post-completion audits of projects to identify the 

size of the contingency used and the circumstances in which this was done; and that 

contingency amounts should be held at portfolio level with controls put in place 

before the money is disbursed. The way the contingency currently works, in contrast, 

is that BAA has the scope to spend it all, and get remunerated for it in the RAB, with 

neither the CAA nor the airlines having any control over this expenditure. It was also 

suggested to us in this inquiry that the airlines should be involved in managing the 

drawing down of such funds, as had happened on some earlier projects. The CAA 

told us that it expected more information to be made available to airlines on use of 

contingency funds; but did not believe there should be any airline veto on their use.  

Gatwick capital expenditure 

38. Our concerns about consultation and strategic planning at Heathrow apply equally to 

Gatwick. easyJet is now the largest operator at Gatwick: but it told us that BAA had 

not been prepared to discuss its particular requirements, including options for separ-

ate development or branding of facilities at Gatwick. easyJet had also suggested to 

the CAA that a main element of the capital expenditure programme at Gatwick—Pier 

7—could be constructed at a much lower cost than BAA proposed (for which BAA 

believed there was no evidence), but there had been no apparent discussion of 

easyJet’s requirements with it.  
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39. Table 2 shows a significant increase during the process of the quinquennial review in 

BAA’s capital expenditure projection at Gatwick for Q5; we expressed concern in our 

report as to whether airlines had received information in a timely manner and been 

able properly to assess it. The further increase following our report is accounted for 

by the Pier 7 project, the inclusion of which, though not necessarily the cost, was 

agreed by the airlines as part of Constructive Engagement. But the subsequent 

announcement by easyJet of its intention to seek judicial review of the CAA’s 

determination of charges for Q5, which was based on the higher capital and 

operating expenditure adopted by the CAA subsequent to our report, is also 

indicative to us of the failure of the consultation processes to enable meaningful 

agreement to be reached. 

Stansted capital expenditure  

40. The evidence on BAA’s planning of capital expenditure at Stansted and the way it 

relates to its customers reflects similar characteristics of behaviour to those at 

Heathrow and Gatwick. In forming our current lines of thinking on Stansted, we are 

conscious that we will shortly receive the reference from the CAA for the 

quinquennial review of charges at Stansted and that we should not prejudge the 

evidence which may be submitted to us by BAA, the airlines or any other party or the 

related analysis and assessment. The views we express below are based solely on 

the evidence received to date in this current market inquiry.  

41. At Stansted there has been no Constructive Engagement on capital expenditure or 

other issues and the airlines object very strongly to BAA’s proposed development 

and lack of consultation. We referred in paragraph 8 to BAA’s application to raise the 

existing passenger and ATM limit at Stansted, to which the airlines objected. This 

was partly because of the implications for BAA’s second, more recent planning 

application for SG2, the new runway and terminal at Stansted. But we are also aware 
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of airlines’ objections to other aspects of BAA’s capital expenditure programme 

related to expansion of the current facilities at Stansted, and which would allow a 

growth in capacity subject to the outcome of the first planning inquiry. These include 

objections to the cost of the development of the existing terminal, which we may 

consider further in the Stansted Q5 inquiry. Most of the evidence we received in the 

current inquiry was in relation to SG2. 

42. We have commissioned consultants to assist our consideration—in this inquiry and 

the Stansted Quinquennial review—of the issues concerning the Stansted capital 

expenditure programme, particularly SG2, but have noted a number of aspects of 

BAA’s approach to the SG2 scheme: 

(a) There is considerable evidence that little effort was made to produce a scheme 

acceptable to the LCCs, particularly Ryanair and easyJet which currently account 

for over 80 per cent of passengers at Stansted. Public consultation on the 

scheme took place from December 2005 to March 2006. In its comments to us on 

SG2, the Stansted Airline Consultative Committee (SACC) argued that although 

BAA had complained that the airlines had refused to engage in the consultation 

exercise, the airlines had asked BAA to reconsider the new runway and terminal 

design and to base it on the requirements of LCCs, which were the main users of 

the airport. Instead the airlines were asked to say ‘yes’ or ‘no’ to details of a fully 

finished proposal as presented by BAA. The SACC said that towards the end of 

the consultation process, there had been a very limited narrowing of the gap 

between the two sides. Drawings for variations of wide- and narrow-spaced 

runway options had been developed at a workshop in mid-January 2007. Further 

work was required to refine these options to overcome the concerns of both BAA 

and the SACC. The SACC informed us that BAA had undertaken to prepare a 

more detailed appraisal of these options and detailed costings for further 

discussion with the SACC. The SACC said that it had still been awaiting the 
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detailed material on the options from BAA for further discussion when, on 

23 January 2007, a deadline of 30 January was set for a follow-up meeting. That 

meeting was arranged for 29 January 2007 to discuss the development options. 

However, on 25 January the airlines were told that BAA’s preferred runway option 

was to be announced on 31 January. 

(b) BAA told us that the current planning application did not commit it to any 

particular terminal design, but did define the size and the approximate location of 

the terminal. It has been put to us by several parties that it would seem more 

appropriate initially to construct a low-cost facility but with the flexibility to develop 

it for alternative use once the nature of demand over the longer term became 

clearer. But there is the question of who should pay for this flexibility and whether 

it should be assumed that it should be the existing customers, who may not 

require it. Adequate consultation on terminal design is clearly essential.  

(c) BAA told us that the airlines refused to discuss the SG2 scheme unless four 

preconditions were met: to cap the budget for the project at a level that would not 

lead to any increase in charges; to write off preliminary expenditure on the project 

in Q4 such that it would not be incorporated in the RAB in Q5; to agree long-term 

traffic forecasts; and to provide a detailed long-term business plan which BAA 

regarded as including price-sensitive information well beyond what was normally 

shared as part of a regulatory process. We express no view on the reasonable-

ness or otherwise of these conditions, though we will seek to understand them 

during the next stage of this inquiry and in the course of the Stansted review. 

(d) However, BAA has proceeded to submit a planning application for a new runway 

and associated terminal and other facilities in the teeth of opposition from the 

main users of the current facilities, who account for over 80 per cent of business 

at the airport. These airlines, Ryanair and easyJet, have told us that they have 

little option to use any alternative airport and may therefore be required to 
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finance, through higher airport charges, a project they regard as incompatible 

with their requirements. 

(e) The SACC compared BAA’s projected costs of a 50 million passenger per year 

(mppa) terminal and runway development of £2.3 billion with its own indicative 

costs of £1 billion. The basis of those costs will be subject to further review by 

ourselves and our consultants during the Stansted review. Leaving aside, 

however, the specification and costs of any development at Stansted, we 

recognize that BAA’s preferred development option, which is the basis of its 

planning application, would create more runway and terminal capacity at 

Stansted than might be required by its existing customers, even assuming their 

continued growth there. This additional capacity would, therefore, be available to 

meet demand for airport facilities in the South-East as a whole, including demand 

from non-LCC carriers and possibly long-haul traffic. The issue we need to 

address, however, is how the additional capacity at Stansted should be financed 

and to what extent, if at all, current users who claim not to want the proposed 

facilities should be required to pay for them. At this stage we have formed no 

view on these issues but it is not clear that BAA’s unilateral approach would 

necessarily reflect what might be expected in a competitive market. 

(f) Nor can any particular terminal or runway BAA proposals be regarded as 

required by government policy, which does not prescribe the type of 

development.  

(g) As of October 2007 BAA had incurred very substantial costs associated with the 

development of the plans for Stansted, totalling £124 million, including blight 

costs of £65 million, professional fees of £51 million, and project costs of 

£8 million, all of which would, if included in the RAB, be paid for by airlines which 

do not support the development plan. The Stansted airlines told us that they had 

not seen any of these reports despite having requested copies of them in order to 

verify BAA’s assumptions and weightings given to each option. The SACC said 
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that despite having spent over £50 million on consultants, BAA had informed 

Stansted users that no such reports had existed and that optioneering had taken 

place through various workshops. We were also told by the SACC that other 

developments were currently being undertaken at the airport—on maintenance 

facilities and on a visitors centre—which would preclude the runway development 

option favoured by users. This was disputed by BAA (which also said that this 

was inconsistent with evidence given by the SACC at the SG1 public inquiry). But 

even if the airlines’ concerns are unfounded, as BAA suggested, the fact that they 

have such concerns is itself symptomatic of a lack of engagement with, and 

responsiveness to its customers on the part of BAA.  

(h) Ryanair told us that it had offered to build and pay for a second terminal, and that 

BAA should consider alternative funding mechanisms such as co-funding with 

users as Ryanair had proposed repeatedly, but that BAA had excluded any 

possibility of Ryanair or any other airline tendering for SG2 or operating SG2, or 

having a competitive process. BAA initially told us that no such offer was made 

(nor was there any evidence of Ryanair suggesting a tendering process or 

seeking to operate SG2). When it saw a Ryanair note of a meeting with BAA’s 

former Chief Executive, with what BAA described as a passing reference to such 

an offer, it said that its own note of the meeting made no mention of such an 

offer; it had not considered any such offer at the time, but it was highly unlikely it 

would have considered such a proposal since it did not believe that the project 

could be delivered for the cost quoted. easyJet has also proposed an option for 

terminal development as part of the Stansted quinquennial review: an approach 

strongly supported by the SACC in comments to the CAA. The evidence from 

BAA is at best unclear, but it has left us with an impression that BAA was not 

prepared to consider any possibility of a separate low-cost terminal development 

or financial participation by its main airline customers. We will be exploring further 

the positions of both BAA and the airlines in terms of co-funding or similar 
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arrangements both in this inquiry and the Stansted review. The feasibility of such 

an approach may also need to be considered during the Stansted inquiry. 

(i) Overall, the above evidence suggests to us that, as at Heathrow and elsewhere, 

BAA approaches capital investment in a way which fails to take into account the 

needs of its customers and which we would not expect to see in a more 

competitive market. 

43. More generally, we note a general lack of willingness by BAA to consider alternative 

approaches to terminal development or to allow airlines or others to invest or to co-

invest in terminal facilities on any scale. We have received evidence of examples of 

alternative approaches which appear to have worked well overseas: for example, 

airline investment in terminal development or management at certain airports in the 

USA; or the development of low-cost facilities at airports in Europe such as 

Marseilles or Munich. We accept, however, that the evidence is not clear-cut and 

some parties have suggested that co-development does not always work well. It 

would seem, therefore, that it would be wrong to generalize and very much depends 

on the circumstances of a particular airport. What we observe with BAA, however, is 

that it rarely, if at all, even engages in discussions on the scope for such arrange-

ments other than in fitting-out facilities, such as airlines’ lounges. 

Southampton 

44. As noted in Appendix B, Southampton has a relatively short runway which restricts 

the size of aircraft that can economically be operated and the range of services that 

can be offered. Nonetheless, it has good access for a large part of southern England, 
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and a catchment area from which a large number of passengers currently travel to 

Heathrow or Gatwick.10 

45. We received criticisms from Flybe, which accounts for over 80 per cent of passenger 

traffic at Southampton, of BAA’s approach to capital expenditure, including: 

(a) BAA had demonstrated a startling lack of ambition for Southampton in its 

discussions with Flybe and also in the run-up to the 2003 White Paper, when the 

DfT suggested that the airport could reach the capacity of 7 million passengers 

but BAA thought that 2 to 2.5 million passengers was a more appropriate target. 

BAA had not endorsed Flybe’s growth plans there. 

(b) If, hypothetically, Southampton was owned by an operator other than BAA, Flybe 

would expect to have discussions with that operator about its ambitions and 

projections for passenger growth and to reach agreement with the operator on 

the development and capital expenditure needed to achieve the growth. This is 

what had happened at every other airport outside the BAA portfolio. But it had 

been unable to negotiate charges with BAA at Southampton; or to discuss any 

longer-term contracts as a basis for any longer-term development options it 

would like to be considered. 

(c) BAA had not developed Southampton Airport, despite the capacity constraints at 

its London airports, because it did not understand how to develop a regional 

airport. There were also considerable overlaps in the catchments of Heathrow, 

Gatwick and Southampton; this may have deterred it from investing in 

Southampton for fear that the result would be a fall in passengers at the two 

larger airports. 

 
 
10CAA’s 2005 survey showed about 900,000 Gatwick passengers and about 2.25 million Heathrow passengers started or 
finalized their journeys in Hampshire and Dorset, although some of these passengers could be flying to destinations not served 
from Southampton. We also, however, saw much higher estimates of the number of Heathrow and Gatwick passengers who 
started or finished their journeys in the wider Southampton catchment area. 
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46. BAA forecasts indicate that passenger numbers will increase to about 6mppa by 

2030, an annual rate of growth of about 5 per cent a year, compared with growth 

rates of 17 per cent over the last five years. This would itself seem indicative of a lack 

of ambition in developing Southampton. 

47. BAA itself initially told us that it would not want to discuss development plans until it 

had some well-thought-out options and been able to articulate that certain options 

were preferred options; it had not reached the stage now where it needed to sit down 

in detail; it also referred to talking to carriers ‘at the last responsible moment’. It 

subsequently said that there were a number of options for the long-term development 

of the airport, two of which were outlined in the masterplan; having received feedback 

from the airlines on the masterplan, it was now putting together a series of outline 

alternatives that could form the basis of discussions with the airlines; it was 

inaccurate to suggest that it did not want to talk to carriers until the last responsible 

moment, but it would leave the choice on the option to the last moment. We may 

wish to consider the discussions between Southampton and the airlines further; but 

our current view suggests BAA does tend to approach users late in the process, 

rather than at the earlier stage of considering options. 

48. We also noted a section 106 agreement signed in 1992 which prevented BAA from 

expanding the runway; there was no limitation in time on this restriction. (BAA told us 

it was committed to development restrictions as part of the acquisition of the airport, 

the vendors having already offered these restrictions to the planning authority.) We 

understand that there are geographic restrictions, which may make it uneconomic at 

this point in time to take such actions anyway, but also note that Manchester Airport 

Group (MAG) restricted its own ability to build a third runway but only for a period of 

time during which nobody could envisage building another runway: an issue we may 

wish to consider further.  
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49. Given that Southampton is an employment expansion zone, which we understand is 

broadly supportive of airport development, this interpretation of the Government 

policy and its section 106 agreement also currently appears to us to demonstrate a 

clear lack of ambition. 

50. As at Heathrow and Gatwick, therefore, our current view is that there is a lack of 

engagement with users at Southampton, even with Flybe which accounts for a large 

majority of traffic; and that Southampton suffers from lack of ambition under BAA 

ownership. It is unclear to us whether its ownership of the BAA London airports could 

in itself act as a disincentive to development of Southampton. The excess runway 

demand at Heathrow and Gatwick would give an incentive to attract additional flights 

from the London area to Southampton: but terminal capacity at the London area is 

less constrained, hence there could be a disincentive to attract passenger demand 

away from the London airports if the effect of doing so is to reduce load factor.  

Capital expenditure of the Scottish airports 

51. We received much less criticism of capital expenditure at Edinburgh or Glasgow 

airports, but would still welcome any further views. Some concern was expressed to 

us that development of the airports could be put at risk by any separation of owner-

ship; however, the Scottish Government told us that, on the concerns expressed that 

a break-up of BAA airports in Scotland might reduce the ability to fund the 

programme of investment outlined in the masterplans of BAA Scottish airports, it 

believed that there was a well-developed market for the acquisition of airport 

infrastructure and that common ownership was not a prerequisite to the financeability 

of ongoing investment in airport infrastructure. The Scottish Government did, 

however, also express concern that BAA had been less proactive than independent 

airport operators might have been in promoting new surface access links to the 
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airports, in particular the Edinburgh Airport Rail Link, which the Scottish Government 

subsequently decided not to pursue. 

52. We did, however, receive a number of criticisms of capital expenditure at Aberdeen: 

(a) The Aberdeen and Grampian Chamber of Commerce said that in the period from 

1967 to 2002 the airport had suffered from a lack of investment and committed 

local leadership, although this had changed recently with the creation of the 

Airport Business Development Forum whose work had led to better marketing, 

active route development and the 24-hour opening of the airport. The leadership 

provided by the airport’s Chief Executive at the time had also left a lasting legacy. 

It also referred to the airport being discriminated against within BAA in terms of 

investment. 

(b) The Chamber of Commerce also suggested that whereas the airport had 

generated nearly £90 million profit over the previous ten years, up to 2006 only 

£30 million had been invested at the airport, a point we consider further below. 

(c) Oil and Gas UK—which speaks for a significant proportion of the oil and gas 

sector—said that it believed Aberdeen Airport needed considerable investment to 

improve its facilities and services. It said that the airport suffered from long 

security queues, and unconscionably long waiting times for baggage despite the 

short distance from aircraft to baggage reclaim; that in response to the increased 

security requirements introduced in August 2006 the search area had been 

reconfigured and an additional third line opened, but this was not enough at peak 

times; and that while there had been a fair amount of commercial and retail 

development in the terminal, the amenities for passengers were not particularly 

good and there had been little done to improve them: it regarded it as intolerable 

that there were no piers and covered walkways at the airport. 

(d) Another airline said that it had to drive hard to secure any changes, and that BAA 

was slow to react to suggestions. 
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53. The above criticisms are in our current view indicative of an apparent lack of ambition 

in development of Aberdeen, with evidence of underinvestment, inadequate facilities 

and use of cash generated at Aberdeen elsewhere in BAA compared with an 

alternative strategy of seeking a runway extension earlier, and developing the airport 

as a hub for North Sea oil and gas industries.  

54. It was also suggested to us that BAA might have preferred to encourage passengers 

to use services from Edinburgh or Glasgow,11 or transfer through Heathrow and 

Gatwick, rather than encourage services from Aberdeen to other European hub 

airports, or direct long-haul flights from Aberdeen.  

Quality of service 

55. We have also considered other aspects of BAA’s operating standards and 

performance, first quality of service which, particularly at Heathrow, has recently 

been a source of concern to the Government and has attracted much adverse 

comment in the press. Table 3 summarizes results of the Airport Service Quality 

rankings from surveys carried out for Airports Council International (ACI) of 

passenger perception of service quality at different airports; of the many indicators on 

which data is available, the table presents ratings of the overall experience of BAA 

airports, compared with the 101 airports surveyed, and, a main concern we noted in 

our quinquennial review report, ratings of security queue waiting times. BAA itself 

monitors actual queuing times at Heathrow and Gatwick as part of the Service 

Quality Rebate (SQR) scheme: but as we noted in our quinquennial review of these 

airports, the measures are currently based on the percentage of time during which 

the service targets are not met, rather than the percentage of passengers queuing for 

longer than the standards set; they are also not measured all day. The table 

 
 
11The CAA’s 2005 survey showed about 100,000 Edinburgh passengers and about 50,000 Glasgow passengers started or 
finished their journeys in Grampian. 
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therefore shows BAA survey results of passenger perception of security queuing over 

10 minutes.  

TABLE 3   Quality of service indicators 
     

 

ACI ASQ 
rankings of 

overall airport 
experience, 

2007 

ACI ASQ 
rankings of 

security 
queue waiting 
times, 2007 

BAA QSM % 
passengers 

perceiving over 10 
minutes security 
queuing, 2007 

    
Heathrow 90/101 97/101 33 

T1   28 
T2   28 
T3   43 
T4   28 

Gatwick 75/101 93/101 34 
South   37 
North   28 

Stansted 74/101 98/101 31 
Southampton 35/101 12/101 1 
Glasgow 54/101 26/101 6 
Edinburgh 46/101 44/101 5 
Aberdeen 60/101 49/101 6 
    
Source:  ACI, BAA. 
 

 
 

56. Table 3 shows continued quality of service deficiencies in 2007 in the London 

airports as shown by the ratings of the overall airport experience compared with 

overseas airports: Heathrow ranked 90th, Gatwick 75th and Stansted 74th, of 101 

airports compared. Compared with a more limited sample of ten main European 

airports, Heathrow ranks 7th and Gatwick 4th. Other BAA airports generally performed 

better, in particular Southampton (which was recently awarded a top accolade for 

customer service by ACI, for having the most courteous and helpful airport, airline 

and security staff) was ranked 35th out of 101. Rankings were particularly poor of 

security queue waiting times; Stansted 98th, Heathrow 97th and Gatwick 93rd of 101 

airports compared. Perception of security queuing times were also significantly better 

at the other BAA airports.  

57. Table 3 also shows that about one-third of passengers at Heathrow, Gatwick and 

Stansted in 2007 reported that they queued over 10 minutes at security at all three 

London airports (BAA quoted much better figures for the first two months of 2008: but 
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this is likely to be among the quieter times of the year). Many airlines have suggested 

to us that other airports responded more quickly to the security problems of August 

2006. Particular complaints about Stansted’s performance will be considered further 

in the Stansted quinquennial review. 

58. We discuss further in paragraph 191 BA’s concerns about the impact on its hub 

operations at Heathrow of the failure to develop capacity there. BA told us that 

almost all aspects of quality of service there were affected by the chronic congestion 

resulting from BAA’s failure to invest in runway capacity. When the airport was full, 

there was little spare capacity, resource or time to recover from problems. The 

effects tended to snowball, leading to delayed and cancelled flights. It told us that in 

2006 Heathrow had the highest delays of any major European hub, as was also the 

case in 2005, and which BA attributed to lack of investment in runway capacity. Poor 

quality of service at Heathrow also resulted from BAA’s slow response to improving 

terminal capacity and inadequate provision of aircraft stands (particularly pier-served 

stands) as well as BAA’s failure to invest in essential operational processes such as 

the central search, transfer search, perimeter, control posts and baggage (particularly 

outbound transfer). We also noted in a DfT study12 that satisfaction with the flight 

connection process at Heathrow fell to only about 40 per cent in summer 2007. 

59. As we acknowledged in paragraph 2.25 of our quinquennial review of Heathrow and 

Gatwick, significant increases in security requirements in the last two years resulted 

in serious problems in quality of service at both airports, not only in the operations of 

BAA but also of other operators at the airports. Airlines, for example, are responsible 

for check-in, ground handling (including, for example, positioning of airbridges) and 

baggage handling, which they either carry out themselves or employ agents to do so: 

there have been particular problems with check-in queues and baggage handling 

 
 
12Department for Transport, Improving the Passenger Experience, November 2007. 
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following the increases in security requirements. There have also been significant 

problems of queuing at immigration desks, the responsibility of the UK Border 

Agency. Excess demand on capacity has exacerbated the problem, with little 

resilience in the event of resulting flight delays. This also applied to some extent to 

other airports. The recent problem with the opening of T5 further illustrates the 

interdependence of the activities of the various operators at the airports. We will be 

considering this further after our emerging thinking, and would welcome further 

evidence on how it might affect our inquiry. 

60. We have seen evidence that BAA has responded to its quality of service problem 

largely by increasing costs and passing on these increased costs to the airlines, 

rather than, for example, by improving efficiency. We noted in Table 2 the significant 

increase in BAA’s operating expenditure projections during the course of the 

quinquennial review, due in part to its continuing assessment of the costs of meeting 

additional security requirements and service standards, which reduces the ability of 

the CAA and airlines to examine critically its resulting operating cost projections on a 

timely basis. BAA also requested delays in changes to the SQR regime which we 

had recommended in our quinquennial review, although those were generally not 

accepted by the CAA. This suggests a reluctance on the part of BAA to promote the 

interests of its customers.  

61. We also noted the recent intention to introduce biometric procedures for domestic 

passengers (including passengers transferring from international flights) both on 

entering and leaving international departure lounges (which BAA told us was a UK 

Border Agency requirement). BAA acknowledged that it had undertaken no research 

to establish user views on its proposals: whether, for example, passengers would 

prefer not to have to use the departure lounges if they had to undergo such 

processes given the risk of delays that could occur. But the introduction of these 
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procedures was then postponed when the Information Commissioner expressed 

concern about data protection issues. We regard BAA’s approaches to this issue also 

as indicative both of lack of responsiveness to customers and poor planning. 

Efficiency 

62. We have carried out a preliminary benchmarking analysis based on available 

information on other UK and overseas airports and which we will be putting on our 

website after considering BAA’s comments. That analysis currently suggests a high 

rate of operating expenditure per passenger at Heathrow and Gatwick compared with 

other airports. BAA acknowledged that performance indicators of 50 important 

international airports formerly produced by TRL (now by Jacobs Consultancy) 

characterize Heathrow, relative to the mean, and per passenger, as having higher 

than average cost structures—although BAA argued that this could be explained by 

factors such as traffic mix. Consultants’ studies and the Booz Allen Hamilton study 

that we commissioned as part of the quinquennial review generally found scope for 

incremental improvements in security costs by 5 to 10 per cent.  

63. Other UK airport operators to which we spoke appear to benchmark or market test 

some of their activities more actively than BAA and employ a range of in-house and 

outsourcing practices. We noted in our Q5 report the suggestions of some airlines 

that more functions, including security and IT, should be contracted out, and said that 

we considered it highly regrettable that BAA has not itself market tested more of its 

activities, including its security operations. 

64. We also noted in our Q5 report (paragraph 4.139(d)) a reference in BAA’s internal 

papers to a ‘peace premium’ affecting pay and other manpower issues, and [ ]. 

During this inquiry, BAA acknowledged that security staff were paid at a significant 
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premium relative to comparable security jobs. BAA also averted the risk of industrial 

dispute earlier in the year on the issue of pension agreements for new staff.  

65. There was also concern in the Q5 inquiry at the level of absenteeism at Heathrow 

and Gatwick (see paragraphs 4.136(b) and 4.137 of our report). Booz Allen Hamilton 

noted there were 18 man-days lost per year at Heathrow in the previous 12 months 

and 17 at Gatwick, an increase on the previous year and higher than the average of 

about seven to eight shown in surveys of the economy generally. Table 4 suggests 

that there has also been fairly high absenteeism at some of the other airports, 

although BAA claimed significant improvements in the Scottish airports in 2007.  

TABLE 4   Average man-days lost per year 
 
 2003/04 2004/05 2005/06 2006/07 
     
Aberdeen 8.61 13.68 11.25 10.06 
Edinburgh 12.39 11.00 11.97 13.33 
Glasgow 14.40 11.15 13.41 14.96 
Stansted 11.92 11.62 12.27 13.82 
Southampton 7.55 10.86 9.21 9.19 
 
Source:  BAA. 
 
 
 

66. We are also perplexed that BAA did not regard T5 as an opportunity to reduce unit 

costs by, for example, introducing new ways of working or achieving scale 

economies: instead—as appeared to be the case from the evidence to the Q5 

inquiry—it resulted in an increase in unit costs.  

67. From the evidence above, therefore, our current view is that there is a failure to 

ensure operating excellence through comparative performance benchmarking, failure 

to implement effective continuous process improvement, and unwillingness to 

consider outsourcing or other third party supplier services. This is likely to result as a 

consequence in higher costs than would be expected in a more competitive 

environment. 
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Financial performance 

68. We have not to date put as much weight on analysing profitability as in other market 

investigations. This is because, as noted in paragraph 21 and discussed further in 

paragraph 246 et seq, the three BAA London airports are designated, and their 

charges regulated with reference to their earning the estimated cost of capital on 

their regulated asset base (although, in practice, BAA could do better or worse than 

that, depending on performance within a five-year period). Their financial perform-

ance is, therefore, to a large extent determined by the cost of capital assumed in 

setting the level of airport charges (although BAA’s actual profitability in the period 

from 2003/04 to 2007/08 was significantly below the level assumed in the preceding 

regulatory review). The BAA Scottish airports are not designated and the maximum 

level of their airport charges is not therefore subject to regulation; BAA has, however, 

made a long-term commitment to reduce charges at both Edinburgh and Glasgow by 

RPI–3 (ie charges increasing at no more than RPI minus three percentage points a 

year) and RPI–1 at Aberdeen. Allowing for discounts, airport charges have declined 

somewhat more than that.  

69. In defence documents at the time of the Ferrovial bid, BAA published an estimate of 

a 12 per cent pre-tax real rate of return for the Scottish airports in 2005, calculated on 

a similar basis to that applied by the CAA in its then 7.75 per cent target real return 

for the south-east airports. (As noted above, actual returns in the South-East were 

less than that and future returns may also be less given the CAA’s allowed real rates 

of return of 6.2 per cent at Heathrow and 6.5 per cent at Gatwick in Q5). BAA 

subsequently provided equivalent estimates of the real rate of return at each of the 

non-designated airports, shown in Table 5. 
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TABLE 5   BAA estimates of percentage real return on assets  
 

 
Year to 
31.3.05 

Year to 
31.3.06 

9 months to 
31.12.06 

Year to 
31.3.07 

Year to 
31.3.08 

(forecast) 
      

Heathrow 6.7 5.8 N/A 4.9 3.7 
Gatwick 6.2 4.9 N/A 5.5 4.4 
Stansted 4.8 4.4 N/A 3.5 6.8 
      
Southampton 12.9 15.9 13.5* N/A N/A 
      
Glasgow 9.9 10.4 13.5* N/A N/A 
Edinburgh 12.6 12.7 13.4* N/A N/A 
Aberdeen 19.7 19.5 22.4* N/A N/A 
  Total Scotland 12.1 12.4 14.5* N/A N/A 
 
Source:  BAA. 
 

 
*Southampton, Glasgow, Edinburgh and Aberdeen figures are based on return for nine months to 31.12.06, annualized to a full 
year basis; this is likely to overstate annual returns to the extent that performance in the first quarter of the calendar year is 
somewhat below that for the year as a whole. The Stansted airlines have disputed the relevance of the figures for Stansted, an 
issue which will be considered in the Stansted inquiry. 
 

70. Despite the self-imposed reduction in their charges over time, real rates of return of 

the Scottish airports, and also of Southampton, are considerably greater than those 

actually achieved by the regulated airports or the cost of capital used in setting the 

maximum level of charges for the designated airports (7.75 per cent for Q4 and 

6.2 per cent for Heathrow, 6.5 per cent for Gatwick in Q5). Aberdeen in particular is 

considerably more profitable than the regulated airports. BAA argued that the 

profitability of its non-designated airports on a historic cost basis, as shown in the 

benchmarking analysis referred to in paragraph 62, is comparable or even lower than 

that of some other UK airports. We will be considering further the weight to be given 

to these comparisons and to BAA’s arguments. 

71. We also noted in paragraph 52 criticisms of the apparent use of cash generated by 

the Scottish airports, particularly Aberdeen, to fund activities elsewhere in BAA. This 

appears to be confirmed in Table 6: but at Gatwick profit has also been significantly 

in excess of capital spend, despite its lower regulated return, so the comparison 

between profit and capital expenditure cannot be looked at in isolation. At 

Southampton, cash flow has been broadly balanced by capital expenditure since it 

was acquired by BAA in 1992. 
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TABLE 6   EBITDA and capital expenditure at BAA airports, 20 years to 2006/07 
 

 
EBITDA 

£m 

Capital 
expenditure 

£m 

EBITDA—
capital 

expenditure 
£m 

EBITDA as 
% capital 

expenditure 
% 

London area     
Heathrow 7,477 8,442 –965 89  
Gatwick 2,324 1,338 986 174  
Stansted 516 1,052 –536 49  
  Total London 10,317 10,832 –515 95  
    
Scotland    
Glasgow 542.7 310.4 232.3 175  
Edinburgh 373.9 273.1 100.8 137  
Aberdeen 186.6 68.7 117.9 272  
Southampton (15 years) 70.5 56.6 13.9 125  
Total smaller airports 1,174 709 465 165  
    
  Total BAA airports  11,491 11,541 –50 100  
    
Source:  CAA from BAA data. 

 
Note:  There would be some tax to be paid out of EBITDA; also, a share of BAA’s dividend and interest payments. 
Nevertheless, the table shows the contrasts between the airports. 
 

72. As noted in Table 7, about two-thirds of the profits generated by the airports are from 

commercial activities (such as retail outlets and car parking) and other non-

aeronautical charges (such as payments for check-in desks, office accommodation 

and licence payments).13 The operators of such activities are generally suppliers 

independent of BAA. Duty- and tax-free sales, however, are largely provided by 

World Duty Free Europe Ltd (WDFE), currently a subsidiary of BAA, but whose 

disposal has recently been announced by BAA, on terms permitting WDFE exclusive 

rights to duty and tax-free sales at the airports for a period of up to 12 years. Table 6 

includes in ‘other activities’ the concession fee received from WDFE’s profits at the 

airport. WDFE does not supply any other UK airports and it is not clear to us whether 

the existing arrangement or the continued exclusive terms of the future owner of 

WDFE to supply BAA would have been entered into by all of the airports if separately 

owned.  

 
 
13All airports that have permission from the CAA to levy charges are required to disclose additional financial information with 
their statutory accounts under the accounts conditions imposed under section 41(1) of the Airports Act 1986. This information 
includes the income, expenditure and the profit before tax and interest arising from airport charges, other operational activities 
and non-operational activities. We have used this information to show the amounts of profit before interest and tax for each of 
BAA’s airports in the nine months to December 2006. 
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TABLE 7   Profit before interest and taxation of BAA airports, nine months to 6 December 2006 
 

 
Airport 

charges 
Other 

activities Total 
    
Heathrow 162.8 124.9 287.7  
Gatwick –5.6 94.8 89.2  
Stansted –17.7 56.3 38.6  
Southampton 2.1 4.1 6.2  
Edinburgh 10.7 16.2 26.9  
Glasgow  5.8 18.8 24.6  
Aberdeen     2.7     7.9   10.6 
  Total 160.8 323.0 483.8  
 
Source:  CC study. 
 
 
 

73. Also potentially relevant is the extent to which any higher returns at the non-

designated airports result from higher airport charges. The benchmarking analysis 

we have carried out shows, in Table 8, that aeronautical revenue per passenger is 

considerably higher at Heathrow than at other BAA airports, due to the significant 

capital expenditure programme at Heathrow.14 Revenue per passenger from airport 

charges at Glasgow and Edinburgh is not out of line with non-BAA airports as a 

whole, but at Aberdeen and Southampton is relatively high.15 However, charges at 

some non-BAA airports appear to have been declining and may be significantly 

lower, particularly for certain types of traffic. For example, Ryanair figures show three 

BAA airports—Stansted, Gatwick and Edinburgh—to be the costliest UK airports at 

which it operates, and Stansted to be the most expensive of any of its European 

bases.  

 
 
14In Table 3 of the Q5 report, we also quoted TRL estimates that Heathrow’s airport charges (for a representative sample of 
movements) were the 19th most expensive of 50 international airports compared; aeronautical revenue per passenger 14th and 
total revenue per passenger 5th. In 2007, Heathrow’s airport charges were 12th most expensive out of 50 airports compared; 
aeronautical revenue per passenger 8th; and total revenue per passenger 2nd. 
15Such comparisons can, however, reflect factors such as revenue for non-passenger flights, such as cargo flights, and 
treatment of marketing allowance for airlines. BAA argued that charges at both airports were comparable with these at other 
airports of equivalent size. 
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TABLE 8   Aeronautical revenue per passenger, 2006 
 
    £ 
London area  
Heathrow 9.04* 
Gatwick 5.26 
Stansted 3.62 
    
Scotland  
Glasgow 5.46 
Edinburgh 5.66 
Aberdeen 6.90 
  
Southampton 6.84 
  
BAA regulated 6.98 
BAA non-regulated 5.85 
  BAA total 6.81 
  
Manchester 6.38 
Other non-BAA  5.55 
  
Source:  CC study. 
 
 
*BAA quoted a figure of £8.80 per passenger. 
Note:  BAA figures are only for the nine months April to December 2006. 
 

74. As noted above, rates of return at Heathrow and Gatwick have been below those 

expected at the time charges for Q4 were set. As discussed further in paragraph 262, 

the CAA’s determination for Q5 is for significant increases in charges at Heathrow 

and (to a lesser extent) Gatwick, less than sought by BAA but giving rise to strong 

objections by airlines. BAA itself has also previously argued for increases in charges 

at Stansted to finance the new runway and associated terminal facilities, whereas the 

Stansted airlines have argued for significant reductions in charges—an issue we will 

be considering in much more detail in the Stansted review. We consider the system 

of regulation of the south-east airports further below, but the backdrop of significant 

price increases adds to the importance of ensuring effective regulation of the BAA 

airports and/or competition between them.  

Route development 

75. As we discuss further below, a main aspect of competition between regional airports 

is the strong competition between them for new routes. The evidence we have seen 

suggests that, until about 2002, BAA was less active in competing for business from 

other airports even where its airports were not capacity constrained. In particular, the 
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Scottish Government in its evidence on our website argued that prior to the 

establishment of the RDF in 2002, BAA Scotland had lagged far behind peer nations 

and regions: 

The lack of direct international routes was seen as stifling Scotland’s 

economic growth, as in order to remain competitive in international 

markets, it is important that Scotland has direct air access. The (Air) 

Route Development Fund (RDF) was established in November 2002 to 

meet the objectives of better business connections, increased inward 

investment and improved access for inbound tourists … The RDF 

involved collaborative/partnership working with BAA in Scotland. It has 

contributed to a dramatic improvement in Scotland’s direct air network—

an enhancement which had not been achieved under the existing 

ownership framework. Previously, Scotland lagged far behind peer 

nations and regions and this gap has been substantially reduced through 

the Scottish Government's intervention. 

76. Figures for route development quoted in the CAA reports on Regional Air Services 

and reproduced in Table 9 appear to confirm the view of the Scottish Government of 

poor performance in attracting new routes before 2002, with less than half a dozen 

international destinations served by any of them; between 1990 and 2002 the 

number of international destinations served by BAA regional airports increased by 

less than half the rate of non-BAA regional airports. But it did then improve, in 

Scotland this being at about the time the RDF started.  
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TABLE 9 International destinations with a frequent scheduled service from UK regional airports: 1990, 2002, 2004 and 
2006 

 
 International scheduled destinations 
  

1990 
 

2002 
 

2004 
 

2006 
Top 10 UK regional airports     
Manchester 15 43 60 57 
Birmingham 13 29 34 35 
Bristol 5 13 17 25 
Nottingham East Midlands 3 11 14 17 
Liverpool 1 9 12 25 
Newcastle 4 6 11 14 
Glasgow Prestwick 0 5 10 9 
Edinburgh 3 6 9 16 
Glasgow 5 4 10 12 
Edinburgh & Glasgow  5 8 15 19 
Leeds Bradford 4 4 11 10 
     
Other non-London BAA      
Aberdeen 2 5 6 8 
Southampton 2 4 9 6 
     
Non-BAA 45 120 169 192 
% change on 1990  +167 +276 +327 
     
BAA (Edinburgh and Glasgow 

combined) 5 8 15 19 
% change on 1990  +60 +200 +280 
     
BAA (Edinburgh and Glasgow 

treated separately) 8 10 19 28 
% change on 1990  +25 +138 +250 
 
Source: CAA Study on UK Regional Air Services, from CAA Airport Statistics and OAG World Airways Guide, December 2004; 

Air Services at UK Regional Airports, An update on developments, November 2007  
 
 
Note:  Based on destinations with a minimum frequency of 500 flights a year, broadly equating to a daily round-trip service each 
weekday. The services offered from Edinburgh and Glasgow have been shown both together—given concerns about connec-
tivity for the lowland airports generally; and, which BAA regarded as more appropriate, separately, as with other airports. 
 

77. There was also limited route development at Southampton up to 2002; an 

improvement to 2004; followed by a loss of routes between 2004 and 2006.  

78. Table 10 shows equivalent low growth in the number of passengers at Glasgow and 

Aberdeen (the low growth at Glasgow may be attributable to growth of Prestwick 

although BAA said that it had seen no evidence to support this).  
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TABLE 10   Passenger growth of BAA airports, 1990 to 2007  
 

’000 
 

 Terminal passengers  
  

1990 
 

2007 
Annual % 
change 

    
Heathrow 42,635 67,852 2.8 
Gatwick 21,043 35,165 3.1 
Stansted 1,156 23,759 19.5 
  Total BAA London area airports 64,834 126,776 4.0 
Non-BAA London area airports 3,028 12,880 8.9 
  All London area airports 67,862 139,658 4.3 
    
Edinburgh 2,492 9,037 7.9 
Glasgow 4,286 8,726 4.3 
Aberdeen 1,947 3,411 3.4 
Southampton 489 1,965 8.5 
  Total BAA non-London area airports 9,214 23,139 5.6 
Non-BAA non-London area airports 25,335 77,927 6.8 
  All non-London airports 34,549 101,064 6.5 
    
  Total reporting UK airports 
 

102,411 240,722 5.2 

Source: CAA Study Air Services at UK Regional Airports, An update on developments, November 2007; and Airport Statistics 
2007. 

 
 
 

79. Among other evidence we saw: 

(a) One airline said that BAA was not very positive about promoting new routes at 

Aberdeen. A different operator could be expected to have a more go-ahead 

approach to route development. 

(b) Another airline said the BAA Scottish airports did not compete actively to attract 

its low-cost services when they were first established. Although BAA did put in an 

offer to attract them, it was not equivalent to the offers of some other regional 

airports. 

(c) Although the Scottish airports and Southampton all provide published discounts 

for new services, and some individually negotiated discounts, these have not 

been on the same scale as those given by Prestwick to Ryanair. Other than at 

Stansted and recently Edinburgh, BAA has also been slow to attract Ryanair on 

any scale to its airports. 
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Pricing policy 

80. The limited development until recently of new services at the smaller BAA airports 

may also result from its pricing policy. Competition between regional airports has 

tended to involve extensive use of unpublished discounts, or long-term contracts or 

agreements with particular carriers. BAA has until recently done this at Stansted; but 

until the new agreement with Ryanair at Edinburgh, not to the same degree at the 

other airports, except when the Scottish Government has also offered support.  

81. More generally, with the exception of Southampton, BAA has similar pricing 

structures at its airports, with about 70 to 80 per cent of airport charges raised 

through passenger charges. An alternative strategy would be for different charging 

structures at different airports to reflect, for example, different degrees of spare 

capacity, namely a higher proportion of income being raised from landing charges 

with less from passenger charges at Heathrow and Gatwick when there is excess 

demand for runways; and relatively lower charges at Stansted and Gatwick at times 

when runway capacity is not fully used as is the case off-peak throughout the year at 

Stansted, or in winter and summer off-peak at Gatwick.  

Overall assessment on performance 

82. On the Scottish airports, our current view is that: 

(a) There has been a lack of ambition in development of Aberdeen, through 

underinvestment, poor facilities and use of cash generated at Aberdeen 

elsewhere in the group (see paragraph 53). 

(b) The profitability of the Scottish airports, particularly Aberdeen, has been relatively 

high despite BAA’s policy of increasing prices below RPI, the significance of 

which we are considering further (see paragraph 70). 
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(c) Until the involvement of the Scottish Government in its RDF, there was a much 

slower development of routes than at other regional airports up to 2002 (see 

paragraph 76).  

83. Our current view is that at the south-east airports BAA currently shows a lack of 

responsiveness to the interests of airlines and other users that we would not expect 

to see of a business competing in a well functioning market, as evidenced in:  

(a) a lack of responsiveness to interests of users on capital expenditure (including:  

• the absence of a planning system, in either the long, medium or short term, to 

enable BAA to understand and take into account on a continuing and balanced 

basis the reasonable requirements of the airlines in planning and implementing 

new investment (see paragraph 36); 

• the asymmetry in information between BAA and the airlines, both acting in 

combination as alliances and individually (see paragraph 34(a)); 

• the scope for BAA to take advantage of the differing requirements of individual 

airlines and effectively to play one airline off against another (see paragraph 

34(a)); 

• control by BAA over the timing of the release of information to the airlines both 

on a regular ongoing basis and during the conduct of five-year price control 

reviews (see paragraph 34(a)); 

• the absence of any dispute resolution procedure under Constructive 

Engagement, particularly on issues in relation to Stansted where there has 

been no Constructive Engagement (see paragraph 34(c)); 

• similarly, control by BAA over the timing of the release of information to the 

CAA both on a regular ongoing basis and during the conduct of five-yearly 

price control reviews (see paragraph 34(d)); and 

• unwillingness to consider options of separate terminal development, co-

investment or longer-term contracts (see paragraph 43); 
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(b) a failure to ensure operating excellence, including a failure to market test some 

key activities and the likelihood of consequent higher costs than would be 

expected in a more competitive environment (see paragraph 63); 

(c) quality of service deficiencies in the London airports indicative of lack of 

responsiveness to customers (see paragraphs 55 to 60); 

(d) a financial structure with a dependence on a single group parent balance sheet 

that could constrain the ability of the airports adequately to invest or to maintain 

service standards (see paragraphs 27 to 30); and 

(e) a lack of engagement with users, and of ambition in the development of 

Southampton similar to that at Aberdeen (see paragraph 50). 

Relationship between competition and performance 

84. We now therefore consider to what extent the above aspects of BAA’s performance 

can be attributed to a lack of competition, whether due to common ownership, or to 

other factors including government policy, planning or regulation.  

85. We noted in Table 1 that BAA accounts for about two-thirds of airport passengers in 

the UK, over 90 per cent in south-east England and almost 85 per cent in Scotland. 

These are very substantial shares: it is unlikely that a merger resulting in market 

shares of such size would be allowed on the basis of actual or potential competition 

particularly given the high barriers to entry which may exist.  

86. In the case of a merger inquiry, however, we can assess the effect of common 

ownership by observing the degree of competition in the market before the merger. In 

the case of this market investigation, we have to consider the implications for 

competition of BAA’s airports already being in common ownership, and similarly, the 

implications were one or more of them to be separately owned in the future. We have 

therefore to make an assessment of the degree of competition that would currently 
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be occurring in the market if the airports were now separately owned, taking into 

account any constraints on the potential for competition between them. 

87. To assess the effects of common ownership, we need primarily to assess whether 

separately-owned airports would compete. We set out our framework for doing so, 

and for considering other features of the market which may adversely affect 

competition, in paragraph 2. In the following section we discuss: 

(a) wider evidence on competition between airports and the circumstances in which it 

occurs (relevant to paragraph 2(a)); 

(b) evidence on potential demand substitutability between BAA airports as a first 

indication of the scope for competition between them (see paragraph 2(b)); 

(c) the extent to which competition could be limited, particularly in the London area, 

by capacity constraints (see paragraph 2(c)); 

(d) capacity development: in particular whether there is evidence on the extent to 

which capacity constraints may reflect the absence of competition between 

airports or other features such as the difficulty in obtaining planning permission, 

or government policy (see subparagraphs 2(c) and 2(d)); and 

(e) regulation: particularly at the three designated BAA airports—as a feature which 

could itself currently give rise to an AEC between airports or in so far as 

regulation is intended to remedy the absence of competition, may fail adequately 

to do so and give rise to an AEC between airlines—and its interrelationship with 

the ownership of the airports (see subparagraphs 2(c) and 2(d)).  

The following sections set out our emerging thinking on each of the above in turn. 

88. However, we also have to consider whether, even in the absence of potential 

competition between airports, common ownership could have detrimental effects on 

their management approach and their performance (also relevant to paragraph 2(d)) 

and regulation. We set out in Appendix C views from other airport operators we 
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received on how alternative owners of the airports could have affected their 

performance. We welcome further evidence on how separate ownership of BAA 

airports could affect performance. 

Evidence on competition between airports 

89. We have considered a range of evidence on the extent to which separately-owned 

airports compete.  

Switching costs  

90. Airport competition may be constrained where airlines incur switching costs (costs 

that arise when changing airports, but not when remaining with the current airport). 

Airlines may experience such costs due to one-off costs of physical relocation of 

operations to a new airport and/or to having entered into long-term commitments 

and/or to the loss of economies of scale. 

(a) Physical relocation of operations to a new airport may give rise to start-up 

expenses including staff recruitment/redundancy costs if the airports are a 

substantial distance apart. There are also some one-off costs in basing aircraft at 

a new airport (for example, relocating existing flight crew to the new airport for a 

temporary period could be costly if the airports are a substantial distance apart). 

However, the aviation sector continues to grow, with some airlines having large 

numbers of new aircraft on order, and additional costs will not arise where the 

change is merely that planned new routes that would otherwise have gone to one 

airport go to another (from which the airline is already operating). 

(b) Our airline survey showed evidence of longer-term commitments where freight 

carriers had invested in a hub operation at a particular airport that consolidates 

small consignments for transport to other countries. Some passenger airlines, in 

particular LCCs, often agree multi-year contracts under which the airline negoti-

ates lower prices in exchange for a particular volume of business, but such 
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contractual commitments do not extend beyond the end of the contract period. 

Passenger airlines, in particular legacy carriers at their main base, may also enter 

into long-term commitments in relation to maintenance costs. In well-functioning 

markets, carriers and airports would generally be expected to negotiate approp-

riate contractual arrangements that protect the investments of both parties: we 

would welcome further evidence on whether such commitments (or their 

absence) could constrain airlines’ ability to negotiate competitive deals with 

airports.  

(c) Loss of economies of scale could arise when switching involves splitting an 

existing single airport operation between two airports of which one operates at 

sub-economic scale.16 No such loss would necessarily occur if an airline already 

had operations at two airports and switched routes between them. 

91. Switching would usually be understood as purchasers moving some or all of their 

business between competing suppliers of a substitutable product but, in an airports 

context, switching may involve moving routes between weakly or even non-

substitutable airports. That means that in addition to the more usual switching costs 

of the kind outlined above, there are market effects that may act as obstacles to 

switching. Where switching involves an airline stopping services at one airport and 

starting new services at an airport with a different catchment area, it may incur 

additional marketing costs in promoting the routes to potential passengers in that 

catchment. Additionally, it may also expect to obtain lower yields in the early years as 

these routes take time to develop. However, these market effects would be transitory 

and would be likely to be smaller in the case of neighbouring airports with 

overlapping catchment areas. A more lasting market effect would be any loss of 

yields due to the switched-to airport having a less attractive location because of such 

 
 
16One airline suggested such diseconomies of scale could arise for based aircraft due to fewer routes implying less efficient 
aircraft utilization and to proportionately greater cover required for staff absences. While CAA regulations allow flight crew to be 
dual based, this may not be practicable unless the airports are close together and itself involves additional cost since allowed 
flight hours are reduced for dual-based crew. 
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factors as geographic position or the level of competition from airlines already 

operating there.   

Airline switching involving non-BAA airports 

92. The evidence we have received, including evidence from airlines, the CAA and 

airports, is consistent with a significant degree of competition between neighbouring 

airports in the UK—eg between Birmingham and East Midlands; Belfast City and 

International; Cardiff and Bristol; Bristol and Exeter; Liverpool and Manchester; 

Leeds Bradford and Doncaster; and Prestwick and Glasgow. 

(a) Competition between airports has been considered in two merger cases. In a 

1996 report on a proposed merger between Belfast City and Belfast International 

Airport, the CC (then the Monopolies and Mergers Commission) received 

extensive evidence from third parties that there was competition between the two 

airports (as was also acknowledged in the internal papers of the main parties), 

leaving the CC in no doubt that the airports had sought to compete vigorously. 

The CC recommended that the merger should be prohibited. More recently, the 

OFT in considering the anticipated acquisition of Exeter Airport by Macquarie 

Airports Limited and Ferrovial, then the joint owners of Bristol Airport, also 

referred to close competition between the two airports and the loss of an 

important competitor dynamic between the two should the merger proceed; the 

merger was abandoned after being referred to the CC.  

(b) A high-profile switch was when bmi moved the bulk (and eventually all) of its 

Heathrow services from Belfast International to Belfast City in 2001.17 

(c) One LCC (Ryanair) told us that it tended to reduce services or withdraw from an 

airport if charges were increased. For example, it had pulled out of Cardiff once 

its discount scheme had run out and had reduced its frequency at Birmingham on 

 
 
17UK regional air services, CAA, February 2005. 
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flights to Dublin, but these moves had required an alternative neighbouring airport 

to be available, ie Bristol and East Midlands respectively. 

(d) Other switching or threatened switching activity of which we are aware includes 

Thomson reportedly threatening to move some of its summer 2005 charter 

capacity from airports with high airport charges, including from Newcastle to 

Durham Tees Valley; and bmibaby switching some of its routes and all of its 

growth from East Midlands to Birmingham in 2005.  

(e) Our benchmarking analysis showed evidence of overall declining yields (revenue 

per air transport unit—ATU) from airport charges at regional airports, faster than 

at the BAA non-regulated airports (with yields increasing at the BAA regulated 

airports). This is in line with demand pressure on prices due to potential 

switching. 

(f) Trends in passenger numbers suggest that passengers may have switched 

between some pairs of regional airports: for example, Manchester grew by only 

3.3 per cent a year over the ten years to 2007, compared with 7 per cent for all 

non-London airports, whereas Liverpool grew at 23 per cent a year; Glasgow 

grew by 3.8 per cent a year whereas Prestwick grew at 16 per cent a year.  

93. In its November 2007 study (to which we referred in Tables 9 and 10), the CAA said 

that its comments in the 2005 study about airport competition still held good. The 

CAA noted that: 

(a) Airlines were constantly seeking out new market opportunities and actively 

comparing airport charges, and airports were in competition to secure that 

capacity, not just with neighbouring airports but across the UK and Europe. This 

applied not just to no-frills airlines or short-haul routes, but also to tour operator 

charter programmes and long-haul services. Even neighbouring airports with 

quite different portfolios in terms of business and leisure routes were actively 

competing. The extent of competition was likely to be limited only by hard 
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physical constraints such as runway length and surface access. The continuing 

and increasing competition between airports was seen positively by the industry 

as delivering benefits to airport customers, but with airlines more inclined and in a 

much shorter timeframe than before to move capacity between airports if a route 

was not performing well and a more profitable opportunity presented itself. This 

kind of switching might occur when a contract with the airport concerned 

becomes due for renegotiation, or when the airline no longer qualified for initial 

start-up discounts. 

(b) Many airports reported that they had been experiencing a continuing downward 

pressure on charges. Linked to this seemed to be a greater prevalence of long-

term contracts which airports were entering into with airlines, particularly the 

bigger operators. Such contracts may last several years (if not longer) and vary in 

content, but in broad terms specified the obligations on both sides and the airport 

charges. The contract may, for example, incentivize traffic growth by including a 

low marginal rate for per-passenger airport charges above existing levels. 

Marketing activity may also form part of the deal. Although this seemed to vary 

from airport to airport and may depend on the airline and route concerned, in 

general airports were working more closely with airlines on marketing, seeking to 

ensure that all avenues were explored at each end of the route. 

(c) The weighted average revenue yield per passenger for airport charges at the 

14 biggest regional airports in 2005/06 or 2005 showed a fall of nearly 7 per cent 

when compared with two years earlier, which seemed to support the anecdotal 

evidence that airport charges had fallen in the last few years, and was likely to 

reflect the large increases in passenger numbers, the greater scope for airports 

to increase non-aeronautical revenue, and the relatively low levels of capital 

investment required to accommodate the current levels of growth. It also 

suggested that the rapid expansion of no-frills airlines at regional airports has 

increased the competitive pressure at such airports. 
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94. We were also told about overseas cases of competition between airports, including 

between airports serving Orlando, Miami and Moscow.  

95. Further evidence from airlines on competition between these and other airports 

would be welcome. 

Current assessment of competition between non-BAA airports 

96. The evidence we have seen therefore confirms the scope for airports to compete, 

with benefits of lower airport charges. But it also suggests the degree of competition 

may be affected by other factors: 

(a) First, by the extent of demand substitutability between them, both passenger 

demand and airline demand. The extent of price differentiation at some airports 

between different operators itself suggests that substitutability may vary between 

types of carrier and/or between services primarily for business and those mainly 

for leisure passengers, and/or between existing services and new services. LCCs 

for which airport charges are likely to represent a significantly larger component 

of costs, and whose passengers are likely to be particularly price sensitive, are in 

turn particularly sensitive to airport charges in their choice of airport.   

(b) Secondly, the main examples of competition in the UK are generally from 

positions of spare capacity available for new operators or for additional services 

by existing operators, or where capacity can be expanded at relatively modest 

cost. In that event, average cost is likely to fall as passenger numbers expand, 

and very low marginal costs would allow low charges to attract new business. 

Price reductions are therefore more likely to be focused on more price-sensitive 

categories of demand, if an airport is able to differentiate charges between 

different types of business.  
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97. The evidence we have seen suggests that airport competition is associated with very 

marked differences in net prices, with based airlines (in particular LCCs, as evident 

also from Ryanair data) tending to benefit from very low airport charges, but charter 

and non-based scheduled airlines paying rather higher charges, above BAA airports 

other than Heathrow, and above Manchester. This suggests that switching costs as 

such are not likely to be a barrier to competition but the key issue is the extent to 

which airlines have bargaining power, for example from their ability to bring new 

passengers, and subsequently take them away, and can sign long-term contracts to 

protect their airport- and route-specific sunk costs. However, competition between 

airports takes place not just on airport charges, but also on service, for example to 

provide the facilities for the quick turnaround times required by the LCCs (to which 

we referred in paragraph 6).  

Airline switching involving BAA airports 

98. In the early 1990s, when the current Stansted terminal was open but severely 

underutilized, Ryanair switched services from Luton to Stansted as a result of BAA 

offering low airport charges. Luton had complained to the CAA in 1993 about the 

level of charges at Stansted, in particular the inducements offered to two carriers, 

Ryanair and Air UK, which it argued had been attracted to Stansted by offers Luton 

could not match. The CAA found that Stansted was setting charges insufficient to 

cover costs and was materially harming Luton’s business, but that this was the 

inevitable consequence of the Government’s decision to expand Stansted and no 

remedy was appropriate. This is, however, an unusual example of switching involving 

BAA airports in response to price competition; the limited other examples of switching 

we now discuss involve first the BAA Scottish airports, secondly the BAA south-east 

airports contrasted with the above more recent experience of the non-BAA airports. 
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99. As we discuss below, BAA’s Scottish airports do not face significant capacity 

constraints and in that respect are comparable to the non-BAA airports we 

considered.  

100. We found no evidence of airline switching involving Aberdeen or Edinburgh. At 

Glasgow, however, BAA told us of three examples of airline switching to and from 

Prestwick.18 We also noted other evidence of competitive interaction between 

Prestwick and Glasgow: 

(a) A study by Sean Barrett showing that Ryanair’s Prestwick–Dublin service had a 

60 per cent share of the Glasgow–Dublin market by 2002. 

(b) As noted in paragraph 92, the relatively slow growth of Glasgow over the last ten 

years—3.8 per cent a year compared with 6.8 per cent for all non-London area 

airports—which appears to be attributable to growth of Prestwick—15.6 per cent 

a year; the two together growing at much closer to the non-London area average, 

suggesting diversion of passengers from Glasgow to Prestwick. 

101. In regard to Southampton, BAA told us of six examples of airline switching, all from 

Southampton to Bournemouth: five were related to Thomsonfly (previously Britannia) 

moving its base from Southampton to Bournemouth. BAA commented that 

‘Thomsonfly’s press announcement suggests that it was the absence of low cost 

competition at Bournemouth coupled by its growing catchment that induced the 

switch, although it is also likely that Bournemouth offered Thomson a competitive 

deal to set up the new base’. BAA said that the other example was due to the longer 

runway and cheaper landing fees at Bournemouth. 

 
 
18BAA defined switching as instances when an airline moves all aircraft dedicated to a service from one airport to another, such 
that the airline no longer serves a destination from the original airport and begins to serve the same destination from an 
alternative airport within 12 months. BAA’s analysis covered the period March 1996 to March 2006. 
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102. We consider that there are some additional factors that affect the possibility of 

airlines switching services to and from BAA’s London airports: 

(a) The existence of capacity constraints (which we discuss below) makes it difficult 

to transfer services between London airports. Heathrow and Gatwick slots are 

traded on a ‘grey’ market but the small number of transactions in the slot market 

may make it difficult for airlines to acquire a suitable portfolio of slots at another 

airport matching that which the airline already has at its existing airport. The 

existence of capacity constraints also reduces the threat to the airport of 

switching as services withdrawn by one airline can be replaced by services from 

another airline.  

(b) Network effects arise at Heathrow, as it is a hub where passengers connect 

between flights. Consequently, switching away from Heathrow may be costly to 

airlines if it leads to a loss of profitable transfer passengers, although this would 

be at least partially offset by gains from the sale of slots. Furthermore, Heathrow 

is the only airport in the South-East with two parallel runways and thus a suitable 

base for a large airline such as BA. 

(c) Reflecting capacity constraints and network effects, airline evidence also tended 

to emphasize the importance of the London airports and/or Heathrow specifically 

to their operation. Thus Ryanair told us that the importance of the London area to 

its network was such that it had to serve that market, and had therefore to 

operate from BAA’s airports to do so. Many full-service airlines made the point 

that Heathrow was advantageous compared with other south-east airports both 

because of network effects and also because Heathrow was preferred by many 

terminating passengers, in particular business passengers, with the result that 

Heathrow flights obtain higher yields.  

(d) The competitive significance of long-term commitments may also be greater. If an 

airline enters into long-term commitments or incurs sunk costs at a price-capped 

airport in the expectation that price caps continue, it may become captive at least 
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for a time if the price cap is subsequently removed. This contrasts with the 

position elsewhere, where airlines and airports would generally be expected to 

have negotiated appropriate contractual arrangements that protect the 

investments of both parties.  

103. The existence of capacity constraints, however, may also affect airports’ incentives. 

The incremental cost of increasing capacity is likely to be high, and the airport’s 

incentive to attract customers less. Investment decisions may also need to take into 

account the future prospects for prices: the incentive to expand may depend on the 

profile of future prices—whether prices would need to fall initially to utilize the 

additional capacity and need to rise later as utilization rose, and depending on the 

expected degree of competition from other airports, it may be more profitable not to 

expand capacity.  

104. Nevertheless, there have been examples of switching involving BAA’s London 

airports. BAA suggested that the majority of switching to/from BAA airports related to 

BA switching routes between Heathrow and Gatwick for reasons such as the desire 

to benefit from good connectivity at ‘hub’ airports; desire to utilize slot capacity better; 

response to inter-airline competition; operational limitations at airports and attempts 

to realize cost synergies through route consolidation at an airport. However, BAA did 

also say that ‘there have been a number of examples of where airlines have switched 

routes or bases between airports because they have received better deals elsewhere 

though in most cases these have been LCCs’. BAA’s analysis showed: 

(a) four switches of routes from Gatwick to Luton, three of which may have been the 

result of a favourable deal on airport charges, and one to operate at times when 

the airline did not have Gatwick slots and possibly to avoid competition with BA 

which had recently started operating the route from Gatwick; and 
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(b) three switches away from Stansted: two to Gatwick—BAA suggested that this 

was to achieve a higher average fare (competition from BA at Gatwick being 

weaker than competition at Stansted), and one to Luton which BAA suggested 

was part of the airline’s strategy to increase its Luton presence. 

Any further evidence from airlines on the degree of competition in relation to the BAA 

airports would also be welcome. 

Current assessment of competition involving BAA airports 

105. In Scotland, we have seen evidence of competition between BAA’s Glasgow Airport 

and Prestwick but we have not seen evidence of airline switching involving BAA’s 

airports at Edinburgh and Aberdeen. We have also seen evidence of competition 

between BAA’s Southampton Airport and Bournemouth. The evidence we have seen 

(very marked differences in net prices, with based airlines (in particular LCCs) 

tending to benefit from very low airport charges, and charter and non-based 

scheduled airlines paying rather higher charges) suggests that switching costs as 

such are not likely to be a barrier to competition in Scotland. The key issue is the 

extent to which airlines have bargaining power, for example from their ability to bring 

new passengers, and subsequently take them away. This suggests that, given the 

spare capacity at BAA’s Scottish airports and some airlines’ ability to open new 

routes, under separate ownership there would be an incentive for the lowland airports 

and Aberdeen to compete against each other. 

106. In the London area, the key issues for the potential for competition are not switching 

costs as such but the importance of runway capacity constraints, the special position 

of Heathrow as a hub airport and the special position of London generally. 

Nevertheless, there have been some examples of switching between different BAA 

airports and also between BAA airports and Luton. 
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107. As BAA’s airports are under common ownership, they lack the incentive to compete 

with each other for airline business. Consequently, evidence on actual switching 

between BAA airports is not necessarily informative of the potential for them to 

compete with each other if they were under separate ownership. 

The substitutability of demand between BAA airports  

108. We therefore now consider further the evidence on demand substitutability between 

the BAA airports.  

Market definition 

109. For the reasons we will be setting out in more detail in a separate working paper, we 

currently regard the following approach to market definition as being appropriate for 

the purpose of our analysis: 

(a) We have adopted a bundled product market for aeronautical services provided by 

airports to airlines and their ground-handling agents. In addition, we have identi-

fied a number of markets for commercial services supplied by airports to passen-

gers or companies providing services to passengers, including retail and car-

parking markets; the market for long-term car parking includes both on-airport 

and off-airport car parking. 

(b) As to geographical market definition, demand for airports depends on location, 

and geographical market definition is potentially highly relevant to the analysis of 

competitive effects. But markets are not unique19 and the relevant market defin-

ition depends on the specific competition concerns being analysed. Defining 

separate airports as separate markets may underestimate the adverse effects of 

common ownership. As is apparent in Table 1, BAA has a large share of supply, 

however defined—even of UK airports as a whole—but for the purpose of our 

 
 
19Bishop and Walker (The Economics of EC Competition Law, Sweet and Maxwell, 2002) state: ‘A common misconception is 
that market definitions are independent of the particular competition issue at hand. This is not so.’ 

 79



analysis we have adopted two broad geographic markets for aeronautical 

services: 

(i) The five London area airports—Heathrow, Gatwick, Stansted, London City 

Airport and London Luton—plus Southampton, but recognizing the varying 

extent of competition or potential competition between them including 

possible asymmetrical markets (eg between Southampton and any of the 

BAA London airports), and a possible degree of competitive interaction with 

other airports such as Bournemouth. This is consistent with the analysis we 

summarize below showing negligible airline perception of airports other than 

the above as closest competitors, except of Bournemouth in relation to 

Southampton. As we have yet to reach a firm view on market definition, we 

will be investigating other possible constraints on BAA airports including the 

impact of competition from airports beyond our current definition. We will, for 

example, in this inquiry and in the Stansted inquiry be considering the CAA’s 

arguments on the extent of competition to Stansted from other airports such 

as East Midlands and Birmingham.  

(ii) The Scottish airports—Aberdeen, Edinburgh, Glasgow, Inverness and 

Prestwick. 

For commercial services we have adopted geographic markets limited to the 

individual airport where those services are provided.  

110. Our assessment of market power and competitive effects also takes into account the 

different circumstances of different categories of airports and airlines. Of interest here 

is whether an airport can identify different sets of customers and can or cannot price 

discriminate between them. If it can, we may have a number of separate markets. In 

our view, the main distinction relevant to our inquiry is likely to be that of Heathrow 

which has very different characteristics from the other BAA airports, or indeed from 
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any other UK airports, given its importance as a hub airport and for those airlines with 

hub operations based at Heathrow: 

(a) There is currently no other significant UK hub. In 2006, almost 23 million 

passengers at Heathrow, about a third of all passengers, connected between 

flights; the next largest airports for connecting traffic were Gatwick (4.2 million 

connecting passengers, about 12 per cent of the total); Stansted (2.1 million 

passengers, about 9 per cent of its total), and Manchester, the largest non-BAA 

UK airport for connecting passengers, about 0.6 million passengers, below 3 per 

cent of its total. 

(b) Gatwick (where the number of connecting passengers at Gatwick has almost 

halved since 2000) has failed to develop as a second hub, with BA having 

abandoned its strategy to create a second hub there. BA has suggested to us 

that the characteristics required for a hub airport include connectivity—airlines 

must be able to provide efficient flight connections including appropriate transfer 

baggage facilities; capacity—a large number of flights need to be able to inter-

connect efficiently and with space needed to allow the network to grow; conven-

ience to local passengers—being close to a large market with good surface 

access; and cost effectiveness—the cost of building the runways, terminals and 

necessary access links must be affordable. BA told us that the minimum 

requirement for a hub-and-spoke operation has been at least two runways, but 

now to have sufficient capacity to be competitive globally, a third runway was 

needed.  

(c) The absence of through ticketing by LCCs also to some extent enhances the hub 

role of Heathrow; although a proportion of passengers using LCCs do make their 

own arrangements to transfer between flights, buying separate tickets and 

retrieving and checking in luggage in order to connect between different services 

(sometimes termed ‘self-interlining’). If connections are missed, a new ticket may 

have to be purchased. With easyJet replacing BA as the largest operator at 

 81



Gatwick, its current potential as a hub airport may be further reduced; similarly at 

Stansted, given the bulk of its services are operated by LCCs.  

(d) To some extent, overseas hubs may be substitutes for Heathrow. Around a third 

of passengers at Heathrow transfer between flights, with the remaining two-thirds 

of passengers terminating their flights there. BAA, in contrast to main European 

hubs, does not currently differentiate between transfer and non-transfer traffic; its 

proposed doubling of charges at Heathrow in the recent QR made no allowance 

for any loss of traffic to other airports; and its quality of service for transfer 

passengers, such as minimum connection times (see paragraph 191), has 

compared poorly with European hubs. This suggests that airport competition for 

transfer traffic, as distinct from airline competition for it, is far from fully effective, 

at least at regulated price levels. Nevertheless we would like to know more about 

the reasons for BAA’s current and future behaviour and to investigate more 

whether overseas hubs are a potential constraint on Heathrow. We would 

therefore welcome additional evidence that will help us decide if overseas hubs 

impose a competitive constraint on Heathrow.    

111. Among other distinctions to which we have regard are developments in the airline 

market, in particular the increasing significance of LCCs (referred to in paragraph 6), 

with different requirements from those of other airlines. LCCs do not, for example, 

require transfer facilities or airbridges, but particularly important to them are quick 

turnaround times and low airport charges to compete with other airlines. 

Introduction to demand substitutability between BAA’s airports 

112. We have assessed the extent of potential passenger demand substitutability between 

BAA’s Scottish airports and between its south-east airports. Our analysis is not 
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complete: it will be extended20 and further analysis will be carried out.21 Our current 

analysis has made use of information collected both from passengers, in the form of 

surveys, and from airlines, in the form of views and data. In one sense, we can think 

of airline information as being direct evidence of substitutability between airports, and 

passenger information as being indirect evidence as in terms of flights to and from 

airports, airlines are the customers of the airport and passengers are the customers 

of the airline. However, passenger information is highly relevant: an indication that 

passengers will switch or consider switching between airports will be highly influential 

in the decision of airlines to switch or consider switching between airports.  

113. In evaluating the evidence which relates to BAA, it is important to recognize that it is 

based on the existing situation, namely the common ownership of BAA’s airports. 

The degree of substitution we find between BAA’s airports may be higher under 

separate ownership if, for example, this results in greater differences in the prices 

charged at, and/or different marketing efforts at, and/or an increase in the number of 

routes served from one or more of BAA’s airports rather than from all of them.   

Passenger survey data  

114. The CAA regularly surveys passengers at airports about their journeys. Using this 

data, we have analysed the extent to which airports overlap in the local authority 

districts from which their departing passengers originated and to which their arriving 

passengers will travel. We have used local authority, rather than postcode, districts 

because the data was available for more passengers and was, as far as possible, 

checked by the CAA. 

 
 
20For example, we will be looking at the substitutability between BAA and non-BAA airports. 
21For example, we are aiming to model the determinants of airport choice probability in order to understand passenger 
sensitivity to fares and distance. To do this, we are intending to use CAA passenger survey data. However, the CAA data was 
not collected with this aim in mind, which may affect how much weight we can place on this work. In this type of modelling we 
need, for example, data on fares passengers would have paid had they chosen an alternative flight. This data is not available in 
sufficient detail in the CAA data. We will use the available CAA data on fares but this is not ideal. We are also investigating 
using airline data.   
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115. One limitation of this survey data is that it reflects the particular set of choices 

currently available to the surveyed passengers in terms of, for example, the 

availability, frequency and price of flights from different airports, all of which may 

depend on the ownership structure of the airports and could change if the ownership 

structure was different.  

116. We have used the CAA data to look at catchment areas22 and particularly the extent 

of overlap between airports.23 The reason why we look at catchment area overlaps is 

because it helps identify which passengers are likely to be marginal (or contestable). 

It is not unreasonable to assume that if everyone in a given area uses exclusively 

one airport, it is probable that these passengers will be less likely to switch in 

response to a price change than if large proportions of the passengers in that area 

make use of more than one airport. However, this is nevertheless an assumption: the 

analysis of catchment areas does not actually tell us about the price sensitivity of 

passengers and therefore whether they will actually switch to using a rival airport, but 

it may indicate which passengers in which areas are more likely to switch. Also, we 

cannot rule out the possibility that overlapping catchment areas result from different 

airports being used by the same passengers for different purposes (eg one always 

for leisure and one always for business) rather than as substitutes for one another. 

However, as well as analysing data for all passengers, we have also analysed it 

separately for business and leisure passengers.24   

117. In analysing catchment area overlaps we assume that, if an airport accounts for a 

significant percentage of passengers from a particular local authority district, then we 

can infer that all passengers from that district are potentially contestable by airlines 

operating from that airport. For this purpose we have initially set a threshold of 20 per 
 
 
22The geographic area or location from which an airports departing passengers originated and to which their arriving passen-
gers travelled. 
23BAA also used this data in its analysis.  
24The importance of being able to identify particular types of passengers (or other customers) will depend on the ability of the 
airport to be able to charge different prices to these customers.     
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cent of passengers. So we measure an airport’s total exposure to rival airports as the 

percentage of its passengers with an origin or destination in districts where another 

airport accounts for at least 20 per cent of passengers. Clearly, as the choice sets 

available to passengers in that district change over time, airports which were 

previously below this threshold in a particular district may move above it and vice 

versa. As part of our further work we will be testing the sensitivity of our results to 

using thresholds other than 20 per cent. 

118. When we have calculated the degree of overlap between BAA’s airports, we have to 

assess whether this overlap suggests that there is or is likely to be sufficient 

substitutability between them so that there is a competitive constraint. At this stage 

we have done this by comparing the degree of overlap between BAA’s airports with 

that between Birmingham and East Midlands airports, two non-BAA airports which 

we understand do compete against each other.25 

119. We have also used evidence from surveys of passengers at BAA airports on the 

extent to which the next best alternative to using that airport was reported to be the 

use of another BAA airport. In the case of Scottish lowland airports we commissioned 

our own survey whilst for south-east airports we were able to obtain data from 

surveys conducted by BAA and the CAA. 

Airline evidence 

120. Using evidence from airlines we considered: 

(a) which other airlines particular airlines perceived to be their closest competitors on 

a particular route and from which airport they operated; 

(b) the extent to which an airline’s yield on a particular route is affected by variations 

in competitor frequencies at the same airport and at other airports; and 

 
 
25We will also compare the overlap between BAA’s airports with other non-BAA airports, eg Manchester and Liverpool airports.  
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(c) views of airlines on the substitutability between BAA’s airports. 

The BAA Scottish airports 

121. Table 11 shows the shares of airport passengers in Scotland, and more specifically 

for the three airports in lowland Scotland in 2007.26 

TABLE 11   BAA share of passengers in Scotland and lowland Scotland, 2007 

 % total 
Scotland 

% lowland 
Scotland 

   
Glasgow 35 43 
Edinburgh 36 45 
Aberdeen 14 - 
Prestwick 10 12 
Other Scotland     6     - 
  Total Scotland 100 100 
 
Source:  Airports Statistics 2007. 
 

 
 

122. These figures indicate that BAA’s airports account for 85 per cent of passengers 

using Scottish airports. In lowland Scotland, BAA’s airports account for 88 per cent of 

passengers. Whilst we cannot conclude on BAA’s market power and the effect of 

joint ownership from these high market shares, they do serve to illustrate that in 

Scotland the number of alternatives available to passengers is limited and that BAA’s 

airports are chosen by the majority of them.  

123. Glasgow is by far the closest airport geographically to Edinburgh, while Edinburgh is 

the second closest airport (after Prestwick) to Glasgow. Moreover, the distance 

between Edinburgh and Glasgow airports, about 49 miles (but less between the 

centre of Glasgow and Edinburgh Airport), is not substantially greater than that 

between other pairs of competing UK airports; for example, Liverpool and 

Manchester are 31 miles apart; Birmingham and East Midlands 36.5 miles; Glasgow 

and Prestwick 37 miles. Aberdeen Airport is 130 miles from Edinburgh Airport and 

160 miles from Glasgow Airport.  
 
 
26Source: CAA airport statistics. As noted in paragraph 8, the OFT considered Aberdeen in a separate market to airports in 
central Scotland. 
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124. But BAA argued that there was limited scope for competition between its Scottish 

airports in large part because each airport served a different passenger base (it also 

believed they were regarded as separate markets by the airlines, since otherwise 

airlines would not incur the costs of splitting their operation between the two). To 

demonstrate this, BAA presented an analysis of the extent to which each of its 

airports overlap in the areas from which it draws its passengers.27 It submitted that 

this showed that Glasgow drew the majority of its passengers from the West of 

Scotland whereas Edinburgh drew the majority from the East. It further argued that 

this was consistent with the high degree of route overlap that we observe, ie because 

airlines need to fly out of both airports to be able to serve the two distinct catchment 

areas. On BAA’s first point, substitutability does not require a majority of passengers 

to switch, it requires a sufficient number of (marginal) passengers to switch or to 

threaten to switch so as to make small price rises, for example, unprofitable. On 

BAA’s second point, the reasons for the degree of route overlap and what, if 

anything, this implies for competitive constraints will be one of our areas of further 

work.  

125. We have assessed the extent of potential demand substitutability using each of the 

approaches set out in paragraphs 114 to 120. 

Catchment areas  

126. The catchment areas of the airports are shown in Appendix D (see Table 1 and 

Figures 1 to 5): 

(a) In 2005, the bulk of Edinburgh’s passengers were from districts28 which were in 

closer proximity to Edinburgh than Glasgow. Edinburgh drew the majority of its 

passengers from Edinburgh (53 per cent), its next main districts being Fife 

(10 per cent), West Lothian (6 per cent), Perth and Kinross (5 per cent), and, all 
 
 
27BAA’s analysis was based on the CAA passenger survey, the same data source we have used. 
28Here and elsewhere, districts refer to local authority districts.  
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less than 5 per cent, Dundee, East Lothian, Falkirk, Glasgow, Midlothian, Scottish 

Borders and Stirling: almost all districts in closer proximity to Edinburgh than 

Glasgow. 

(b) For Glasgow, most of its passengers were from districts in closer proximity to 

Glasgow than Edinburgh. Glasgow drew a large proportion of its passengers from 

Glasgow (33 per cent), its next main districts being Renfrewshire (7 per cent), 

South Lanarkshire (7 per cent), North Lanarkshire (7 per cent), East Ayrshire 

(5 per cent) and each less than 5 per cent, Argyll and Bute, East Dunbartonshire, 

East Renfrewshire, Edinburgh, Fife, Highland, Inverclyde, North Ayrshire, Stirling, 

West Dunbartonshire. 

(c) Prestwick’s catchment area is wider than those of Edinburgh and Glasgow, 

17 per cent of its passengers being willing to travel from Edinburgh in the east of 

Scotland to access an airport located in the west. The most important individual 

districts for Prestwick Airport were East Ayrshire (29 per cent) and Glasgow 

(26 per cent); other main districts being North Ayrshire (13 per cent), Edinburgh 

(12 per cent) and (each less than 5 per cent) West Lothian, Renfrewshire, North 

Lanarkshire, Highland, and Midlothian.  

(d) Aberdeen appears to have a relatively local catchment area with 62 per cent of its 

passengers drawn from Aberdeen itself, 25 per cent came from Aberdeenshire, 

and each less than 5 per cent, Moray, Angus, Glasgow, the Highlands and 

Edinburgh. 

(e) The majority of Inverness passengers were drawn from the Highlands (82 per 

cent) and a further 15 per cent came from Moray. 

127. We now turn to the evidence in relation to the substitutability of these airports (and 

BAA’s in particular). 
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Catchment area overlaps 

128. As noted in paragraph 117, we have measured an airport’s total exposure to another 

airport as the percentage of its passengers with an origin or destination in districts 

where the other airport accounts for 20 per cent or more of passengers. As the 

choice sets available to passengers from a given area change over time as a result 

of changes in ownership, pricing or for other reasons, airports which were previously 

below this threshold in a given area may move above it and vice versa.  

129. Overall our analysis indicates the following (see also Tables 2 to 4 in Appendix D): 

(a) At Edinburgh, 34 per cent of the passenger base (business and leisure) came 

from districts within another BAA airport’s catchment area (ie from districts in 

which in excess of 20 per cent of passengers made use of another rival Scottish 

BAA airport): in most cases this other BAA airport was Glasgow. 

(b) When we segmented the sample by journey purpose (business vs leisure) we 

found that Edinburgh’s exposure to other BAA airports was higher for leisure 

passengers than for business passengers. Only 13 per cent of Edinburgh’s 

business passengers came from districts within the catchment area of a rival BAA 

airport compared with 43 per cent for leisure (where Glasgow is nearly always the 

other BAA airport). 

(c) At Glasgow, 18 per cent of the passenger base (business and leisure) came from 

districts within another BAA airport’s catchment area, the majority of which came 

from Edinburgh’s catchment area (rather than Aberdeen’s). Some 12 per cent of 

Glasgow’s business passengers came from districts within the catchment area of 

a rival BAA airport compared with 24 per cent for leisure (where Edinburgh is 

nearly always the rival BAA airport). This higher proportion of leisure passengers 

travelling from Edinburgh to Glasgow Airport is similar to the proportion of leisure 

passengers travelling from Edinburgh to Prestwick Airport—21 per cent. 
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(d) At Aberdeen, however, only 8 per cent of the passenger base (business and 

leisure) came from a rival BAA airport’s catchment area: instead, 87 per cent of 

its passengers were from districts in which no other airport accounted for 20 per 

cent or more of passengers. However, when we segment the passengers by 

journey purpose, in this case we find that some 7 per cent of Aberdeen’s 

business passengers came from districts within a rival BAA airport’s catchment 

area but the figure for leisure passengers was 45 per cent (in this latter case 

Glasgow is nearly always the rival airport).29   

130. As noted in paragraph 117, we have had to define a district share threshold at which 

we would infer that airlines operating from that airport could compete for passengers 

and we have initially chosen 20 per cent. In order to test our overall methodology and 

particularly this threshold, we have replicated this analysis for another airport pair 

which we understand, as suggested in paragraph 92, compete with one another, 

namely Birmingham and East Midlands. The summary results are shown in Table 12. 

TABLE 12   Distribution of passenger base by district type 
per cent  

 
Passenger base for airport 

 
Overlap type Edinburgh Glasgow Aberdeen Prestwick East Midlands Birmingham 
       
Total exposure to rival airports* 34 18 8 98 66 23 
       
Source:  CC calculations on CAA data. 
 
 
*BAA airports for Scottish Airports, and Birmingham for East Midlands and East Midlands for Birmingham. 
 

131. Using 2006 CAA survey data, we found that 23 per cent of Birmingham’s passenger 

base comes from districts in the catchment area of East Midlands Airport (as defined 

by the 20 per cent rule). For East Midlands Airport, the equivalent figure (ie share of 

passenger base coming from districts within Birmingham’s catchment area) was 

66 per cent. These results would seem to suggest that the required level of exposure 

 
 
29The 7 per cent overlap for business passengers and the 45 per cent overlap for leisure passengers are not weighted 
averages of the overlap of all passengers (8 per cent). In some cases, splitting passengers into business and leisure 
passengers results in their respective number of overlaps being different to that when using all passengers.  
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to other airports of 23 per cent (the lower of the two figures for Birmingham and East 

Midlands airports) can be used as a competition benchmark. However, this is not to 

say that, where exposure to other airports is less than 23 per cent, this implies a lack 

of competition. Using this 23 per cent competition benchmark would imply that 

Glasgow and Edinburgh airports could compete under separate ownership, the 

overlap for Edinburgh Airport being 34 per cent and that for Glasgow Airport being 

18 per cent. The overlap for Edinburgh and Glasgow airports is higher for leisure 

passengers. To test this further we plan to conduct sensitivity analysis on the 20 per 

cent threshold and see how catchment area overlaps of both airport pairs compare 

under a range of assumptions; and to repeat the analysis for other airports which we 

understand are in competition with one another. 

132. In practice, an airport’s passengers will be a mix of those who could have accessed 

their destinations from more than one airport, those who could have accessed 

acceptable alternative destinations from more than one airport and those with a 

strong preference for travel to destinations which can only be readily accessed from 

a restricted range of airports (in particular, some long-haul destinations can only be 

accessed directly from Glasgow). Deriving catchment areas based only on 

passengers travelling on routes served by all airports (which we describe as ‘choice 

routes’) could be seen as providing a lower bound to the degree of substitutability. 

Just including those passengers who could have used the three airports in the 

Scottish lowlands, the degree of catchment area overlap to their destination is 

somewhat reduced (see Tables 5 to 7 in Appendix 4):   

(a) At Edinburgh, 10 per cent of its passengers were exposed to Glasgow Airport 

compared with 32 per cent under the previous analysis. For both passenger and 

leisure passengers the proportion of Edinburgh passengers exposed to Glasgow 

Airport was 7 per cent. 
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(b) At Glasgow, 12 per cent of its passengers were exposed to Edinburgh Airport 

compared with 16 per cent under the previous analysis. However, at Glasgow the 

proportion of passengers exposed to Edinburgh is higher for business (17 per 

cent) than it is for leisure (9 per cent) which may reflect the fact that Edinburgh 

attracts a higher proportion of business passengers than Glasgow does. 

(c) The analysis also indicated that some 17 per cent of Prestwick’s passenger base 

came from Edinburgh’s home districts (many of whom came from Edinburgh 

itself): despite having the choice to fly from Glasgow or Edinburgh, a substantial 

proportion of Prestwick’s passenger base travelled from the east of Scotland to 

Prestwick Airport. 

133. Again, to benchmark these results we conducted a similar analysis at Birmingham 

and East Midlands airports. When we narrowed the analysis to just those passengers 

who could have, in principle, flown to their destination from both airports we found 

that the exposure figure at Birmingham reduced from 23 to 21 per cent and at East 

Midlands from 66 to 26 per cent. Assuming once again that this analysis provides us 

with a competition benchmark (of 21 per cent—the lower figure), it would appear that 

Edinburgh (with 10 per cent) and Glasgow (with 12 per cent) airports fall below the 

level of overlap that shows a competitive constraint between them (see Table 13). 

However, as we noted in paragraph 132, restricting the analysis just to the overlap 

routes could be seen as providing a lower bound to the degree of substitutability 

between airports. We intend, however, to conduct further analysis on this point; 

competition could indeed occur at a lower level of overlap. 

TABLE 13   Distribution of passenger base by district type on common routes 
per cent 

     
Overlap type Edinburgh Glasgow Prestwick East Midland Birmingham 

      
Total exposure to rival airports* 

on common routes 10 12 67 26 21 
      
Source:  CC calculations on CAA data. 
 

 
*BAA airports for Scottish Airports, and Birmingham for East Midlands and East Midlands for Birmingham. 
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Passenger survey evidence 

134. We have also used evidence from surveys of passengers at BAA airports on the 

extent to which the passengers view BAA’s airports as substitutes (under different 

route availability scenarios). In the case of Scottish lowland airports, we 

commissioned ORC to conduct a survey on our behalf. The results indicated that 

location was the most important factor affecting their choice of airport, but that 

Glasgow was the closest substitute to Edinburgh: 

(a) 37 per cent of passengers flying from Edinburgh considered Glasgow when 

booking their flight. The next best alternative was Aberdeen which was 

considered by 4 per cent of passengers.30 

(b) 49 per cent of passengers flying from Edinburgh indicated that they would fly 

from Glasgow if no flights had been available at Edinburgh. The next best 

alternative was ‘other mode of travel’ (24 per cent) and the next best airport was 

Aberdeen (3 per cent).31 

(c) 61 per cent of passengers flying from Edinburgh indicated that, assuming their 

flight were available, Glasgow would have been a realistic alternative. The next 

best airport was Prestwick (18 per cent) and the figure for Aberdeen was 12 per 

cent.32 

135. The results indicated that Edinburgh, together with Prestwick, was the closest 

substitute to Glasgow. 

 
 
30Respondents were asked ‘did you have a choice of airports when planning this journey? That is, could you have realistically 
used a different airport than [AIRPORT]’. Respondents answering yes to this were then asked ‘which other airports, if any, did 
you consider?’ Figures are quoted as percentage of all respondents, including those who could not have realistically used a 
different airport. 
31Respondents were asked ‘if no flights from [AIRPORT] had been available when you made your travel arrangements what 
would you have done instead?’ One of the options was ‘flown from a different airport’ and respondents were then asked ‘which 
airport would you have used instead? Figures are quoted as percentage of all respondents, including those who would not have 
flown from a different airport. 
32Respondents were asked ‘I am going to read out a list of airports, and I'd like you to tell me whether or not you would have 
seriously considered any as a realistic alternative to [AIRPORT] airport, if your flight had been available there at the same time 
and the same cost’. 
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(a) 19 per cent of passengers flying from Glasgow considered Edinburgh when 

booking their flight. The next best alternative was Prestwick with 14 per cent and 

the figure for Aberdeen was 1 per cent. 

(b) 28 per cent of passengers flying from Glasgow said that they would have flown 

from Edinburgh if no flights had been available at Glasgow. The next best 

alternative was ‘not travelled’ (19 per cent) and the next best airport was 

Prestwick with 17 per cent. The figure for Aberdeen was just 1 per cent. 

(c) 55 per cent of passengers flying from Glasgow indicated that, assuming flight 

availability, Edinburgh was a realistic alternative. The next best alternative was 

Prestwick with 52 per cent and the figure for Aberdeen was 9 per cent. 

136. ORC also collected information on how passengers would react to a range of 

hypothetical fare increases. Responses suggest most respondents would continue to 

use the airport in the face of large increases in air fares (as opposed to switch airport, 

switch to another mode of travel, or not travel at all). Overall, the passenger-weighted 

results suggest 75 per cent of Glasgow, and 72 per cent of Edinburgh passengers 

would continue to use the airport in response to a £25 increase in the return air fare 

per person (representing around a quarter to a fifth of the average air fare and double 

the average airport charge per passenger on a return flight from these airports), with 

higher percentages continuing to use the airport if the increase was less than £25. 

137. BAA suggested to us that responses to the price sensitivity question showed that 

airport charge reductions would result in sharp reductions in profitability, which 

showed that the degree of switching indicated by the ORC survey is well short of the 

levels that might yield incentives for price competition between Edinburgh and 

Glasgow in separate ownership. BAA also said that, while other survey questions 

provided some insight into whether passengers might consider flying from a different 

airport in different circumstances, they did not provide insights into the degree to 
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which relative price movements resulted in passenger switching between airports. 

However, interpreted literally, responses to the price sensitivity question alone 

suggest that price increases at Edinburgh, Glasgow and Prestwick would be 

profitable which seems implausible as BAA has increased its charges less than its 

stated policy (see paragraph 68).33 We further note that ORC’s results show that the 

degree of switching from Glasgow to Edinburgh is similar to the degree of switching 

from Glasgow to Prestwick and the degree of switching from Edinburgh to Glasgow is 

greater than the degree of switching from Glasgow to Prestwick.  

138. In the light of these points, care needs to be taken in interpreting responses to the 

hypothetical questions regarding price increases. Responses to such questions may 

not provide reliable evidence on the factors constraining airports from increasing 

prices for two reasons: first, airlines may have bargaining power (see paragraph 97), 

implying a greater ability to resist price increases than implied just from passengers’ 

price sensitivity; second, responses to hypothetical questions may not reveal accur-

ately what respondents would do if prices were actually increased. However, whilst 

we have doubts about the price sensitivity results contained in the survey, we are 

nevertheless keen to understand how sensitive passengers and airlines are to 

changes in both price and non-price factors. 

Evidence from airlines 

139. Airlines provided us with a range of views on the substitutability between Edinburgh 

and Glasgow airports: three airlines considered that there was an element of 

competitive interaction between them but three others appeared to indicate that there 

was not, primarily because of a lack of overlapping catchment areas. But we cannot 

rule out the possibility that their views are affected by the absence of historical 

competition between Edinburgh and Glasgow.  

 
 
33BAA’s stated pricing policy at Glasgow and Edinburgh airports is to increase its charges by no more than RPI–3.  
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140. We also asked the six largest UK airlines (BA, bmi, easyJet, Flybe, Ryanair and 

Virgin Atlantic) to identify their three closest competitors on each route that they 

operated out of each BAA airport. If the closest competitors are located at rival BAA 

airports, this indicates that passengers view the airports as substitutes and therefore 

that airports could compete. Airlines overwhelmingly said that their main competitors 

were at the same airport. 

141. This may not be surprising, however, given the high degree of parallel services.34 

Our analysis of the CAA data indicates that: 

(a) For the flights that these airlines operate out of Edinburgh, some 90 per cent of 

passengers are on flights which are operated out of Glasgow by the same airline.  

(b) For the flights that these airlines operate out of Glasgow, some 95 per cent of 

passengers are on flights which are operated out of Edinburgh by the same 

airline.  

But there were examples of airlines which had the scope to include an extra 

competitor yet did not identify a rival’s service out of an alternative BAA airport. 

142. We have also used average yield data provided by airlines to assess substitutability 

between airports. We used econometric techniques to assess whether yields fall 

when competing operators increase the number of services to the same destination 

from potentially substitutable airports. Estimating the effect of competition from 

different airports on yields provides an indication of the relative strength of con-

straints on airline pricing behaviour imposed by passenger willingness to switch 

between BAA’s airports and, in turn, the extent to which airports could potentially 

compete with one another. However, if we do not find that prices fall at one airport 

when competitor frequency at another airport increases, we cannot rule out that this 

 
 
34As noted in paragraph 124, the reasons for the degree of route overlap and what, if anything, this implies for competitive 
constraints is one of our areas of further work. 
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airport is still a potential substitute for the other. Such a finding could, for example, 

instead reflect low barriers to entry. We will set out our analysis in a working paper.   

143. To illustrate the results of this analysis, we consider the effects of a 100 per cent 

increase in competitor frequencies at the same airport and at the other two lowland 

airports:35    

(a) We found that yields at Edinburgh fall by 16.5 per cent in response to a 100 per 

cent increase in competitor frequency at Edinburgh, and by 12.3 per cent in 

response to a 100 per cent increase in competitor frequency at Glasgow. Yields 

at Edinburgh are not significantly affected by competitor expansions at Prestwick.  

(b) We found that yields at Glasgow fall by an average of 22.3 per cent in response 

to a 100 per cent increase in competitor frequency at Glasgow; by 6.2 per cent in 

response to a 100 per cent increase in competitor frequency at Prestwick; and by 

2.4 per cent in response to a 100 per cent increase in competitor frequency at 

Edinburgh (although the Edinburgh effect is statistically significant only at the 10 

per cent level). 

(c) The above results should be viewed as evidence of the potential for competitive 

interaction between the BAA-owned airports in lowland Scotland but we need to 

note a number of factors. First, it is not always possible to say that one effect is 

larger than another because all coefficients in the econometric model are 

estimated with error and depend on the initial degree of competition assumed at 

each airport. Secondly, the results are based on data for a subset of airlines and 

destinations only, and a finding of stronger competition at one airport relative to 

another could reflect the nature of competition between the types of rival present 

at each. Finally, this analysis captures competition only on price when it is likely 

that the true nature of competitive interaction is more complex.  

 
 
35We will explain in our working paper that we consider a 100 per cent increase in frequency as not unlikely. 
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Assessment of demand substitutability between BAA Scottish airports 

144. We have found that:  

(a) Our catchment area analysis suggests overlaps between BAA’s Scottish 

airports—34 per cent for Edinburgh, 18 per cent for Glasgow but only 8 per cent 

for Aberdeen. There was, on the whole, more overlap for leisure passengers and 

less for business passengers. Some of these levels of overlap (for Edinburgh and 

Glasgow) compare favourably with the overlap we found at what we understand 

are competitive airports (Birmingham and East Midlands, with overlaps of 23 and 

66 per cent respectively). We found lower levels of overlap when we restricted 

our analysis to those passengers who could have flown from all three Scottish 

lowland airports, with overlaps of 10 per cent at Edinburgh and 12 per cent at 

Glasgow. These latter levels of overlap are lower than we found at Birmingham 

(21 per cent) and East Midlands (26 per cent) when we carried out the same 

analysis. However, for the reasons we give in paragraph 132, restricting the 

analysis in this way could be seen as providing a lower bound to the level of 

substitutability between airports.  

(b) Results from our passenger survey indicate that Glasgow is the best alternative 

to Edinburgh—37 per cent of passengers flying from Edinburgh considered 

Glasgow when booking their flight; 49 per cent of passengers indicated that they 

would fly from Glasgow if no flights had been available at Edinburgh; and 61 per 

cent indicated that, assuming their flight were available, Glasgow would have 

been a realistic alternative. Our survey results also indicate that Edinburgh 

together with Prestwick is the best alternative to Glasgow—19 per cent of 

passengers flying from Glasgow considered Edinburgh when booking their flight 

(14 per cent considered Prestwick); 28 per cent of passengers said that they 

would fly from Edinburgh if no flights had been available at Glasgow (17 per cent 

said Prestwick); and 55 per cent of passengers indicated that, assuming flight 

availability, Edinburgh was a realistic alternative (52 per cent said Prestwick). Our 
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survey results indicate little price sensitivity—over 70 per cent of passengers 

would not switch in response to a rise in fare of around 20 to 25 per cent 

(equivalent to doubling the airport charge). However, while we wish to understand 

how sensitive passengers and airlines are to changes in price as well as to 

changes in non-price factors, we are concerned that the price sensitivity results 

from our survey are not consistent with other evidence we have seen regarding 

constraints on airport pricing.  

(c) Airline views on substitutability between Edinburgh and Glasgow were mixed: 

three airlines said that there was an element of competitive interaction between 

these two airports and three said there was not. When asked to identify their 

closest competitors, airlines overwhelmingly said that their main competitors were 

at the same airport, indicating a lack of substitutability between the two airports.  

(d) Our average yield analysis indicated the potential for competitive interaction 

between the BAA-owned airports in lowland Scotland—yields at Edinburgh and 

Glasgow airports fell in response to an increase in competition (measured by an 

increase in frequency) at Glasgow and Edinburgh respectively. However, as set 

out in paragraph 143, there are some limitations to this analysis. 

In assessing this evidence and analysis which relates to BAA, as we noted earlier, it 

is important to recognize that they are based on the existing situation, namely the 

joint ownership of BAA’s airports. The degree of substitution between BAA’s airports 

may be higher under separate ownership if, for example, this resulted in greater 

differences in the prices charged at one or more of BAA’s airports.  

145. Taking into account all of the above evidence and analysis, our current view is that 

there is potential for competition between Aberdeen, Edinburgh and Glasgow 

airports, though the evidence on Aberdeen is not as strong as that for lowland 

Scotland. We would welcome additional evidence and analysis, which could clarify 

our view.  

 99



South-east airports 

146. We now turn to BAA’s south-east airports, where, as in the case for its Scottish 

airports, we need to recognize that, in evaluating all of this evidence which relates to 

BAA, this evidence is based on the existing situation, namely the joint ownership of 

BAA’s airports. The degree of substitution we find between BAA’s airports may be 

higher under separate ownership if, for example, this resulted in greater differences 

in the prices charged at one or more of those airports. 

147. As shown in Table 14, in 2007 BAA accounted for about 93 per cent of terminal 

passengers in the relevant market in the south-east area as defined in paragraph 

109. As with the Scottish airports, we have to exercise some caution in using market 

shares directly to infer the extent to which BAA has market power as a result of joint 

ownership: nevertheless the shares below serve to illustrate the options available to 

passengers flying out of the South-East and that many choose to use a BAA airport. 

TABLE 14   BAA share of terminal passengers in relevant south-east area market, 2007 

 BAA 
South-east area %  
  
Heathrow 48  
Gatwick 25  
Stansted 17  
Luton (not BAA) 6  
London City (not BAA)  2  
Southampton     1  
  Total South-East 100  
 
Source:  CAA Airport Statistics 2007. 
 

 
 

148. We now consider the potential for competition between BAA’s south-east airports 

focusing on the extent to which they are substitutable from the point of view of both 

passengers and airlines. This will be discussed in more detail in our working paper. 

The distance between some of the airports is somewhat greater than in the case of 

some of the Scottish airports (Heathrow is 44 miles from Gatwick and 66 miles from 

Stansted; Stansted and Gatwick are 74 miles apart). Southampton is 65 miles from 
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Heathrow (more distant from Heathrow than Gatwick, but equivalent to Stansted) and 

88 miles from Gatwick (more distant than either Heathrow or Stansted).  

Catchment areas  

149. The catchment areas of the airports are summarized below and considered in more 

detail in Appendix D (see Table 8): 

(a) The catchment areas of the London airports all extend into central London. Thus, 

Westminster was the most important district for Heathrow, Gatwick, Stansted and 

Luton, and the second most important district for London City.   

(b) Heathrow draws the majority of its passengers from districts in London and 

towards the West of London. The most important individual district was 

Westminster (11 per cent of Heathrow’s passengers) followed by Kensington & 

Chelsea (6 per cent). It drew between 1 and 3 per cent of its passenger base 

from a further 19 districts most of which are located in the centre and towards the 

West (including NW and SW) of London, but also include Camden, Islington and 

Haringey, all in the North/North-East of London, and Southwark and Tower 

Hamlets in the South/East of London. 

(c) Gatwick’s most important district was Westminster from which around 6 per cent 

of its passengers were drawn followed by Kensington & Chelsea. But generally it 

draws more of its passengers from districts located in the South of London and 

towards the South Coast, although it also, like Heathrow, draws a substantial 

proportion of its passengers from districts in Central and West London. 

(d) The most important single individual district for Stansted is Westminster (around 

7 per cent). Generally, it draws more of its passengers from North and North-East 

of London (eg Cambridge (4 per cent)), but also draws a substantial proportion of 

its passengers from districts located in the centre, South, East and North-West of 

London. 
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(e) The most important individual district for Luton is Westminster (6 per cent), but 

most of the individual districts that represent at least 1 per cent of Luton’s 

passenger base are located towards the North-West of London, such as Luton 

(4 per cent). However, as with the other London airports, Luton’s catchment area 

extends into central London. 

(f) The most important individual districts for London City were the City of London 

(15 per cent), Westminster (13 per cent) and Tower Hamlets (11 per cent); the 

other individual districts of importance tended to be located in the centre or East 

of London.  

In contrast to Scotland, individual districts tend to be of less importance to the 

London area airports (this may be because passengers are less concentrated near 

specific airports).  

Catchment area overlap  

150. The results of the catchment area analysis of the three main BAA airports in the 

South-East indicate that there is significant overlap between the districts from which 

their departing passengers originated and their arriving passengers travelled (see 

Table 15). This is shown in more detail in Tables 9 to 14 in Appendix D. In 2006:  

(a) 80 per cent of Heathrow’s passengers came from districts in the catchment area 

of another BAA airport (ie in which in excess of 20 per cent of passengers used 

another BAA airport). The majority of these passengers (53 per cent of the total) 

came from Heathrow/Gatwick overlap districts whilst 13 per cent came from 

Heathrow/Stansted overlap districts.  

(b) Around 90 per cent of Gatwick’s passengers came from districts in the catchment 

area of another BAA airport with 55 per cent having come from Heathrow/ 

Gatwick overlap districts.  
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(c) Around 90 per cent of Stansted’s passengers came from districts in the 

catchment area of another BAA airport with close on 25 per cent from each of 

Heathrow/Gatwick overlap districts and Heathrow/Stansted overlap districts.  

(d) When we segmented the sample by journey purpose we found that Heathrow’s 

overlap with other BAA airports was much lower for business passengers (23 per 

cent) than for its leisure passengers (91 per cent) whereas the difference 

between the two groups was less marked at the other BAA London airports.  

TABLE 15   Distribution of passenger base by district type 

  
 per cent 

 

 
Passenger base for airport 

 
 
Overlap Type Heathrow Gatwick Stansted City Luton 

East 
Midlands 

 
Birmingham 

        
Total exposure to rival airports* 80 90 90 100 92 66 23 
        
Total exposure to rival airports* on  
  common routes 66 70 51 N/A 63 

 
26 

 
21 

        
Source:  CC calculations on CAA data. 
 
 
*BAA airports for London Airports, and Birmingham for East Midlands and East Midlands for Birmingham. 
 

151. When we narrowed the analysis to focus on only those passengers who could have 

in principle flown from either one of Heathrow, Gatwick, Stansted or Luton to their 

destination (because there was a flight from there to the same destination) we found 

that the degree of catchment area overlap narrowed somewhat (see Appendix D, 

Table 12): 

(a) Total exposure to other BAA airports fell to 66 per cent in the case of Heathrow, 

70 per cent in the case of Gatwick and 51 per cent in the case of Stansted, which 

displayed the most marked fall.  

(b) Again, when we segmented these results by journey purpose we found that 

Heathrow’s exposure was much lower for business than it was for leisure (25 per 

cent business vs 77 per cent leisure) whereas in the case of Gatwick and 

Stansted the exposure figures were higher for business than leisure (77 per cent 
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business vs 69 per cent leisure for Gatwick and 57 per cent business vs 46 per 

cent leisure for Stansted).  

152. Using data supplied to us by Flybe, we were able to assess the catchment area of 

Southampton for which no survey evidence was available from the CAA for 2006. By 

reweighting the data36 we have combined the Flybe data with the CAA data to get a 

rough estimate of how the Southampton catchment area interacts with that of the 

London airports. Overall this suggests the degree to which Southampton’s catchment 

area overlaps with Heathrow and Gatwick’s is high: around 50 per cent of 

Southampton’s passengers came from Heathrow/Gatwick districts, 40 per cent came 

from Heathrow/Gatwick/Southampton districts. However, this exercise suggests the 

degree to which BAA’s London airports catchment areas overlap with Southampton’s 

is very limited, ie most of their passengers come from districts where Southampton 

accounts for less than 20 per cent of passengers. Flybe (the largest airline at 

Southampton) disagreed with this finding: it argued that the London airports drew 

traffic to a significant degree from Southampton’s catchment area. 

153. The degree of overlap for all of BAA’s London airports with each other and for 

Southampton with Heathrow and Gatwick (but not the other way), using both the 

unrestricted and the restricted methodology (see paragraph 144), is much higher 

than that for the competitive airports of Birmingham and East Midlands. On the basis 

of the catchment area analysis alone, there should be significant potential for 

competition between BAA’s south-east airports. However, before we can form an 

overall view of how realistic this is in practice, we need to consider whether there are 

any constraints which might make this impracticable. These might include the lack of 

spare capacity and possible other factors such as regulation. We consider these 

other factors later in the document. Furthermore, all of these results are again based 

 
 
36This will be explained in our working paper.  
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on existing catchment area overlaps which are the outcome of passenger choices 

under conditions where the BAA airports do not currently compete and are price 

regulated.  

154. As with the Scottish airports, we are also intending to undertake further 

substitutability analysis including use of passenger airport choice modelling using the 

CAA and transaction data. We are also likely to request the DfT to carry out some 

runs on its model to show the impact of withholding capacity at any of the three 

airports. 

Passenger survey evidence 

155. We have two sources of survey evidence relating to the substitutability of airports 

from the point of view of passengers using BAA’s London airports and Luton Airport. 

156. First, a CAA survey conducted between May and July 2006 at Heathrow, Gatwick, 

Stansted and Luton indicated that the closest substitutes for each of BAA’s London 

airports is another of BAA’s London airports followed by Luton. The results reported 

below are based on the responses of short-haul scheduled leisure UK passengers 

who were the focus of the survey: 

(a) In relation to Heathrow, 30 per cent of passengers surveyed at Heathrow 

considered Gatwick for the trip and just over 15 per cent considered Stansted.37 

Conditional on flight availability the most popular choice after Heathrow was 

Gatwick (first choice for 11 per cent of passengers and second choice for 39 per 

cent).38 Somewhat further away was Luton followed by Stansted. 

(b) In relation to Gatwick, just under 30 per cent of passengers surveyed at Gatwick 

considered Heathrow for the trip and just under 15 per cent considered Stansted. 

 
 
37The question asked was ‘other than [surveyed airport name], for the trip you are about to take, which airports did you consider 
flying from?’ 
38The question asked was ‘if the same service was available at all airports for the same price, which would have been your first 
choice airport, and what would have been your second choice?’ 
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Conditional on flight availability the most popular choice after Gatwick was 

Heathrow (first choice for 21 per cent of passengers and second choice for 

30 per cent). Somewhat further away was Stansted then Luton. 

(c) In relation to Stansted, just over 15 per cent of passengers surveyed at Stansted 

considered Heathrow for the trip and just over 20 per cent considered Gatwick. 

Conditional on flight availability the most popular choice after Stansted was 

Gatwick (first choice for 23 per cent of passengers and second choice for 12 per 

cent) followed closely by Heathrow (17 per cent plus 13 per cent). 

157. The CAA also asked passengers how they would react to a £5 (£10 return) increase 

in the price of all flights from the airport where they were surveyed. 10 per cent of 

Heathrow passengers, 9 per cent of Gatwick passengers, 17 per cent of Stansted 

passengers and 10 per cent of Luton passengers would switch or not travel. Again, 

we have a number of reservations about these results which have been discussed in 

more detail in paragraph 144. 

158. We also have access to a survey conducted by BAA at Heathrow, Gatwick and 

Stansted in the summer of 2006. BAA collected information on a number of issues 

including the main reason for choosing one of their airports and previous airport 

usage, and on passenger switching behaviour. In total 25 per cent of Heathrow 

respondents, 37 per cent of Gatwick respondents and 40 per cent of Stansted 

respondents indicated that they had checked to see if they could have flown from 

another UK airport:39   

(a) 36 per cent of passengers who were surveyed at Heathrow indicated that they 

would have chosen Gatwick if Heathrow had not been available, whereas 11 per 

cent indicated Stansted would have been their second choice. The next highest 

figures were for Luton and London City, both with 6 per cent. 
 
 
39The question asked was ‘Did you check to see if your flights were available from any other UK airport?’ Respondents were 
then asked ‘If yes, which other airports did you find that you could fly there from?’ 
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(b) Some 33 per cent of passengers surveyed at Gatwick indicated that they would 

have chosen Heathrow if Gatwick had not been available; the second most 

popular alternative was Stansted with 14 per cent of passengers indicating this 

would be their second choice. The next highest figure was for Luton with 9 per 

cent, followed by Birmingham and Southampton both with 4 per cent. 

(c) 26 per cent of passengers surveyed at Stansted indicated that Gatwick would 

have been their second choice, whereas 17 per cent indicated that Heathrow 

would have been. The next highest figure was for Luton with 13 per cent, 

followed by Birmingham with 3 per cent. 

159. Relatively few passengers at each of the airports (4 per cent of those surveyed at 

Gatwick, and 1 per cent of those surveyed at Heathrow and Stansted) indicated that 

Southampton would have been their second choice. 

160. Both these surveys support the argument that the next best alternative for each of 

BAA’s London airports tends to be another of BAA’s London airports (rather than 

London City or Luton). They also demonstrate that relatively few users of the London 

airports would have considered Southampton as an alternative had their first choice 

not been available (but we do not have information on the users of Southampton to 

see if the reverse would be true). 

Airline evidence 

161. We asked airlines which other airports (BAA and non-BAA) were a substitute for 

each of the BAA airports from which they operated (assuming slots could be obtained 

at the substitute airport). A majority of respondents operated from Heathrow and a 

number of these airlines noted that other airports were not good substitutes for 

Heathrow as they did not have the connecting flights. As regards terminating passen-

gers, airlines had a range of views but a number made the point that Heathrow was 
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preferred to Gatwick by many passengers, in particular business passengers, with 

the result that Heathrow flights obtained higher yields. Some airlines said that higher 

yields could be obtained at Gatwick than at Luton and Stansted (although one 

suggested that yields obtainable from London City were similar to Heathrow). One 

charter airline said that it believed there was no realistic substitute for Gatwick as 

charter airlines could not operate out of Heathrow, but that Stansted and Luton could 

be substitutes although charter passengers tended to prefer Luton. In regard to 

Southampton, one airline said that Bournemouth was not a realistic substitute. One 

airline provided us with data that seemed to show that passenger growth on some 

routes from Southampton Airport had led to reductions in passenger growth at 

Heathrow and Gatwick airports. Whilst we asked airlines about substitutability 

assuming slots could be obtained, it may, and probably will, be the case that some 

airlines took into account the existing capacity situation at BAA’s London airports, 

which influenced their answers. If this was the case, it may mean that airlines have 

underestimated the degree of substitutability between BAA’s London airports if there 

was more capacity at these airports.    

162. We also asked airlines which they perceived to be their closest competitors on a 

particular route and from which airport they operated. Their responses indicated that 

competition from airlines based at other airports appears material at all four BAA 

airports in the South-East. It is relatively least important for Heathrow where most 

competition comes from on-airport airlines and most important at Stansted and 

Southampton which is consistent with the fewer number of airlines based at those 

latter airports. The analysis also shows that in all cases, the main competition comes 

from airlines based at other BAA airports (there was little mention in particular of 

significant competition from airports outside the South-East, such as East Midlands 

or Birmingham).  
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163. We referred in paragraph 142 to the analysis we undertook of airline yield data. As 

we noted when discussing our results for BAA’s Scottish airports, estimating the 

effect of competition from different airports on yield provides an indication of the 

relative strength of constraints on airline pricing behaviour imposed by passenger 

willingness to switch between BAA’s airports and in turn the extent to which airports 

could potentially compete with one another. However, if we do not find that prices fall 

at one airport when competitor frequency at another airport increases, we cannot rule 

out that this airport is still a potential substitute for the other as such a finding could, 

for example, instead reflect low barriers to entry. This will be covered in our working 

paper.  

164. For the London area airports, we found that average yields fall at Heathrow, Gatwick 

and Stansted when rivals increase frequency to the same destination from the other 

London airports. This can be interpreted as evidence that passengers are willing to 

substitute between the BAA London airports in response to a relative price change. 

In particular, we found that: 

(a) Yields at Heathrow fall by an average of 6.7 per cent in response to a 100 per 

cent increase in competitor frequency40 at Heathrow; by 3.7 per cent in response 

to the same increase in frequency at Gatwick; and 7.3 per cent in response to an 

increase in frequency at Stansted.  

(b) Yields at Gatwick fall by an average of 5 per cent when rivals at Heathrow 

expand frequency by 100 per cent; by 11.5 per cent when rivals at Gatwick 

increase frequency by 100 per cent; and by 6 per cent when rivals at Stansted 

increase frequency by 100 per cent. 

(c) Yields at Stansted fall by 16.7 per cent in response to a 100 per cent increase in 

competitor frequency at Heathrow; and by 10.8 per cent in response to a 100 per 

cent increase in competitor frequency at Gatwick. We did not find a statistically 
 
 
40As with the Scottish airports we will explain in our working paper why we consider a 100 per cent change in frequency as not 
unlikely. 
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significant effect from an increase in competitor frequency at Stansted. This result 

is likely to result from a lack of variation in the competitor frequency at Stansted 

and in our view would not bias estimates of the Heathrow and Gatwick 

coefficients. This will be explained in our working paper. 

(d) The above results should be viewed as evidence of the potential for competitive 

interaction between the BAA-owned airports in London (although we need to 

exercise caution with the results for Stansted). 

165. The above analysis confirms other evidence we have seen of the impact of 

competition between services from the different London airports listed below: 

(a) BA gave us a number of examples of competition at Stansted affecting its 

services from Heathrow. In one case, entry at Stansted by an LCC increased the 

overall market size of a particular route, but also increased price competition at 

Heathrow, with a reduction in yield of about one-third in economy class. BA 

moved its services to Gatwick, and then discontinued the route. Loss of 

passengers as a result of growing competition from LCCs at both Luton and 

Stansted more generally caused BA to change the commercial proposition for 

short-haul services, as a result of which it competed more effectively with the 

LCC sector.  

(b) There are other published case studies of new routes from newly-served airports 

attracting market share from established services from existing airports; eg as 

quoted in an article by Sean Barrett, new services from Stansted, Luton, Gatwick 

and City by 2002 had a 50 per cent share of Dublin–London passengers, 

previously only served from Heathrow. 

(c) Relative growth rates at the London airports: shortage of capacity restriction at 

Heathrow and Gatwick, and the competition from LCCs at Stansted have resulted 

in Stansted increasing its share of London area passengers from 5 per cent in 

1997 to 17 per cent in 2007.  
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(d) BAA’s modelling approach assumes that, given capacity constraints at the other 

London airports, growth in demand overspills to Stansted. 

(e) easyJet provided us with some analysis, and its underlying data, of the 

competition faced by Stansted which we are currently evaluating.  

Current assessment of demand substitutability between the south-east airports 

166. In assessing this evidence and analysis which relates to BAA, as we noted earlier, it 

is important to recognize that it is based on the existing situation, namely the joint 

ownership of BAA’s airports. In summary we have found that: 

(a) The degree of catchment overlap for all of BAA’s London airports with each other 

and for Southampton with Heathrow and Gatwick (but not the other way around), 

using both the unrestricted and the restricted methodologies, is much higher than 

that for the competitive airports of Birmingham and East Midlands.  

(b) Results from the BAA and the CAA passenger survey indicate that the next best 

alternative for each of BAA’s London airports tends to be another of BAA’s 

London airports (rather than London City or Luton). They also demonstrate that 

relatively few users of the London airports would have considered Southampton 

as an alternative had their first choice not been available (but we do not have 

information on the users of Southampton to see if the reverse would be true).  

(c) When asked about substitutability, a majority of airlines which operated from 

Heathrow noted that other airports were not good substitutes to Heathrow as they 

did not have the connecting flights. As regards terminating passengers, airlines 

had a range of views but a number made the point that Heathrow was preferred 

to Gatwick by many passengers, in particular business passengers. One charter 

airline said that it believed there was no realistic substitute for Gatwick as charter 

airlines could not operate out of Heathrow, but that Stansted and Luton could be 

substitutes although charter passengers tended to prefer Luton. In regard to 

Southampton, one airline said that Bournemouth was not a realistic substitute. 
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One airline provided us with data that seemed to show that passenger growth on 

some routes from Southampton Airport had led to reductions in passenger growth 

at Heathrow and Gatwick airports. Whilst we asked airlines about substitutability 

assuming slots could be obtained, it may, and probably will, be the case that 

some airlines took into account the existing capacity situation at BAA’s London 

airports, which may mean that airlines have underestimated the degree of 

substitutability between BAA’s London airports if there was more capacity at 

these airports.  

(d) Airlines indicated that competition from airlines based at other airports appears 

material at all four BAA airports in the South-East. It is relatively least important 

for Heathrow where most competition comes from on-airport airlines and most 

important at Stansted and Southampton which is consistent with the lower 

number of airlines based at those latter airports. The analysis also shows that in 

all cases, the main competition comes from airlines based at other BAA airports 

(there was little mention in particular of significant competition from airports 

outside the South-East, such as East Midlands or Birmingham). 

(e) Our analysis of airline yield data can be interpreted as evidence that passengers 

are willing to substitute between the BAA London airports in response to a 

relative price change.  

(f) The above evidence and analysis confirms other evidence we have seen of the 

impact of competition between services from the different London airports, eg the 

effects on BA at Heathrow from LCCs; new services from Stansted, Luton, 

Gatwick and City by 2002 having a 50 per cent share of Dublin–London 

passengers, previously only served from Heathrow; and Stansted increasing its 

share of London area passengers from 5 per cent in 1997 to 17 per cent in 2007.  

167. Taking into account all of the above evidence and analysis, our current view is that 

there should be significant potential for competition between BAA’s south-east 
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airports, including potential competition from Heathrow and Gatwick to Southampton. 

However, before we can form an overall view of how realistic this is in practice, we 

need to consider whether there are any constraints which might limit such 

competition or make it impractical. These might include the lack of spare capacity 

and possible other factors such as regulation. We consider these other factors later 

in the document. Furthermore, our current view is based on the existing ownership 

structure for BAA, which may underestimate the potential for competitive interaction if 

these airports were under separate ownership. We would welcome additional 

evidence and analysis, which could clarify our view.  

Capacity constraints and their effect on the scope for competition  

168. In this section we examine existing capacity constraints and their effect on 

competition; in the next section we consider development of capacity over the long 

term, including why the current constraints on capacity in the London area have 

arisen. 

169. The examples of airport competition in the UK to which we referred in paragraphs 92 

to 97 above involved airports where there was spare capacity, or capacity (eg in 

terminal buildings) could be expanded at relatively limited cost. We have therefore 

considered the extent to which capacity constraints, particularly in the London area, 

would reduce the intensity of competition between independently-owned airports, at 

least in the short term; including whether such constraints preclude airlines’ ability to 

switch airport or to threaten to do so and whether a capacity-constrained airport has 

any incentive to do better, to attract or even retain traffic, since any business lost will, 

given excess demand, be rapidly replaced. 
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Current capacity and its usage 

170. The capacity of an airport is generally defined across two dimensions; the number of 

passengers and of ATMs, which the airport can handle. For scheduling41 purposes 

capacity tends to be expressed on an hourly basis due to the variable nature of both 

aircraft movements on and off the runway and passenger flows through terminal 

facilities. Annualized figures are typically used for the purpose of setting planning 

restrictions. 

171. The main capacity constraint at BAA’s London airports is the maximum number of 

ATMs, which can be either a physical or regulatory limit. The physical capacity of an 

airport primarily depends on the number and length of runways and airspace 

restrictions; but it also depends, among other things, on the configuration of the 

runways and taxiways, the chosen mode of operation (ie whether in a multi-runway 

airport the runways are used for both departures and arrivals), air traffic control 

management, and the trade-off between capacity and delays to departing and 

arriving aircraft. Capacity constraints have rarely, therefore, proved absolute, and 

over time it has been possible to expand the capacity of the Heathrow and Gatwick 

runways far more than previously expected by, for example, constructing rapid exit 

taxiways to reduce occupancy of the runway, sequencing departing aircraft so as to 

reduce their separation requirements, and also by accepting more delays to aircraft. 

Restrictions on the number of air traffic movements in turn limit the number of 

passengers that can use an airport, depending on the capacity and load factor of the 

aircraft using the airport. The effect of runway and airspace restrictions on compe-

tition between airports and airlines may also depend on the availability of slots 

through trading and other mechanisms for airlines wishing to increase or establish 

operations at an airport. But those limits themselves may also be subject to planning 

 
 
41The airport operator declares the capacity limits of its runways and terminals to Airport Coordination Ltd (ACL) for the purpose 
of slot allocation between airlines. 
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or other restrictions. Significant constraints only apply at BAA’s London area airports: 

Heathrow, Gatwick and Stansted. 

172. The main capacity constraints in the London area airports are as follows: 

(a) Heathrow is currently subject to a planning restriction of 480,000 ATMs. It is 

unlikely that it would be able much to exceed this figure even in the absence of 

that restriction unless the runways were also allowed to be used in mixed rather 

than segregated mode, on which the Government is currently considering the 

outcome of its recent consultation. Even if more capacity were to be created with 

the current pattern of operations, BAA suggested that this would be used to 

reduce delays rather than increase the total number of movements. It currently 

handles around 471,000 passenger ATMs, about 1 per cent below the 480,000 

cap taking into account the non-passenger ATMs included in the cap. (Although 

the number of theoretically spare slots may be marginally more than this, the 

majority of these are late evening.)  There is no planning restriction on the 

number of passengers using the airport. 

(b) As of March 2007, BAA quoted annual Gatwick ATM capacity of 299,000, used 

by 263,000 movements equivalent to an utilization of about 88 per cent of 

scheduling capacity.42 Although there is less than 5 per cent spare scheduling 

capacity in the summer, three-quarters of which consist of unused late evening 

slots, the scheduling capacity limit could be increased, but to a limited extent, 

principally in the afternoon. Greater gains in capacity could be achieved by 

increases in the average number of passengers per aircraft movement. We also 

understand that the Open Skies Agreement is expected to result in the move of a 

number of airlines from Gatwick to Heathrow, which may also result in additional 

spare capacity. 

 
 
42Scheduling capacity is explained in paragraph 170. 
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(c) BAA told us that full use of the single runway at Stansted would allow around 

274,000 ATMs: compared with the actual number of ATMs of 191,000 in 2007. 

But capacity is also limited by a planning limit of 241,000 ATMs. In 2007, there 

appeared to be a capacity constraint at peak time with no unused slots in the 

0500–0600 period Monday to Friday, or 0600–0700 on three days a week. This 

constraint seems to have eased somewhat in 2008, as a result of a decline in the 

number of ATMs, driven primarily by a decline in charter traffic. There are some 

unused slots at all times of day, on every day of the week, and there is significant 

spare capacity outside of peak hours. 

(d) Stansted is also subject to a planning limit of 25 mppa, compared with throughput 

in 2007 of 23.8 million. As noted in paragraph 8, a decision is awaited on BAA’s 

application to increase the passenger limit to 35 mppa and to raise the ATM limit 

to 264,000 ATMs. 

(e) Since privatization, BAA has increased the number of runway movements at 

Heathrow and Gatwick far more than assumed at the time of privatization: the 

1985 White Paper, for example, referred to a forecast maximum runway capacity 

by 2000 of 275,000 ATMs at Heathrow and 145,000 at Gatwick. The achieved 

increase in scheduling capacity is partly as a result of increasing the average 

aircraft delay standard from 5 minutes to 10 minutes,43 but also due to invest-

ments in infrastructure and improvements in the management of aircraft flows. 

BA told us that the current utilization of the Heathrow runways—at 98.5 per 

cent—is far higher than at other major European airports where only about 70 per 

cent of slots are used (although one of those airports from whom we heard did 

regard itself as at full capacity); the high utilization also results in lack of 

resilience in the event of disruption. It noted that the level of utilization at 

Heathrow caused severe deterioration in service levels and any problem that 

occurred, eg a short delay due to temporary bad weather conditions, had severe 
 
 
43Runway capacity is defined as the number of aircraft movements that may be scheduled to use a runway such that their 
average delay during the airport’s busy period does not exceed a specified value. 

 116



consequences for airline operations as there was insufficient scope to absorb 

such problems. These problems had knock-on effects on all other flights for the 

rest of the day, resulting in costly delays for all airlines, but particularly BA which 

hubs at Heathrow. 

Current runway capacity constraints and usage in the London airports can therefore 

(at risk of oversimplification) be summarized as follows: 

 Capacity constraint Current usage 
   
Heathrow Planning limit: 480,000 476,000 
Gatwick Physical limit: 299,000 263,000 
Stansted Planning limit: 241,000 191,000 

 

173. There are currently no runway constraints at the other four BAA airports other than 

due to temporary problems, for example from bad weather, the number of ATMs at 

each falling far below the Gatwick/Stansted figures (103,000 at Aberdeen, including 

helicopters; 115,000 Edinburgh; 94,000 Glasgow and 47,000 at Southampton); 

further enhancements can be made to all of them and in all four cases the runway is 

capable of handling more than the projected number of ATMs up to 2030. The main 

capacity constraint at Southampton is the length of the runway, which severely limits 

the types of aircraft that can use the airport. 

174. Airport capacity may also be constrained by terminal, apron, stand or surface access 

capacity and by airspace capacity. There is generally no problem in incremental 

additions to terminal or stand capacity, but the prolonged period of planning and 

construction of T5—discussed below—shows that major expansions of terminal 

capacity can be highly problematic. Terminal capacity will be constrained at 

Heathrow over the next few years, as a result of the redevelopment of the Central 

Terminal Area, including HET referred to in paragraph 35. The terminals at Gatwick 

operate well below their scheduling capacity limits throughout the day. Terminal 
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capacity constraints at Stansted concern peak time departures on Thursdays and 

Fridays and Sunday late evening arrivals.  

175. Airspace is subject to its own planning system, and could prove a constraint on any 

simultaneous expansion of capacity across a range of airports.  

Effect of runway constraints on competition  

176. A number of airlines (for example, easyJet in its evidence on our website) suggested 

to us that lack of spare capacity was likely to reduce the extent of competition in the 

short term. (Nonetheless, some of these airlines still argued for separate ownership 

of the BAA airports.)  

BAA arguments 

177. BAA (and its advisers NERA) argued that, because of binding capacity constraints 

(excess demand) and binding price caps, ‘there can be no prima facie presumption 

that separation of ownership in the South East would result in reduced airport 

charges or better quality in the medium term … there can be no presumption that the 

most direct rationale that the CC might have for break-up applies to BAA’s airports in 

the South East’. It was acknowledged that the analysis was subject to a number of 

‘caveats’ but it is argued ‘these caveats seem unlikely to materially alter the 

theoretical conclusions’. 

178. NERA’s analysis deals only with what they termed ‘static competition’—ie 

competition in the short term, without new capacity investment. It did not consider: 

(a) competition to invest, in particular the argument that separate owners would be 

motivated to invest by the prospect of losing traffic to rival airports under different 

ownership; 
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(b) comparative or yardstick type competition that might occur through the regulator 

and potential investors being able to make comparisons between similar airports 

(the airport comparisons we did as part of our cost of capital analysis suggested 

that, out of those we looked at, Gatwick tended to be the closest comparator for 

Heathrow); or 

(c) other ways in which the presence of comparators may sharpen the incentive to 

improve airport performance. It may be argued, for example, that common 

ownership leads to a lack of management challenge to benchmark and improve 

performance, a lower level of innovation and a willingness to consider differing 

approaches to process degrees and improvement as well as customer service 

delivery.  

These points are discussed further below. 

Assessment 

179. Our current view is that there is more scope for competition in the short term between 

the London airports, despite the existence of capacity constraints, than assumed by 

BAA or its adviser NERA: 

(a) NERA’s analysis assumed severe excess demand with airlines benefiting from 

rents at the capacity constrained airport. This has the consequence that, even if a 

lower airport charge at the airport with spare capacity (NERA assumed Stansted 

is not capacity constrained) reduced demand at the substitute airport with excess 

demand, the latter would continue to experience excess demand, ie would lose 

no traffic to the unconstrained airport. We noted that, while Heathrow is subject to 

severe excess demand and has significant slot values, it is far less clear that this 

is true of Gatwick. We are aware of relatively few sales of slots at Gatwick and 

these are likely to have been at much lower prices than at Heathrow. If Gatwick 

slots are not very valuable, it appears possible that an independent owner of 

Stansted could find it profitable to charge lower prices in order to attract traffic 
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from Gatwick. Or at least it would be the case if, as NERA assume, Stansted had 

spare capacity. 

(b) Also, as noted in the NERA paper, Gatwick has unused capacity in some off-

peak periods; there has also been more fluidity in airline operations at Gatwick, 

including BA’s abandonment of its second hub strategy, movement of services to 

Heathrow following Open Skies, and the consolidation of charter operators. 

(c) The NERA analysis also appears to assume that there are binding constraints on 

all aspects of capacity at Heathrow and Gatwick. However, while the number of 

ATMs is tightly constrained, especially at Heathrow, it is far from obvious that the 

number of passengers is similarly constrained. This is seen most clearly from the 

fact that BAA’s current projections for Q5 passenger numbers at both airports are 

substantially lower than five years ago (our passenger projections in our 2007 

report are about 10 per cent lower for Gatwick and 8 per cent lower for Heathrow 

than in our 2002 report and the disparity for Heathrow is even greater for BAA’s 

own projections), even though there has been no abandonment of capacity 

enhancements at either airport. This is also seen from the decline of 1.6 per cent 

in Heathrow passengers during the August 2006 to July 2007 period (compared 

with growth of 2.9 per cent in passengers at other UK airports). 

(d) In principle, separate owners might be able to attract marginal passengers and 

encourage airlines to deploy larger aircraft or increase load factor by changing 

the structure of charges: ie to reduce the passenger-related element of the airport 

charge and increase other charges. They might also compete to attract 

passengers by improving service quality. (However, as long as both Heathrow 

and Gatwick have binding price caps they are unlikely to have the incentive to 

lower overall charges.) Airports may, however, be reluctant to reduce the 

passenger charges as a percentage of the total if they believe airlines prefer 

charges to be linked to the number of passengers. Indeed BAA may already have 

a financial incentive to reduce the passenger charge and increase other charges 
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although under common ownership it needs to take account of losing passengers 

from its other airports and these not being replaced. International agreements 

can also restrict an airport operators pricing policy. There was, for example, an 

agreement with the US Government that there should be no peak passenger 

charges at Heathrow, until the opening of T5. 

(e) The potential to increase passenger numbers at Heathrow and Gatwick may 

constrain prices at Stansted (because higher prices at Stansted would increase 

passenger numbers at Heathrow and Gatwick). NERA pointed out that any effect 

of common ownership on incentives was reduced because price caps were reset 

every five years, arguing that higher passenger numbers at Gatwick and/or 

Heathrow due to higher prices at Stansted provide a benefit to BAA only up to the 

next price cap review. However, this argument applies whether or not there are 

capacity constraints at Heathrow and Gatwick. It would seem to follow from this 

that price caps are the main factor behind NERA’s conclusions and excess 

demand for slots due to runway constraints is only a secondary factor that 

reduces (but does not eliminate) the short-run benefit to BAA from higher prices 

at an unconstrained airport. (And excess demand, as assumed in NERA’s 

analysis, only arises when prices are held below market clearing levels by some 

form of price control.) 

180. Our current view is that the overlap of catchment areas in the London area (greater 

than Scotland or the East Midlands/Birmingham example above) and the choice of 

point-to-point services available to passengers from different airports, suggests that 

there is scope for a degree of competition between the airports despite capacity 

constraints (mainly of the runways) and which is precluded by common ownership, 

eg: 
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(a) There is scope for competition in off-peak periods at Gatwick and, particularly, 

Stansted; and more generally at Stansted if the recent application to raise the 

existing passenger limit is approved. 

(b) There is additional scope for competition at Gatwick if there is spare capacity 

following Open Skies or other changes in industry structure (such as contraction 

of charter operations).  

(c) There is also scope for competition through changing the tariff structure, for 

example, to attract more passengers per ATM given the availability of passenger 

capacity at most times or through differing customer management strategies 

focusing on differing types of traffic which may generate different margins. 

(d) There is also scope for competition through quality of service; under separate 

ownership, a successful management focusing on process improvement and 

customer services could have taken some advantage for poor performance at 

other airports, notably Heathrow. 

(e) The benefits of competition and varying management structures are also often 

unpredictable: we note in Appendix C comments received to date on how 

separate ownership could improve performance, on which further comment would 

be welcome.  

Other restrictions on competition  

181. We are also looking at a number of other factors that may limit the ability or 

willingness of separately-owned airports to compete if they restrict the ability of 

airlines to switch or threaten to switch between airports, and which themselves could 

be regarded as features affecting competition between airports: 

(a) Slot allocation rules as applied to capacity-constrained airports. Slot allocation 

mechanisms are subject to EU regulations although higher posted prices, such 

as market clearing prices discussed below, would be permissible under EU rules, 

if consistent with ICAO principles. But the issue of slot allocation is a lesser 
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problem than that of the capacity constraints themselves. Although there may be 

scope to improve the current secondary market in slots, this is primarily a matter 

for the European Commission and our current view is that this is also a matter 

relating primarily to airline competition But we would welcome any further 

evidence on how slot allocation could be a feature relevant to our consideration 

of the market for airport services.  

(b) The DfT’s Traffic Distribution Rules, which prevent new freight-only ATMs at 

Heathrow and Gatwick and generally exclude business aviation from Heathrow 

and Gatwick.  

(c) Restrictions in bilateral agreements, though these will following Open Skies apply 

to only a limited number of the most heavily used routes. (They will still, however, 

apply to many routes to Africa, Asia and South America.) 

(d) Whether competition between separately owned airports could be reduced by 

unilateral or coordinated effects: these may be thought only to reduce, but not 

necessarily eliminate, adverse effects of common ownership. 

However, we are currently doubtful whether any of the above are likely to be a major 

factor in our thinking but will continue to consider any further evidence on each of 

them. 

Overall current assessment of effects of capacity constraints and effects of 
common ownership 

182. Our current view is that, given current shortage of some types of capacity, 

competition in the short term between the London airports, were they separately 

owned, is unlikely to be as intense or effective as competition between regional 

airports at least for some airlines; it would, for example, be unlikely to result in the 

low charges currently given to some airlines at some airports. Nonetheless, there is 

some scope for competition between the airports despite capacity constraints.  
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183. We also have to consider, as we do in the following section, whether the current 

capacity constraints may themselves to some extent result from the current common 

ownership of the airports: or, on the other hand, whether there are other possible 

features that may also have an AEC particularly in the South-East between 

separately-owned airports, namely development restrictions (which we also now 

discuss), and regulation (which we discuss in the subsequent section.)  

Capacity development 

Background 

184. In this section we discuss development of capacity, and consider: 

(a) the extent to which current capacity constraints result from planning restrictions, 

Government policy or common ownership of the airports; 

(b) whether continued planning restrictions are likely to inhibit competition between 

any separately-owned airports; and 

(c) the prospects for entry of new operators or expansion of existing operators 

providing effective competition to BAA airports as currently owned. 

185. There are a number of constraints on the development of airports which may affect 

competition: 

(a) Planning restrictions could give rise to an AEC by making entry and expansion 

difficult or even impossible, reducing both the prospects of effective competition 

to BAA and also, by prolonging the current capacity constraints, by limiting or 

even precluding the prospect of effective competition between any separately 

owned airports. Such planning restrictions and difficulties in obtaining planning 

permission are most significant in relation to runway capacity (where planning 

conditions often limit the number of ATMs) and terminal capacity though can also 

affect surface access capacity; but to a large extent may result from the 

understandable concerns about the environmental impacts of airport 
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development including the ability of the environment to disperse chemical 

pollution, as well as other considerations such as noise pollution. 

(b) As well as the possibility of refusal of planning permission, the length of time, 

expense and uncertainties of the outcome of the planning process may also be 

likely to deter entry and expansion, although proposals have recently been put 

forward by Government to reduce the delays that have previously occurred. 

(c) However, the Government’s involvement in airport development, particularly 

given the environmental consequences, may itself have implications for 

competition; we therefore need to consider the implications of Government policy 

as set out in the 2003 White Paper for the likelihood of new entry or expansion of 

existing airports.  

(d) Aside from planning considerations, however, sunk costs at airports, indivisi-

bilities and economies of scale, both at airports and for airlines, and demand 

complementarities may mean customer demand may be met more economically 

by a single airport. Some passengers, for example, may prefer the availability of 

more frequent flights from one airport than less frequent flights from each of two 

airports close to one another and for given passenger demand it may be cheaper 

to operate several flights a day from one than two airports.44  As a consequence, 

even in the absence of planning restrictions, there may be a single airport serving 

a locality which could have the ability to price above both marginal and average 

cost. 

(e) Starting up a new airport also normally involves making large, high-capacity 

investments. Unless such a new airport is able to exploit existing infrastructure, 

for example by using a former military site (as in the recent case of Robin Hood 

Doncaster/Sheffield airport), establishing it is therefore likely to be a risky, high-

cost venture, although relatively recent developments in the infrastructure 

 
 
44Network effects related to hub and spoke operations by airlines are also relevant at airports where a significant amount of 
traffic comes from interlining passengers (relatively few British airports come into this category).  
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investment and financing markets may facilitate more such investment than 

hitherto. 

The Scottish airports 

186. BAA’s Scottish airports do not face significant capacity constraints. Existing airports 

in Scotland do not generally appear to be significantly constrained by runway 

capacity, nor have we seen any evidence that planning delays are a factor affecting 

the speed with which other facilities (eg terminals) can be expanded or of any shorter 

term constraints arising, eg from capacity of passenger terminals, which might limit 

competition. 

187. However, as noted in paragraph 185, customer demand may be met more 

economically by a single airport; hence even in the absence of planning restrictions, 

not only may there be only a single airport serving a town or city but this airport could 

have an ability to price above both marginal and average cost, a factor that may be 

particularly relevant to a city such as Aberdeen. 

188. Prestwick has recently expanded rapidly, but we have seen no evidence of possible 

entry or expansion by other airport operators in Scotland unlike in other parts of the 

UK, such as Liverpool and Robin Hood Doncaster/Sheffield. 

The south-east airports 

189. The effect of capacity constraints is much more significant at the south-east airports. 

BAA argued in its submission on our website that taken together planning restrictions 

and capacity constraints were a feature of the market that potentially adversely 

affected competition and that a lack of spare capacity would prevent competition 

between BAA’s London airports until new runway capacity was available: 

(a) We have noted in paragraph 179 that there is substantial excess demand for 

runway capacity especially at Heathrow. But until the very recent opening of T5, 
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there has also been considerable pressure on the terminal facilities at Heathrow, 

particularly in the event of disruption and following the changes in security 

requirements in August 2006. T5 is the first new terminal to be opened at 

Heathrow since Terminal 4 in 1986; and the first in the BAA London airports since 

the Stansted terminal in 1991. (The second terminal at Gatwick was opened in 

1988.) 

(b) Planning restrictions, reflecting the significant environmental issues associated 

with new runway development, are particularly important. The 2003 White Paper 

proposed new runway and associated terminal capacity at Heathrow and at 

Stansted, and may potentially lead to more capacity, subject to environmental 

requirements being satisfied and the final outcome of planning inquiries, by 

around 2015 at Stansted and 2020 at Heathrow (although the introduction of 

mixed mode use of runways at Heathrow could increase capacity somewhat 

earlier). However, as noted above, airlines have strongly criticized the scale and 

cost of the proposed development at Stansted and at both Stansted and 

Heathrow there are vocal opposition groups of residents and others affected by 

the increase in traffic. 

(c) In its 2003 White Paper, the Government considered that the case for a new 

runway at Gatwick was not as strong as for the options at Stansted and (subject 

to meeting the critical environmental conditions) Heathrow. Accordingly, it also 

concluded that only if there was demonstrably no alternative way forward would it 

take action to overturn the agreement with the local authority not to construct a 

new runway at Gatwick before 2019 (which we discuss in paragraph 214). The 

operator of Luton recently abandoned proposals to construct a longer 

replacement single runway.  

(d) There are some other existing runways in the South-East (such as Manston, 

Lydd and Southend), but the proposals to expand their operations of which we 

are aware are unlikely to provide effective competition to the four BAA airports. 
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Market entry in the South-East is also made more difficult by the fact that the 

existing airports already occupy the most favourably located acceptable sites. 

The few remaining acceptable sites are thus likely to be disadvantaged by being 

remote from London. 

(e) We have to consider, however, whether BAA has been insufficiently proactive in 

attempting to overcome planning restrictions, tending to await the outcome of 

Government policy rather than influence it, and also whether separate ownership 

could act as a greater stimulus to overcome planning restrictions to the benefit of 

users of the individual airports. 

190. BAA acknowledged in its submission to us that ‘the combination of rising demand 

and binding limits on the legal and physical capabilities of airports to handle 

additional traffic has resulted in unacceptably low levels of service for some 

passengers. Airports are also severely constrained in their ability to handle further 

passenger growth with significant potential implications for passengers, airlines and 

the wider economy’. But it said that it was addressing this with new infrastructure at 

all three of its London airports. It argued that the CC should not call into question the 

conclusions of the White Paper, as this ran the risk of undermining its status and 

might jeopardize the chances of new runway capacity being built.  

191. Among the arguments of BA were that: 

(a) BAA had neglected investment in runway capacity at Heathrow. Its incentives to 

expand runway capacity at Heathrow were blunted by the fact that BAA owned 

not only Heathrow but its principal competitors in the south-east—Gatwick and 

Stansted—as well. And BAA’s investment resources and management attention 

were therefore divided across these airports. The current regulatory regime did 

not correct these distorted incentives. The planning regime made new entry 

highly unlikely, also constraining the addition of runway capacity (through mixed 
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mode or new runways), but that did not explain or justify BAA’s neglect of 

expanding runway capacity at Heathrow. The result was the distortion and 

restriction of competition at the levels of airline operations and the provision of 

airport services to airlines. 

(b) Heathrow was the only airport in the South-East where the Government had not 

ruled out expansion. At no time over the last 25 years had BAA actively 

campaigned to influence Government policy to allow increases in Heathrow’s 

runway capacity, despite the fact of Heathrow being capacity constrained. It had, 

however, been willing to invest in new commercial facilities.  

(c) Since 1992 there had been some investment to renew or upgrade infrastructure. 

However, none of the infrastructure developments at Heathrow since 1992 added 

significantly to the terminal or runway capacity over the period preceding T5. The 

lack of runway development at Heathrow since privatization contrasted with both 

Amsterdam and Paris investing in new runways in that period, and the lack of 

terminal development at Heathrow/Gatwick until T5 contrasted with Frankfurt, 

Amsterdam and Paris all investing in new terminal capacity; there have also been 

other major developments further afield, such as Dubai, Hong Kong and 

Singapore. 

(d) Amsterdam, Frankfurt and Paris all faced strong opposition against expansion 

from well-organized environmental lobbyists which must similarly be dealt with 

through the planning process. This was the same situation faced by BAA at the 

London airports, and claims that its slowness in expanding Heathrow were due to 

planning and environmental difficulties, that are greater than at Amsterdam or 

Frankfurt, were not valid.  

(e) New capacity should be planned at 70 per cent utilization compared with the 

95 per cent level at which BAA planned to do so resulting in delays and loss of 

resilience in the event of unforeseen disruption. Over a period in which other 
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major hub airports had invested in both terminal and runway capacity, the chronic 

shortage of capacity was extremely damaging to BA’s competitive position. 

(f) A main adverse effect of inadequate capacity development had been on 

Heathrow’s position as a hub, for example on the reduction in the number of 

destinations served from Heathrow compared to some overseas hubs; and much 

longer minimum connection times than those hubs. We also noted in the DfT 

document on Improving the Passenger Experience that from 1990 to 2004 

Heathrow had fallen from 2nd to 5th in terms of destinations served, from 227 to 

180 destinations including a reduction from 18 to 9 domestic destinations. 

Minimum connecting times of 90 minutes at Heathrow also compared 

unfavourably with 45–60 minutes at other European hubs, due, BA claimed, to 

inadequate investment by BAA. 

192. BAA also argued that there had been little or no criticism of its capacity development, 

by ourselves or by either the CAA or the airlines in giving evidence to us, in previous 

quinquennial reviews. But those reviews were carried out in the context of BAA’s 

common ownership of the airports; our current inquiry is to determine if there are any 

features, including common ownership, that may adversely affect competition and 

whether independent owners of the airports would have pursued development of 

their airports more actively, or might do so in the future. However, there may also 

have been limitations in the regulatory system, including the CC’s role: in particular, 

the quinquennial regulatory reviews focus only on the next five-year period, and on 

the investment programmes put forward by BAA for those five years and the 

implications for charges which is the main objective for these reviews. While some 

aspects of the review may look at figures for a longer period, there is no ongoing 

involvement of the CAA, or indeed the CC, in consideration of longer-term strategy 

and the implications for investment or similar matters. The airline involvement in 

considering long-term strategy has also previously been limited, before the 
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development of masterplans and consultation processes such as Constructive 

Engagement (processes which, as apparent in our comments above, could still be 

significantly improved). 

Planning issues and competition  

193. We will be publishing shortly a working paper setting out our more detailed analysis 

of whether any aspects of the planning system and/or Government policy are 

features of the airport market which might adversely affect competition.  

194. BAA has indicated that it disagrees with a number of points in an early draft of that 

paper, which will be discussed with it in the coming weeks. One particular concern is 

that we may put too much weight on the last 20 years of planning and government 

policy, and BAA’s role in it, and give too little weight to the recent past and its current 

plans. However, the development of airports is a long-term business and in our view, 

we need to understand past events and particularly the factors which have led to the 

current shortage of runway capacity at BAA’s London airports. We will weigh the 

evidence and reach our conclusions in the light of additional evidence in our 

provisional findings in a few months’ time. 

195. On the basis of the evidence we have received and our analysis to date, our current 

assessment of planning issues, as they relate to BAA’s airport developments, is as 

follows. 

Introduction to the planning system and general impact on competition 

196. The principal framework through which planning policies are delivered is the Town 

and Country Planning Act 1990 (TCPA 90) as amended, in particular, by the 

Planning and Compulsory Purchase Act 2004 (PCPA 2004). The key features of 

planning control in England are summarized below. 
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197. There is a hierarchical structure of guidance and plans at national, regional and local 

level against which planning applications of all kinds are assessed. This is referred to 

as the ‘plan-led’ system. The plans and guidance which are of particular relevance to 

airport developments, include the Government’s White Papers on aviation and 

airports policy, the 2003 White Paper being the most recent; as well as planning 

guidance on matters such as transport, noise, air quality, sustainable development 

and climate change. 

198. Developers of all kinds are required to obtain planning permission to develop or 

make a material change of use to land or buildings. Where such development is not 

authorised by a General Development Order, a specific application for planning 

permission must be made. Under the plan-led system, decisions are made in 

accordance with the statutory development plan requirements unless there are other 

‘material considerations’ sufficient to override the plan. The majority of planning 

applications are made to, and decided by, a Local Planning Authority (LPA). 

However, the Secretary of State has the power to call in and decide any application, 

and has specific powers to do so as regards major infrastructure projects, including 

certain types of airport developments. The decision may take one of three forms: 

permission may be granted either unconditionally or conditionally or it may be 

refused.  

199. LPA decisions that refuse planning permission or grant it conditionally may be 

appealed to the Secretary of State for Communities and Local Government (DCLG) 

(previously the ODPM). 

200. Section 106 TCPA 90 (formerly section 52 of the TCPA 1971) enables a developer to 

enter into a ‘planning obligation’ agreement with the LPA, restricting the development 

or use of the land, or requiring specified operations or activities to be carried out; the 
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land to be used in a specified way; or sums of money to be paid to the LPA. Such 

section 106 and section 52 planning obligations are not planning conditions, and 

such agreements are negotiated outside the framework of the formal planning 

application system.  

201. Section 106 and section 52 agreements have been commonly used within the 

planning system, including in relation to airport developments. We understand that 

many decisions by the planning authority to grant planning permission are subject to 

a requirement that the developer enters into section 106 obligations and failure to 

complete a section 106 agreement would lead to a refusal. 

202. It has long been recognized that lengthy delays in reaching decisions on major 

infrastructure projects have been a weakness of the planning system which is now 

being reformed. PCPA 2004 focused on improving planning procedures. In May 

2007, the Planning White Paper set out the Government’s proposals for the creation 

of a new system of development consent for nationally significant infrastructure 

projects in the transport, energy, water and waste sectors. The current Planning Bill 

is currently going through Parliament. 

203. It is not at this stage clear to us what impact the reforms of the planning regime will 

have in practice on the overall duration of airport development projects, given the 

wide range of factors which have to be taken into account. 

204. In order to explore whether the planning system is a feature of the market that 

adversely affects competition, we have reviewed all recent planning inspectors’ 

reports on large airport planning applications and statistics on applications for smaller 

airport developments. We have also sought the views of several airport operators 

and a number of other third parties familiar with airport planning. 
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205. While medium to large increases in airport capacity may benefit the local and 

national economy, they can also result in a significant deterioration of the local 

environment and quality of life; environmental considerations are accordingly an 

important element in planning applications. The overall planning process can 

therefore be lengthy, expensive and uncertain. Thus, the planning process inevitably 

impacts on competition, in particular by acting as a barrier to entry of new airports 

and expansion by existing airports.  

206. Whilst recognizing the significant impact of the planning system on airport 

development, we note that airport operators are not unique in having to comply and 

operate within it. There are other long-term infrastructure businesses, such as those 

engaged in utilities and energy projects and property development, which success-

fully operate within similar constraints. 

Impact of the planning system on BAA and BAA’s role  

207. The Heathrow T5 inquiry, in particular its duration, has often been quoted as a prime 

example of the inadequacy of the UK planning system in dealing with major infra-

structure projects. We have sought to understand why planning consent was 

obtained as late as 2001, some 16 years after the 1985 White Paper identified the 

Perry Oaks site for release to the airport operator to allow for the potential 

development of a fifth terminal at Heathrow. 

208. The planning inquiry and decision-making process by the Secretary of State took 

seven years in total, significantly longer than other major transport planning inquiries 

carried out in recent years, as shown by Kate Barker in her 2006 Review of Land Use 

Planning. Some of the reasons advanced for the length of the T5 inquiry have been 

the lack of clear Government policy, the scale and complexity of the issues under 

consideration and the level of opposition to the scheme. However, we also note that 
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it had taken BAA eight years to prepare its T5 application; that around half of the 

applications making up the suite of planning applications needed for T5 were 

submitted after the inquiry had begun; and that six new applications, including a 

scheme to divert two rivers which crossed the site, were submitted as late as spring 

1998.  By way of comparison, MAG, the operator of the third busiest airport in the UK 

at the time, took three years to prepare its application for the construction of a 

second runway and the planning inquiry lasted 3.5 years. Although we recognize that 

in general local authorities may be more supportive of airport development in the 

regions, we note that MAG’s application to build a new runway in a green belt area 

was not without controversy and that the project did not benefit from clear 

government policy support. 

209. We therefore find it difficult to reconcile the above account of BAA’s handling of its T5 

application with BAA’s own description of its planning expertise, as summarized 

below.  

210. BAA told us that its track record in winning planning permission to develop its airports 

was unblemished, pointing to its successes at gaining approval for terminal 

expansion. We note, however, that many of these planning consents (Stansted’s new 

terminal, Gatwick’s North Terminal and Heathrow’s Terminal 4) were gained prior to 

the company’s privatization. BAA argued that its planning expertise was derived from 

common ownership of airports in Scotland and the South-East. It considered that a 

key benefit of common ownership was its ability to secure planning permissions for 

new airport capacity more effectively than separately-owned airports; and that this 

superior ability enabled BAA airports to gain planning consent for new capacity 

faster, and with greater certainty, than would be the case for separately-owned 

airports or separately-owned airport groups. 
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211. BAA told us that its approach to planning inquiries was built on corporate knowledge, 

with planning expertise being provided by central teams of experts who were directed 

to projects where and when needed throughout the BAA group. Other airport 

operators, which do not benefit from BAA’s significant central functions, have also 

been successful at obtaining approval for significant or controversial airport projects 

and our review of past planning inquiries does not currently support the view that the 

company is faster or evidently any more skilful than other operators of large airports 

at securing approval for significant development projects.  

212. We have, however, observed that BAA has been successful at gaining support for 

the incremental expansion of some of its airports, particularly Gatwick since 2001. 

We have not formed a view on whether BAA has been better than others in this 

respect but are not yet convinced by the argument that joint ownership of BAA’s 

seven airports has necessarily given the company an advantage in this respect.  

Section 52 and section 106 agreements

213. As noted above, developers of all kinds enter into section 52 and section 106 

agreements with local planning authorities as a partial means of obtaining planning 

consent. BAA (and its predecessor, the British Airports Authority) have frequently 

entered into such agreements and we have considered how these arrangements 

may have affected the development of runway capacity by BAA in the South-East. 

Gatwick 

214. In 1979, the British Airports Authority applied to West Sussex County Council for 

planning permission to carry out works on the main taxiway at Gatwick. The two 

parties entered into a section 52 agreement under which the Council agreed to grant 

permission and not to object to the British Airports Authority’s forthcoming application 

for a second terminal; the British Airports Authority accepted a restrictive covenant 
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that, for a period of 40 years, it would not construct a second operational runway on 

land at Gatwick Airport, or on land adjacent to, or in the vicinity of, Gatwick Airport. 

On privatization, the restrictive covenant remained in force. 

215. Although throughout most of the 1990s Gatwick was identified as one potential 

suitable location for a new runway, BAA did not take any steps to seek to modify or 

discharge the restrictive covenant.  In September 1999, and remaining in force until 

31 December 2018, BAA made a Unilateral Statement of Intent, one of the provisions 

of which was to confirm that the 1979 Agreement was ‘unaffected by this Statement 

of Intent’.  This in effect meant that BAA would support the agreement for its duration, 

as was already understood by the local community and others. 

216. In 2002, the Government’s consultation document The Future Development of Air 

Transport in the United Kingdom: South East provided a strategic framework for the 

development of airport capacity but did not include consideration of any option for 

runway capacity at Gatwick. The reason given by the Government was that it did not 

intend to take action to overturn the 1979 agreement, and so an option for a new 

runway at Gatwick could not be available until after 2019. This was later ruled as 

unfair and unreasonable by the High Court, and Gatwick was taken into account in 

the subsequent consultation document and 2003 White Paper. 

Southampton 

217. BAA told us that when it purchased Southampton airport in 1990, it replaced the 

terminal building and resurfaced the runway. It also told us that in connection with 

this development work, it is bound by a section 106 planning obligation that it will not, 

in perpetuity, extend the runway or build a second runway at the airport.  
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Heathrow 

218. BAA has not entered into any section 52 or section 106 agreement which would 

restrict its ability to increase the physical capacity of its runway. However, during the 

T5 inquiry, the planning inspector reported that BAA had asked him to recommend 

that a third runway be ruled out and had also commented that the construction of a 

further runway was not a practical proposition. BAA had also been firmly opposed to 

using the existing runway in mixed mode. In addition, BAA made several public 

statements confirming that a third runway would not be built at Heathrow. 

Assessment 

219. This evidence suggests that there has been a pattern of behaviour by BAA or its 

predecessors, offering to restrict significant developments of runways at its airports in 

the South-East for unusually long periods of time. By contrast, we note that a right to 

apply for modification or discharge of a planning obligation would normally arise after 

five years in respect of agreements entered into after October 1991 (when section 12 

of the Planning and Compensation Act 1991 came into effect). 

220. Although we have had evidence of other, non-BAA, airports entering into planning 

obligation agreements, to our knowledge none has agreed to be subject to 

restrictions for a period of time comparable to those agreed by BAA.  

221. It appears to us that these restrictions, in particular the restriction on runway 

development at Gatwick, have not only restricted BAA’s freedom of decision in 

responding to the need for additional runway capacity in the South-East, but may 

also have been an important factor in influencing government policy, such as not 

considering the option of expanding Gatwick in The Future Development of Air 

Transport in the United Kingdom, the original 2002 consultation paper on the future 

development of air transport in the South-East referred to above. 
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Government policy 

222. BAA argued that successive Governments had taken the view that there should 

always be a government-led approach to airport development. BAA added that until 

the 2003 White Paper, policy had been based on making best use of existing runway 

assets since the Government’s view was that there was sufficient runway capacity. 

Government policy was to develop terminal and other non-runway capacity in order 

to meet expected demand, not to provide new runways. We have sought to 

understand whether the reasons for the shortage of runway capacity in the South-

East were as clear-cut as suggested by BAA and what role, if any, BAA might have 

had in the formulation of government policy. 

223. The Government has always played, and continues to play, a significant role in any 

decision to invest in new runway capacity in the South-East, although the extent of its 

involvement has changed considerably over time. The 1985 White Paper unambigu-

ously supported the growth of airports in the South-East. It also stated that no new 

runway should be built at Gatwick and that Stansted should be developed as a one 

runway airport.  

BAA’s role in the development of airport policy 

224. We have sought to understand why, despite the recognition by many since the late 

1980s that there was a significant shortage of runway capacity in the South-East, 

there had apparently not been a concerted effort by the Government to address this 

issue until the publication of the 2003 White Paper.  

225. We found that shortly after privatization the Government had sought advice from the 

CAA on airspace and runway capacity issues in the South-East and that this had 

been followed in the early 1990s by a working group named ‘Runway Capacity to 

 139



Serve the South East’ (RUCATSE), to assess whether additional runway capacity 

might be needed, as well as its location and timing.  

226. To understand how BAA had contributed to the debate on the need for runway 

capacity in the South-East during the 1990s, we reviewed BAA’s internal documents 

produced at the time. They suggest that [ ]. The CAA on the other hand had 

advised in 1990 that a new runway would be needed in the first few years of the 

following century. The divergence of opinion stemmed partly from different 

assumptions on average aircraft sizes, load factors and increase in terminal capacity. 

In addition, documents produced for the RUCATSE study suggest the forecasts 

adopted assumed that runway capacity utilization at Heathrow and Gatwick could in 

time reach [ ]. Such a high level was well above what was considered at the time 

by the airline industry to be an acceptable level of saturation (70 per cent); above that 

level it was expected that there would be a significant increase in aircraft delays, lack 

of resilience in the air travel system generally and higher costs for airlines and 

passengers. 

227. [ ] 

228. The evidence we have seen suggests that BAA had encouraged the Government to 

commission additional studies following the CAA 1990 report. The Government had 

also requested BAA to carry out the feasibility study of a close parallel runway at 

Gatwick [ ]. After three years of studying the feasibility of a close parallel runway at 

Gatwick, BAA had not produced a final report.  The new Labour Government, which 

had been elected in 1997, requested BAA to abandon this work in 1998. 

229. The 1985 White Paper stated that airport operators were responsible for bringing 

forward development proposals and BAA’s privatization documents indicate that BAA 
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was expected to be proactive in this respect. The company appears to have believed 

that these statements of policy excluded the development of runways: in its response 

to consultations on RUCATSE, BAA squarely placed the responsibility for assessing 

the need for a new runway, deciding its location and its timing and easing the way 

through the planning system in the hands of Government, without expressing a 

preference for any particular development option. In its response to the South East 

and East of England Regional Air Services Study (SERAS), the government study 

which preceded the 2003 White Paper, BAA agreed that it was for the Government to 

take the key decisions on the number of runways to be provided and their location. It 

is not clear to us why BAA, a privately-owned company, which has both the 

knowledge of its customer needs and an understanding of local planning issues, 

could not have been more proactive and at the very least have indicated to the 

Government where and when, in its judgement, an additional runway was needed 

well before 2002 and the publication of the SERAS study. 

230. BAA’s view is that clear government support would have been required in order to 

gain approval for the development of new runways at its airports in the South-East in 

the 1990s. It seems to us that such support was unlikely to materialize as long as the 

airport operator itself showed little appetite for investing in those potentially politically 

difficult projects and consistently argued that such projects were not needed for many 

years to come. We note that both London City Airport and MAG obtained approval for 

large airport developments without a specific statement of Government policy.  

Making the best of use of airport facilities 

231. BAA’s strategy throughout the 1990s was to seek to maximize the use of its existing 

runways. BAA told us that its actions had been driven by the Government’s policy of 

making best use of airport facilities, which it understood to mean ‘making full use of 

runway capacity at its airports’. 
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232. This interpretation of Government policy is not corroborated by other evidence we 

have seen: 

(a) The meaning of ‘making best use of airport facilities’ was debated during the T5 

planning inquiry. The planning inspector concluded, having sought evidence from 

the CAA and the Government, that this policy did not mean that maximum use 

should be made of the theoretical capacity of any airport. It did, however, involve 

recognition that a concentration of airport development at existing sites was likely 

to have a better economic justification than development at an entirely new 

airport. 

(c) MAG made the decision in 1991 to invest in a new runway at the point when it 

became unable to meet all peak demand for slots, not when its existing runway 

operated at full capacity across the day. 

233. We are therefore minded to conclude that BAA’s actions throughout the 1990s 

exacerbated delays in the delivery of runway capacity in the South-East. Whilst the 

difficulties inherent in obtaining planning permission for such developments cannot 

be denied, particularly in the absence of specific statements of Government policy, 

they do not in themselves explain the reluctance of the company to press for more 

runway capacity. 

The 2003 White Paper 

234. The 2003 White Paper set the policy framework for airport and air travel up to 2030. 

The White Paper supported, inter alia, an additional runway at Stansted, which could 

be delivered by 2012 (the current planning application is for 2015). It also supported 

an additional runway at Heathrow, but only if it resulted in no net increase in the total 

area of the 57 dBA noise contour compared to summer 2002, a contour area of 

127 sq km, if it could achieve compliance with EU air quality limits, and if there would 

be provision of improved public transport access. The Government would only con-
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sider it appropriate to seek to overturn the 1979 Agreement between West Sussex 

County Council and BAA which prevented the construction of a second runway at 

Gatwick before 2019 if there was demonstrably no alternative way forward. It con-

sidered that the case for a runway at Gatwick was not as strong as for the options at 

Stansted and (subject to meeting the above conditions) Heathrow, and proposed to 

keep the option of development of a wide-spaced runway at Gatwick open after 2019 

due to the uncertainties surrounding the development of Heathrow. 

235. Clearer Government policy on airports as set out in the 2003 White Paper is intended 

to result in shorter, more focused inquiries and therefore lower costs. Given that 

23 per cent of T5 inquiry time was spent on updating the inquiry on policy 

developments since the 1985 White Paper, we recognize the clear benefits deriving 

from the strong steer given by the 2003 White Paper. 

Overall views on the effects of Government policy on competition  

236. Overall, the evidence suggests that: 

(a) The 2003 White Paper has provided a policy framework for planning airport 

expansion projects, which is widely regarded as being necessary and useful, to 

facilitate and indeed, encourage investment. However, there are aspects of it 

which may have the unintended consequence of preventing, restricting or 

distorting competition. In particular, by supporting the location and indicating a 

preference for the timing of additional runway capacity at Stansted and Heathrow, 

and also stating that a new runway at Gatwick would only be supported if there 

was no alternative way forward, it appears to have at least two negative 

consequences. First, against the background of uncertainty over at least the 

timing of expansion at both Stansted and Heathrow, given the need to obtain 

planning consent, it arguably raises the risks of the consequences of delay to 

much needed new capacity becoming available in the South-East when required. 
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And second, it may make it more difficult for projects which have not received 

explicit Government support in the 2003 White Paper to obtain planning consent. 

While planning applications for projects which have not received explicit 

Government support in the 2003 White Paper will be considered on their merits, 

they are unlikely to be in as strong a position as if they had already had such 

explicit support. 

(b) By specifying the nature of the services that certain airports should provide, the 

White Paper may restrict the ability of such airports to develop. For example, in a 

decision45 to reject a recent application by Coventry airport for the expansion of 

its passenger terminal, the planning inspector referred to the 2003 White Paper, 

which had identified the airport’s niche role for freight operations.  

(c) The specific nature of the 2003 White Paper also blurs the boundaries of 

responsibility between the Government and the airport operator, particularly 

where the Government has commented on the type of runway configuration it 

supports. While the White Paper states, in relation to Stansted, that responsibility 

for taking specific airport developments forward in a way that is responsive to 

users lies with the commercial airport operator, we currently find it difficult to 

reconcile this with a Government policy which supports specific locations for 

development and in some cases indicates a preference for the timing of such 

developments. There must be a risk that in practice the type, scale and timing of 

airport developments may not reflect market developments and customer 

requirements. 

Overall assessment on capacity development 

237. One of the main purposes of privatising BAA as a single entity was for investment in 

new capacity. In terms of runway capacity, this has not happened. 

 
 
45This decision is currently under appeal. We are commenting here solely on the potential impact of aspects of the 2003 White 
Paper on competition, not on the merits of the application.  
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238. While BAA is in the business of planning and implementing long-term infrastructure 

projects, much of what it does also seems to be short term and reacting to events. Its 

development of infrastructure over the longer term has generally been too late to 

meet demand; it has also been too prepared to accept or even offer to have 

constraints placed on it, including commitments not to expand further at an airport, in 

order to secure planning permission for the more immediate development. The main 

instances of this are BAA’s Unilateral Statement of Intent in 1999 to the Council not 

to seek to discharge the 1979 agreement not to build a second runway at Gatwick 

until 2019 (described in paragraph 215); the offering to the T5 Inspector of a 

commitment not to build a third runway; and the commitment not to expand the 

runway at Southampton. 

239. There has also been a tendency to undertake major development sequentially; thus, 

first the Gatwick North terminal; then the new terminal at Stansted; and only then the 

T5 development at Heathrow. The airlines told us that BAA was able to manage only 

one major development project at a time across its three London airports. This 

culture had already been commented on as far back as 1983 by Graham Eyre, a 

planning inspector, who noted that airport developments in the South-East were seen 

as alternatives (ie at the time it was Stansted versus Heathrow). This approach 

appears to have persisted across the years, although BAA told us that its develop-

ment of Stansted’s terminal and Gatwick’s North terminal with only a short gap 

between them contradicted this view. Even so, the application for T5 appears to have 

stifled developments at other airports.46 

240. We acknowledge that to some extent BAA’s actions can be attributed to government 

policy and/or the planning system and we have noted the interdependencies between 

the two. But we also noted above that during the 1990s BAA: 

 
 
46Evidence that the T5 application impacted on BAA’s development of other airports in the 1990s is discussed further below. 
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(a) downplayed the need for additional runways in the South-East, [ ], even though 

this was based on capacity utilization assumptions which might result in 

increased aircraft delays and a decrease in resilience in the air travel system 

generally and higher costs for airlines and passengers (see paragraph 226); 

(b) avoided expressing a preference of runway investment at any of its airports 

throughout the 1990s—see paragraph 229; 

(c) [ ]; 

(d) asked the Government to take full responsibility for deciding where new runway 

capacity should go (even though the choice was between BAA’s airports) and 

removing any risk associated with the planning system (see paragraph 229); 

(e) during the T5 inquiry, also asked the inspector to recommend that a third runway 

should not be constructed—see paragraph 218; 

(f) did not take any step to seek to discharge the particularly restrictive section 52 

agreement which prevented the construction of a second runway at Gatwick, 

even though this would have been essential to develop Gatwick as a credible hub 

airport (see paragraph 215). 

Based on the above evidence, our current view that BAA’s actions have contributed 

to the current shortage of runway capacity in the South-East.  

Features that limit capacity giving rise to an AEC 

241. In our view, there are several aspects of planning and Government policy as well as 

BAA’s common ownership that may be features which give rise to an AEC. 

242. Since the planning system is an essential part of airport development, certainly in 

respect of investment in new runways and large new terminals (though possibly to a 

lesser extent for existing terminal extensions), and given the environmental conse-

quences of such development and the associated costs, time taken and uncertainty 
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of outcome, it is evidentially a feature which prevents, restricts or distorts com-

petition.  

243. Other than the system itself, however, it appears to us that the way in which BAA has 

conducted its business in terms of its approach to planning, as set out above and 

summarized in paragraph 240, may well be a feature which prevents, restricts or 

distorts competition. 

244. In addition, while we recognize the need for Government’s role in airport 

development policy, and particularly the benefits derived from the 2003 White Paper 

in providing a framework within which airport infrastructure and operating companies 

can take commercial decisions, there may be certain unintended consequences set 

out in paragraph 236 principally, but not only, in terms of its support for a specific 

location and in some cases a preference for a specific timing of investment rather 

than more strategic statements of intent, which may well prevent, restrict or distort 

competition.  

245. Alongside the impact of planning and Government policy on increases in capacity is 

the consequence of BAA’s common ownership of the airports which, in the South-

East of England, appears to have contributed to the shortage of capacity, and at its 

other airports also had an impact on the levels, quality, scope, location and timing of 

investment. Common ownership, therefore, may well be a feature which prevents, 

restricts or distorts competition because of its effect on capacity development. 

Further, our current view is that there is scope for longer-term competition through 

separately-owned airports having greater incentive to expand and/or improve their 

existing capacity to meet demands of their users in order to attract traffic from other 

airports or to retain existing traffic. Separate ownership would also provide a greater 
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stimulus to overcome development restrictions to the benefit of users of the individual 

airports.  

Regulation  

Key questions and context on competition criteria and dimensions 

246. We are concerned only with economic regulation of the BAA airports by the CAA, 

and not with other aspects of regulation such as safety and air traffic control. We 

have considered two key questions on regulation: 

(a) Does either the system of airports economic regulation, or the way in which it is 

conducted, or both, prevent, restrict or distort competition in the provision of 

airport services by BAA? 

(b) Even if the system of airports economic regulation and/or or the way in which it is 

conducted, does not prevent, restrict or distort competition, does it nonetheless 

facilitate, reinforce or exacerbate other characteristics of the airport services 

market which may themselves prevent, restrict or distort competition? 

247. In regard to the competition criteria and dimensions, the test under the Act is to 

determine whether there is an AEC requires the identification of features which 

prevent, restrict or distort competition. Accordingly in terms of regulation, it is 

necessary to determine how an observed characteristic of regulation, whether in 

terms of the structure of the market or of the conduct or behaviour of a market 

participant, affects competition, adversely or otherwise, such as through the impact 

on, for example, the incentives to invest, the levels and quality of operational service, 

the scope for innovation and/or pricing. 

248. Regulation of almost any kind introduces distortions or constraints into a market, 

although the need for regulation itself results from lack of effective competition in a 
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market. But our concern is to assess the specific effects of regulation on competition 

on the provision of airport services by BAA. 

249. The main aspects of regulation of the BAA airports we have to consider are as 

follows: 

(a) All airports at which annual turnover has exceeded £1 million in two of the last 

three years are subject to ‘economic regulation’ by the CAA. This enables the 

CAA to investigate any formal complaint made to it (under section 41 of the 

Airports Act) and take action to prevent an airport from unreasonably dis-

criminating or unfairly exploiting its bargaining position (subject to appeal by the 

airport to the CC). The CAA has used its powers sparingly and has recently said 

that it would generally expect to apply the relevant powers in a way that was in 

line with the Competition Act and Article 82. No concerns have been expressed 

to us about this aspect of airport regulation. 

(b) There is also a proposed EU Directive on airport regulation which could have 

effects in future, both as regards price discrimination and more generally, eg by 

allowing each airline to appeal its prices to a national regulator. Some concerns 

were expressed to us that any provisions to restrict price discrimination could 

reduce airport competition, by restricting the ability of individual airlines to 

negotiate lower airport charges, for example by playing off one airport against 

another, thereby facilitating airline entry to new routes;47 although in some 

circumstances price discrimination might be regarded as distorting competition 

between airlines (since some airlines get a worse deal than others). 

(c) As noted in paragraph 21, Heathrow, Gatwick and Stansted are also designated 

under the Airports Act requiring the CAA to regulate the maximum level of airport 

charges at these airports. 

 
 
47Entrants to new routes tend to benefit from particularly favourable deals. 

 149



250. The BAA Scottish airports and Southampton are not subject to regulation of airport 

charges. Hence our concern is on the regulation of charges at the BAA London 

airports. 

Legal framework of regulation 

251. There are significant differences in the legal framework for the economic regulation of 

airports compared with the economic regulation of other utilities, including the duties 

of the CAA as the regulator: 

(a) The Airports Act imposes four objectives on the CAA in performing its functions 

as economic regulator of airports, namely: 

• to further the reasonable interests of users of airports within the UK; 

• to promote the efficient, economic and profitable operation of such airports; 

• to encourage investment in new facilities at airports in time to satisfy antici-

pated demands by the users of such airports; and 

• to impose the minimum restrictions that are consistent with the performance 

by the CAA of its functions under those sections. 

The final objective describes how the CAA is to discharge its functions, not what 

it has to do. Some airlines complained to us that the achievement of the first 

three objectives is often impaired through the CAA giving too much weight to the 

fourth objective. 

(b) There are no statutory duties on the BAA, for example, to meet the reasonable 

requirements of users nor any economic licence; a system characterized by one 

airline as ‘all stick, no carrot’. 

(c) There is no requirement from the CAA for BAA to ‘ring fence’ the designated 

airports from default by associated companies or to ensure that it has sufficient 

financial and operational resources to carry on its regulated activities or to ensure 

the debt of the designated airports retains investment grade status.  
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(d) Nor is there any provision for the CAA to appoint a special administrator if a 

regulated company is in breach of its licence. 

(e) There is no requirement for an annual review by the regulator of capital 

expenditure, operating expenditure, or service provision, nor is the CAA’s 

consent required for matters such as asset disposals. 

(f) There is limited ability of the CAA formally to act between quinquennial reviews 

(other than in response to formal complaints under section 41 of the Act referred 

to in paragraph 249(a)). Otherwise, there is provision for the CC to investigate as 

part of a quinquennial review whether there has been a course of conduct (as 

defined in the Act) in the period of five years up to the date of the reference to us 

which has operated against the public interest; and if so to recommend a 

charging condition to remedy the adverse effects identified. Although this 

provision has been useful, for example in bringing about SQRs, there is a very 

protracted period between the carrying out of such a course of conduct and the 

putting in place of any remedy. Between quinquennial reviews, there is much less 

flexibility to negotiate charges in regulatory requirements than in the case of 

utilities subject to a licence. 

(g) There is also a requirement for the CAA to refer the designated airports to the CC 

for a six-month review, which has therefore to take place about a year before the 

CAA makes its final determination; the CC then recommends a level of price cap 

to the CAA. The CAA may, however, depart from our recommendation, as it did 

following the last quinquennial review on a number of issues affecting airport 

charges (such as commercial revenues and the appropriate pension costs). Nor 

did it follow our suggestions in a number of other areas, instead proposing, 

having regard to its objective to impose the minimum restrictions necessary, a 

less intrusive regulatory regime than we had advocated by ourselves (eg that 

there should be an independent audit of the non-regulated charges). Similarly in 

the event of our finding a course of conduct that operates against the public 
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interest, although the CAA is obliged to impose a remedy, it does not have to 

follow our recommendation. Following the last quinquennial review, it did not 

accept our arguments against its proposed bonuses in the SQR scheme 

(although the introduction of bonuses was formally related to its determination of 

airport charges, rather than the remedy to our adverse finding on quality of 

service). 

(h) Unlike other utilities, the only mechanism for appeal of the regulator’s decision is 

to the High Court rather than to a specialist body such as the CC or the 

Competition Appeal Tribunal. In the case of other utilities, the regulator makes its 

decision without a reference to the CC, and the CC acts as an appeal body 

(although with only the regulated utility allowed to appeal). 

252. Possibly in consequence, there have been criticisms of the ‘light touch’ nature of the 

regulatory regime with, airlines have argued, considerably less involvement of the 

CAA in comparison with other regulators. Among the particular concerns raised were 

the processes of Constructive Engagement; claims of ‘regulatory capture’ of the CAA 

by BAA and that the CAA is insufficiently critical about the capital and operating 

expenditure put forward by BAA; BAA’s control over the timetable for release of 

information; and the high levels of gearing of the BAA airports following the 

acquisition by ADI, putting its operational activities at risk including the level of 

investment and standards of service, and the inadequacy of airport regulation under 

the Airports Act to provide sufficient protection from such risk. 

253. The CAA rejects these criticisms, pointing to a number of key initiatives in the last 

few years, including cost of capital (where it initially proposed and we subsequently 

agreed a significant reduction for the figure applied for Q4); the introduction of 

Constructive Engagement to assist the airlines and BAA in reaching an agreed 

position on matters such as capital investment and operating standards; and 
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adoption of an individual airport rather than system approach to regulation which 

BAA (and ourselves) previously favoured, all of which demonstrated the CAA’s 

independence of thought and approach from BAA. 

Current system of regulation 

254. Regulation of airport charges at the three London airports is by means of an RPI–X 

(or +X) approach, setting a price cap for five years and giving BAA the incentive to 

outperform (by, for example, delivering the required service at lower cost than had 

been forecast in the price determination), rather than, for example, setting airport 

charges to ensure they cover costs and no more than a specified rate of return. 

255. The price cap is set so as to provide a reasonable return on the RAB comprising new 

and existing assets—in particular, to allow new investment to earn the cost of capital 

necessary for such investment to be carried out—after allowing for regulatory 

depreciation, an appropriate level of operating costs and income other than airport 

charges. 

256. Among the general criticisms of such a price cap regime are: 

(a) The distortion to incentives, in that it provides an incentive for BAA at each 

regulatory review to make the projected capital expenditure and operating 

expenditure as large as possible, and to understate the scope for efficiency 

savings, traffic growth and growth of other revenues, and subsequently to 

outperform. (On the figures we have seen, however, BAA has underperformed at 

each of the three airports in the first three or four years of the current regulatory 

period.)  

(b) Since any efficiencies achieved during a five-year period are taken into account 

in the next review, the airport only obtains the benefits of any improvements in 

efficiency in either capital or operating expenditure for the remainder of the 
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regulatory period, hence the incentives to improve efficiency may also be 

weakened in the longer term. Incentives to do well in the early years of a 

regulatory period may also slacken off toward the end of the period. 

(c) Price caps set on the basis of allowing a given return on a RAB provide no strong 

incentive for efficient and effective investment to reflect and respond to customer 

requirements as, in the longer term, the airport operator earns the cost of capital 

on all its investments regardless of how closely they reflect the needs of airlines 

and passengers, and the greater its investment, the greater its overall returns.48 

(d) As a consequence, decisions on investment projects are made on administrative, 

rather than market-generated, grounds, with criticisms of the resulting level, cost, 

quality and location of investment. 

(e) In the last few years the CAA has sought to involve airlines more in investment 

and other decisions through the process of Constructive Engagement which has 

the potential to reduce the distortions to investment of a price cap regime. But 

although such Constructive Engagement had generally been regarded as an 

improvement on previous consultation processes, we commented in paragraph 

34 on what we regarded as a number of continuing weaknesses in the process, 

concerns reinforced, as we discuss in paragraph 262 below, by aspects of the 

final stages of the most recent quinquennial review. 

(f) The ‘prefunding’ of investment, that is the inclusion in the RAB of investment at 

the time the money is spent and therefore partly charged to current users 

(including expenditure before construction starts, on internal planning and 

preparation, use of consultants, and external consultation and planning inquiries) 

rather than when it becomes operational, to the benefit of future users. By way of 

example, we referred in paragraph 42(g) to expenditure to date on SG2 of 

£124 million, although the planning application has only just been submitted, and 

the proposed facilities would not become operational until at least 2015. 
 
 
48In the short term (during each regulatory period) the company may earn a return above (below) the cost of capital if it delivers 
the investment for less (more) than assumed when the price cap was set. 
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(g) For similar reasons, price control may dull the incentive for BAA to innovate as 

well as rapidly take up new technology developed by others. 

BAA argued that regulation distorted competition by, inter alia, discouraging 

investment, and was to blame for underinvestment. Although the five-year period for 

the setting of charges may not be appropriate given the much longer-term nature of 

airport investment projects and may give rise to an element of regulatory risk, we are 

not aware of any investment projects put forward by BAA in previous reviews which 

were disallowed in setting the maximum level of airport charges nor of any actual 

expenditures that were subsequently disallowed.49 Nor did regulation prevent the 

second runway at Manchester. 

257. An alternative argument is that price caps, being based on accounting costs 

(reflecting international conventions on airport pricing), result in airport charges being 

capped below market clearing levels. We raised in the issues statement whether a 

competitive level for airport charges at capacity-constrained airports, where there is 

excess demand for slots, could be defined as the lowest price which clears the 

market at current capacity. We noted that under-pricing of airport charges at capacity 

constrained airports might adversely affect competition in a number of ways: 

(a) However, even if this might be appropriate in the short run or as long as capacity 

is determined outside the market (for example, by the Government or the plan-

ning system, reflecting environmental constraints), it would not be appropriate if 

capacity is itself affected by market features, that adversely affect competition, 

such as regulation, market power or BAA’s common ownership of several air-

ports. The rewards for under-provision of capacity could be considerably greater 

than those for investing to meet growth in demand. 

(b) But it also appears to us incorrect to regard the price paid to the airports as the 

only element of ‘price’ to an airline, with any presumption of current ‘under-

 
 
49However, BAA noted investment made in Q4 in the Personal Rapid Transit system was not included in the T5 asset base. 
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pricing’ of restricted capacity. As well as incurring airport charges, airlines at 

capacity-constrained airports incur the opportunity costs of the slots they operate, 

which are tradeable, albeit in a ‘grey market’, the transparency of which could be 

improved (proposals for doing so are being considered by the EU). The cost of 

these slots can be substantial, notably at Heathrow. The opportunity costs may 

take the form either of the actual purchase price of a slot, or the amount for which 

an existing user could sell the slot to another airline.  

(c) As a study for the EU showed50 an effective slot trading mechanism could be 

almost as effective as higher posted prices in improving the efficient use of 

capacity, and without the risk of infringing international guidelines on airport 

charges. As we noted in paragraph 181 above, although there may be scope to 

improve slot trading mechanisms, these are subject to EU regulations, for the EU 

to consider, and currently appear to us unrelated to issues of common ownership 

of airports. 

258. Our main concern is not with the slot trading regime, which as noted above is for the 

EU to consider, but whether the current regulatory system leads to airport charges 

being inappropriate given: 

(a) a possible lack of incentive to expand capacity if charges do not reflect the costs 

of doing so; 

(b) the incentive effects of RPI–X regulation in general on efficiency, which in the 

case of airports may also affect incentives to growth of traffic and other revenues; 

(c) differences in the current system from those in other regulated sectors, the 

airlines for the reasons set out in paragraphs 251 and 262 regarding it as rela-

tively weak and leading in the past to over-generous settlements for BAA; and 

(d) less scope for the regulator to challenge costs by making comparisons with more 

efficient companies than in the cases of water or electricity distribution. 
 
 
50NERA, Study to assess the efforts of different slot allocation schemes, a report for the European Commission, PGTREN, 
January 2004. 
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259. Price caps may also provide insufficient incentives to improve the quality of service. 

Although following the public interest findings in our 2002 and 2007 reports, there is a 

quality of service regime at Heathrow and Gatwick under which BAA pays airlines 

fixed amounts for failing to achieve quality of service targets, the incentives are 

relatively weak and can be inadequate if circumstances change, as for example they 

did following the increase in security requirements in August 2006. We noted above 

that Heathrow and Gatwick continue to rank very poorly in passenger perception of 

quality of service compared with other airports; the SQR scheme can only address 

the more important aspects of such service. 

The operation of the regulatory regime  

260. We received strong criticisms not only of the regulatory regime but also of the way it 

has been applied, to the detriment of users.  

261. We acknowledge that the CAA has validly taken a very different view to BAA on 

some of the key issues in the recent regulatory review of Heathrow and Gatwick—in 

particular, on cost of capital and the system approach (see paragraph 253). But we 

have noted in paragraph 83 our own particular concerns on capital expenditure and 

quality of service, and the price increases resulting from the recent regulatory review 

have themselves given rise to criticism that the regulatory regime is, in effect, no 

longer fit for purpose.  

262. There was particular airline concern about the very large changes in BAA projected 

revenue requirements throughout the quinquennial review even after we reported (to 

which we referred in paragraph 34). BA and bmi,51 for example, in their evidence on 

 
 
51bmi added that it considered that there was insufficient time to consider any revised proposals that were made available to 
users and these issues were material to the final outcome of the regulatory review.  This was neither reasonable nor equitable 
to bmi and other airline users.  As the second largest carrier at Heathrow and with Heathrow costs representing a material 
element of the cost base, the pricing decision had a fundamental impact on the business and it was essential that it knew what 
was being proposed and that it was provided with reasonable opportunities to make considered comments on what it was being 
asked to pay for during the next five years. 
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the CAA website said that this called the process into question, and Star Alliance 

said that the CAA had not taken account of the reasonable interests of users. BA 

noted that the CAA consultation document in November 2007 was itself based on 

£1 billion more revenue than the proposals in March 2007; we also note that the final 

settlement in March 2008 was indeed almost £1 billion more than we recommended 

for Heathrow in September 2007, after allowing for the transfer of Airport Navigation 

Service charges into airport charges, as shown in Table 8. Virgin Atlantic also 

commented that over the last few months there had been a marked deterioration and 

it now regarded Constructive Engagement as a failure, BAA submitting an update of 

operating expenditure and capital expenditure forecasts without any consultation with 

airlines. These increases were attributed by the CAA to its allowing for additional 

capital and operating expenditure identified subsequent to our report: it also told us it 

had only allowed about one-half of the additional expenditure put forward by BAA. 

But we noted the concerns of the airlines about whether there had been adequate 

opportunity for the CAA or themselves to assess those costs and the consequences 

for charges, that the regulatory system had not worked properly during this review, 

and that the succession of revisions to the figures resulted from an element of 

‘regulatory gaming’ by BAA.  

TABLE 16   Changes to net revenue requirement from traffic charges and yield after CC’s September 2007 report 
 
 Heathrow Gatwick 
       
 Net revenue 

requirement 
Yield 

2008/09 
Yield 

2012/13 
Net revenue 
requirement 

Yield 
2008/09 

Yield 
2012/13 

       
CC recommendation  4,762 11.0 14.5 1,002 5.5 5.3 
  + BAA estimates ANS 5,012 11.7 15.1 1,082 5.7 5.6 
CAA November 2007 5,155 12.0 15.9 1,166 6.1 6.6 
CAA decision 5,531 12.8 17.0 1,300 6.8 7.3 
 
Source:  BAA estimates, CAA, CC. 
 
 
 

263. We also noted in paragraph 25 that the capital expenditure programmes on which the 

CAA’s final determination was based were subject to BAA’s proposed refinancing; 

and in paragraph 28 the limited scope of the regulator to intervene in the (however 
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unlikely) event of BAA being subject to administration. Our concern about the 

common ownership of the airports in the event of financial difficulties and the 

possible effect on investment and service standards extends to the non-designated 

as well as the designated airports. 

264. There were also strong criticisms of the CAA’s role in relation to Stansted, including 

its proposals to dedesignate Stansted, the approach put forward in the consultation 

document on Stansted charges following the DfT’s decision not to dedesignate, and 

more generally the CAA’s not pursuing complaints raised about the airports. Ryanair 

said that it was consulted by the regulator but ignored and that the regulator had 

failed to meet the reasonable requirements of airport users. We are likely to consider 

issues concerning Stansted in more detail in the Stansted inquiry. 

Overall assessment of economic regulation 

265. It is not yet clear to us whether either the system or the way in which it is conducted 

(or the two together), or elements of them, either on their own or in combination, 

prevent, restrict or distort competition through their impact on the level of prices (its 

principal purpose being to set price control at the designated airports—Heathrow, 

Gatwick and Stansted), but also on other dimensions such as investment and quality 

of service. It does appear to us, however, that both the system or the way in which it 

is conducted may facilitate, reinforce or exacerbate some of the other characteristics 

of the market, most particularly the failure of Constructive Engagement to result in 

either (a) the appropriate level, specification and timing of investment or (b) the 

appropriate level and quality of operational service to airlines and passengers.  

266. More specifically, these characteristics, many of which are interrelated and 

interdependent, and which are explained in more detail elsewhere in the document 

include: 
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(a) the absence of a planning system, in either the long, medium or short term, to 

enable BAA to understand and take into account on a continuing and balanced 

basis the reasonable requirements of the airlines in planning and implementing 

new investment (see subparagraph 83(a)); 

(b) the asymmetry in information as between BAA and the airlines (see 

subparagraph 83(b)); 

(c) the scope for BAA to take advantage of the differing requirements of individual 

airlines and effectively play one airline off against another (see subparagraph 

83(c)); 

(d) control by BAA over the timing of the release of information to the airlines (see 

subparagraph 83(d)); 

(e) similarly, control by BAA over the timing of the release of information to the CAA 

(see subparagraph 83(e)); 

(f) the CAA’s reluctance to get involved in resolving disputes that arise under 

Constructive Engagement, particularly on issues in relation to Stansted where 

there has been no Constructive Engagement (see subparagraphs 34(c) and 

83(a)); and 

(g) the limited ability of the CAA to be involved in issues between quinquennial 

reviews, and the inflexibility of the regulatory system other than when charges are 

set (see subparagraph 251(f)). 

267. We recognize the constraints imposed on the CAA by the 1986 Act, but currently 

share the concerns of some airlines about the inclination of the CAA to put particular 

emphasis on the fourth of its objectives, ie to impose the minimum restrictions in 

carrying out its functions; its related wider philosophy of a light touch approach to the 

regulation of BAA; and its reluctance to address the consequences of the courses of 

conduct by BAA noted above on the planning of capital expenditure, to become 

involved in dispute resolution in Constructive Engagement, or to ensure the 
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appropriate content and timeliness of information. These are all issues we expect to 

explore further in the coming months. 

Common ownership and regulation 

268. However, we are also currently of the view that the inadequacies of the regulatory 

system are exacerbated by common ownership, reducing the benefits of regulation 

and therefore affecting competition between airlines: 

(a) We have noted in paragraph 83 deficiencies in the approach to capital and 

operating expenditure and less sensitivity to the demands of the users of the 

different south-east airports. Separate ownership, as we noted in the issues 

statement, could bring benefits from a diversity of approaches, including greater 

appreciation of the customer base at each airport, different approaches to issues 

of capital expenditure and quality of service, or different approaches to issues 

relating to operating expenditure, including use of manpower. 

(b) Common ownership of the three designated airports may lead to inappropriate 

levels, quality, scope or timing of investment. The concern expressed by some 

airlines at the outset of our inquiry that BAA had a preference for expanding 

capacity at Stansted over Heathrow is now less following BAA’s support for a 

third runway. But we still need to consider, taking into account the study we have 

commissioned from consultants and our further consideration as part of the 

Stansted review, whether BAA may be proposing inappropriate investment at 

Stansted including a reluctance to develop a variety of terminals at different 

airports, or to recognize the different requirements of different carriers, in par-

ticular (as noted in paragraphs 39, 42 and 43) the requirements of low-cost 

carriers at Stansted and to some extent at Gatwick and the importance of airport 

charges to their ability to compete. 

(c) Common ownership of airports reduces the quantity or quality of independent 

information available to the regulator and consequently reduces the quality of 
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regulation by limiting the ability of the regulator to make cost and quality compari-

sons between different operators. We acknowledge there is less scope for 

quantitative comparative regulation as applied by the Water Services Regulation 

Authority (Ofwat) given that even if all seven BAA airports were to be separately 

owned (though we have made clear elsewhere in this document we express no 

view at this stage on the need for separate ownership or the number of airports 

which might be separately owned) there would only be a small number of 

comparators; but even a more limited comparison may still be of value, as shown 

by the experience of the Gas and Electricity Markets Authority (Ofgem) in 

regulation of gas distribution as different independently-owned companies adopt 

different approaches to operating and capital expenditure. 

(d) Common ownership also removes competition to access the banking and capital 

markets, allowing the current dependence of all seven BAA airports on a single 

group parent balance sheet, and limits the ability of actual and potential investors 

to compare company management and operating performance. 

(e) We noted in paragraph 43 BAA’s reluctance to consider options of separate 

terminal development, co-investment or longer-term contracts. We need to 

consider further, and also in the Stansted inquiry, the scope for separate terminal 

development and/or ownership, and how effective it could be in increasing 

competition or comparative competition. 

Regulation with separate ownership 

269. Although, as noted above, we have not yet reached any conclusion on the separation 

of ownership, the current direction of our thinking is that a combination of features, 

rather than any single feature, such as common ownership, may give rise to an AEC. 

This may require us to consider further the relationship between regulation and 

ownership: whether, for example, in a hypothetical situation in which there was now 

separate ownership (or were there to be separate ownership in the future, in the 
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context of any remedies we may consider should we reach a provisional finding of an 

AEC) the current system of regulation would itself prevent, restrict or distort 

competition between separately owned airports. This would involve consideration of:  

(a) whether there would be sufficiently effective competition between separately 

owned airports such that regulation would be unnecessary; or 

(b) the view of almost all airlines at the three London airports from which we have 

heard that regulation would still be necessary to prevent pricing above a 

competitive level, given their view that competition would not be fully effective 

even under separate ownership; 

(c) the particular position of Heathrow, as a unique UK hub and airline base; 

(d) whether continued regulation could itself reduce the benefits of separate 

ownership. In effect without a change to the regulatory system most of the 

distortions of the current regulatory system set out in paragraph 256 might 

remain; but regulation may also reduce incentives to compete for traffic since the 

benefit of additional passengers disappears at the next five-year review; 

(e) as regards longer-term competition to expand and improve capacity, the 

incentives under separate rather than common ownership are also likely to be 

affected by continued regulation. Under a RAB-based price cap, incentives to 

invest depend principally on the cost of capital and the investment projects the 

regulator includes in the RAB (see paragraph 256). Separate ownership may not, 

however, necessarily affect these incentives except to the extent that effective 

price control is thought likely to be time limited; and 

(f) as suggested to us by another airport operator, regulation with separate 

ownership could also require the regulator to decide whether or not to underwrite 

competing investments, with implications for charges at the regulated airports. 

270. We acknowledge there are strong theoretical arguments that, at least in the longer 

term, competition should substitute for regulation: but we would need to consider 
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further whether competition would be sufficiently effective to allow this, subject also 

to the development of adequate airport capacity and the associated timescales. We 

will also need to consider further whether alternative approaches to regulation would 

be preferable under any separate ownership as applied to some overseas airports 

and other utilities, such as relying on negotiated price caps, or price monitoring. 

Features of regulation giving rise to an AEC 

271. Our current view is that, as in the case of planning, the system of economic 

regulation of the BAA London airports and/or the way it operates may facilitate, 

reinforce or exacerbate some of the other characteristics of the market, in particular 

their effects on pricing, investment and quality of service (see paragraphs 264, 265 

and 266). But BAA’s own ownership of the designated airports in turn exacerbates 

the inadequacies of the regulatory system, reducing the benefit of regulation (see 

paragraph 268). We may also need to consider further whether, in a hypothetical 

situation of separate ownership of those airports, the current system of regulation 

could itself adversely effect competition between them (see paragraph 269). 

Emerging thinking on features 

272. The features of the market we have considered may affect competition: 

(a) between airports; 

(b) between airlines; and 

(c) in other markets, such as the supply of services at airports. 

273. A market feature may have an AEC in more than one market. For example, if there is 

inadequate investment at an airport caused by lack of competition between airports, 

that lack of investment may adversely affect competition between airlines; inade-

quate contractual provisions such as absence of long-term contracts could also have 

this effect. There is also considerable scope for interaction between market features. 
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Common ownership, for example, is relevant to our consideration of the other 

potential features of the airports markets we have identified, including planning and 

aspects of Government policy, and possibly regulation. 

274. On the evidence that we have seen so far, our assessment of the potential features 

adversely affecting competition between airports and airlines is as follows: 

(a) Our current view is that there is potential for competition between Edinburgh and 

Glasgow airports (see paragraph 145) (although we are still unclear of the 

strength of the potential competition between them) but such competition is 

prevented by common ownership of those two airports. Common ownership of 

Edinburgh and Glasgow is therefore a feature which adversely affects 

competition between the two airports. 

(b) Our current view is also that there is potential competition between Aberdeen and 

the other two BAA airports in Scotland, although we need to consider further the 

evidence on Aberdeen, which is less strong. We also have to consider further 

therefore the extent to which the evidence that we have seen that cash generated 

at Aberdeen is used elsewhere in the group rather than being invested in the 

facilities at Aberdeen is attributable to the AEC of BAA’s common ownership. 

However, these aspects of its performance could in turn adversely affect 

competition between airlines (see paragraph 82). 

(c) Our current view is that the three BAA London airports are not subject to any 

material competitive pressure from other airports. However, we do believe that 

there is a real possibility of competition between them given the willingness of 

passengers to switch between them (see paragraph 167). While the three 

airports are in common ownership they will not compete, and common ownership 

of the three BAA London airports is therefore a potential feature of the market 

adversely affecting competition between them. 
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(d) We also see potential competition from Heathrow and Gatwick to Southampton 

(though not vice versa) and currently, under common ownership, these airports 

do not compete with each other: BAA’s common ownership of the BAA London 

airports and Southampton is also therefore a potential feature of the market 

adversely affecting competition. 

(e) The scope for competition between the BAA London airports is also restricted, at 

least in the short term, by capacity constraints. Capacity constraints are a further 

potential feature adversely affecting competition (see paragraph 182). However, 

notwithstanding these constraints, there is in our view some scope for compe-

tition between the three airports in the short term. In the longer term, even if 

capacity constraints are alleviated, common ownership will continue to prevent 

competition between BAA’s London airports. Separate ownership would itself 

create a greater incentive to expand capacity at the three airports (see paragraph 

245). 

(f) These capacity constraints result in part from planning restrictions and aspects of 

government policy which may well also be features which prevent, restrict and 

distort competition (see paragraphs 242 and 244). However, BAA’s conduct and 

approach to the operation of the planning system may also have contributed to 

the capacity constraints and thereby adversely affected competition between 

airports (see paragraph 245). 

(g) The BAA south-east airports show a lack of responsiveness to the interests of 

airlines that may both result from an absence of competition, and itself (as shown 

in the concerns about the HET development) adversely effect competition 

between airlines (see paragraph 83).  

(h) Economic regulation of airports in itself may well be a feature which prevents, 

restricts or distorts competition through its impact on the level of prices and other 

dimensions such as investment and quality of service. However, it is not yet clear 

to us precisely how either the system or the way in which it is conducted prevent, 
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restrict or distort competition. It does appear to us, however, that both the regu-

latory system and/or the way it operates may facilitate, reinforce or exacerbate 

some of the other characteristics of the market (see paragraph 271). At the same 

time, BAA’s ownership of the designated airports in turn exacerbates the 

inadequacies of the regulatory system, reducing the benefit of regulation, 

including by reducing the ability of the regulator to compare the performance of 

different airports, and thus ultimately affecting competition between airlines. 

Features affecting other markets 

275. In our issues statement we also drew attention to other possible features relating to 

competition in provision of services within airports. Some of these related to services 

to airlines including: Ferrovial’s control of a groundhandler; BAA’s conduct in regards 

to its tariff structure; BAA’s disposals of assets without consultation; IT services at 

Heathrow; and access from regional airports to the London airports. Others issues 

identified related to services to passengers: car parking; minibus, bus and coach 

operators; taxis; car hire; retail more generally; and also use of compulsory purchase 

order powers. 

276. These concerns arise irrespective of common ownership, reflecting the strong 

position of any airport operator over the supply of services at an airport; some also 

relate to practices also at other airports. It is, however, currently not clear to us that 

they are appropriately addressed under the terms of this inquiry rather than by other 

competition legislation. But we invite further comments on concerns from concession-

aires or other suppliers arising from BAA’s common ownership of its seven airports 

(we noted in paragraph 72, for example, its arrangements at all seven airports with 

WDFE which the airports are unlikely all to have entered into under separate 

ownership).  
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Next steps 

277. If at the next stage of our inquiry we were provisionally to find that features of the 

relevant market had adverse effects on competition, we would be obliged to consider 

appropriate remedies; these may be structural or behavioural. In doing so, we would 

take into account any customer benefits of the market features, which affect whether 

and to what extent remedies are needed. Customer benefits from continuing regu-

lation of BAA’s airports may include lower airport charges at designated airports. It 

has been put to us that customer benefits arising from common ownership include 

benefits to airport development through the concentration of planning expertise in 

one airport operator, and any cost savings from operating more than one airport in a 

particular area (to the extent that such savings are passed on to customers). Should 

it be necessary for us to consider remedies, we would also consider BAA’s argument 

that there are significant cost savings from joint ownership that benefit competition 

between airlines and thus customers. 
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