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Foreword

London needs Heathrow to be world class. Itisn’t.

Using qualitative and quantitative consumer research,
underpinned by economic analysis, our report identifies the
gap between expectation and experience facing

business users of London’s principal business airport.

It sets out to explain why service quality is poor.

We propose a range of solutions and pose policy questions
on which we would welcome views, and which are
summarised in headline form below. While a third runway

is undeniably a long term answer to some of the problems
facing Heathrow, this report offers proposals which could
deliver improvements much sooner. We plan to consult widely
with business, the aviation industry and other stakeholders to
determine the most viable solutions to Heathrow’s clear and
present challenges.

Problem 1

Excessive and uncertain waiting times
Way forward - The responsibility for targeting and
reducing waiting times should lie with one

organisation - with higher standards, tougher penalties and
better incentives, coupled with independent

monitoring and vigorous enforcement - to reduce both the
overall time from entry to exit, and its variability.

World city status

London’s international links are among its greatest assets.
High quality air travel is fundamental to maintaining these
links and key to London’s success as a world city. The
poor quality of the passenger experience at Heathrow -
London’s principal business airport - poses a substantial
threat to the sustainability of London, and the UK, as a
fulcrum of the global economy.

London is one of the few truly global cities and hosts the most
productive UK regional economy. With around 12% of the UK
population, London contributes nearly 18% of UK GDP It is

an international centre for business and finance and the hub
of the UK’s service sector, from which 87% of the UK’s recent
export growth has come.

In financial services, London is a global leader. It is the
world’s principal international banking centre and Europe’s
largest investment banking centre, with half of all European
banking activity.

It is the biggest market in the world for derivatives traded over-
the-counter, with over a third of global turnover.

It is the world’s largest fund management centre, with over
$2,460bn of institutional equity holdings.

It is home to the European headquarters of one third of the
world’s largest companies and to more than two thirds of
Fortune Global 500 companies.

Problem 2

Substandard terminal ‘fabric’

Way forward - Regulation needs to take passenger
expectations into account when setting price controls for
both capital and operating expenditure and reduce the
current incentive to spend as little as possible on operating
expenditure.

Problem 3

Flight delays

Way forward - Heathrow’s over-stretched capacity should be
used less intensely, either by reducing Air Traffic

Movements or by increasing capacity but limiting its use, so
that average delays, variability of delay and

cancellations fall to an acceptable level.

London is the number one European destination for foreign
direct investment (FDI) projects. Its stock of FDI stands at £38
billion, almost exactly the same as that of New York. Benefits
to the rest of the UK include foreign exchange, tax revenue
and employment.

The European Cities Monitor' consistently reflects the

high rating assigned by senior executives in multi-national
companies to easy access to markets, customers and clients
when making business location decisions.

The prosperity of the UK rests on London’s continuing
success as a global and financial business centre. As a world
city, London competes with its international counterparts: New
York, Paris and Tokyo. Global transport links - principally air -
are central to London’s competitiveness.

London Economics were commissioned to carry out a
study of the regulatory controls governing Heathrow founded
on quantitative market research, qualitative stakeholder
consultation, comparative data and economic analysis. If you
would like to see the full analysis underpinning this paper,
please visit our website, www.londonfirst.co.uk

We welcome views on the data and analysis presented in
the full report as we actively consult on the most viable
solutions to Heathrow’s challenges.

1 Cushman and Wakefield report, produced annually



London’s airports - Thumbnail sketch

Heathrow is the UK’s only hub airport. It possesses a
unique and sometimes perplexing set of characteristics.

Since 1985 Heathrow has witnessed almost 60% growth
in flights.

It now serves more passengers than any other European
airport, but with considerably fewer destinations than
comparable European hubs. It is operating at 99% of its
permitted capacity, and in the last eight years has seen
international transfers grow by almost four million (a 25%
increase).

Heathrow now has more international transfer passengers
than any airport in the world - making up approximately a third
of all passengers - but a lower percentage than other hubs.

Heathrow is the UK’s largest business airport. Approximately
40% of its terminating passengers are business travellers.
Heathrow serves nearly 60% of all of London’s terminating
business travellers.

It is subject to the longest average flight delays of any
comparable airport in Europe.

218 million passengers passed through UK airports in 2007.
Two thirds did so through London area airports.

Almost 68 million passengers passed through Heathrow
in 2007 - a 5.3% increase in passenger growth since 2000.

There was a 36% increase in passengers at all other
London airports?.

Destinations

Since 2000, the number of destinations served by all of
London’s airports has grown from around 358 to 4282,

Heathrow has served between 181 and 199
destinations since 2000.

In the last seven years, Heathrow has seen a net increase of
seven destinations served.

28 new destinations were established at Heathrow. 21
destinations were phased out, 16 of which moved to other
London airports*.

Number of destinations served by London airports 2000-2007

Number of destinations

Gatwick

Heathrow London City

W2000 m2001 m2002 m2003 ' 2004 m 2005

Source: Civil Aviation Authority: More than 5,000 passengers per annum

Luton Stansted All London Airports

2006 1 2007

2 Gatwick, Stansted, London City and Luton Airports

3 Unique destinations, including those with a minimum of 5,000 passengers annually

4 Minimum of 5,000 passengers in the year before elimination



Range and reach

Frequency and range of flights are Heathrow’s major
strengths, although Heathrow serves far fewer destinations per
passenger than comparable airports.

Number of passengers and destinations by airport (2006)
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Notes: London Economics calculations. Data on the number of destinations served by Heathrow, Gatwick and Stansted is BAA actual data (more than 100
ATMs per annum). Data on the destinations served by other airports is derived from a variety of sources- including airport’'s own websites and information from
the Air Transport Research Society “Airport Benchmarking Report 2007”
Heathrow offers fewer destinations compared to other airports
that have similar levels of transfer traffic.
Number of destinations and proportion of transfer passengers (2007)
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Transfer traffic

Heathrow has the highest number of international transfer
passengers of any airport in the world.

International transfers have grown by almost 25% since 2000 -
now making up approximately a third of all passengers at
the airport.

Number of passengers terminating and connecting at London airports 2000-2006
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Source: Civil Aviation Authority passenger survey reports (various years)
Capacity

Heathrow is operating at the very limit of its permitted
capacity.

Comparison with Europe’s largest international airports
highlights Heathrow’s unique position.

Total Capacity

. Number of Passengers (terminating)

Stansted

. Number of Passengers (connecting)

Luton Luton
Airport Airport
(2000) (2006)

Current arrivals and
departures (ATMs)

London London
City City
(2000) (2006)

Passengers
(million passengers pa)

Runways Utilisation** Destinations
Heathrow 2 99% 180
Frankfurt 3* 74% 307
Paris CDG 4 76% 223
Amsterdam Schipol 57 73% 260

* Frankfurt has been given the go-ahead to build a fourth runway
** Current ATMs as proportion of 2010 capacity
“ Not all of Amsterdam Schipol’s runways operate at the same time

477,000
490,000
541,000
444,000

68
53
57
46



Delays

Heathrow’s passengers face longer flight delays than at any
comparable airport in Europe.

In 2007 just over 1 in 3 flights departed late (average delay:
33 minutes) and just under 1 in 3 flights arrived late (average

delay: 37 minutes).

Proportion of flight delays for various international airports (2007)
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35%- M Departure Delays M Arrival Delays 33.4%
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Percentage of flights delayed more than 15 minutes

0%

Amsterdam Schiphol Frankfurt London Heathrow Paris Charles de Gaulle

Source: AEA Airlines’ delay rates by airporton Intra-European service - full year 2007

Almost half of departure delays occur in pre-flight preparation®.

The rest of the delays are caused by airport congestion,
weather conditions, or because clearance has not been given
by air traffic control: so called ‘slot delays’.

5 When the plane is not ready to leave for operational or technical reasons, or because the loading process has not been completed



Heathrow’s challenges

In our market research and stakeholder analysis, the risk
to London’s competitiveness caused by the poor quality of
service at Heathrow finds repeated echo.

Heathrow scores highly on range and reach of flight
services, adequately on accessibility (getting to and from
the airport) but poorly on waiting times, flight delays and
‘terminal fabric’ (in terms of business passenger experience
and reputational image).

Our survey of 850 business passengers using

Heathrow reveals a willingness to pay more for service
improvements to tackle these problems: above all, waiting
times and flight delays.

Their causes

As London’s principal business airport, Heathrow airport
operates in a maze of regulatory, capacity, environmental and
other restrictions. Price cap regulation rightly aims to promote
efficiency. But it is poor at acting on signals from customers
and consumers over service quality, and is currently unable
to provide incentives to deliver different levels of service to
suit different groups of customers. In spite of twenty years of
continuous growth in demand at London’s airports, planning
at both local and national level has failed to overcome
capacity constraints. And at the same time, regulation has
failed to reflect the changing needs of consumers in response
to that growth.

Without policy change, Heathrow is set to operate in a highly-
managed market in which

e supply is constrained

* demand is unmet

* BAA has an incentive to increase the number of
passengers in its terminals

* the Regulator’is under a duty to apply downward
pressure on prices®

* commercial revenues received by the airport (for
example from shops, restaurants and short term
car-parking) are taken into account when setting
airport charges °

Stakeholders representing overseas organisations
indicate that their perception of Heathrow is damaging
London and the UK.

One organisation interviewed indicated that a potential foreign
investor had decided not to invest in London due to the

falling standard of services provided at Heathrow. A second
respondent indicated that if Heathrow was once a major
selling point to overseas investors, this is no longer
unambiguously the case. A third indicated that some meetings
with clients were taking place outside London, and specifically
in and around continental airports, as a result of the poor
service quality associated with Heathrow®.

There is also an increasing concern that aviation - along with
other sectors - should bear the full cost of its local and global
environmental impact. Properly evaluating and internalising
the environmental costs of flying may increase the cost of air
travel and have a measurable effect on supply and demand.
International carbon pricing and regulation should be applied
across all users. At a national/local level, the regulatory regime
governing Heathrow does not incorporate local negative
externalities, including noise. Continued failure to do so
weakens the case for increasing capacity.

Efforts to create a world-class airport must hinge on
improving the consumer’s experience of Heathrow. Terminal

5 has already unlocked some of that promise and spurred
improvements across the whole of the airport. But there is no
simple answer to Heathrow’s problems. Change to the current
economic and regulatory framework, given the legacy of
history and the sheer scale of entrenched interests, is fraught
with the risk of unintended consequences.

London First has approached this complex subject by seeking
to define a clear premise: Heathrow is critical to London’s
competitiveness, provides a poor passenger service and
needs to be better. We have set out why service is poor, and
have proposed a range of solutions, alongside timeframes for
their delivery. As we set out below, some positive steps and
tangible results could be achieved very soon.
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including the airport regulator
The Civil Aviation Authority (CAA)

London Economics undertook 38 stakeholder consultations with senior business people representing a range of sectors, as well policy officials from central and regional government,

One of the Regulator’s objectives is “to secure that British airlines provide services which satisfy all substantial categories of public demand....at the lowest possible charge” (Govt.

Sponsorship statement for the Civil Aviation Authority) it should be noted that charges are set to increase considerably in the next five years

The ‘Single Till" policy requires commercial revenues and operational costs from handling passengers to be reflected together in charges



Problem 1 - Excessive

and uncertain waiting times

The business passenger at Heathrow - amongst others -
faces both excessively long terminal queues and substantial
variability in total waiting time from the moment of entry to exit
from the terminal.

Way forward: The responsibility for targeting and
reducing waiting times should lie with one organisation
- with higher standards, tougher penalties and better
incentives, coupled with independent monitoring and
vigorous enforcement - to reduce both the overall time
from entry to exit, and its variability.

From immediately after check-in, the outward-bound value
chain through screening and security, ground-handling of
baggage, boarding gate management, pier, jetty and stand
preparation, bussing passengers, and aircraft loading, is
fragmented by a variety of sometimes conflicting incentives
and different process owners.

The same is true of the inbound experience, from unloading
of aircraft, bussing, baggage handling and reclaim, customs,
immigration services, through to terminal forecourt.

Pre-flight preparation - including the loading process - is also
a driver of flight delays. The efficient interaction of pre-flight
preparation and the passenger’s journey through the terminal
should be one of the goals of single leadership.

Short term - in the next 24 months

* The Government should set itself targets for queues at
immigration and deliver staff resource to meet them.

* For all other waiting times, the Regulator should introduce
an independent system of queue monitoring to measure,
throughout the day, the number of passengers queuing
longer than set standards and implement the relevant
penalties.

* The Regulator should establish independent, transparent
audits of the Service Quality Rebate Scheme publishing
annual statements to passengers and publicly displaying
key metrics of its effectiveness in driving up service levels.

* The Service Quality Rebate Scheme should be renegotiated
to focus on those service elements that are subject to the
most excessive waiting times.

Medium term - by 2013”

* The various elements of the value chain should be in
the right hands with the right contractual framework to
create the most passenger-focused ownership structure
possible, particularly when tackling immigration queues and
responding to changes in Government-set security levels.

* The Regulator, where applicable, should ensure that the
incentives are aligned in this structure, and that they have
punctuality and customer service at their heart, in light of the
complex set of interfaces involved.

* The Regulator should set standards for the overall time
from entry to exit, and assign the responsibility for the total
throughput time of the customer to the airport operator.

* Any price control regime should recognise the different
service level needs of different groups of passengers; for
example by enabling the operator to charge a higher (or
lower) tariff for different service levels as part of a ‘tariff
basket’.

It is possible that by 2013 the separation of ownership of
Heathrow from one or more of the other principal airports
serving London will have created market incentives which will
have led to greater responsiveness to business passenger
concerns - although continuing excess demand will mitigate
against this. If so, it will be time seriously to consider whether
the Regulator should stand back from the kind of interventions
discussed above and move to the model set out below.

Long term

* If a more sophisticated - and therefore complex - system of
tariff basket price controls does not improve the passenger
experience sufficiently, deregulation should be considered,
supported by a system of reserve powers. Deregulation
would allow the operator to respond to market signals, an
incentive currently suppressed by price controls. However,
while demand continues to outstrip supply at London’s
major airports, Heathrow’s market power will remain
substantial, and with it the ability to generate supernormal
profits. Long term public policy will need to balance these
two competing pressures.

19 The end of the current price control period



Problem 2 -

Substandard terminal ‘fabric’

Waiting times and flight delays are the most pressing
problems facing the business passenger. But the poor quality
of the terminal ‘fabric’ - Terminal 5 aside - cannot be ignored.
The overall perception of old and run-down facilities in ageing
terminals undermines first impressions, contributes to a
miserable travelling experience and undermines London’s
status as a leading world city.

The current price control involves a substantial increase

in investment per passenger. Investment at Heathrow is
projected to grow significantly. Heathrow’s capital base stands
at £128 per passenger, rising to £154 by 2013 (an increase of
21%). The benefit to passengers of this increased investment
will come only if it is properly applied. Operating expenditure
must be scrutinized when price controls are set to create the
pressure for efficiency, whilst thereafter ensuring day-to-day
operations and maintenance tackle shabby facilities and poor
service quality.

Way forward: Regulation needs to take passenger
expectations into account when setting price controls for
both capital and operating expenditure; and remove or
reduce the current incentive to spend as little as possible
on operating expenditure (where every pound spent
reduces profits), versus capital expenditure (where every
pound spent receives a return).

In the short term - pre 2012

* Value for money and passenger needs must drive the
design, development and delivery of the new ‘Heathrow
East’ Terminal.

e Full and early cooperation from all parties must be secured
to mitigate the disruption caused by the construction of
‘Heathrow East’, particularly for the period of the 2012
Olympic and Paralympic Games.

Medium term

* Price cap regulation should include a measure of the
travelling environment (‘ambience’®?) attached to penalties
and rewards.

* Regulation should ensure greater scrutiny of capital
expenditure so that decisions are based on what
consumers want, building on best practice in other sectors.

» Terminal co-development between airport operator and
airlines/airline alliances or groups of airlines with similar
business models, should be explored as a way of aligning
their needs.

1 Largely in accounting for the development of a new terminal - ‘Heathrow East’ - to replace Terminal 1 and Terminal 2
12 Cf. the Tube PPP modernisation programme which incorporates 4 contractual targets - ambience, availability,

facilities and fault rectification service points



Problem 3 - Flight delays

Heathrow is over-scheduled. Without an increase in runway
capacity, the limit on Air Traffic Movements (ATMs)*® has
nonetheless risen from 275,000 in 1985 to 480,000 today.

The process of managing capacity - whereby slots**are
allocated to airlines - has a ratchet effect. Utilisation only ticks
upwards. Slot allocation is coordinated by an independent,
quasi-private body*®. The Coordinator maintains airlines’
historical rights to slots while responding to new bids for slots
and allocating slots'® that become free.

This process runs parallel to an opaque secondary market
where slots are traded between operators - their value varying
dramatically, with slots at peak time changing hands for tens
of millions of pounds?’.

The increasing utilisation of slots at Heathrow has resulted in
an airport now operating at 99% of its capacity limit of 480,000
ATMs. The Regulator turned the ratchet by another few clicks
by agreeing to double the average time that planes can be
queued in stacks above Heathrow, from five to 10 minutes.

The inevitable consequence of this level of utilisation is that
any delay - caused by anything from a technical fault to bad
weather to a late arriving plane - has severe knock-on effects.
In short, the airport has no resilience.

For a third of all operating hours last year, Air Traffic Control
was forced to impose restrictions because congestion had
reached such a level that ‘normal’ operation levels had to be
suspended. If abnormal conditions occur on 301 of 365 days
a year (as they did in 2007), it is time to seek a new definition
of normal.

At 99% of capacity utilisation, excessive and unacceptable
flight delays cannot be overcome.

Way forward - Heathrow’s over-stretched capacity
should be used less intensely, either by reducing Air
Traffic Movements or by increasing capacity but limiting
its use, so that average delays, variability of delay and
cancellations fall to an acceptable level.

There is no painless way of achieving this objective. London
First will actively seek views on the following range of
proposals to find the “least-worst” way forward.

In the medium term - by 2013

There are two ways of reducing flight delays and increasing
resilience in the medium term: reducing ATMs or increasing
the airport’s overall capacity and using that increase to reduce
utilisation. For illustrative purposes, London Economics have
calculated that a reduction in utilisation from 99% of permitted
capacity to approximately 94% would cut flight delays by
15%?8.

1. Reducing Air Traffic Movements

* Could slots that are no longer required or used be
withdrawn from the pool?
This is the least disruptive form of intervention, offering a
steady decrease in utilisation and concurrent reduction in
delays. Twice a year, historic slots no longer required by
airlines, and slots lost under ‘use-it-or-lose-it’ rules*®,
are pooled and reallocated®. The hourly scheduled capacity
set by the Coordinator, the Airport and the Regulator could
be reduced by, for example, 1% per annum. As a result,
the pool of slots available for reallocation would gradually
shrink. While it is likely that slots that become free will not
be at peak (these are traded), nevertheless this would
slowly build periods in which Heathrow is able to recover.
However, such a reform may also remove or at least reduce
the 0.5% of slots currently made available to new entrants.

Could active slots be withdrawn?

The withdrawal of slots is of course fraught with operational
difficulties. An equitable process of selection and credible
buyout compensation for those losing slots would be
needed; an expensive business at peak. The costs to
passengers of losing the flight, particularly at peak,

would also need to be weighed against the benefit of
greater certainty that flights will take off and arrive on

time, particularly at peak times most vulnerable to delays.
Nevertheless, this intervention could have a dramatic impact
on flight delays.

13 Landing or takeoff

14 A slot is the right to land or take off from an airport at a particular time on a particular day. Slots are allocated in pairs - for takeoff and landing
15 Airport Coordination Limited (ACL) is an independent company owned by 9 of the UK”s leading airlines who each contribute towards its operation. It is a quasi-private body carrying out a
public function. Slot allocation is done through discussion and negotiation with the airlines, while applying the specific rules set out in European regulations and worldwide scheduling

guidelines

16 The current EU slot allocation system gives airlines “grandfather rights” to the takeoff and landing slots they currently use. This allows airlines to hold on to valuable slots, provided they are
used at least 80 percent of the time, and have been used by the airline for the operation of scheduled and programmed non-scheduled services
17 In May 2008 the European Commission announced that existing EU legislation on airport slot allocation does not prohibit so-called “secondary slot trading”, bringing an end to years of

discussion

18 This result is based on a regression analysis of delays from a number of international airports.

The estimate is presented with a confidence interval of plus or minus 8% at 95% degree of statistical significance
19 The air carrier must be able to demonstrate to the Coordinator that the slot pair has been operated for at least 80% of the time for which it has been allocated

20 Once the ACL has assigned the historic slots that have been requested by airlines.
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2. Increasing capacity to lower utilisation

* Could time-limited Mixed Mode operations within the
current cap be effective?
Using some of the extra capacity created by using both
runways for takeoffs and landings (Mixed Mode) could
provide the flexibility and headroom to tackle delays.
There is already a form of ‘mini-Mixed Mode’ in operation
at Heathrow in which both runways are sometimes used
simultaneously for an hour in the morning peak. This could
be used - when needed - to tackle a build up of delays
during the rest of the day. Increasing the number of ATMs
back to current levels of capacity utilisation would have little
or no impact on fundamental shortcomings in relation to
delays at Heathrow. While further analysis would need to
demonstrate how far creating headroom during peak times
can overcome the delays caused by ground operations, the
latent capacity released by Mixed Mode is about 15% higher
than current runway operations. The environmental impact
of Mixed Mode - in the form of continuous noise from both
runways throughout the day - ensures it is unpopular locally.

Long term

Long term capacity increases at all London’s airports will be
needed to meet the forecast doubling of UK passengers by
2030. The way in which extra capacity is utilised must result in
performance which matches or betters comparable European
airports - that is, fewer and shorter flight delays. Heathrow in
particular must not be permitted to reach the levels of capacity
utilisation that we are experiencing now, such that flight delays
and poor service quality result from congested runways and
terminals.

A third runway is undeniably a long term answer to some
of the problems facing Heathrow. However, an unchanged
regulatory regime will ensure that other problems remain
and grow bigger. It is vital therefore that Heathrow’s current
challenges are faced before future capacity is delivered.

Further runways in London will require planning permission,
investment and timely delivery if demand is to be met. This
capacity should be considered alongside - not in isolation
from - the strategic development of Heathrow as a rall

hub, linked both to the domestic rail system, the high-
speed European rail network and any UK high-speed rail
development.

Against the backdrop of a five-fold increase in UK air travel
over the last 30 years, the portfolio of airports in London and
the South has experienced radical changes. Two different
business models - the hub and spoke model at Heathrow,
and that for point to point services at other airports - each
contribute in a different part of the market. London Economics’
analysis questions the economic benefit to London of the
current volume of transfer traffic at Heathrow and notes the
disproportionately small number of destinations it supports
when compared with other similar airports. It may be that the
frequency of flights to popular business destinations is being
supported by this level of transfer traffic to a greater degree
than reach (ie the number of destinations).

In the last ten years, domestic air routes with competition from
rail have seen a far sharper decline in passenger numbers
than domestic air routes without. The same is true of those
routes with a direct rail alternative to key European cities?,
although flights to Paris and Brussels still account for over 6%
of ATMs out of Heathrow.

Proposals for long term capacity growth in 10 to 20 years
do not tackle the present threat posed by Heathrow’s
inadequacies. The poor quality of passenger experience will
have weakened London’s competitive status as a world city
long before a new runway is built.

2 Recent trends in growth of UK air passenger demand - CAA, January 2008



Next steps

The measures proposed by our report are based on more
sophisticated regulation, better alignment of incentives and
improved coordination to cut total waiting times and increase
consistency. Taken together, they will make Heathrow better.
A step change in improved service quality is urgently
required and will need significant, active support from
stakeholders to be successful.

We will consult widely on some of our proposals in the coming
year, particularly those regarding capacity utilisation and flight
delays. On other recommendations, particularly those tackling
waiting times and poor terminal ‘fabric’, we feel confident in
pressing for action now.

We believe both the next 24 months and the period to the
2012 Olympic Games, provide an opportunity to achieve
significant short term improvements. At the same time we will
build commitment to the longer term answers to Heathrow’s
problems. London needs a world class airport, urgently.
Based on the findings of this new research, business can
rally behind a campaign for a world class Heathrow - and
the regulatory regime needed to deliver it.
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