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Executive Summary  

Economic Conditions and the UK airline Industry 
World air traffic grew by some 3% per annum from 2000 to 2009, but there 
were significant regional variations.   

Traffic at UK airports grew by 2.7% between 1999 and 2009. 

UK airports handled some 218 million passengers in 2009, down from a peak of 
240 million in 2007. 

Legacy carriers have the largest market share �– just �– from low cost airlines, 
but legacy carriers dominate medium and long-haul services. 

The most significant growth in the UK post-EC airline deregulation has been in 
the low cost sector up from 7 million passengers in 2000 to 43 million in 2008.   

There has been very strong growth in the UK regions by low cost carriers. 

There has been a significant recent (12 months+) shift in market segments, 
particularly premium cabins, with an adverse impact on yields and revenues.  

The recession has increased the number of airline failures; and accelerated the 
trend to airline consolidation and retrenchment. 

Traffic downturn has seen airlines focusing on core activities and major base 
airports, particularly Heathrow, Gatwick, Manchester and Edinburgh with 
significant service and traffic reductions at a number of UK regional airports. 

Over the last 10 years, there has been reduced regional access to the UK�’s 
only real hub, London Heathrow, which is now only served from 6 regional cities 
(compared with 22 UK regional airports that have services to Amsterdam).  

Increasing Air Passenger Duty is putting the UK air transport industry at a 
competitive disadvantage with continental airports and airlines. 

Changes in currency valuation, particularly in the Eurozone, has reduced 
growth to some of those markets and increased traffic to destinations outside it, 
e.g. Turkey. 
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UK Airport Capacity Constraints 
Heathrow followed by Gatwick are the UK airports with the highest volumes of 
traffic and unsatisfied demand. 

The main London Airports of Heathrow and Gatwick are at capacity.  This limits 
growth and services, their potential economic contribution and competition. 

There is some capacity at Stansted and Luton but it will not substitute for 
provision of additional capacity at Heathrow or Gatwick. 

Both Heathrow and Gatwick are operating at amongst the highest IFR runway 
movement rates in the world �– this compromises punctuality and regularity and 
reduces operational resilience. 

The UK and London is now losing out to continental hubs in terms of 
destinations served, frequency, network and relative importance as an air 
transport centre. 

London has to operate 4 main airports to achieve 5 intercontinental standard 
runways, whereas Paris achieves 6 runways with 2 airports and Amsterdam 5 
runways with 1 airport. 

The EU-US Open Skies Agreement has increased the pressure on capacity at 
London Heathrow. 

Rail substitution of the residual domestic and short-haul continental services 
would only release some 5% of Heathrow slots. 

Increasing development of alliances and consolidation of airline ownership in 
Europe will increase pressure on the major hubs. 

There may be some relief through deployment of the B787 and A350 in the 
longer term but it will not erode the demand for slots at Heathrow. 

Any new runway capacity at Heathrow is likely to take 10 to 15 years to realise 
if not more; there is a fundamental need for a short-term solution to regional 
connectivity. Northolt could play an important role. 
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Low Cost Carrier Developments in the UK Market  
There is continuing low cost carrier development in the UK market with a focus 
on short-haul, leisure routes at low frequency outside the protected/constrained 
Heathrow hub. 

There is significant development from London to Glasgow, Edinburgh and 
Belfast by low cost carriers, but only limited operations to other UK domestic 
points often at lower frequency and with less �‘business friendly schedules�’ e.g. 
London�–Inverness. 

There is some indication of low cost carriers playing regional airports and 
development agencies against one another for short-term financial �‘support�’. 

Most low cost carrier service from the UK regions is north-south, primarily to 
sunspots, focused on the leisure and VFR market and can be seasonal. 

Low cost carriers can be much more short-term P&L focused than legacy 
carriers. 

Low cost carriers are increasingly making the commercial running in negotiation 
with the airports they serve. 

Market entry for even limited low cost carrier services requires a minimum 
100,000 market size, leaving many smaller but important markets un-served or 
underserved. 

Low cost carriers are unlikely to make the breakthrough into long-haul markets 
as the model does not work against established multi-product legacy airlines 
and charter operators. 
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1. Introduction  

1.1 

1.2 

Background to the Study 

The Department for Transport requires research to be conducted in 
various areas of aviation economics, to assist and inform the 
Department�’s future policies and air transport demand modelling 
assumptions. 

Under the Aviation Economics Studies Framework Lot 4, Mott 
MacDonald has been commissioned to undertake one such study, 
entitled �‘Air Passenger Market Insight�’. 

Objectives of the Study & Approach 

The Department for Transport continually seeks to improve its 
understanding of how the air passenger market will develop in response 
to current issues.   

In particular, the Department is interested in exploring the following 
issues: 

The impact of the current economic recession on the airline industry 

The response of airlines and passengers to capacity constraints at 
UK airports 

The prospects for low cost carriers in the UK market 

It is not the purpose of this report to provide in-depth analysis of the 
issues above, but to provide a commentary of what Mott MacDonald 
believes to be the key points in relation to those issues.  It is anticipated 
that this short report will form the basis of a scoping report, identify 
potential areas for further research and ultimately inform a detailed 
future study. 

The study has been undertaken primarily as desk-based research 
reviewing the available literature but also includes inputs from senior 
Mott MacDonald consultants drawing upon their considerable 
experience and research undertaken on behalf of various clients in the 
aviation industry.  
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1.3  Structure of the Report 

This report is divided into three main sections; each examining the 
issues set out above. 

Section 2 contains an analysis and commentary on the impact of 
recent economic conditions on the UK airline industry.   

The section begins by briefly setting the global backdrop of passenger 
demand before examining current and future trends in the UK market 
including historical and current demand, traffic trends, airline business 
models and demand forecasts. 

It also studies the impact of economic recession on demand, other 
external impacts on airline growth, cost and revenue drivers; and 
concludes by analysing future trends. 

Section 3 describes airline and passenger behaviours in response to 
capacity constraints at UK airports, particularly those in South East 
England. 

The section describes the cascade effect impacting uptake of capacity 
at the 5 London airports and the trends associated with the growth of 
competing European hub airports.  Other issues such as the 
optimisation of hub feeder traffic and traffic mix, slot acquisition and 
trading are also discussed.  The section also looks at passenger 
behaviours in response to schedule, service and price and how these 
factors can result in traffic leakage to other airports and airlines.  Airline 
behaviours are then summarised under two scenarios, one where traffic 
is growing and capacity is constrained, and one where traffic is 
temporary in decline during times of recession.  Finally, the fixed and 
variable costs of different types of airline are discussed and how this 
impacts their choice of airport and route..  

Section 4 deals with the development of and opportunities for low cost 
carriers (LCCs) in the UK market.   

The section commences with a commentary on LCC activity in short-
haul markets, London Heathrow Airport and regional airports.  It then 
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looks at competition from surface transport, the maturity and 
acceptance of LCCs, product differentiation, effects on charter 
operators, social impacts, relationships with airports, development of 
operating bases, taxation and external costs, leakage to foreign hubs 
and activity in long-haul markets.  

Finally, Section 5 provides ideas for further work. 

3  
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2.  Impact of Economic Conditions on the 
UK Airline Industry 

2.1  Global Trends in Passenger Demand 

Air passenger traffic demand at a global level has been growing at 
2.8% per year between 2000 and 2009.  There has been regional 
variation in this growth with the regions of Europe and North America, 
although larger markets, achieving slower growth than the emerging 
region of Asia Pacific which saw an average annual growth rate of 6.0% 
in passenger traffic during the last decade.  Compare this to the mature 
markets of Europe (3.4%) and North America (-0.3%). 

Figure 2.1: Worldwide Traffic Growth by Region 2000-2009 
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The global economic downturn resulted in air passenger demand falling 
by 2.2% year-on-year worldwide, driven in large part by the -5.8% 
experienced in Europe and -4.2% in North America.  The Middle East 
(7.1%) and Asia Pacific (3.3%) recorded positive growth in 2009 over 
2008 as those regions were at the forefront of the recovery in demand.  
A recovery in volume began in September 2009 when 1.3% growth 
over 2008 was recorded and continued through to December, in which 
a 5% increase over 2008 was achieved. 
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2.2 

2.2.1 

Figure 2.2: Worldwide Passengers by Month 2009 
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Passenger Demand at UK Airports 

UK Airport Historical Trend Analysis 

Over the past decade the underlying trend in air passenger traffic 
demand in the UK has been one of positive growth.  Between 1999 and 
2009 the average rate of growth achieved was 2.7% per year.  
However, passenger traffic peaked in 2007 at 240 million and has since 
dropped to 218 million in 2009, a decrease of 9%.  Economic growth 
serves as the main driver for air travel demand.  UK GDP grew at an 
average annual rate of 1.8% between 1999 and 2009. Figure 2.3 below 
illustrates the relationship between GDP and air travel �– the decrease in 
UK air passenger traffic in 2008 mirrored a downturn in GDP growth. 
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2.2.2  

Figure 2.3: Passenger Demand at UK Airports vs. GDP 1999-2009 
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Current Demand at UK Airports 

As would be expected, Figure 2.4 shows the seasonal increase in 
demand grouped around the summer months of 2009; the more 
important observation is that the year-on-year reduction in demand 
seen from January through to October due to the continuing effects of 
economic recession began to show signs of improvement towards the 
end of the year �– which are traditionally quiet months for the industry. 

Figure 2.4: UK Passenger Monthly Demand 2009 
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2.2.3  Traffic Trends UK vs. Foreign Carriers 

UK airline and foreign airline passenger traffic from all UK airports have 
been growing at an identical rate of 4% since 1990.  The proportion of 
passengers uplifted on UK airlines has remained fairly constant 
between 1990 and 2009, deviating from a peak of 58% in 1998 to a low 
of 54% in 2006. 

Figure 2.5: UK & Foreign Carriers at Total UK Airports 1990-2009 
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2.2.4 Size of UK Airlines by Type 

Figure 2.6: Share of Passengers by Carrier Type 2000-2008 
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2.2.5  

Since the emergence of low cost carriers in the UK during the mid-
1990s, this category of airline has grown inexorably to claim a market 
share of 33% in 2008, a rise from 7% in 2000.  Air passenger demand 
was stimulated by the introduction of lower fares into the market.  The 
decline of charter airline passenger traffic has been marked.  From 
comprising 32% of passengers uplifted on UK airlines in 2000, charter 
carriers accounted for 23% in 2008. 

Legacy airlines have seen their market share fall by 15% between 2000 
and 2008, from 52% to 37%, although legacy carriers remain the 
favoured choice; it is important to note that while they only marginally 
form the largest segment, there is a substantial difference on medium to 
long-haul routes where legacy carriers remain dominant.   

Table 2.1: UK Passengers by Carrier Type 2000-2008 
Passengers uplifted on UK airlines (millions) 

Carrier Type 2000 2003 2006 2008 
Legacy 53.9 44.8 50.7 47.5 

LCC 7.0 19.2 32.3 42.7 

Charter 33.3 34.4 32.7 30.4 

Regional 9.3 10.1 9.8 9.3 

Other 0.2 1.3 1.6 0.7 

Total UK Airlines 103.7 109.8 127.1 130.7 
Source: CAA 

Low Cost Growth vs. Total Market Growth 

While the recession has suppressed total passenger demand at all UK 
airports (evidenced by Figure 2.7 below where peak demand in 2009 is 
significantly down on 2007), it can be seen that low cost airlines have 
fared better than others and have increased their total market share 
from 15% in 2007 to 20% in 2009.  Actual growth of passengers carried 
on UK LCCs has also been remarkable, achieving 23% growth in 2009 
over 2007, compared to a 9% decline overall �– highlighting a market 
shift from full-fare to low-fare as the UK population and plc reassessed 
its air travel priorities and costs �– but only in the short-haul market. 

274482/ITD/ITA/1/B 21 April 2010 
Air Passenger Market Insight 8  



 

 
 

 

 

  

 

   

Air Passenger Market Insight 
Confidential 

Figure 2.7: Low Cost Carrier Passengers as a % of UK Total 2007-2009 
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2.2.6 

9 

Reduction in Charter Airline Traffic 

The industry is seeing a change in the way UK passengers book 
holidays.  The total package holiday product offered by tour operators 
are increasingly being overlooked in favour of more bespoke options 
tailored by low cost carriers. 

For example, easyJet now offers passengers the opportunity to book 
flights, accommodation, airport transfer and insurance online through its 
website, affording the passenger more flexibility and choice often at a 
lower price than tour operators such as Monarch and Thomas Cook can 
offer. There has been a corresponding change in the charter market 
due to the impact of LCCs whereby charter operators now tend to focus 
on routes of over four hours duration; they too have had to adapt their 
product, pricing and distribution to meet market conditions.  
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Economic & Passenger Demand Forecasts 

Between 2010 and 2014 the International Monetary Fund (IMF) 
forecasts the UK economy to grow at an average rate of 2.5% annually, 
recovering from the recession by 2011 after moderate growth in 2010.  
The UK Department for Transport (DfT) in 2009 produced a forecast of 
air passenger traffic growth.  The DfT predicted a strong recovery in 
demand in 2010, followed by more conservative growth mirroring that of 
GDP, of around 2.5% from 2011 to 2014. 

Figure 2.8: UK Economic Growth vs. Air Passenger Growth Forecasts 
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Impact of the Recession on Demand 

The economic recession has resulted in a significant downturn in air 
passenger demand in the UK.  This has impacted the airline industry in 
a variety of ways; a handful of smaller airlines have gone into 
administration since the recession began.  In 2008, 4 airlines: XL, 
Sterling, Oasis and Zoom were lost, primarily impacting charter 
operations at Gatwick, while more recently, flyglobespan failed in 
December 2009 and Highland Airways suffered the same fate in March 
2010. 

In 2008 around thirty airlines went out of business worldwide, including 
Oasis Hong Kong Airlines, Zoom and several US airlines.  This has had 
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the result of accelerating the trend towards mergers, acquisitions and 
consolidation. 

The consolidation of airlines has gathered pace, due primarily to the 
financial status of the airlines being acquired.  The bmi Group is now 
fully controlled by Lufthansa since the German national carrier acquired 
the UK airline in late 2009.  Unprofitable routes were dropped from 
bmi�’s service, such as London Heathrow to Tel Aviv, Aleppo and Kiev.  
Frequency and/or capacity reductions have been made on other routes. 
A residual effect of this is declining competition on some routes, 
resulting in higher fares. 

Regional Access to London Heathrow 

A trend that is increasingly causing concern for regional communities in 
the UK is the loss of regional air services to London Heathrow.   

HITRANS, the Scottish regional transport development agency, has 
been lobbying for the reinstatement of Inverness�’ Heathrow connection 
since BA first dropped the route in the late 1990s and bmi later ceased 
operating the route in 2008.  HITRANS argues that an absence of a 
Heathrow air service to its regional airport, Inverness, is directly 
adversely impacting upon the socio-economic development of the 
Highlands and Islands region.  At the time of the BA route cessation, 
HIAL (Inverness Airport operator) wrote to Westminster protesting the 
demise of regional air services1. HITRANS has argued the case for a 
Public Service Obligation (PSO) subsidy to be applied to an Inverness-
Heathrow route in the future. 

Further recent losses of services to UK regional airports from Heathrow 
include Leeds Bradford, Teesside and Jersey in 2009.  

There are now significantly fewer UK regional airports linked to 
Heathrow than there ever have been in the past.  The declining trend is 
evident from the figures in Table 2.2 overleaf: 

1 http://www.publications.parliament.uk/pa/cm199798/cmselect/cmenvtra/589/58918.htm 
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Table 2.2: London Heathrow Connections to Other UK Airports 1981-2010 

1981 1987 1994 1998 2007 2010 

Aberdeen Aberdeen Aberdeen Aberdeen Aberdeen Aberdeen 

Belfast Belfast Belfast Belfast Belfast Belfast 

Birmingham Birmingham 

Carlisle 

Dundee 

East Midlands East Midlands 

Edinburgh Edinburgh Edinburgh Edinburgh Edinburgh Edinburgh 

Glasgow Glasgow Glasgow Glasgow Glasgow Glasgow 

Guernsey Guernsey Guernsey 

Humberside Humberside 

Inverness Inverness Inverness Inverness 

Islay 

Isle of Man Isle of Man Isle of Man Isle of Man 

Isle of Scilly 

Jersey Jersey Jersey Jersey Jersey 

Leeds Leeds Leeds Leeds Leeds 

Lerwick 

Liverpool Liverpool 

Manchester Manchester Manchester Manchester Manchester Manchester 

Newcastle Newcastle Newcastle Newcastle Newcastle Newcastle 

Newquay Newquay Newquay 

Norwich Norwich 

Teesside Teesside Teesside Teesside Teesside 

Plymouth Plymouth 

Total 23 19 14 10 10 6 

12 

Source: House of Commons Select Com
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mittee on Environment, Transport and Regional Affairs 

Regional air services have been steadily pushed out of Heathrow by 
airlines in favour of more commercially viable intercontinental routes.  
For example, between 2003 and 2010, 13 additional North American 
destinations were added to Heathrow�’s network, rising from 20 to 33 in 
that time. 

The effect upon the UK regions is to deny them access to not only the 
most convenient airport for business travellers bound for London but 
also to onward global destinations served only from the country�’s hub.  
In total, 17 UK domestic points have had their air services to Heathrow 
withdrawn. 
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Total passenger traffic between London and the regions fell by 4.7% 
between 2000 and 2009, with a 29% decrease in domestic traffic at 
Heathrow.  However some of this domestic demand has been taken up 
by other London airports (see Figure 2.9).  Domestic traffic from 
Gatwick, Stansted and London City grew during this period by 25%, 
33.6% and 223% respectively.  This is largely as a result of 
consolidation on routes to major destinations such as Edinburgh and 
Glasgow.   

This result of this trend is that passengers from the regions have 
reduced access to the UK�’s major hub airport, increasing the likelihood 
that these passengers will opt to transfer at a hub in continental Europe.  
Without these regional feeds Heathrow is losing its connectivity and its 
role as a premier European hub is being eroded against airports such 
as Paris CDG, Frankfurt and Amsterdam. 

Figure 2.9: UK Domestic Passengers at London Airports 2000 & 2009 
2000 

Heathrow, 7,403,921 
Gatwick, 2,912,322 

Stansted, 1,417,070 

London City, 185,225 

Luton, 1,312,563 

2009 

Heathrow, 5,253,691 

Gatwick, 3,660,257 

Stansted, 1,893,604 

London City, 592,095 
Luton, 1,174,673 

Source: CAA 

2.3.2 London vs. Regional Traffic 

Between 2000 and 2009 there was a geographical disparity in UK air 
passenger demand.  London airports recorded an average annual 
growth rate of 1.3% in passenger throughput, whereas UK regional 
airports collectively achieved growth of 3.5% per year.  This is a 
reflection on deepening capacity constraints at London airports, 
depressing growth, but also of the rise of low cost airline activity in the 
UK�’s regions stimulating demand, where adequate runway capacity 
exists and an element of inter-airport competition has ensued.  

2.3.3 Structural Changes 

Premium traffic has fallen at a greater rate than non-premium (economy 
class) traffic during the recession.  Some industry commentators have 



 

 
 

 

 

 

 

 

 

 

 

 

 

 

Air Passenger Market Insight 
Confidential 

14  

suggested that this decline in demand for premium seats is structural 
and may never return to previous levels achieved at the peak of the 
cycle, as it was driven by particular market segments, for example, the 
financial services sector.  

Airlines have had to reassess their cost bases.  The recession has 
precipitated the need for legacy airlines, in particular, to reduce their 
cost structure or risk going out of business altogether.   

Current examples of this include: 

Qantas �– announced a three-year, A$1.5 billion cost-cutting program 
called �‘Q Future�’ 

Austrian Airlines �– extending its cost-cutting program aimed at 
reducing spending by US$314 million 

Iberia Group �– unveiled a broad cost-cutting plan intended to save 
more than �€200 million in 2010 

SAS �– plans to implement additional cost savings initiatives of �€198 
million 

bmi �– Lufthansa announced 800 job losses and 25% capacity cuts in 
April 2010 in a bid to save £100 million a year 

In terms of long-term changes to the industry, the introduction of certain 
aircraft types has led to more direct long-haul point-to-point traffic to the 
detriment of hub airports like Heathrow.  To illustrate this point, smaller 
UK regional airports such as Belfast have recently started direct 
services to US destinations and Newcastle now has a direct service to 
Dubai.  Allied to this, the larger regional airports of Manchester, 
Birmingham, Edinburgh and Glasgow serve a number of US cities 
direct.  For example, Continental Airlines has launched a number of UK 
regional points direct to its Newark hub using a B757. 

The arrival of the Boeing B757/B767 and the Airbus A330 meant that 
operators could bypass congested hubs and serve origin and 
destination markets directly with an appropriately-sized aircraft to fit 
market requirements.  This trend will continue with the future 
introduction to service of the Boeing 787 and Airbus A350-XWB, which 
will further enhance the number of possible long-haul city pairs.  

Airline products and prices will continue to evolve as carriers strive for 
greater differentiation from their competitors. 
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Table 2.3: UK Air Passenger Duty 

Other Impacts on Airline Growth, Cost & Revenue Drivers 

APD Increases 

The UK Government implemented an excise on air travel known as Air 
Passenger Duty (APD) effective from 1 November 1994.  Until the end 
of October 2009, there were four rates of duty dependent upon the 
class of travel and whether the destination was a specified European 
destination or any other destination.  

From 1 November 2009 changes were made to the grouping system 
whereby a four band structures based on geographical distance from 
London applies, each having two rates of duty depending on the class 
of travel, resulting in eight different rates of duty.  

Prior to November 2009 a flat rate £10 or £20 applied to UK air 
passengers depending on their European destination. Table 2.3 below 
shows the historical APD rates and the proposed rates effective from 
November 2010.  From this date, a flight to Auckland from London, for 
example, will incur £85 in duty. 

Historical & Future Rates 

Date UK Domestic EEA Other 

1 Nov 1994 £5 £5 £10 

1 Nov 1997 £10 £10 £20 

Date Economy EEA Economy Other Premium EEA Premium Other 
1 Apr 2001 £5 £20 £10 £40 

1 Feb 2007 £10 £40 £20 £80 

Date Band A Band B Band C Band D 
0-2000 miles 2001-4000 miles 4001-6000 miles over 6000 miles 

1 Nov 2009 
1 Nov 2009 

£11 £45 £50 £55 Economy 
£22 £90 £100 £110 Premium 

1 Nov 2010 
1 Nov 2010 

£12 £60 £75 £85 Economy 
£24 £120 £150 £170 Premium 

15 

Source: HMRC, House of Commons Lib

274482/ITD/ITA/1/B 21 April 2010 
Air Passenger Market Insight 

rary (EEA = European Economic Area) 

The Dutch government introduced an airport tax similar to APD in July 
2008, but it was scrapped after only one year.  The tax rates were 
�€11.25 for short-haul and �€45 for long-haul travellers.  The decision to 
abolish the scheme was taken after a campaign by the Dutch transport 
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and travel industry outlined the importance of Amsterdam Schiphol 
Airport to the wider economy and the impact the tax would have on the 
aviation sector. 

In the UK, transit passengers are exempt from APD.  For example, 
British Airways will not pay the passenger duty charge on a Geneva-
Heathrow-New York service.  For passengers originating in the UK, it is 
a distinct possibility that a trend could develop to increased two-ticket 
sales (cross-border selling), which disadvantages UK-originating 
markets. 

For instance, a passenger in the UK would be unwilling to book a long-
haul multi-sector flight from Inverness to Mumbai via London Heathrow 
and incur the £60 (from November 2010) APD charge, when he or she 
could route via Amsterdam instead of London on a two-ticket sale and 
only incur the short-haul £12 tax for the Inverness to Amsterdam sector.  
This amounts to UK Government taxation policy effectively driving 
passengers away to competing foreign hubs at the expense of 
Heathrow. 

Environmental Issues 

The aviation industry has come under unprecedented scrutiny in the 
last decade for its green credentials and its perceived contribution to 
greenhouse gas emissions.  There is an emerging trend that is seeing 
the industry subjected to ever-increasing pressures to �‘clean up its act�’.  
In response, aviation has embarked on a wide range of activities and 
programmes aimed at reducing its emissions.  

Historically and in the future, new technologies in aircraft and engine 
design as well as breakthroughs in development of lightweight 
composite materials have and continue to improve efficiencies.   

Airports have implemented sustainability measures and there are 
examples worldwide of �‘green�’ airports, such as San Jose in California 
where low-carbon initiatives have cut emissions significantly.  

Airlines have been developing cutting-edge biofuel technologies as an 
alternative to kerosene. Flight testing of blended biofuels has been 
conducted by several airlines, most notably Virgin, BA, Continental, 
Japan Airlines, Air New Zealand and KLM.  

As well as airports and airlines, airspace providers have been 
investigating ways of improving efficiencies in air traffic management.  
Pan-continental initiatives such as the European Commission�’s Single 
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European Sky (SESAR) programme have paved the way to achieving 
emission reductions from aircraft by redefining airspace blocks and 
effectively creating shorter flight distances and times, resulting in 
significant carbon savings.  Concepts such as Continuous Descent 
Approach for flight arrival procedures will also result in fewer emissions.   

The aviation industry has now been included in the European carbon 
offsetting initiative, the Emissions Trading Scheme (ETS) which places 
emissions reduction targets on the industry.  The impact of this and of 
the UK Climate Change Act 2008  is that pre-defined targets for carbon 
dioxide reductions will have to be balanced against economic needs 
when considering additional infrastructure at UK airports. 

Security & Insurance Costs 

The air transport industry has had to adopt a comprehensive security 
regime since the early 1970s when the activities of the PLO, Baader 
Meinhof, Red Brigade, IRA and other dissident groups started targeting 
the airline industry with attacks and hijackings. 

That process has grown over the years and was reinforced following 
the first suicide hijackings of 9/11.  The industry is facing an increasing 
cost for implementing security measures.  Each security incident tends 
to increase the level and intensity of security requirements and 
oversight; the most recent example occurring following the events on 
Northwest Airlines Flight 253 from Amsterdam on Christmas Day 2009. 

The concern is not with the issue of Security per se, which along with 
safety is the fundamental duty of care that the air transport industry has 
to passengers.  

The issue lies with the level of security costs; of who pays for it and the 
lack of consistency between States and the level of security against the 
foreseen risks and potential mitigation. 

There are instances where the TRANSEC risk-based approach 
provides an inconsistent assessment of the risks, mitigation and 
alternatives.  For example, it can be argued that the industry does not 
need the same level of security process for a 550-seat A380 from 
Heathrow compared to the disproportionate requirement for ten staff to 
assess the security of 34 passengers boarding a Saab 340 in the 
Highlands and Islands of Scotland.  The existing system cannot provide 
for every eventuality and has failed to detect more recent terrorist 
attempts such as the so-called �‘shoe bomber�’ and �‘underpant bomber�’; 
however it responds by introducing new initiatives to stop them 
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happening again, e.g. liquid restrictions, shoe inspections and full body 
scanners.   

In addition, in some ICAO signatory States, payment for all security 
checking and the associated policing is paid for by the State as it 
recognises that the threat is against the State and that the air transport 
industry is a potential vehicle for such threats; in others it is the airline 
and airport �– thus user �– who pays. 

Insurance costs have also been increasing as the industry has to meet 
minimum insurance requirements for Hull All Risk, Hull War Risk and 
Passenger Liability insurance.  Again those limits are often set 
externally and increasingly have to reflect the litigious world in which 
commerce operates, despite the generally improving industry accident 
and claim record.  The consequence is the increased cost to airlines 
and therefore passengers and shippers. 

Airport Charges 

The issue of airport costs is discussed further in Section 3.8.1.  

For traditional legacy airlines, airport costs have been around 10% or 
less of total costs.  For low cost carriers this has tended to be higher at 
up to 20%. 

For the UK the issue also includes the broader question of charges at 
the regulated airports �– Heathrow, Gatwick and Stansted and formerly 
Manchester; where the operational charges are subject to external five 
yearly reviews and price caps.  In addition, such regulation has 
precluded some of the more innovative long-term pricing incentives that 
LCCs have sought and won in a commercial environment. 

In addition, only two UK airports have Ordinary Airfield Licences �– 
Belfast City and Newquay �– as compared with the more normal Public 
Licence.  An Ordinary Licence enables greater flexibility on the part of 
the airport operator/owner in setting charges, incentives and 
determining who is allowed to operate.  A public licence, which is the 
position for most UK airports, requires access to be granted to all 
operators without restriction. 

The challenge for airports and their charging regimes is that in general, 
despite their relatively high capital investment programmes, their costs 
vary little with output until a new terminal or runway is required.  They 
have also tended to have a more consistent record of profitability than 
most of their airline customers.  Data from the Centre for the study of 
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Regulated Industries (CRI) at the University of Bath shows that in 
general, airports with one million or more passengers should be 
profitable. Some airports with less passengers than this (or in some 
cases, no commercial passengers) e.g. Shoreham and Gloucester, are 
able to make money because of their diversified portfolios, including 
property. 

Consumer Confidence 

The correlation between consumer confidence, propensity to fly and 
economic conditions is generally well proven (see Figure 2.3).  For 
each of the five recessions in the last 40 years, each economic 
downturn has in general been associated with a reduction in passenger 
traffic. Other factors do also play a part where changes in other input 
costs of living such as mortgage interest rates or fuel prices either 
impact the general level of disposable income or the overall cost of air 
fares. 

Similarly the development of new types or frequency of services, 
particularly the development of LCC operations and historically the 
development of inclusive tour charter services, have all impacted 
consumer demand and the level of traffic. 

Although there was an expectation that consumer confidence would be 
impacted by terrorist incidents or accidents, as for example in the USA 
post-9/11, in general in the UK it has been shown that there is 
considerable resilience as evidenced by Figure 2.10; despite historic 
�‘shock events�’ the general trend is for an immediate return to growth.  It 
is economic conditions, the types, levels and prices for air services that 
have the greatest impact on consumer confidence and overall air travel 
demand. 
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Figure 2.10: Terminal Passengers at All Reporting UK Airports 1972-2009 
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2.4.6 Surface Alternatives 

Much is made of the potential transfer and modal switch from air to rail 
with the development of new dedicated high speed rail services.  In 
general for journeys of three to three-and-a-half hours that are point-to-
point, rail will be the preferred mode.  This has been proven in Europe 
on many of the new high speed lines, e.g. Paris-Lyon and most 
significantly with the development of Eurostar services from London to 
Paris and Brussels where rail is now the dominant mode and the total 
market has increased substantially.  

However, there is a real issue of traffic density, investment and overall 
environmental impact; and where geographical features �– water or 
mountains �– make surface journeys disproportionately long in relation 
to distance.  Rail alternatives by definition are bi-directional and require 
large markets �– one million passengers a year or more �– to justify the 
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levels of investment (often requiring public subsidy and/or underwriting) 
and total carbon generated in development and build.  Air modes 
require only a 2,000 metre runway and can be viable with markets of 
30,000 a year. 

Advocates of surface transport assert that 40% of the 480,000 ATMs at 
Heathrow are able to be substituted by rail.  At best this figure is 5%.  It 
would also require massive state investment in the substitute rail 
infrastructure; a figure of £30bn is being used for the HS2 to 
Birmingham from London.  The air transport industry pays £3bn a year 
and meets all its own infrastructure and vehicle costs, while rail is 
subsidised by some £8bn a year. 

The reality is that air and surface modes are not true substitutes; both 
need to work in an increasingly integrated way to meet the total travel 
needs of consumers in relation to service, frequency, product standard, 
fares and total environmental impact.     

Business Travel Policies 

UK businesses and companies have been forced into rethinking their 
strategies for business and corporate travel as they seek to cut 
unnecessary expenditure. 

There are several elements at play; firstly, UK firms have chosen to 
forego business trips altogether in favour of alternatives such as 
multimedia Internet and video conferencing; secondly, UK firms may 
reduce travel in premium cabins in favour of economy seating; finally, 
business travellers may substitute a full-service offering for the lowest 
possible price available, ordinarily on a low cost carrier.  

Both Ryanair and easyJet have reported a rise in business travel 
bookings.  As aforementioned, this trend of declining premium traffic 
may be structural as airlines reconsider the feasibility of offering 
premium seats on some routes.  IATA warns that the industry probably 
will not see a return to the levels previously achieved and some airlines 
have already announced the removal of first class cabins on some 
routes. 

Oil Prices 

Oil price volatility has hit airline cost bases.  When fuel price peaked in 
2008, fuel costs accounted for 32% of total operating costs compared to 
13% in 2001/02.  An average oil price of $75 per barrel of Brent is 
expected in 2010; estimated to represent 26% of operating costs.   
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The volatile nature of peaks and troughs in oil price creates an 
uncertain outlook for airlines.  When oil prices were at a record high in 
2008 (average of $2.95 per US gallon) some carriers attempted to 
mitigate against the high prices by fuel-hedging, which in some cases 
(e.g. Ryanair) resulted in greater fuel costs as oil prices fell dramatically 
in 2009 (average of $1.67 per US gallon).  Many airlines attempted to 
offset high fuel costs by passing it on to passengers in the form of a fuel 
surcharge. 

Currency Exchange 

From early 2005 through to mid-2007 the pound sterling was hovering 
around the �€1.50 mark.  From late 2007 sterling started to depreciate 
against the euro and that trend gathered pace until it reached a low of 
�€1.03 in January 2009; then staged a slight recovery but has remained 
at that level to the present day.  A weak pound against the euro can 
have a positive impact on inbound tourism (albeit in the UK the major 
beneficiary of inbound tourism is London), but a negative impact on 
tourist destination markets using that currency.  

Figure 2.11: Exchange Rate between GBP and EUR 2005-2010 
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Table 2.4 below shows the major UK destination markets for air 
passenger traffic.  A pattern of significant decline emerges for markets 
in the Eurozone when comparing 2009 with 2008 figures.  Conversely, 
markets outside the Eurozone (such as Egypt and Turkey) have 
performed markedly well considering the economic downturn, recording 
growth rates up to 17% year-on-year.  
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Table 2.4: UK Air Passengers to Selected Destinations (millions) 

Spain 
Ca
Isl

nary 
ands Greece Malta Cyprus Morocco Turkey Egypt 

2008 34.56 6.69 5.2 1.1 2.95 0.56 4.36 2.27 

2009 30.43 5.64 4.81 1.02 2.7 0.54 4.9 2.67 

Change -12% -15.8% -6.3% -6.9% -8.4% -2.7% 12.5% 17.1% 

Source: CAA 
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Current & Future Airport Capacity Constraints in the 
South East 

Capacity at the Five London Airports 

London Heathrow Airport 

Despite the recent recession, Heathrow operated at 97% of runway 
capacity in 2009.  In 2007, it was operating at 99% of capacity.  It is the 
most efficient (in terms of runway utilisation) two-runway airport in the 
world.  Total annual air transport movements (ATMs) in 2009 were just 
over 466,000 versus a total capacity of 480,000 movements.  A third 
runway, if built, would allow capacity to increase to 605,000 ATMs when 
opened rising to a maximum of 702,000 by 2030, provided local air 
quality and noise limits can be met.  The earliest date for a third runway 
at Heathrow is assumed to be 2020.  

The provision of a third runway was supported in the DfT 2003 Air 
Transport White Paper and the current Government support was re-
iterated in the Secretary of State�’s National Aviation Policy statement in 
January 2009.  The two main opposition parties however do not support 
the provision of a third runway.  This is despite the wealth of evidence 
compiled to show aviation�’s contribution to UK GDP (e.g. Oxford 
Economic Forecasting report in 2006 and the more recent Oxera report 
in 2009, commissioned by the Airport Operators Association). 

The third runway has also recently been subject to a legal challenge as 
regards the process for assessing its compatibility with the UK�’s 
commitment under the Climate Change Act 2008 to have reduced its 
carbon dioxide emissions in 2050 by at least 80% from 1990 levels.  
Although the judge ruled that no decisions had been reached unlawfully 
or irrationally, the challenge did serve to highlight the difficulties that will 
be faced when drafting the next National Aviation Policy statement, due 
in 2011. For example, if aviation growth has to be limited in any way 
due to the Climate Change Act, how will a decision be made on which 
airports to limit? 

With the general election looming, the outcome of the upcoming 
Heathrow planning enquiry remains uncertain.  

London Gatwick Airport 

Gatwick is operating at 88% of capacity and is the most efficient (in 
terms of runway utilisation) single-runway airport in the world. 
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A second runway would increase capacity by a further 201,000 ATMs 
per annum from the current theoretical limit of 285,000 to a new total of 
486,000.  Construction of a new runway could not start until 2019 
following the cessation of the 1979 agreement between West Sussex 
County Council and the original owners, BAA. The earliest date for a 
second runway at Gatwick would therefore be 2024, but this would be 
dependent on the outcome at Heathrow and the appetite for expansion 
by the new owners, GIP, at Gatwick �– who have already publicly stated 
that they have no current desire for a new runway at the airport.  

The recession had a bigger impact on the London airports other than 
Heathrow.  In 2009, total ATMs at Gatwick were 252,000; down from 
267,000 two years earlier.   

London Stansted Airport 

At Stansted, a second runway would be expected to increase ATMs 
from 275,000 to 495,000 but the provision here of a new runway is also 
uncertain. 

Expansion of the facilities at Stansted, as envisaged in the current draft 
master plan, is not generally supported by the incumbent airlines 
easyJet and Ryanair, ostensibly on cost grounds but in reality because 
of increased competition fears.  In addition, it is difficult to make the 
economic case at the moment given the impacts of the recession which 
have reduced movements at Stansted in 2009 to 168,000 down from 
208,000 in 2007, a drop of 20%.   

The situation is further muddied over the legal challenges to the OFT�’s 
ruling that BAA should sell Stansted.  The earliest date originally 
assumed for a second runway at Stansted was 2018, but this is fast 
receding. If Heathrow�’s third runway is secured first, this will further 
weaken the case for Stansted. 

London Luton Airport 

At Luton, no full-length taxiway or second runway is currently proposed 
or has been assumed.  The recession has also had a big impact at this 
airport.  Movements in 2009 were down 19% to 99,000 from two years 
earlier.  The current capacity at Luton is assumed to be 150,000 
movements. 
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London City Airport 

Finally, London City has recently been successful in raising its annual 
movement limit to120,000 but beyond that, no full-length taxiway has 
been proposed or assumed and there is no space for a second runway.  
Movements here are down 15% from two years ago. 

Future Unmet Demand Despite Recent Downturn 

Total ATMs at the London Airports were 1.1 million in 2009, which is 
81% of the total capacity available.  The DfT January 2009 forecast 
indicates that passenger traffic in the UK is expected to grow long-term 
by 3.3% a year from 2004 to 2030.  The figure for South East England 
is lower, at around 3.1% a year, suggesting long-term ATM growth of 
some 2.9 to 3.0% a year, given that average passengers per ATM are 
expected to continue to increase. 

Even allowing for the current recession, and assuming no bounce-back, 
2.9% annual growth applied to the 1.1 million ATMs in 2009 would 
result in the capacity-constrained figure of 1.3 million ATMs being 
reached by around 2016.  At that time, every one of London�’s airports 
will be operating at 100% capacity; if that were possible �– with 
associated adverse impact on punctuality, regularity and operational 
efficiency.  

Figure 3.1 and Figure 3.2 below show the estimated magnitude of the 
unmet demand under two scenarios, one where no runways are built in 
the South East and a second hypothetical scenario where three 
additional runways are provided at LHR, STN and Gatwick.  Even under 
the second scenario with three new runways provided in a timely 
manner (only 2 runways were supported by the DfT White Paper),  
capacity only just keeps up with demand and by 2040 there is forecast 
significant unmet demand in South East England equivalent to 623,000 
slots. Under the first scenario, with no new runways, demand would be 
greater than capacity from 2016 and the magnitude of the unmet 
demand would rise to 1.3 million slots by 2040, which is equivalent to 
the total capacity of the five London airports today.  
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Figure 3.1: Capacity & Demand Forecast in SE England 2009-2040 (No New Runways) 

Source: Mott MacDonald analysis of CAA & DfT data 
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Figure 3.2: Capacity & Demand Forecast in SE England 2009-2040 (Hypothetically Assuming 3 New Runways) 
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London Airport Cascade Effects 

The five London area airports are not equal in the eyes of either airlines 
or passengers. In order of preference they are as follows: 

Heathrow is the preferred airport, as evidenced by the amount that 
airlines are prepared to pay for slots �– anything up to £25m or more. 

Gatwick is the next most preferred airport, based on its location 
closer to London than Stansted, while its local catchment area to the 
south and south west of London is far more affluent than the Essex 
and East London catchment area surrounding Stansted.  Some slots 
have been exchanged for cash.  easyJet bought GB airways at 
Gatwick to increase its slot holding and increase its market share. 

Stansted and Luton are of approximately equal interest to airlines 
that are not able to access Heathrow or Gatwick.  There is no history 
of slot sales. 

London City has established itself as a niche airport for the short-
haul business traveller.  It is very attractive to airlines that have 
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Figure 3.3: Growth of easyJet & Ryanair at LGW 2002-2009 

3.2.1 

3.2.2 

Other, 31.8% 

Virgin Atlantic,  1.8% 

Air 2000, 2.5% 
Airtours , 2.5% 

Bri tannia , 2.7% 
JMC, 2.8% 

Monarch, 2.9% 

suitable small jets and turboprop aircraft capable of using its very 
restricted runway length. 

Heathrow & Gatwick 

The preferred airport here is Heathrow because of its catchment area, 
availability of business dominated routes and access to short-haul 
feeder traffic to feed long-haul routes.  The ability to fill the front end of 
aircraft with high-yield business passengers and to fill the rest with full 
fare economy passengers ensures consistently higher yields per 
passenger than can be achieved at Gatwick.   

For example, the impact of the Open Skies agreement in spring 2008 
meant the transfer of a significant number of US flights (particularly by 
British Airways, Delta, Continental and American Airlines) from Gatwick 
to Heathrow.  Airlines re-organised their schedules, acquired slots or 
worked within their alliances to maximise their share of the more 
lucrative North Atlantic routes from Heathrow. 

Gatwick & Stansted 

Even though Stansted has more available capacity than Gatwick, there 
is a strong preference for Gatwick because of its superior catchment 
area and surface access.  

The experience of easyJet is relevant �– it started out at Luton and 
transferred much of its activity to Stansted when it acquired Go.  Slots 
at Gatwick were initially hard to come by, but easyJet have been slowly 
acquiring slots at Gatwick as they became available, and they are now 
the largest airline there (see Figure 3.3). 
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2009 

Other, 17.4% 

Virgin Atlantic, 1.8% 
easyJet,  30.6% 

Norwegian Air  
Shuttle, 2.3%  

Thomas Cook, 2.5% 

Monarch Airl ines ,  
3.1%  

Thomson Airways ,  
4.1%  

Bri ti sh  Airways , 
Ryanair,  4.4% 16.9% 
Aer Lingus , 5.4% 

fl ybe, 11.3% 

Source: ACL 

This process was assisted by its acquisition of GB Airways, then one of 
Gatwick�’s largest carriers and a franchise of BA.  That acquisition was 
driven by recognition of the potential of Gatwick and the otherwise 
shortage of slots there.  It also removed a great deal of head-to-head 
competition with Ryanair, as experienced at Stansted.  There is 
anecdotal and related evidence that Gatwick is now easyJet�’s most 
profitable base.  They have stated that the average yield per passenger 
is highest at Gatwick, reflecting stronger demand for that airport than for 
its other two bases. The situation is repeated at Luton.  Even where 
Ryanair is not dominant and there is therefore less competition, easyJet 
has reduced frequency there and transferred capacity to Gatwick where 
passenger yields are higher. 

This story can be replicated for many other users �– few long-haul 
airlines have tried to start operations at Stansted and several that tried 
have failed to survive.  It is understood that Air Asia X has only gone 
into Stansted because Stansted is designated under Open Skies and 
thus not subject to bilateral restriction.  The charter market has 
historically prospered at Gatwick whereas Luton�’s short runway has 
hindered growth there, while Stansted has problems in defending its 
catchment area from airlines at East Midlands and Birmingham. 
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In short, it is recognised that any available capacity at Gatwick is of 
much greater value to airlines than at Stansted, and �– if both Gatwick 
and Stansted have spare capacity �– that Gatwick will be filled first. 

Impacts of Recession, Growth & Capacity Change 

The cascade effect has been demonstrated during the current 
recession where many of the available Gatwick slots have been filled by 
airlines transferring from Stansted, making the short term declines there 
(and at Luton) even more substantial.  The improved yields and traffic 
volumes available at Gatwick are an incentive for airlines at Stansted 
and Luton to seek to acquire extra slots at Gatwick.  The recession is 
unlikely to have anything other than a very short-term impact at 
Heathrow �– legacy airlines  would be keen to take any new LHR slots, 
subject to being able to pay the circa £30m current price per pair if not 
allocated from new capacity or the slot pool. 

Following recession, in times of growth, the cascade effect works in 
reverse, with traffic displaced from capacity-constrained Heathrow 
�“spilling over�” to Gatwick.  When Gatwick becomes full again, its traffic 
will be displaced to Stansted or Luton. 

If Heathrow were ever to get a third runway, there would likely be a 
significant shift of traffic there from Gatwick and then Stansted, whereas 
if Stansted got a second runway there would be no significant change 
from normal growth there. 

Growth of European Hubs 

Heathrow is demonstrably the poor relation in Europe when it comes to 
the provision of runways, number of destinations served and ATM 
throughput.   

To be successful, a hub airport should facilitate the largest network of 
air services to the widest range of destinations at the right frequency 
and price. 
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Figure 3.4: Europe�’s Top Four Hubs 
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Frankfurt Amsterdam 

Source: OAG (Destinations served non-stop at start of summer season) 

If the third runway is not built and with Heathrow 99% full, it will 
continue to lose ground against its continental rivals, particularly with 
regard to access to global markets where Heathrow lags badly behind 
Frankfurt and Amsterdam. The failure to build a third runway will result 
in UK plc falling further behind and will only lead to that traffic going 
elsewhere in Europe; not reducing it overall.  An analogy can be made 
with the lack of infrastructure investment in British seaports, meaning 
UK ports were unable to compete with their continental counterparts 
and which resulted in the Port of Rotterdam becoming the leading 
European seaport. 

Despite its lesser network of feed in particular, Heathrow has the best 
network of long-haul services particularly to North America, the Middle 
and Far East.  It also has a better level of frequency.  If continental 
airports catch up and usurp Heathrow, it will then not be able to sustain 
the long-haul network and frequency from purely the origin and 
destination market.  

As capacity at LHR stagnates, more capacity into London will be taken 
by point-to-point passengers wanting to come to London and less 
capacity will be available to connecting markets previously having 
transferred via LHR; e.g. a passenger from Stockholm travelling to the 
USA may be forced to route via an alternative hub (AMS, FRA). 
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Optimisation of Hub Feeder Traffic 

Long-Haul vs. Short-Haul Mix 

In order run a successful hub operation at Heathrow, airlines need to 
have access to short-haul connecting traffic to feed their long-haul 
routes.  Given the constraints of the airport, there is an optimum 
balance of short-haul versus long-haul traffic �– too much short-haul will 
not leave enough room for the higher yield long-haul flights �– too many 
long-haul flights will not allow sufficient short-haul traffic to feed them.   

The consequence of an increasing number of long-haul flights with 
insufficient short-haul flights feeding hub traffic will be the development 
of more point-to-point medium to long-haul services. 

Impacts on Average Aircraft Size and Destinations Served 

It is also important to maintain frequencies since this is one of the key 
features for business passengers. Because of the many years of 
capacity constraints at Heathrow (it has been operating at over 95% for 
ten years), this has led both to an increase in the average aircraft size 
(now flattening out due to the competing needs to provide both short-
haul and long-haul) and to a reduction in the variety and number of 
destinations served (see Figure 3.4, Figure 3.5 and Figure 3.6).   

Figure 3.5: LHR Average Aircraft Size (Pax per ATM) 1988-2009  
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Figure 3.6: LHR Traffic Mix (Destinations Served) 2003 & 2010 
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Source: OAG (April 2003 & March 2010) 

There are many underlying effects that need to be understood to 
explain these phenomena: 

Because of intense competition there are a large number of services 
on key routes (to New York, for example) operating smaller aircraft 
than would otherwise be the case if only one or two airlines operated 
on the routes.  This reduces the number of slots available and hence 
the variety of destinations served. 

Airlines face a dichotomy: should they adopt a pure hub strategy 
and pay for scarce slots to obtain feeder traffic, or should they 
abandon this strategy and simply use the slots to offer long-haul 
routes that they know they can fill and which provide significantly 
higher yields.  The result of this is that Heathrow as a whole is only 
operating partly in hub mode, since airlines operating there are 
adopting different strategies along the spectrum between pure hub 
and pure long-haul.  For example, British Airways, the dominant 
carrier, continues to operate mostly in hub mode whereas Virgin 
Atlantic has adopted a long-haul strategy (despite being 49% owned 
by Singapore Airlines, which as a Star Alliance carrier would 
ordinarily expect some short-haul hub feeder activity).  The outcome 
of this is that the number and variety of destinations served, 
particularly short-haul, has been reduced. 

As the necessity to obtain feeder traffic becomes ever more difficult 
because of slot constraints, so the nature of the feeder traffic itself is 
changing from short-haul routes with smaller aircraft to medium-haul 
routes and larger aircraft.  This leads to an increase in average 
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aircraft size and a reduction in destinations served because the 
required amount of feeder traffic can be obtained from fewer routes.  
In addition, larger aircraft are being used by carriers such as 
Emirates, Singapore Airlines and KLM pulling traffic from London via 
their own hubs.   

Airlines are making efficiencies by switching from older technology 
aircraft to newer higher capacity and more fuel efficient aircraft.  In a 
lot of cases this has led to an increase in the average aircraft size, 
but there are examples working in the other direction, which has led 
to a flattening out in the average aircraft size growth at Heathrow in 
recent years (see Figure 3.5).  For example, British Airways have 
replaced a large number of older larger B747s (400 seats) by 
smaller B777s (300 seats), as well as replacing B757s (180 seats) 
with A319s (130 seats).  This fleet renewal process at Heathrow is 
already far advanced where 50% of flights are now operated by the 
A320 family of aircraft. B777s account for 11% of flights, while 
B747s, B737s and B757s have been reduced to 8%, 6% and 3% 
respectively (see Figure 3.7).  The A380 is also now in its second 
year of operation. 

Interestingly, newer and even more fuel efficient aircraft types such as 
the B787 will be able to offer long range point-to-point services at 
significantly lower cost, meaning that required yields per passenger will 
be reduced.  Consequently average aircraft sizes may be able to be 
reduced on long-haul routes without impacting airline profitability.  This 
may significantly affect the dynamic of the hub/long-haul model going 
forward. 
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Figure 3.7: LHR Top Aircraft Types by ATMs 2009/10 Winter Season 
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Source: ACL (Includes aircraft sub-types, e.g. A320 includes A319/320/321. Regional 
Jets include Fokker 100, Avro RJs, Canadair RJs and Embraer RJs) 

Slot Allocation 

Allocation Process 

Airlines make requests for airport arrival and departure slots prior to 
each winter and summer season. At runway-constrained airports in 
Europe where demand exceeds supply, slot allocation is determined by 
a co-ordinator.  In the UK, the volume of slots available (i.e. the 
capacity) is determined prior to each season through discussions 
between the airport, ATC, airlines and ACL.  Incumbent airlines have 
grandfather rights which mean they can hold onto slots they have 
historically held.   

Any spare slots are allocated by ACL according to a set of rules which 
is intended to make optimum use of the slots throughout the whole 
season and maintain or enhance the network services offered by the 
airport. 

50% of new slots are offered to new airlines and 50% to incumbents.  
Requests by scheduled airlines take preference over charter which in 
turn takes preference over cargo and business aviation.  Within charter, 
airlines requesting full season services will be given preference over 
peak season requests.  For scheduled requests, requests to offer a new 
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route will take preference over requests to compete with other airlines 
on an existing route and long-haul will generally be favoured compared 
to short-haul because a larger aircraft, with more passengers, is making 
better use of the allocated slot.  But it is important to note that airlines 
can change routes as they wish once they have been allocated the slot 
times. 

The above rules are a guide only, and final allocation is determined at a 
twice-yearly IATA airline schedules co-ordination conference prior to 
each season.  At the conference, airlines can agree to swap slots with 
other airlines to suit their planned schedules.  This is needed because 
they may have initially been offered slots at unsuitable times of the day 
for the services they want to offer in the upcoming season. 

Slot Acquisition 

There is also a grey market whereby airlines can buy or sell slots from 
other airlines.  At congested and sought-after airports such as 
Heathrow, the value of a pair of slots is currently estimated to be worth 
between £25 and £30 million. 

Table 3.1 below shows typical slot values at the airport.  These trades 
are not official, but are necessary to ensure turnover of slots and avoid 
�‘stagnation�’ of the schedules.  There are some discussions within the 
EU as to whether to legalise this process.  It can be seen from the 
above that incumbent airlines with their grandfather rights retain huge 
value in the slots they are entitled to.   

Table 3.1: Examples of Heathrow Slot Sales 
Date Vendor Acquirer Number Value (£m) 

2002 BA Connect BA 5 13 
SN Brussels Airlines BA 7 27.5 

2003 United Airlines BA 4 12 

2004 flybe Qantas 2 20 
flybe Virgin 4 20 
swiss BA 8 22.4 

2006 BWIA BA 7 5 

2007 Malev BA 2 7 

2008 Alitalia/GB Airways/Air France Continental 4 105 
Source: Deloitte, e-tid.com 

Lufthansa acquired bmi primarily for the value of its Heathrow slots.  
Once acquired, these slots can be utilised on routes more suited to the 
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Lufthansa network, or rented or sold to other airlines to raise capital 
(Table 3.2 shows the current slot allocation at Heathrow). 

Table 3.2: Heathrow ATMs by Operator (Winter Season 2008-2010) 
Airline Winter 

08/09 
% Share Winter 

09/10 
%Share % 

Change 

British Airways 3,889 41.9 3,967 42.7 2.0 
bmi 1,072 11.6 913 9.8 -14.8 
Lufthansa 430 4.6 556 6.0 29.3 
Virgin Atlantic 317 3.4 284 3.1 -10.4 
Aer Lingus 274 3.0 316 3.4 15.3 
SAS 274 3.0 274 3.0 0.0 

Iberia 196 2.1 154 1.7 -21.4 
American Airlines 212 2.3 212 2.3 0.0 

KLM 186 2.0 186 2.0 0.0 

Alitalia 132 1.4 132 1.4 0.0 

Air France 154 1.7 154 1.7 0.0 

Air Canada 126 1.4 126 1.4 0.0 

United Airlines 126 1.4 126 1.4 0.0 

Others 1,892 20.4 1,880 20.3 -0.6 

Total 9,280 100.0 9,280 100.0 0.0 
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Source: ACL 

The 80/20 Rule 

Once slots have been allocated for either a summer or winter season, 
an airline is entitled to retain those slots for the equivalent following 
season provided they can show that the slots have been utilised at least 
80% of the time. This is known as the 80/20 rule.  If they fail to make 
use of the slots, their allocation will be withdrawn and the slots put back 
into the pool and allocated to other airlines.   

During downturns, such as the recent recession, airlines may not be 
able to provide a full schedule service which means they could lose 
their slots under the 80/20 rule.  For the summer 2009 season the EU 
allowed a temporary exemption to the rule.  This gave airlines the 
option to reduce schedules and frequencies; in order to reduce their 
losses yet protect their slot holdings for future seasons.   

Such exemptions are only applied in exceptional circumstances since 
without the 80/20 rule there would a lowering of slot �‘churn�’, meaning 
fewer slots being made available for new airlines.  Without the rule, 
there would be a tendency for airlines to hold onto unfavourable slot 
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allocations for longer in the hope that the market would pick up or that 
the slots could be swapped for more favourable slots at a later date.  
Without the 80/20 rule, the unfavourable slots might be retained by 
reducing schedules or cancelling flights, rather than returning them to 
the pool. In this way, slot utilisation would no longer be maximised.   

Note that for airlines wishing to retain their slots in times of hardship, 
another option is available.  Slots can be temporarily rented out to other 
airlines, which �‘baby sit�’ them by agreement until the incumbent wants 
them back. 

Airline Alliances & Consolidation 

Airlines form alliances (see Table 3.3), not only to share some of their 
costs, but also to use the greater network of the alliance to optimise slot 
allocation and therefore their schedules.  This allows the airlines within 
an alliance to enhance their service offerings (i.e. expand the network) 
by cutting back on competing routes and sharing feeder traffic at hub 
airports.   

Alliances provide an easier route to achieving this than mergers since 
the latter are subject to competition rules which may mean relinquishing 
slots. However, recent mergers between Air France & KLM and the 
soon to be completed British Airways & Iberia merger seem to have got 
around this by retaining the separate identity of each airline. 
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Table 3.3: Current Airline Alliances 
Star Alliance oneworld SkyTeam 

Adria American Airlines Aeroflot 

Air Canada British Airways Aeromexico 

Air China Cathay Pacific Air France/KLM 

Air New Zealand Finnair Alitalia 

ANA Iberia China Southern 

Asiana Airlines JAL Czech Airlines 

Austrian LAN Delta 

Blue1 Malev Korean Air 

bmi 

brussels airlines 

Continental Airlines 

Croatia Airlines 

Egyptair 

LOT Polish Airlines 

Lufthansa 

Scandinavian Airlines 

Shanghai Airlines 

Singapore Airlines 

South African Airways 

Spanair 

swiss 

TAP Portugal 

Thai 

Turkish Airlines 

United 

US Airways 

Mexicana 

Qantas 

Royal Jordanian 

Air Europa 

Kenya Airways 

Source: Star Alliance, oneworld, SkyTeam 

EU-US Open Skies 

British Airways is again trying to link up with American Airlines and 
Iberia. This has been prevented in the past because competition 
authorities in the US and the EU required the combined airline to 
relinquish a large number of slots at Heathrow.  The situation is more 
favourable now because the North Atlantic market and access to 
Heathrow has been opened up through the Open Skies agreement 
reached in spring 2008.   
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However, the only impact of EU-US Open Skies that has resulted in 
change was the removal of the Bermuda 2 restriction which meant that 
all the carriers serving the former Bermuda 2 gateways �– such as 
Dallas/Fort Worth, Houston and Atlanta etc. �– moved from Gatwick to 
Heathrow.  This led to the transfer of a significant number of North 
Atlantic flights (particularly by British Airways, Delta, Continental and 
American Airlines).  This increased competition at Heathrow, reducing 
the dominance (in the eyes of competition authorities at least) of British 
Airways and American Airlines.  However, the EU-US Open Skies 
agreement did little in reality to �‘open up�’ the wider market, leading 
some industry pundits to dub the agreement �‘Heathrow Open Skies�’. 

Other business class initiatives have effectively failed.  BA �‘Open Skies�’ 
operating out of Paris is the only real remaining initiative and is not 
doing that well.  Carriers such as Silverjet and Eos failed before the 
recession due to the existing competition. 

Passenger Behaviours 

Schedule, Service & Price 

As airports reach capacity, so passenger experience is also impacted.  
When runway capacity is constrained, the schedule network may be 
reduced meaning services are no longer offered.  A fully utilised runway 
also means a lack of resilience to set-backs and can mean severe 
disruption in times of bad weather, for example. 

When terminal capacity is constrained, passenger experience is 
diminished with increased queuing for check-in and security, a lack of 
time for buying essentials and the increased possibility of missing 
flights. Passengers are having to arrive earlier and earlier prior to their 
scheduled departure times to ensure they make it through the airport in 
time. 

Of course passengers have limited choice when it comes to choosing 
airports, since they will only choose those that are nearby and which 
serve the destination that they wish to travel to.  Passengers will make 
their airport and airline choice primarily on the timing and frequency of 
services offered, the standard of service is important but a secondary 
consideration.   
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Use of Low Cost Carriers 

However, with the rise of Internet ticket sales, passengers have 
become much more able to search for suitable product and price 
combinations providing value for money.  An increasing number of 
business passengers choose to fly on low cost airlines as pressure on 
company travel budgets bites.  In this respect Gatwick, Stansted, and 
Luton are competing with Heathrow on short-haul point-to-point routes. 

Use of Alternative Transport Modes 

Another source of competition is high speed rail.  Over 80% of 
passengers now choose to use Eurostar to travel to Paris and Brussels.  
Rail terminals are often more conveniently situated than city airports, 
and there are few hassles with queuing and check-in. Figure 3.8 shows 
the rail/air percentage split on some key, mainly European, city pairs. 

However, the impact of Eurostar has not only been a reduction in air 
passenger share.  More importantly it has increased the size of the 
market overall.  Since starting operations in 1994, Eurostar reports a 
doubling of total passenger numbers travelling (by air or rail) on routes 
between London and Paris/Brussels.   

This has important implications for the recent proposals for further high 
speed rail developments in the UK (HS2).  Yes, HS2 could cause some 
substitution effects (from air to rail) but these will be small since 
domestic air routes into London have already been significantly 
reduced.  But more importantly, HS2 is much more likely to stimulate 
the domestic market.  Airlines support HS2 connecting to Heathrow 
because it will provide much needed capacity to provide feeder traffic 
directly into the airport. 
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Figure 3.8: Share of Travel by Rail & Air on Selected City Pairs 
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Leakage to Other Hubs 

For passengers on long-haul routes, there is some scope to make 
different hub choices.  With the withdrawal of many domestic services 
to Heathrow, some UK passengers are choosing to fly North Atlantic 
routes via Schiphol, Frankfurt or Paris particularly where these services 
are cheaper.  European passengers are also making the same choices 
regarding the North Atlantic.  For long-haul to South East Asia there are 
also choices to go via Dubai or Abu Dhabi rather than Heathrow or 
other European hubs. 
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3.7 Airline Behaviours 

Table 3.4 below attempts to summarise and capture airline behaviours 
in times of growth as airports are congested or operate at capacity.  

Table 3.4: Airline Behaviours in Times of Growth & Capacity Shortage 

Heathrow Gatwick Stansted/Luton Other 
Secondary 
Airports 

Incumbent 
Airlines 

Try to acquire slots 
through alliances and 
acquisitions. 
Increasing competitio
with European hubs. 
Growth of long-haul at 
expense of hubbing. 
Airlines support 3rd 

runway as it allows sh
haul feeder traffic to 
increase.  

n 

ort-

- Position of easyJet and 
Ryanair strengthened. 
2nd runway at STN not 
supported as would open up 
competition. 
Low cost choose to expand 
services at other airports 
(UK and Europe). 

Growth of 
point-to-point. 
New routes 
stimulate 
growth. 

New 
Entrants 

Cannot get in. Full scheduled services gain 
foothold at expense of 
charter. 

Difficult to compete with 
incumbents. 

Many new 
start-ups. 

Displaced 
Airlines 

Lower value short-ha
displaced. 
Slots sold to incumbe

ul 

nts. 

Displaced services cease to 
operate or move to Stansted 
or regions (cascade effect). 

Difficult to compete with 
incumbents. 

N/A 
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Source: Mott MacDonald 
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During a recession, when airlines are struggling and when more airport 
capacity becomes available, airlines will exhibit different behaviours.  
These are captured in the following table: 
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Table 3.5: Airline Behaviours in Times of Recession & Available Capacity 

Heathrow Gatwick Stansted/Luton Other Secondary 
Airports 

Incumbent 
Airlines 

Heathrow still full due 
reverse cascade effec
Airlines cannot leave 
because of advantage
the competition. 
Try to reduce costs th
alliances/mergers. 
Hold on to what they h
to recoup costs of 
investment in airport 
facilities. 

to the 
t. 

s to 

rough 

ave 

Consolidation of charter 
carriers. 
Increased short-haul 
competition with low cost 
carriers. 

Weaker volumes mean 
airlines look elsewhere 
for better yields. 
Low fixed cost base 
allows transfer to other 
airports. 

Declining volumes 
and yields force 
airlines to look 
elsewhere. 

New 
Entrants 

Move in to fill any cap
gaps. 

acity Low Cost seize 
opportunity to obtain slots 
and expand services. 
Movement of services 
from STN/LTN to higher 
yielding LGW (reverse 
cascade effect). 

None None 

Displaced 
Airlines 

Slots allocated to new 
entrants. 

Some bankruptcies. Some bankruptcies. Some bankruptcies. 

Source: Mott MacDonald 
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Fixed & Variable Costs 

Airline Costs 

Airlines incur high levels of fixed costs, particularly for their aircraft 
which in the case of modern short-haul aircraft types such as the 
Boeing 737 and A320 variants are anything from $30 million to $70 
million per unit. Prices depend on whether new or second hand and the 
type, age and capacity.  List prices for new long-haul aircraft are up to 
four times these amounts; e.g. the list price for a Boeing 787-800 is 
between $160-170 million and a Boeing 777-300ER is between $260-
290 million. 

Some airlines will lease its aircraft in order to reduce capital outlay, or 
where they cannot fund normal mortgage acquisition, or to fill short-
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term capacity requirements.  This has the consequence of the cost 
being spread over the term of the lease by monthly payments of rent.   

Other fixed costs for airlines would include maintenance reserves 
payable to the lessor for the duration of the lease, staff (such as pilots, 
engineers, cabin crew, operations staff, marketing, planning and 
administration staff), vehicles, spares, insurances, legal, and office 
costs.  Airlines may opt for a finance lease where they assume 
responsibility for the items described above, or a �‘wet lease�’ (also 
known as ACMI) where these are provided by the lessor for a fixed rate 
�– an example of this is where British Airways leased aircraft and crew 
from Jet2 to provide cover for their flights during the recent cabin crew 
strike. 

Even so in contrast with airports, airline economics are driven by a 
much higher level of variable costs (or direct operating costs), often 
described as the �‘no fly no pay�’ items such as fuel, hourly engineering 
costs, landing fees, en route navigation charges, per passenger costs �– 
head taxes, catering, per passenger insurance �– and crew allowances. 
Direct operating costs are typically around 50% of total airline costs but 
do vary over time as, for instance, they are influenced by the volatility in 
oil and fuel prices.  

The sole purpose of an airline in seeking to operate a service from any 
airport is the expectation of making profits.  �‘Profits�’ in this sense means 
the difference between total operating costs and total operating 
revenues in any particular time period.  Initial short-term losses in the 
first year can be endured if there is the expectation that the situation will 
improve strongly in the second and third years, resulting in a cumulative 
profit by the third year at the latest.  Airlines are not able to sustain 
operations with a combination of both low load factors and low average 
yields �– yield being the average revenue per passenger, allowing for 
different fare types and rates, and discounts for children or other 
specific passenger segments. 

It is important to note that for airports in the UK around 60% of revenue 
is now derived from �‘non-aeronautical�’ sources such as retail, car 
parking and concessions.  This income stream is not subject to 
regulation or considered part of the regulated asset base (RAB). 

Airlines will seek to minimise their costs in every way possible �– by 
buying or leasing the appropriate number of the most cost-efficient 
aircraft suitable for the range of routes identified by the company�’s 
strategic plan; by minimising operational costs such as fuel burn; by 
utilising assets (both aircraft and labour) as efficiently as possible; and 
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by reducing all supply costs as much as possible.  Airport costs are a 
relatively important bought-in cost over which the airline has little or no 
control except at the stage of negotiating terms with the airport.  In 
general, airport charges and related costs form some 10.1% of total 
legacy carrier costs (British Airways) and up to 26.8% of low cost carrier 
costs (easyJet) according to CAA data for FY2008/09. 

At the same time, the airline will seek to maximise the revenue from 
each new route over a defined period �– it will expect to make losses on 
some individual flights, and profits on others.  The normal approach is 
to determine what the underlying level of demand for a new route would 
be at the prevailing fare levels, and to iterate that demand over different 
levels of daily frequency, detailed schedules and aircraft size and 
products; until the most appropriate aircraft size and frequency is 
determined.  This will be true regardless of the type of airline, although 
sometimes the deal offered by a particular manufacturer may influence 
the choice of say Boeing or Airbus where the operational performance 
and economics of particular types are similar. 

Airline Types 

With respect to airlines, the economic factors identified above are 
important to all types but they may vary in relative importance.  For 
example, a low cost carrier may have already pared its in-house costs 
as far as it dares, with the result that airport costs form a greater 
proportion of the remaining costs and attract an even greater level of 
attention from its finance department.  Legacy carriers (such as BA, 
KLM and Lufthansa) with overall higher costs of production may be less 
affected by increases in airport charges but, conversely, may have a 
different negotiating position.  

Generally speaking, airport charges to airlines are the same for a flight 
departing on a journey of 200 miles as one for 2,000 miles, with the 
result that those airlines seeking to operate short-haul and domestic 
routes may be more insistent upon obtaining airport discounts: an 
airline with based aircraft operating short sector flights will be 
generating potentially more overall revenue for an airport than one 
operating longer sector flights, as there will be more daily turnarounds 
and passengers.  The number of airports that can sustain long-haul 
networks is very limited.  Manchester now only has some 18 long-haul 
routes down from a peak of over 40.  So the focus will be on short-haul 
and maximising the throughput with maximum turnarounds �– up to 4 
per day for some low cost carriers. 
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Also, due to the increasing needs for security checks, airlines and 
airports insist on a two-hour check-in regardless of length of haul.  
Although short-haul passengers may spend less money airside, they 
spend more landside in car parking; business passengers making day 
return trips and parking in short stay car parks. 

Airlines also treat their bases differently.  For a low cost carrier, the 
airport will be seen purely as an operational feature with each route 
being required to make a profit irrespective of the remaining operations, 
although benefiting from economies of scale.  For a legacy carrier each 
additional route operated to its hub not only has its own discrete 
economic result, but can affect the profitability of other routes.  This is 
the so called �‘system effect�’.  Some domestic routes in the UK operated 
by British Airways do not generate a profit but they contribute to the 
airline�’s overall system result. 

Choice of Airport 

Historically, legacy carriers have behaved differently from low cost 
carriers in their approach to airports.  Taking BA as a classic legacy 
carrier, its management has sought to do all in its power to maximise 
the importance of its single hub at Heathrow and not to develop hubs 
elsewhere, as these could diminish the impact of the primary hub.  The 
main purpose of the hub is to facilitate the increase of transfer 
passengers from one route to another and to enhance the profitability of 
both routes.  Heathrow is in direct competition with similar super-hubs 
at Paris, Frankfurt and Amsterdam. 

When it was faced with immense difficulties in expanding at Heathrow, 
BA did experiment with setting up a second hub at Gatwick for some 
years but decided not to continue with this approach.  Instead it now 
pays substantial sums to purchase yet more slots at Heathrow from 
other airlines and transfer back the Gatwick operations, a process 
which has been accelerated by the recent EU-US Open Skies 
agreement. 

Lufthansa�’s approach when Frankfurt Airport became over-congested 
was similar, but it has persevered with setting an alternative hub at 
Munich �– albeit that the geography and population spread in Germany 
is conducive to this.  However, it has adopted this strategy reluctantly 
since it would much prefer to have concentrated all its activity at one 
hub. 
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Legacy carriers cannot efficiently operate hubs at airports with only one 
runway.  An examination of typical European hub airports shows that 
Heathrow is the poor relation even with two runways (Table 3.6). 

Table 3.6: Top European Airports & Capacity 
Airport Current 

passengers 
(mppa) 

Runways Destinations 
Served 

Current 
ATMs 
(arr & 
dep) 

2010 
ATM 

Capacity 

% 
Full 

Heathrow 66.9 2 180 477,000 480,000 99% 
Frankfurt 53.5 3 265 485,000 660,000 73.4% 

Paris CDG 60.8 4 223 551,174 710,000 77.6% 

Amsterdam 47.4 5 260 428,350 600,000 71.3% 
Source: BAA Heathrow website 

The approach of these large legacy carriers to regional airports is 
similar �– to provide links to their hub airports but not to seek to set up 
subsidiary hubs.  The market is not big enough to sustain significant 
operations to and from a Heathrow-type network. 

Nevertheless, airlines do base small numbers of aircraft at some �‘down-
route�’ airports.  BA bases a small fleet of aircraft at Glasgow, 
Edinburgh, Manchester and elsewhere, so that aircraft and crews are in 
position in order to operate the vital early morning flights to Heathrow 
and less importantly to Gatwick.  Normally, only the one route to 
Heathrow and no more than two aircraft will be involved �– however, the 
airline could decide to base additional flight and cabin crews at these 
airports to operate a larger proportion of all the flights between that 
airport and Heathrow if that is perceived to offer cost savings.  Airport 
incentives would play an almost insignificant part in any such decision 
to base or not to base aircraft and crews as they are made for network 
reasons. 

Regional scheduled airlines, such as Eastern Airways and in some 
respects flybe (which has characteristics of both a regional and low cost 
carrier), will have an overriding strategy to serve certain types of 
markets and certain geographical areas which maximise their traffic, 
yield and revenue.  These airlines are more dependent upon the 
business traveller for whom time-savings are paramount and cost is far 
less significant.  Thus airports selected as hubs by such airlines must 
be as close as possible to centres of commerce and industry. 

The situation for low-cost scheduled airlines and also for charter airlines 
is different again.  Here, passengers are generally much more cost 
conscious and are therefore prepared to adopt a more flexible approach 
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both in terms of time of travel and the choice of both departing and 
destination airport.  In economic terms they are more responsive to 
price elasticity.  The availability through the Internet of price information 
for competing airlines allows these types of passenger to weigh up the 
various options, meaning for example, they might be prepared to travel 
at unsociable times or to a more distant airport (by public or private 
transport) depending on the overall price saving that could be achieved.  

A number of key features become of paramount importance when 
deciding to set up a new operating base in a regional area.  In 
approximate order of importance they are: 

possibly the most fundamental is the airline�’s own assessment of the 
size of the overall passenger demand for its type of routes from the 
region in question; and the fares and resulting yields that that market 
is prepared to pay compared to the overall cost levels that the airline 
is able to achieve 

the location of existing bases for the airline �– if it already has a base 
at one of the three other north east airports, it is less likely to 
consider a second base in the same region 

the presence of other low cost carriers at airports in the general 
region �– low cost carriers currently have a tendency to avoid direct 
head-to-head competition at an airport, unless they serve different 
types of destination 

the accessibility by road (and to a lesser extent by rail) of the airport 
to the wider catchment area, by comparison with competing airports 
�– currently Durham Tees Valley Airport is seen to compete well in 
terms of road accessibility 

the cost of operating at the selected airport may be an important 
consideration.  Less well located airports are likely to offer 
significantly greater financial incentives to low cost carriers and the 
airline has to consider whether any additional financial incentive will 
outweigh any potential loss of traffic resulting from a possibly inferior 
location. 

In addition, the airline will need to ensure that the operational features 
of the airport meet its minimum requirements in terms of runway length, 
navigational aids, all-weather approach aids such as Instrument 
Landing System, operational hours, slot availability, handling, parking, 
crew accommodation, and flight despatch.  At larger airports there will 
usually be a choice of ground handling agents and also for crew 
accommodation.    
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Route Choice 

In assessing a new route or operation, all airlines will invariably look at 
the relationship between the revenue they can earn from a given 
catchment area in relation to the market size, composition and 
competitive environment against various levels of cost in terms of the 
�‘escapability�’ of those costs over differing time periods. 

An airline will start a new route recognising that it may take some time 
to achieve full financial and economic viability, as it takes both time and 
money to ensure that the potential passengers become aware of a new 
service.  It will initially assess the performance of the route by 
comparing the contribution in revenue it makes against the direct 
operating costs to operate a particular service.  It will normally hope to 
achieve this economic performance from the outset.  This is sometimes 
referred to as the �‘flying contribution�’, meaning that some contribution is 
made to both indirect operating costs and overheads.  If the revenue 
fails to cover the direct operating cost consistently then an airline would 
be ill-advised to continue a route or service.  If revenue exceeds the 
direct operating costs, the airline is better off by operating a service 
given its commitment to the cost of the aircraft and crew. 

The next level of performance which an airline will assess is the 
revenue performance against both the direct operating costs and the 
indirect operating costs such as the aircraft ownership costs, 
engineering support, crew salaries, aircraft hull and war risk insurance 
and ground handling.  Any surplus after these costs is sometimes 
referred to as the �‘operating contribution�’ towards overheads.   

Once a route is covering its direct operating costs, its indirect operating 
costs and its overheads, the resultant excess revenue is referred to as 
profit. In the final analysis, an airline must achieve a fully allocated 
profit against the total cost of both its individual route and its overall 
operation if it is to stay in business. 

An airline will also have to assess on a continuing basis the viability of 
its existing routes or operations.  The analysis outlined above in respect 
to new routes applies equally to the assessment an airline must carry 
out on its existing routes.  It must also be aware that, even though a 
route may be making a reasonable contribution or even a small profit, 
other potential routes elsewhere might be a more profitable use of the 
scarce aircraft resources. 
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Route Cessation or Airport Withdrawal 

The decision to close down a route or a base will be purely economic �– 
that the latest forecasts of revenue based on the history to date will be 
insufficient to cover the latest forecasts of cost in an acceptable 
timeframe, if ever. 

The most common reason for the termination of a route will probably be 
the realisation that the original forecasts of demand, yield and revenue 
and of the prices that passengers would be prepared to pay were over-
optimistic, or were simply flawed.  This may also be impacted by an 
economic downturn at one or both ends of the route. 

The second most common reason will be as a result of an increased 
and unexpected level of competition for a finite market, either from the 
airport served by the airline, or to or from a nearby airport. 

Probably the third most common reason for the termination of a route 
will be a sudden increase in costs (such as fuel costs) together with an 
expectation that the market will not be able to afford the increase in 
prices necessary to cover those costs. 

Fourthly, as already discussed, there may be occasions when higher 
yielding more attractive slots become available at other airports.  In 
these situations, low cost carriers with lower fixed ties to any particular 
base have the ability to react quickly to such opportunities.  This can be 
seen with the growth of easyJet at Gatwick (at the expense of Stansted) 
following the move of legacy carriers to Heathrow following Open Skies 
and during the subsequent downturn when slots became available. 
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The growth of low cost airlines has been one of the most significant 
developments in European air travel in the last decade following 
deregulation of the European airline industry when the third package of 
liberalisation measures were introduced between 1993 and 1997.  
Many low cost carriers have become successful businesses in their 
own right but there have also been a number of failures in this sector. 

Carriers such as easyJet and Ryanair operate differing low cost models 
and have become market leaders in their own right.  Capacity offered, 
destinations served, frequency of operation and pricing of air fares 
through effective use of yield management techniques have all played 
their part in delivering passenger growth.  Effective use of product and 
service differentiators and distribution via the Internet have reduced 
cost and increased market penetration of LCCs.  

The relationship between airlines and airports has fundamentally 
changed as low cost airline operations become an increasing proportion 
of their business, with the drive to securing the lowest possible cost 
base. Cost focus has impacted on the revenue streams for both 
airports and airport servicing companies, e.g. passenger handling, 
cleaning and catering.  LCCs can almost be described as �‘virtual 
carriers�’ with much of their product offerings outsourced to third parties. 

Revenue streams have been impacted leading to changes in airport 
ownership.  The shift to more cost effective distribution methods has not 
been overlooked by the traditional �‘legacy�’ carriers and their route 
networks and use of capacity at congested airports has already shifted 
and will continue to change over time.  

Legacy carriers have already undertaken significant cost-cutting 
measures and further network consolidation is likely as the airline 
alliances (a surrogate vehicle for overcoming ownership restrictions 
which still prevail in the industry) re-assign their aircraft resources to the 
most profitable portfolio possible.  This section will identify the 
prospects for airlines growing in the UK marketplace and will identify 
the factors impacting on growth. 

LCCs in Short-Haul Markets 

Low cost carriers (LCCs) are point-to point, short-haul market operators 
on sector lengths of under four hours.  The greatest change in the 
market has therefore taken place in domestic and European travel.  
Legacy carriers have made their greatest changes in their short-haul 
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proposition (network, schedules, frequencies, distribution methods, 
pricing).  The short-haul networks of many legacy carriers (even before 
the onset of LCCs) have historically been loss making (due to their high 
cost base) and existed to feed their hubs; the increased competition 
from LCCs has caused a reduction in short-haul services operated by 
the legacy carriers �– particularly so at congested airports.  Conversely 
the number of short-haul services operated by LCCs at other airports, 
for example Gatwick, have increased (see Figure 4.1 and Figure 4.2). 

Figure 4.1: Domestic Destinations Served by London Heathrow 1981-2010 
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Source: Select Committee on Environment, Transport and Regional Affairs 

Figure 4.2: Change of Destinations Served by LGW 
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In the case of easyJet, it launched domestic services initially from 
Luton, but through its acquisition of Go moved to new domestic 
development at Stansted, then commenced growth at Gatwick 
culminating in the acquisition of GB Airways in 2008.  However, overall 
domestic frequency on offer from the three easyJet south east bases is 
declining. 

LCCs at Heathrow? 

Heathrow is undesirable to LCCs; the inability to achieve fast 
turnarounds, the occurrence of delays, congestion and the high cost of 
slots all mitigate against the low cost model. 

Growth by legacy carriers at Heathrow (LHR) will continue to 
concentrate on mid to long-haul destinations where competition from 
LCCs doesn�’t exist and where profits for the legacy carriers are 
generated.  The price of slots on the open market can only support 
long-haul growth in the long term.  Domestic feed to the LHR hub by 
both BA and bmi will continue to reduce as BA will use scarce slot 
resources to grow its mid to long-haul network; bmi slots currently used 
on domestic services will continue to transfer to sister carriers within the 
Lufthansa group or be leased/sold to other Star Alliance carriers.   

The only short-haul routes from LHR to likely see growth will be on 
services to Star Alliance European hubs (Frankfurt, Munich, Zurich, 
Brussels, Vienna, and Dusseldorf) and on LHR-German/Swiss/Austrian 
secondary airport pairs.  Fixed costs at Heathrow, irrespective of 
aircraft size and sector length, is further impacting on the short-haul 
network at the UK�’s only hub airport. 

LCCs at Regional Airports 

Growth of short-haul networks by LCCs in both the South East and UK 
regional airports has seen an increase in an airport�’s ability to substitute 
another.  The increased time to travel through larger airports designed 
for network carriers has enabled short-haul markets to transfer to 
competing airports.   
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Figure 4.3: Weekly Frequencies on LON-EDI Routes 
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Outside the South East on routes where LCCs have replaced legacy or 
regional carriers, the daily frequency of operation has reduced. 

Short-Haul Competition from Surface Alternatives 

Short-haul air travel is not only impacted by commercial air transport 
alternatives but also from surface mode alternatives such as high speed 
rail. Some international destinations are already experiencing 
reductions in overall frequency, e.g. Brussels, Paris, and Amsterdam; 
not only from LHR but also from other South East airports.  No 
scheduled services now operate from Gatwick to Brussels, Frankfurt or 
Paris. 
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Figure 4.4: Weekly LON-PAR Frequencies 2003-2010 

0 

20 

40 

60 

80 

100 

120 

140 

Air France  British  Airways BMI easyJet 

W
e
ek
ly

 D
ep

ar
tu
re
s 

2003 2010 

Source: OAG 

Trends in Stage Lengths 

LCCs are entering markets with longer stage lengths as currency 
exchange rate fluctuations have impacted on the demand for Eurozone 
destinations; short-haul opportunities are reducing.  Ryanair has 
expanded to Morocco and the Canaries from the UK whilst easyJet has 
expanded to Turkey, Egypt and Morocco.  LCC growth is likely to see a 
continuing increase in the average stage length operated.  This will 
benefit LCCs as a longer stage length results in a reduced seat unit 
cost (see Figure 4.6). 
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Figure 4.5: easyJet Average Stage Length 
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Figure 4.6: Impact of Sector Distance on Unit Costs from London 
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LCC Maturity & Acceptance 

Customer expectations have moved and LCCs have become the 
acceptable face of short-haul travel.  Corporate travel policies have 
shifted towards �‘best-buy�’ principles and with frequencies operated by 
LCCs often better than legacy carriers, business passenger demand 
has switched to LCCs.   

Distribution strategies of the LCCs continue to develop and converge 
with elements of the legacy carriers.  For example, easyJet, flybe, 
bmibaby and Jet2 now distribute tickets through the Global Distribution 
Systems (GDS) albeit at a premium compared with booking via the 
Internet. Distribution of capacity via GDS means that business travel 
agents and corporate travel managers are more willing (and are 
required by their clients) to book LCCs for business trips.  LCCs are 
now developing websites specifically tailored to the business market 
e.g. http://business.easyJet.com.    

Product Differentiation 

Legacy carriers continue to try and differentiate their services to those 
of an LCC but increasingly the product offering is becoming closer to 
that of their LCC competitor.  Both BA and bmi have reduced on-board 
service (catering and cabin crew) on short-haul flights in an attempt to 
reduce cost and have lead-in fares comparable to LCCs, while still 
offering all inclusive pricing and service guarantees.  The customer is 
now more �‘savvy�’ in comparing prices on offer across a broad spectrum 
of carriers as online comparison search tools continue to develop.  
Nevertheless, LCCs continue to market their services as lowest 
fare/best value.   

LCC Effect on Charter Operators 

Growth of LCCs has been as a result of both the creation of new 
markets and market share capture from legacy scheduled and charter 
carriers.  The short-haul inclusive tour operation has shrunk 
considerably; the fleets of charter airlines have reduced and moved to 
aircraft capable of operating to destinations further a field.  
Considerable consolidation in the tour operator market has taken place 
with only two large operators remaining.   
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The economic downturn has seen a number of specialist tour operators 
failing as the travelling public move towards �‘self-build�’ holidays.  The 
consumer demands greater flexibility in destinations served, schedule, 
length of stay and pricing; albeit without the protection of tour operator 
and travel agency bonding.  The current industrial dispute by BA cabin 
crew once again highlights the growing increase of leisure travel being 
un-bonded. 

Social Impacts 

The growth of LCCs has had a significant impact on second (overseas) 
home ownership.  Conversely, second home ownership can play its 
part in sustaining and growing LCC operations to certain destinations.  
The increased number of destinations available from no-frills carriers 
may also be facilitating wider social and economic changes. 

LCC Relationships with Airports 

Airports have historically attracted airlines by reducing published tariffs 
over a three year period and offering marketing support for growth; 
particularly when new destinations are added to an airport�’s portfolio or 
when an airline adds new based capacity. 

The relationship between airlines and airports is changing as airports 
have experienced a loss in services and revenues as competing 
airports fight for services.  LCCs are fickle and will shift existing 
capacity to airports guaranteeing a lower cost base.   

Route swaps have also occurred with LCCs switching capacity rather 
than growing capacity.  For example, Ryanair moved capacity from 
Manchester to Leeds Bradford and from Stansted to Luton.  easyJet 
has significantly increased its fleet size at Gatwick following the 
acquisition of GB Airways but also through the transfer of capacity from 
Luton and Stansted where better yields are achieved.  These 
substitutions will continue into the future as airports will continue to �‘buy�’ 
LCC capacity.   

In addition, where airports are able to offer more appropriate (basic) 
infrastructure at lower cost to competing airports they will be able to 
attract new services.  LCCs achieve greater productivity by achieving 
short turnarounds, 24-hour operation and they desire simpler terminals.  
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Airport design is changing to facilitate this but also to capture ancillary 
revenues.  

LCCs continue to achieve more short-haul sectors per aircraft 
compared to legacy carriers through quicker turnarounds, use of both 
exit doors and as few a number of pier-served departures as possible. 

Development of LCC Operating Bases 

Whilst LCCs continue to grow and fleet sizes increase, aircraft deployed 
by UK and Eire-based LCCs in the UK marketplace has stagnated and 
expansion has been at European bases. 

Table 4.1: easyJet Base Development 
UK Base European Base Opened 

Luton, Glasgow 1995 

Liverpool 1997 

Geneva 1998 

Gatwick 2001 

Stansted, Bristol, East Paris Orly 2002 
Midlands 

Newcastle Berlin SXF 2003 

Edinburgh Dortmund 2004 

Basel, Milan Malpensa 2005 

Madrid Barajas 2006 

Manchester 2007 

Paris CDG, Lyon 2008 

Rome FCO 2009 
Source: easyJet 
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Figure 4.7: easyJet Operating Bases by Location and Number of Aircraft 

Source: easyJet 
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easyJet currently has nine of its twenty aircraft operating bases at 
locations in Europe as shown in Table 4.1 and Figure 4.7 above. By 
comparison, Ryanair has 39 aircraft bases; only 15 are located in the 
UK and Ireland with the remaining 24 in Europe. 

This strategy will lead to a reduction in growth of LCC markets in the 
UK as the rest of Europe catches up.   

Taxation & External Costs 

Additional costs will be added to air travel through both national and EU 
legislation; this will impact the shorter sectors.  Domestic air travel was 
already in decline before the economic recession and will reduce further 
as additional charges from Air Passenger Duty and emissions trading 
are introduced, security at airports further detracts from the air travel 
experience and the product offering on intercity rail travel improves (on-
board product, pricing and distribution).   
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The UK has a large leisure air passenger market and it is this sector 
that will be most affected by the increased costs of air travel.  Surface 
transport modes do not need to pass on these charges and as rail 
transport continues to be subsidised the prognosis for domestic air 
travel is not good. 

Leakage to Foreign Hubs 

As domestic air travel declines it is expected that UK regional links to 
European and more distant hubs will continue.  Already Amsterdam has 
links to 22 destinations in the UK compared with only 6 UK airports 
connected to LHR.  Further expansion from the UK regions to new hubs 
is expected.   

Hubs such as Dubai and Abu Dhabi have seen increases in frequency 
and aircraft size by Middle East carriers Emirates and Etihad from the 
UK regions.  US carriers such as Continental and US Airways are also 
operating from a number of UK regional points direct to their east coast 
hubs.  As new aircraft technology is introduced (e.g. Boeing 787) an 
increase in the direct services to more remote hubs can be expected 
(e.g. US west coast). 

New aircraft technology will also be used by all carriers to differentiate 
their product offering against the competition.  Whilst alliance hub 
networks will be maintained, their efficiency will be weakened by the 
expansion of �‘thinner�’ direct flights between secondary cities. 

LCCs in Long-Haul Markets 

Long-haul markets have not seen much attention by LCCs; some 
carriers have tried but most have failed as they have struggled to 
improve the cost base compared to the legacy carrier offering.  Small 
aircraft fleets cannot achieve the improved efficiencies in long-haul 
markets versus the legacy carriers due to factors such as time zone 
differences and bilateral restrictions.  Also, the customer continues to 
demand a level of comfort and in-flight service superior to short-haul 
travel when travelling on longer sectors. 
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4.15  LCC Summary 

Low cost carriers are here to stay and will continue to grow.  LCCs have 
fundamentally changed the short-haul market; it has become 
commoditised with passengers choosing the elements of the product 
offering they require. LCCs are, however, fickle and will switch 
resources between routes more erratically and without concern for the 
impact to the passenger.  The LCC business model will remain one of 
sophisticated yield management, high utilisation and high density, but 
this product is not suitable for all short-haul markets.  

A year-round daily service by a LCC will require a market size of 
approaching 100,000 passengers annually; a twice-daily operation 
nearer 200,000 passengers annually.  On short-haul routes a business 
passenger demands a minimum frequency of two daily services and 
already there are examples of routes which have moved to LCC-only 
operation with a frequency far from ideal for the business customer.  
Similarly as more capacity is added to the LCC sector, not all 
destinations can support a daily LCC service and many routes will 
operate on less than daily frequencies.  Some markets will continue to 
be better served by regional/commuter operators with smaller aircraft 
providing a convenient schedule. 
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5. Future Development of Passenger 
Markets & Further Areas for Research 
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A buoyant economy will increase disposable income and the propensity 
to fly. Increasing longevity and working lives will also fuel continued air 
travel growth. 

The constraints will be: 

Lack of runway capacity where and when required; 

Impacts of APD and related taxes; 

Impacts on climate change and associated environmental 
legislation; 

Competition from high speed rail and other European hub airports. 

Given the short timeframe of this study there is significant scope for 
further in-depth investigation on these specific issues.  

Mott MacDonald is able to undertake such investigations, should the 
Department for Transport request it.  

The following are suggestions for studies that may be of interest to the 
Department: 

Air and Rail �– a balanced economic and environmental comparison 
given the necessary market densities and infrastructure to make 
high speed rail a success. 

The real economics of the air transport system �– a factual analysis. 

The consequences of not permitting the development of new 
runways to serve South East England and the impact on the UK 
economy and its �‘island�’ status. 

The real balance of aviation induced/facilitated trade and tourism. 

What actually happened after a real runway development?  What 
happened after Manchester Runway 2 was developed in terms of 
traffic, services, network jobs and economic contribution compared 
with the arguments made at the Planning Inquiry? 

The potential impact of new aircraft types such as the B787 and 
A350 on service patterns, frequency, routing, prices and products. 

Airline ownership and control legislation changes 

Changes in aircraft depreciation methods 

Security in the context of the overall airport experience  
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