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FOREWORD

The Department for Transport (DfT) is currently drafting an Air Transport White Paper which will address the way in which the increasing demand for air travel will be accommodated over the next 30 years.  There are a number of reasons why the Department for Culture, Media and Sport (DCMS) should take an active interest in the shape of the White Paper because of the way that tourism, which falls within the remit of DCMS, will be impacted.  In particular:
 

· domestic tourism will become progressively less competitive if the price of air travel continues to decline while the price of surface travel continues to increase;
X
· there is a need to encourage overseas visitors to the regions and not simply London and the South East;
X
· current taxation policy towards aviation is encouraging the export of tourism.
Action needs to be taken to address these points if the UK tourism industry is to benefit from the growth in air travel, rather than fall victim to ever-increasing numbers of UK residents taking overseas holidays and leisure breaks without a compensating influx of overseas visitors.  There are two main priorities:

· Removal of unfair tax breaks for air travel so that domestic tourism can compete on a 
level playing field;
X
· Reducing the present over-concentration of UK air travel upon London’s airports. 

1.
Introduction

 

1.1
In July 2002, the DfT published proposals for the future expansion of UK aviation1 and set out the advantages which would ensue from this but a shortcoming in DfT’s analysis is that it does not include balanced consideration of the impact upon the UK tourism industry. 

1.2
Aviation is important to the UK, providing 180,000 jobs and 1.2% of GDP.2   Compared to this, however, tourism employs some 2.2 million3 people in the UK and accounts for about 4% of GDP4.  Tourism is especially important for the rural economy.
1.3
UK residents account for 14% of all international air travel5 – more than any other nation in the world.  Only one sixth6 of the trips by UK residents are for business purposes, which explains why the UK has been dubbed ‘a nation of holidaymakers’

1.4
The rapid growth in overseas tourism by UK residents in recent years has been encouraged by the reducing cost of air travel.  This has not been matched by an increase in overseas visitors to the UK.  Air fares have been driven down by improved efficiency, increased competition and the aviation industry’s exemptions from fuel tax, VAT and environmental charges.  The artificially low price of air travel relative to surface travel within the UK is an encouragement to UK residents to choose overseas holidays and leisure breaks rather than the domestic alternative.

1.5
It is not realistic or even desirable to prevent people from taking holidays and leisure breaks abroad but it is illogical for the Government to subsidise people to do so and thereby subject the domestic tourism industry to unfair competition. 
1.6
Unless Government acts to remove the aviation industry’s tax exemptions, the UK tourism industry stands to continue to lose, rather than gain, from the rapid expansion of air travel.     

2.
Expansion of UK air travel

2.1
Following a year-long consultation, the DfT is preparing to publish an Air Transport White Paper, the central theme of which is likely to be the provision of additional airport capacity to meet its forecast of an increase in UK air travel from 181 million passengers per year (‘mppa’) in the year 2000 to 402 mppa in 20207.  With some 65%8 of all UK air travel concentrated on airports in the South East, the expansion of capacity of London’s airports is a key issue for the White Paper.    

2.2
The DfT has identified economic benefits for the UK which will stem from the growth in air travel.  Assuming airport capacity is expanded to meet the predicted increase in demand, the DfT predicts that the cost of air travel will decline by about 1% a year until 20209 and this will reduce average air fares by about £5410 per return journey. 

2.3
The DfT quantification of economic benefits is some £20bn11 in net present value (NPV) terms and this is derived by aggregating the value of the potential fare reductions plus a notional cost for additional travelling time12 to alternative airports which would result if capacity was constrained.  This is a highly theoretical and questionable basis upon which to assess the economic benefits but our main criticism is that DfT has made no attempt to assess any of the economic downsides for the UK economy, for example, in relation to the impact on the domestic tourism industry or on the UK balance of payments. 

3.
Imbalance in UK overseas tourism


Note that ‘tourism’ is used as shorthand in this paper to refer to all overseas travel to and from the UK whether for business or leisure purposes. About one sixth of all outward air travel is business related and about one third of all inward air travel is business related. 13
3.1
For every two overseas visitors to the UK, five UK residents travel out on visits abroad (Table 3.1 below).  Since 1995 the tourism trade deficit has grown dramatically from £3.6bn to £15.3bn (current prices). Income from inward tourism has been static at current prices while expenditure by UK visitors abroad has grown by 75% during the period from 1995 to 2002.

   Table 3.1:  UK tourism  - all transport modes - 1995-2002 

   (Current prices unless otherwise stated)

	Year
	Inward tourism 
	Outward tourism 
	Tourism deficit

	
	Visits (m) 
	Spend (£bn)
	Visits 

(m)
	Spend 

(£bn)
	Visits (m)
	Spend 

(£bn)

	1995
	23.5
	11.8
	41.3
	15.4
	-17.8
	 -3.6

	1995 (at 2002 prices) *
	
	13.9
	
	18.2
	
	-4.3

	1996
	25.2
	12.3
	42.1
	16.2
	-16.9
	 -3.9

	1997
	25.5
	12.2
	46.0
	16.9
	-20.4
	 -4.7

	1998
	25.7
	12.7
	50.9
	19.5
	-25.1
	 -6.8

	1999
	25.4
	12.5
	53.9
	22.0
	-28.5
	 -9.5

	2000
	25.2
	12.8
	56.8
	24.3
	-31.6
	-11.4

	2001
	22.8
	11.3
	58.3
	25.3
	-35.5
	-14.0

	2002
	24.2
	11.7
	59.4
	27.0
	-35.2
	-15.3


   * Indexation of 1995 spend to 2002 prices based on RPIX Tables, Office of National Statistics.
     Sources: International Passenger Survey as set out in ‘Overseas Travel and Tourism’, Office of National Statistics.
3.2
In real terms14, inward spend declined 16% between 1995 and 2002 (2.4% pa) and outward spend increased 48% (5.8% pa) over the same period.  In February 2002, the Office of National Statistics (ONS) commented as follows:

‘The UK is a net ‘exporter’ of visitors - compared to the 56.8 million visits abroad made by UK residents in 2000, 25.2 million overseas residents visited the UK.  Although this latter figure increased markedly since 1981, it levelled off at around 25 million visits a year from the mid 1990s. The numbers of UK citizens visiting abroad, however, continued to increase year on year. Air travel provided the major impetus for growth throughout the period. The number of visitors abroad carried by air increased by over 260 per cent from 1981 to 2000.’  15 
  

3.3  
About three quarters of all outward tourists travel by air and a slightly smaller proportion of inward tourists arrive by air16.  On a typical UK international flight with 100 passengers, 72 are outward tourists and 28 are inward tourists.  This is the average for both UK based and foreign airlines.  The trend since 1995 has been for outward tourists to account for an increasingly large share of overseas travel to and from the UK. 

3.4
Inward tourists used to spend significantly more per visit than outward tourists but the spending gap has narrowed quite dramatically in recent years, from £128 per visit in 1995 to £31 in 2002.
3.5
The data for the first half of 2003 shows that the gap has narrowed to £2 per visit17 (compared with £21 in the first half of 2002).  The fall in the number of (higher spending) US visitors in recent years is the principal reason behind the reducing average inward spend.  The data for the first half of 2003 also shows a 2.9% increase in the number of outward tourists compared to an increase of only 0.9% in the number of inward tourists.  

3.6
There have been particular problems in the past two years which have deterred overseas tourists, particularly US tourists, from visiting the UK, namely the outbreak of Foot & Mouth disease in 2001 followed by the events of 11 September 2001, wars in Afghanistan and Iraq and then SARS – but the adverse trends in the UK tourism trade balance are apparent from the mid 1990s and cannot solely be attributed to these short term ‘shocks’ of the past 2-3 years. 

[image: image1.wmf]   Figure 3.1:  Overseas tourism – average £ spend per visitor: 1995-present (current prices)

          Source: ‘International Passenger Survey (IPS) ‘ Time Series Data, ONS (current prices).
3.7
Figure 3.1 above shows a steady narrowing of the gap between inward and outward spend per visit over a period of several years, with the trend clearly pre-dating the ‘shocks’ of the past 2-3 years. 

With outward visits by UK residents outnumbering inward visits by foreign residents by a ratio 5 to 2 and with the spend per visit now broadly equal for outward and inward tourism, the tourism deficit looks set to carry on growing even assuming some rebound from the recent ‘shocks’.   The latest data for the first half of 2003 shows a further 10% increase in the tourism deficit compared to the same period in 2002.   

4.
Implications of aviation growth forecasts upon overseas tourism

4.1
If air travel were to grow on the scale predicted by DfT, UK international air travel would increase from 61.8 million trips in 2002 to 91.5 million trips in 2010 and 132.6 million trips in 2020. (Note that trip numbers require to be doubled to reconcile with mppa data.)  

4.2
In Table 4.1 (below) we have projected the impact of this on the tourism deficit by making the following assumptions, each of which is optimistic compared with the trends in recent years: 

· Growth in outward tourist visits of 5.0% pa (real) for the period 2002 – 2010 and 3.8% for the period 2011-2020.  These are the average rates of growth in UK international air travel projected by DfT and compare to average annual growth in outward tourism of 5.8% during the period 1995 - 2002;


· Growth in inward tourist visits of 5.0% pa (real) for the period 2002 – 2010 and 3.8% for the period 2011-2020.  Again, these are the average rates of growth in UK international air travel projected by DfT and compare to an average decline in inward tourism of 2.4% during the period 1995 – 2002;

· Spend per visit to remain constant in real terms during the period 2002-2020 at the 2002 level (£484 inward versus £454 outward), although the trend from 1995-2002 suggests that this favourable position (to the UK) may soon be reversed.

Table 4.1:  Projected growth in inward and outward tourism  - air travel only

(2002 prices)
	Year
	Inward tourism 
	Outward tourism 
	Tourism deficit

	
	Visits (m) 
	Spend (£bn)
	Visits (m)
	Spend  (£bn)
	Visits (m)
	Spend  (£bn)

	2002 (actual)
	17.3
	  8.4
	 44.5
	20.2
	-27.2
	-11.8

	2010
	25.6
	12.4
	 65.9
	29.8
	-40.3
	-17.4

	2020
	37.2
	18.0
	 95.6
	43.4
	-58.4
	-25.4


Sources: ‘International Passenger Survey. as set out in ‘Overseas Travel and Tourism’, Office of National Statistics
applying average spend per visit to air travel; SSE analysis of DTLR/DfT forecast.  Note that the projections assume constant inward and outward spend at 2002 levels.

4.3
The air tourism deficit trebled (in real terms18) between 1995 and 2002 and our projections indicate that, even with the optimistic assumptions, the air tourism deficit will grow from £11.8bn in 2002 to £17.4bn in 2010 and to £25.4bn in 2020.  Although we have made a considerable adjustment to the trend in an attempt to adjust for the recent ‘shocks’ 19 and assumed a rebound in inward tourism and a slowdown in the rate of growth in outward tourism, we still project a relentless growth in the deficit as clearly illustrated in Figure 4.1 below.
Figure 4.1:  Projected growth in UK tourism deficit – air travel only (2002) prices)
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      Sources:  as Table 4.1.

4.4
A major factor behind this relentless growth in the tourism deficit is the ever-reducing cost of air travel.  There are, of course, other factors, including the weather, lifestyle choice decisions and the exchange rate but Government can do very little or nothing about these other factors.  Government can however redress the unfair tax advantages for aviation.  Unlike any other form of transport, airlines are exempt from fuel duty and this alone is worth £6.3bn a year compared to the duty on fuel which the motorist pays20.  This amounts to an effective subsidy, at least in relative terms, and it results in unfair competition for the domestic tourism industry.  

5.
Impact on the domestic tourism market

5.1
Total tourism expenditure in the UK increased by only 2% in real terms21 from 1995-2002 whereas expenditure by UK residents on visits abroad increased by 48% over the same period.  

   Table 5.1:  All forms of UK tourism - 1995-2002 - Spend in £bn

	Year
	Domestic tourism

spend
	Inward  tourism spend
	Total spend 

on tourism in the UK
	Outward tourism

spend 
	Total spend by  UK residents 

	1995 (current prices) 
	 20.1
	11.8
	 31.9
	 15.4
	35.6

	1995 (2002 prices*)
	 23.8
	13.9
	 37.7
	 18.2
	42.0

	2002 (actual)
	 26.7
	11.7
	 38.4
	 27.0
	53.7

	Real increase/decrease
	+2.9
	-2.2
	+0.7
	+8.8
	     +11.7

	Increase/decrease % 
	+12%
	-16%
	+2%
	+48%
	     +28%


    *Using ONS RPIX tables to convert 1995 spend to 2002 prices.    

    Sources: UK Tourism Survey, ‘International Passenger Survey’ as set out in Overseas Travel and Tourism , ONS, MQ6. 

5.2
It can be seen from Table 5.1 above that tourism expenditure by UK residents (domestic plus outward) increased by £11.7bn between 1995 and 2002 and £8.8bn (75%) of this increase went overseas, with the result that by 2002 overseas spend by UK residents overtook domestic spend for the first time22.  Although the domestic sector showed some growth, it is by no means certain that this will continue to be the case.  Value for money is a key consideration in deciding whether to take a domestic or an overseas leisure break and the ever reducing cost of air travel will increasingly improve the competitiveness of the overseas option.      

5.3
The UK tourism industry is highly fragmented, comprising some 127,000 mostly small businesses23 which is why Government support is needed to assist with co-ordinated marketing.  The fragmented nature of the industry also means that (unlike the aviation industry) it lacks political clout.  This may help explain why the DfT appears to have disregarded the impact of aviation tax subsidies upon the domestic tourism industry.             

5.4
Government funding for the English Tourist Board for promoting domestic tourism this year amounts to only £12m24.  The Welsh and Scottish Tourist Boards receive relatively more generous support from their devolved administrations (£23m and £28m respectively25) but these are small amounts in the context of the importance of domestic tourism to the UK economy, particularly the rural economy.  

5.5
The House of Commons Culture, Media and Sport Select Committee has called for more Government funding to support UK tourism and has compared UK Government support for tourism with the funding available to individual US states.  It reported that the State of Virginia had a tourism budget of $17 million and the State of Massachusetts a budget of $9.8 million26.  However, no amount of Government marketing support for the UK’s domestic tourism industry is ever likely to compensate for the tax exemptions currently enjoyed by the aviation industry and increased funding would simply compound the mistake of having two Government policies working in opposite directions, at a substantial cost to the Exchequer.

6.
Growth in number of overseas holiday homes

6.1
There are no official statistics on the number of overseas holiday homes owned by UK residents27 but Abbey National has estimated that, in 2002, UK residents owned 1.2 million homes in France and Spain alone and there is a considerable anecdotal and circumstantial evidence which suggests that (a) the number has grown dramatically in recent years and (b) is closely correlated to the rapid growth in low cost air travel: 


· Reports from property agents in France regularly emphasise the impact upon local property markets when new low-cost air services to and from the UK are introduced, increasing both the volume of sales to UK residents and the price of local properties28; 

X

· In February 2003, following Ryanair’s acquisition of Buzz, a number of route closures were announced, provoking an outcry from UK residents who had purchased holiday homes in France in the vicinity of destinations previously served by Buzz29;

X

· The recent closure by Ryanair of its Stansted to Strasbourg route, in response to a ruling by a French court that local subsidies granted to Ryanair were anti-competitive,  provoked another outcry from UK owners of holiday homes in the Strasbourg area30; 

X

· Reports that large numbers of UK owners of properties on the continent purchase multiple airline tickets ‘en bloc’ at opportunistic times so as to be able to travel to and from their holiday home throughout the year at favourable prices31;
X

· It is has been put to us that the saving on the purchase of just two cartons of cigarettes generally covers the cost of a return air ticket to France for a UK resident! 

6.2
It is clear also that the local Chambers of Commerce and Departments in France who have provided financial incentives to low cost airlines linked to the numbers of UK passengers delivered to their local airports have done so in the expectation that this will provide a boost to their local tourist

industries and property markets and that the latter, in particular, will bring wider and longer term benefits to their local economies.
6.3
We have been unable to find any evidence of reciprocal arrangements involving financial incentives to encourage airlines to deliver overseas tourists and second homebuyers to regional/rural airports in the UK and so it very much appears that this is virtually one way traffic.          

6.4
Clearly, all of this represents a significant capital outflow from the UK and there will also be significant revenue outflows associated with the upkeep, maintenance and enjoyment of holiday homes on the continent.  

6.5
In addition, the very low fares on offer are an encouragement for UK residents to take short leisure breaks at continental destinations and some of this will be substitutional – i.e. at the expense of a domestic leisure break.  Although value for money is not the sole consideration here, it must be a factor when a couple of return air tickets can cost less than a tankful of petrol.      

6.6
While it is not realistic or even desirable to prevent people from purchasing holiday homes, or from taking holidays and leisure breaks abroad, it does not make sense for Government to provide a structural advantage which encourages UK residents to spend their money overseas, rather than in the UK, by exempting air travel from fuel tax, VAT and environmental charges. 

7.
Regional impact

7.1
The economy in the South East captures 69%32 of all UK earnings from overseas tourism and residents of the South East account for 40% of all outward tourism from the UK33.  Thus the tourism industry in the South East is less exposed than the rest of the UK to the growth in outward tourism.  This is illustrated in Figure 7.1 below.

    
Figure 7.1:  Inward and outward tourism spend - all modes of transport (2002)
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    Sources: United Kingdom Tourism Survey(UKTS) and the International Passenger Survey (IPS) for 2002.

7.2
It is also worth noting that the South East accounts for only 30% of UK domestic tourism earnings34 and is therefore less exposed than the rest of the UK to any downturn in domestic tourism.  In addition, some of the income from domestic tourism in the South East stems from people from other regions of the UK taking an overnight stay prior to (or following) an overseas trip via one of London’s airports – which handle more than 60% of all international air travel by UK residents.  Thus the South East tourism industry is quite well hedged against the impacts of the growth in air travel but this is certainly not the case in respect of the other regions of the UK. 

7.3
The rural economy is particularly exposed.  In the South West, for example, tourism is the largest sector of the economy accounting for 10% of GDP35.  Domestic tourism contributes £3.9bn36 and overseas tourism, £0.5bn37.  As the declining cost of air travel encourages more UK residents to take their holidays and leisure breaks overseas rather than at home, the economy in the South West will be particularly exposed, especially since the benefits of any parallel growth in the number of inward tourists to the UK are unlikely to be significant for the South West.

Figure 7.2:  Spend by overseas tourists in the UK, 2002


7.4
Out of a total of £11.7bn spent by overseas tourists in the UK last year, £8bn was spent in the  South East.  The over-concentration of international air travel in the South East and particularly upon Heathrow, Gatwick and Stansted airports is an issue which must be addressed if overseas tourism to the other regions of the UK is to be developed.  

7.5
The experience of the low cost airlines, particularly Ryanair in France, indicates that tourists can be tempted to fly direct to regional airports and there clearly needs to be much greater effort in the UK to develop direct international services to and from UK regional airports (where surplus capacity already exists) rather than continue to focus so much of UK air travel upon airports around London.

7.6
Current policies are creating ever greater difficulties for regional tourism by encouraging UK residents to choose overseas holidays and leisure breaks - without the benefit of a reciprocal increase in overseas tourism to the UK regions.   
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          Source: International Passenger Survey’ (IPS), 2002.

Figure 7.3:  Spend by domestic UK tourists in the UK, 2002
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Source: ‘United Kingdom Tourism Survey’ (UKTS), 2002

7.7
Out of a total of £26.7bn spent by UK residents on domestic tourism in the UK last year, £7.9bn was spent in the  South East – virtually identical to the amount spent by overseas tourists in the South East.  

7.8
In the regions, however, overseas tourism is relatively small compared to domestic tourism as the following ratios demonstrate:



7.9
We have already seen (in Section 5 above) that the UK tourism industry as a whole is losing far more than it is gaining from the growth in international tourism.  It is however particularly important to understand that it is the regions and above all the rural economy which will be most affected if current trends continue and the current policy of providing an effective subsidy for air travel is maintained.  

8.
Relationship between price of air travel and demand

8.1
DfT estimates that the price elasticity of demand for UK air travel is on average –138, in other words a 1% reduction in price results in a 1% increase in demand.  Price elasticity is higher for leisure travel as Table 8.1 shows:


Table 8.1:  Price elasticity of demand for air travel 
	Price elasticity of demand 
	High 

estimate
	Low estimate
	OEF*

	  Business
	-1.2
	-0.4
	-0.7

	  Leisure
	-2.7
	-1.1
	-1.5


*Oxford Economic Forecasting

Source: ‘The Contribution of the Aviation Industry to the UK Economy’, OEF, Nov 1999. (commissioned by DfT). 

8.2
More recent evidence has suggested that elasticity can be as high as –4 in relation to short discretionary leisure breaks39 and these are chosen by the very customers who might otherwise have chosen a domestic leisure break but are tempted to go abroad by a ‘value for money’ offer.  
8.3
Using the assumption of average price elasticity of –1, DfT states that a 10% reduction in fares would increase demand by 10%40 and uses this in its forecasting model.  DfT predicts that the cost of air travel will decline by 1% pa in real terms until 2020 and this has a significant effect on the 2020 demand forecasts.  In reality a 1% annual price reduction may well be an underestimate.  The airline industry is becoming increasingly competitive as the more established carriers strive to reduce their cost base to meet the challenge of the low cost carriers. 

9.
The case for fair taxation of air travel

9.1
If the price of air travel were to increase by 1% a year rather than reduce by 1% a year (real terms), annual demand growth would halve to about 2.0% providing the UK tourism industry with an opportunity to rise to the challenge presented by the rapid growth in outward tourism. 

9.2
Using the DfT forecasting model, it can be derived that taxation of about £6bn a year (for example by the aviation industry meeting the costs of environmental damage) phased in by 2015 would have the effect of increasing air fares by about 1% a year with the result that the demand for air travel would increase to 268 mppa, rather than 402 mppa41 by 2002.

Figure 9.1:  Comparison of 2% versus 4% annual growth.

Source: DfT forecasts in ’The Future of Air Transport in the United Kingdom: South East’ , DfT, Feb
       2003 (Rev. Ed.).  The 268 mppa projection has been derived from the DfT forecasting model.

9.3
Demand growth to 268 mppa by 2020 represents a 48% increase on the year 2000 baseline and provides for a more sustainable and a more manageable scenario than the 122% increase which DfT uses as its working hypothesis and which is based on aviation maintaining its fuel duty and VAT exemptions throughout the period to 2020.

9.4
Leaving aside the fuel duty and VAT exemptions, the external costs of UK aviation (which the EU and the UK Government is committed to internalise) have been estimated at about £6 billion a year by the European Environment Agency42.  This is equivalent to about £35 a flight and the Royal Commission on Environmental Pollution, the Sustainable Development Commission and the Institute of Public Policy Research have all endorsed this as the sort of figure which is necessary to moderate the excessive growth in air travel and ensure that aviation meets its external costs.
9.5
Aviation taxation of about £6bn a year can thus be justified on the basis of the environmental impacts of aviation alone and in comparison with other modes of transport, there can be no real argument that aviation is currently in an anomalous and privileged tax position.

9.6
Road travel and road transport contributed some £42bn to the Exchequer in 2002/03, mostly through fuel tax, VAT and vehicle excise duty/road fund licences and even allowing for investment in roads, the net contribution was some £38bn43.  In comparison, aviation contributed only about £900m in air passenger duty44.  Even trains and buses, although exempt from VAT, are required to pay fuel duty whereas airlines are exempt.    

9.7
From an environmental standpoint, the damage caused by aviation emissions is fast approaching the damage caused by road transport emissions in the UK.  Currently the ratio of carbon dioxide emissions by road transport relative to aviation emissions is about 3.8 to one45 and the Inter-Governmental Panel on Climate Change (IPCC) estimates that aviation emissions of carbon dioxide require to be factored by 2.7 to reflect the greater damage caused to the environment by high altitude emissions.46
9.8
The domestic tourism industry relies primarily on surface transport - by car, coach or rail - to deliver its visitors whereas outward UK tourists travel principally by air to their overseas destinations.  The fact that surface transport is taxed (more heavily every year) while aviation continues to enjoy duty free fuel and a general VAT exemption amounts to unfair competition.   

9.9
The present aviation tax exemptions are, in effect, subsidising the growth in air travel and, in so doing, they are damaging the UK tourism industry, the UK balance of payments and the environment.  These impacts will become progressively more serious, especially upon the rural economy, unless the Government takes action to tackle the issue of aviation taxation.

9.10
The White Paper must not be designed simply to accommodate the agenda of the UK aviation industry.  It must weigh aviation interests against the interests of the UK tourism industry and the wider economic and environmental context.  It must take full account of the implications of under-pricing air travel and of over-concentration upon the South East.  

Unless these two fundamental issues are fully addressed, the UK tourism industry will be a casualty of the growth in air travel rather than a beneficiary.
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