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Summary

The UK airport industry faced regulatory reform following the 1986
Airports Act. The regulatory reform not only included privatisation of
the then nationalised British Airports Authority, but also changed
the airports that used to be directly owned and managed by local
authorities into autonomous pics. As a result, the industry includes
four categories of institutional arrangement for the airports in the
UK, i.e., (1) privatised airports with price regulation, (2) privatised
airports without price regulation, (3) a local authority airport plc with
price regulation, and (4) local authority airports plc without price
regulation. The regulatory reform involves the imposition of price
cap regulation on ‘designated’ airports’ average airport charge
levels. In this thesis focus is placed upon the predictions of
outcome changes in this industry by the regulatory reform. The
framework of the analyses is based on applied microeconomics,
particularly on the theory of regulation. The predictions regarding
the airport charges rebalancing effect and productive efficiency are
accompanied by empirical analyses as to finding any performance
changes. Predictions and empirical analyses were carried out
mainly with regard to (1) allocative efficiency Iin price rebalancing
and (2) technical efficiency in production. The price regulation’s
constraint form is the ‘Average Revenue Approach’ and some
economists suggest this leads to efficiency distortion. ‘Designated
airports’ price cap constraint uses only the passenger numbers to
‘average’ the level of total airport charge revenue. The thesis
shows that this approach would produce a different outcome from
the general outcome predicted through a typical ‘Average Revenue
Approach’ using both a simple model and interdependency demand
model, followed by an empirical analysis using price ratio data. As
to productive efficiency, after predictions of the outcome | used
Data Envelopment Analysis to test efficiency scores in (A) the then
nationalised British Airports Authority/privatised BAA as time series,
and (B) private airports and local authority airports after the reform

as a panel comparison.
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Chapter 1

Introduction to Regulatory Reform

1-1. Introduction

The purpose of this thesis is to investigate how the UK airport industry’s
performance has changed in response to recent regulatory reform. A change in
performance is identified as a change in efficiency. I focus on both allocative
etficiency in pricing and internal efficiency in production. The UK airport
industry’s structure has changed since April 1987 following the Airports Act
1986. The industry faced a drastic change not only with the privatisation of the

then nationalised British Airports Authority into BAA plc (BAA, hereafter)!,
but also with the transformation of the airports that were directly owned and
managed by local authorities into public limited companies. The airports’
productive efficiency change analysed in this thesis is linked with these
ownership changes. Following these ownership changes, the regulations of the
UK airports were also changed. The allocative efficiency of the airport charge

regulation 1s therefore also analysed in this thesis.

The purpose of this chapter 1s to consider the basic concepts of institutional
arrangements, derived from the microeconomics theory of regulation. I base the
framework of this thesis on the firm’s objectives and constraints, the relationship
between them and the difference between the objectives of the firm and social
Welfare, and the role of any control mechanisms. Section 1-2 addresses the
importance of examining a structural change as an institutional arrangement’s

change. Section 1-3 examines how we should look at a public corporation under



direct control of the government, with a survey of the types of models that

cconomists have adopted in the literature, whilst section 1-4 addresses why and
how regulatory mechanisms play an important role in a privatised organisation.
Section 1-5 gives brief preparatory comments for Chapter 3 where I explore the
institutional arrangement’s changes and predicted outcomes specifically applied

to the UK airport industry.

1-2. Structural change, objectives and constraints

Recently in the UK there have been many changes in the structure of public
corporations. These structural changes vary in many ways from one industry to
another. By the word ‘structural change’ I mean ‘changes in an institutional
arrangement’ in an industry. An institutional arrangement involves the objectives
of owner(s), managers and workers of a firm and any control mechanisms
between them (What links the objective of the owner(s) and that of the
managers with regard to achieving the former can be called a ‘control
mechanism’), and the market structure. Structural changes affect the objectives
of the stakeholders in the firm. Being simply put, ‘structural change’ is any
change in the factors of the paradigm of the theory of industrial organisation
which consists of market structure, market conduct and market performance.
These factors are linked with each other by the objectives of the owner(s) and
the managers of the firm, competitiveness of the product (and/or input tactor)
market and the strength of the control affecting the firm such as the capital

market, managers’ labour market, and union’s negotiation power, etc..

The most drastic change for an organisation 1s a change of ownership because it
is most likely to change the objectives of all the parties involved. The owners of
a nationalised firm are the people of the country. The logic behind setting up a

nationalised firm (in a capitalist economy where ‘ideology’ is irrelevant 1n



establishing nationalised firms) is, or at least was thought to be by the advocates
of nationalisation in the UK, that the public can entrust the managers of the firm
with regard to maximising the social welfare. Whether or not the managers of a
nationalised firm have the same objective of maximisation of social welfare, the
style of operating a firm as a nationalised firm can be believed to be the least
costly way to secure the objective of the whole nation’s people. This is related
to the concept of the transaction cost to a principal who aims to realise his/her
objective via an agent in the framework of the Principal-Agent theory. In this
case the principal is the public and the agents are the managers of the
nationalised firm. The privatisation programme in the UK in many regulated

industries can be understood in the light of the Principal-Agent problems.

Principal-Agent problems originated from the concept of the divergence of a
firm between ownership and management. The owner of the firm as a principal
wants the managers as the agent to achieve his/her objectives, because it would
be more beneficial to the owner to let the specialist managers operate the firm.
However, the management would not necessarily facilitate the optimum input
necessary to achieve it. This problem 1s considered as inescapable and stems
from the existence of the hierarchy in the management of a firm. The existence
of any hierarchy means that those who belong to a certain level 1n the hierarchy
have private information only available to their level. It either 1s impossible or
requires enormous transaction costs in order for those who do not come into
contact with the management activities in detail to obtain many types/levels of
decision-making information. Information such as whether production costs are
minimised or what kinds of potential initiatives are open to the managers are
indeed their private information. The private information owned by any
hierarchy in the management of the firm forms a ‘rent’ to the managers.
Monitoring the agent with regard to reducing the rent from the private
information is a ‘price’ to the owner of the firm to achieve his/her objective, as
he/she had decided to use the agent. Unless the ‘price’ exceeds the marginal

benefit to the owner as to the profit from the firm, spending himself/herself the



monitoring cost is a rational behaviour. Principal-Agent problems when they are
applied to a nationalised firm, can be looked upon at its simplest as follows: the
government as the principal and the managers as the agent. The government, on
behalf of the general public, is supposed to aim to maximise welfare via the
managers of the firm (the relationship between the public and the government is
also one between the principal and the agent). If there was no information
asymmetry, which would be an unrealistic situation, 1.e., if we assume that the
government as the principal can pertectly monitor the behaviour and the
performance by the managers as the agent, we could consider that the
institutional arrangement of the nationaliéed firm 1s superior to any other form of
institutional arrangement. However, information 1s asymmetric between the
government and the managers as the government 1s not directly involved 1n the
operation of the firm, so there is a need for monitoring by the government. 1t the
monitoring cost to the government has become too large, the control mechanism
having either ceased to work or never having worked, or 1f the market structure
has changed there may have emerged a better way to secure the social welfare.

Changes in the institutional arrangements would be called for.

Another tier of principal and agent should be added when considering a
nationalised firm’s institutional arrangement, i.e., the public as the real owners
and the government. Unlike in the case of private firms, the owner ot any
nationalised firm is the wider public. Considering the existence of the taxpayers,
consumers, and at the same time voters as the wider public, there is room for
moral hazard that government ministers might have against the principal. A
Minister of the department that is in charge of a particular nationalised firm 1s
able to act so as to influence the voters. Suppose the Minister knows the exact
meaning of total welfare and knows how to increase it through an efficiency
gain, e.g., total cost reduction, would it be plausible that he/she can let the wider
public know the correct effect of what he/she has done? Even if 1t would be
plausible, he/she would have no incentive to do so, if his/her action is not linked

directly with his/her ultimate likely objective, 1.e., the contribution toward the



election of the political party he/she belongs to%. Another complication is that at
the lower level of the hierarchy, there is a relationship between the minister and
the non-elected department officials (Civil Servants), adding other
Principal-Agent problems. Typically, as the public choice academics explain,
department officials may be budget maximisers and their objectives may include
maximising their department’s size, i.e., they are most interested in ‘empire
building’. The structure of these multiple and complex relationships between the
principal and the agent in each tier observed in a nationalised firm can also be
seen 1n the institutional arrangements of a firm which is directly owned and
managed by local authorities. Changes in ownership of nationalised firms and
local authority firms involve changes in the relationships between the principal

and the agent in all the tiers, as well as changes in the objectives of the

stakeholders.

As there are many changes included in the change in property right’s allocation,
normative microeconomics has reached a limit in analysing the changes of
institutional arrangements within 1its traditional framework because it assumes
tull information setting. Instead, ‘how do the participants in an industry actually
behave?’ has become a more important question, and thus the positive approach
has become useful as the theory of information asymmetry has become
sophisticated (see Appendix at the end of this chapter for the relationship

between the development of this field and mechanism design).

1-3. Nationalised firm’s control mechanisms

An inherent problem regarding nationalisation is a constraint from the capital
market as one of the external controls. Whatever the constraint imposed on a
nationalised firm, it cannot be stronger than that from the capital market. The

pressure on the private firms’ manager mainly comes from the threat of



take-over. Although there would be X-inefficiency, at least the managers try to
perform above the level where their performance would reduce the value of the
firm, because in the case of a take-over, there would be a chance that the
managers would be redundant. The possibility of being sacked is a real threat to
the managers, though the recent theory of the firm confirms that it would be a
‘satisficing’ behaviour that the managers are likely to conduct under the threat of

take-over, and the managers are not likely to try ‘maximising the profit’ for the

shareholders.

There 1s also a problem with control mechanisms as an incentive structure.
There are arguments that the control mechanisms under nationalisation were not
correctly designed. An interesting question is whether a nationalised firm can
become more efficient if its control mechanism is ‘incentive-wisely’ designed.
The history of control mechanisms in the UK nationalised industries makes one
doubt 1f the managers had welfare in their minds as their objective. If the
managers of nationalised industries had been welfare-oriented, why control
constraints as such? Why did successive governments always try to create

constraints and change them often?

Thus in the remainder of this section I summarise some models which public
enterprise economists have established with regard to determining the problems

of control mechanisms in nationalised industries.

[ adopt the following notations in this chapter:

g. product output

p. product price

g = g(p): demand function
R: revenue

[1: profit



5. consumers’ surplus

W total welfare

V'(q): consumers’ willingness to pay
C: total cost of production

c. non-capital cost

/- production function

w. wage rate

[ labour input

r. opportunity cost of capital

k. capital input

0. target rate of return

Another common assumption as well as that of information asymmetry is that
the managers are not allowed to raise profits (which is always the case and

described in each Act of Parliament establishing relevant public corporations)

and also that the managers’ salaries are not perfonnance—related3 .

(1) models in which the manager’s objective function includes
welfare, and the theme of which is to examine why control

mechanisms are technically imperfect

In the model of Gravelle (1977) the problem the manager has to solve 1s:

Max W(= V(q) — wl — rk)
st. Ag,LLk) >0
R—wl-6k>0 (1-1)

The result, f3/f; > r/w is shown, which 1s the other way round to the

well-known Averch-Johnson effect. (Because in the US type rate of return
regulation the constraint is a maximum requirement unlike a mmimum

requirement here). Gravelle proved that because of this marginal cost 1S not



minimised, which is a technical bottleneck deduced from this type of financial
target constraint. The concept of the ‘financial target’ applied to the UK
nationalised industries, which were different from industry to industry, was
introduced by the guidelines in the 1961 White Paper on the nationalised

industries. It was typically ‘a rate of return on net assets’ in a financial year.

In contrast to this Gravelle model whose purpose was to examine allocative
etficiency, Gravelle and Katz (1976) aimed mainly at an examination of the link

between the form of the financial target and X-efficiency. The problem that the

manager faces is:

Max U(W,E)
st. R-C(Lk)-fU,k,q,0) >0 (1-2)

U 1s manager’s utility and E 1s the amount of effort to reduce total cost. One of
their contributions is that they showed that one of the conditions satisfied
allocative efficiency (marginal cost pricing), but effort level input is not
sufficient when compared to the optimum. They also examined variations of
financial targets (i.e., specification of f{¢)), lump sum constraint, and target rate
imposed on total cost and target rate on capital. However, they found that none
of these forms can a priori lead the firm to improve welfare without specifying

the production function.

These two models show the relationship between control mechanisms and both
allocative and X- efficiency. Vickers and Yarrow’s model (1988) allows us to
find the condition as to investment policy efficiency, by dividing total cost into

non-capital cost and capital cost. Their manager’s problem is to solve:

Max W = V(q) — c(q,k,x) — bx —rk
st. R-C(g,k,x)—x-0kk =0 (1-3)

Here x denotes a factor in terms of cost reduction. Though it would cost bx to



the manager as his/her disutility of effort if he/she inputs effort, the input of

effort reduces the total cost by x. bx has a similar role as Laffont and Tirole’s

assumption q)’ (e) > 0 and cp’ '(e) > 0 meaning manager’s disincentive (see
Appendix in this chapter). bx is disutility itself here, i.c., o(e) = bx. By putting
an assumption of b > 1, that the manager does not have the right incentive
towards cost reduction, effort can be expressed, though it is linear. The
outstanding point Vickers and Yarrow made is that 6 is a function of capital

employed. From the Vickers and Yarrow model the following three efficiency

conditions are derived:

P—¢q _ A _
p 1+A4 (1-4)
.. _ r AL 1-n(k) } )
kT T T T 144 (1-6)
where € 1s inverse elasticity of demand and n(k) = _00 k meaning the

Ok ¢

elasticity of the financial target with regard to capital input. These conditions
can be usefully compared with a benchmark set of conditions derived from

maximisation of total welfare:
Max V(g) — c(q,k,x) —x —rk (1-7)

Benchmarks (optimum) are:

p = cq (1-8)
—Cx = 1 (1'9)
——Ck = r (1"10)



(2) a model in which the manager's objective includes welfare and
union’s utility

Rees (1984) set a model where the manager can solve:

Max  E[U(g)] + pu(w,?)
s.t. g, k) =0
R—wl-rk-T1I0 > 0

K—k>0 (1-11)

where U is the manager’s utility, u is the union’s representative’s utility, p 1s a

parameter expressing the union’s bargaining power, 1V is an absolute term
target constraint and X is the maximum capital amount the firm can use. u(w, [)
expresses the trade-off to the union between wage rate and employment. The
excessive labour intensity resulting from the solution is of a similar kind as that
from Gravelle (1982), though the labour-intensity problem is suggested to be
stronger due to the capital constraint. This capital constraint encapsulates ‘cash
limits’ (called also external financing limits) which were introduced in 1976/77
by the government. These were used as tools for reducing PSBR by the

government when 1t faced a deficit burden.

(3) a model which can allow room for the parties to try to influence

constraints

Rees (1989) proposed another way of looking at the above model, 1.e., an
extension of the model to a two stage game. His game’s players are: the
government, the manager, and the union official. The way the constraints are set
should be, according to his i1dea, the result of bargaining between the
government and managers which 1s followed by bargaining between the

managers and the union officials, which i1s the first stage. As workers know

10



there 1s room for rent extraction, they want the target to be set as loosely as
possible. The managers also know the room for rent extraction. The second
stage 1s solved by examining how the firm would behave under a given set of
constraints. Looking at the procedure in this way, we can say that the other

models mentioned earlier are all ‘reduced form’ models mainly focusing on the

second stage game.

1-4. A privatised industry’s institutional arrangement

When we take privatisation as an example of regulatory reform, it is necessary
to discuss the following points in order to evaluate a change into a new

institutional arrangement:
1) How can the manager’s objective become closer to those of the shareholders?

2) How strong 1s the pressure on the manager from the external control? In
particular, how effective 1s the monitoring ability of the capital market, 1.e., how
‘strong is the shareholders’ interest in the value of the firm (in a collective
sense)?; how do the private capital lenders evaluate the firm? and how eftective

1s the threat from potential hostile bidders?

3) What kind of ‘artificial’ regulation should be introduced in the case ot weak

competition in the product market?
4) Is the degree of hierarchy smaller than under the nationalisation framework?

In terms of 1) the key is how the manager’s performance 1s linked to his/her

income, going back to the original sense of the Principal-Agent problem.
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Vickers and Yarrow (1988) considered this point with regard to the disutility
function shown in the previous section. They compared the nationalised firm’s
manager’s disutility for cost reduction bx with the equivalent of the private
firm’s manager, ax. They tried answering the question: under which condition

would a < b be held. The answer depends both on elasticity of x with respect to

reduction of ¢, and price elasticity.

As to 2) the strength of the pressure from the capital market is very much
related to the size of the firm. The point 3) is the most crucial as it is directly to
do with allocative efficiency. Obviously the market in which a former
nationalised firm has been operating would not be changed just by a change of
ownership. As the factor of natural monopoly was very often one of the reasons
for nationalisation, many former nationalised firms, when privatised, had
monopolistic power. Socially it is necessary to prevent welfare loss through
monopolistic pricing, which was the obvious reason for setting up new
regulatory mechanisms. Like the point in 2), it 1s impossible to generalise about
this, because in some industries deregulation 1n the product market was
introduced (or began to be introduced) at the same time as their regulatory
reforms, but other industries still remain monopolistic (or locally monopolistic).
Needless to say replacement by competition in the product market 1s the best
regulation. In reality, most of the industries are multiple product suppliers. Thus
in the UK the introduction of deregulation is often adopted in the relatively
competitive markets with other markets being left as regulated. Another
dimension is that newly privatised firms are allowed to go into the markets
where they used to be prohibited from operation. Although I do not define “core’
or ‘non-core’ markets in general terms, it goes without saying that ‘ring-fencing’
is required between the two kinds of markets for protecting the consumers in the
‘core’ markets which are quite often still natural monopolistic. Doing this 1s one

of the duties of the independent regulators to whose position we now turn.
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The answer to the last point, 4), would be ‘yes’, if we refer to the argument in
section 2, on condition that there is no new regulation as such. The question to
ask 18: can the general public trust the government when it sets up ‘independent’
regulators? It seems strange when we think about privatisation of firms which
used to be owned by the public. There 1s a logic here. We can look at the
procedure of privatisation: an alternative way of funding, other than through
taxation, of nationalised firms in order to improve their performance. This was
accepted by the public who also accepted the expectation that improvement of
the performance would contribute to total welfare gain. On behalf of the public
as the principal, the government as the agent made the decision to implement
this logic. The government happened to be able to commit themselves 1n the
implementation of this logic because their action was linked to the electoral
commitment of the Conservative party, which gave the government an incentive
to create regulators legally bound by their duties. Further, their duties which are
described in the relevant Acts are better-defined as ‘welfare and efficiency’
duties at least compared with the objectives set out in those Acts relevant to

each nationalised firm.

1-5. Conclusion of this chapter and some preparatory
comments for Chapter 3

In this chapter we have examined how we should look at an institutional
arrangement’s change, mainly by focusing on the form of the changes involved
in privatisation of a nationalised firm. In Chapter 3 where I analyse the
privatisation of the then nationalised British Airports Authority, which had been
a major UK airport operator, I use the concept of this chapter. An interesting
feature resulting from the regulatory reform of the airport industry in the UK 1s
that there is not only privatisation, but also a legislation change in which local

authorities’ directly owned and managed airports became autonomous plcs. In
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this chapter I raised the question: whether a regulatory reform creates a different
performance of a firm because it mainly changes the objective of the firm’s
management, or because it mainly changes its constraints? The airport industry
in the UK, thanks to the existence of local authority airports, enables us to

examine how firms under the same ownership can change when their control

mechanisms differ.

In Chapter 3 I use the basic model form that Vickers and Yarrow applied in
their models, as they are most convenient for three different kinds of efficiency

conditions. However, I use output as a manager’s objective function to be

maximised, which Rees originated4 and Vickers and Yarrow developed. |
explain the reason for this in chapter 3. Yet, before the application of the
economic theory to the UK airport industry, I explain in the next chapter what
policies were/are imposed on this industry both before and after the regulatory
reform, as well as external changes to the industry structure, together with an

examination of the various types of the constraints.
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Appendix to Chapter 1

In the late 70’s, Scott (1978), Loeb and Magat (1979) and Tam (1979) tried to
design a mechanism through which the manager of a natural monopoly firm
would have an incentive to produce the level of output which optimisation
would require, regarding control constraints as an incentive structure. Their
approach was to design a mechanism so that the manager could be given a
whole or a portion of the consumers’ surplus realised as a result of the
production. With this method there 1s no way for the manager to maximise
his/her profit other than by trying to maximise welfare, leading to the result of
first best without the need for the regulator to know the cost level. However,
setting aside the distribution problem (“Is it socially optimal to give all the
welfare to the firm?”), there is the question of how to measure the consumers’
welfare. Finsinger and Vogelsang(1981) developed the concept by solving this
question. Their way of regulating this type of firm is to set several periods (¢), 1n

each of which the manager is allowed to get the portion of O, 1 x [P,_1 — P{]

which is an approximation of each period’s gain in consumers’ surplus (Q 1s the
output and P is the price). This mechanism does not require information of cost
levels nor demand levels. This was an innovative departure point for information

economists.

There is still a question regarding Finsinger and Vogelsang’s method: how can
the effort facilitated by the manager be compensated if the total cost level 1s
reduced at period ¢ compared with at period 7 — 1 as a result of his/her etiort?
Therefore in order to complete the design method which started from the
condition ‘without knowing the cost level’ another condition ‘without knowing
the effort level’ is required. There are two types of information asymmetry

problems; adverse selection and moral hazard. The greatest contribution of
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information economists is in their construction of models in which cost has these
two scparate factors. In the case of the mechanism that Finsinger and Vogelsang
created, 1if there is a case where the manager can expect to have the bonus from
the regulator without making any effort, this bonus is a pure rent to the firm and
this 1s the problem of adverse selection. It is to do with the fact that the firm
knows the technology and cost structure better than the regulator. On the other
hand, moral hazard is to do with some amount of action, i.e.. ‘effort’, which
intluences the cost level. As the regulator cannot observe it, the manager has

very little incentive to make this kind of effort, because there is no reward for

the effort to the manager.

For example, Laffont and Tirole’s models (1986) include a cost function of
C=(B-eq

B 1s technology parameter and e is effort parameter. The regulator can observe

the total cost of C, but he/she cannot see the level of both B and e. The effort e

causes the manager the disutility ¢(e). Here cp’ (e) > 0 and q)’ '(e) > 0 eXpress
the disincentive of the manager against e. The regulator gives the firm a net

transfer 7' as well as recovering the cost. The assumption 1s that the manager 1s
only interested in his/her income and disutility stemming from e. The objective

function of the manager 1s

E(U) = E[U{T,¢p(e)}] = ET - ¢(e)

The regulator knows that f8 is in the range of [ 8, B], but does not know the

actual level of B. Their model analysed how a linear contract in terms of 7,

T = a — bC, can induce the manager to have the right incentive, facing a

selection of {7(f),C(pB Yror{T(B), C(B)} (in the simplest case of only two
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types of ). The way this mechanism works is analogous to the way a consumer
would select a combination of fixed tariff and price each time he/she has to pay
when consuming the service, say of the telephone, when a two-part or multi-part
taritf is introduced. The solution is to do with so-called mechanism design in

game theory and uses incentive compatibility and participation constraint, i.e., it

would give the firm no gain if an efficient firm (e.g., a firm that has B)

announces that 1its level of 8 1s as if B, (incentive compatibility) and also at least

U should not be less than U which is the level of utility realised if the manager
would not have carried out this project (participation constraint). In the case of a
telephone company that designs a multi-part tariff, the objective is to maximise
profit. In this Laffont and Tirole model, the regulator’s objective is to maximise
weltare derived from the project contract. As the result of their solution it was
shown that the most efficient firm 1s required to input optimum ettfort level, but

on the other hand, the rent it can obtain from 1its level B 1s guaranteed.

Compared with this result, an inefficient firm is not given any rent, although 1ts
effort level is lower than the optimum level. This mechanism uses a trade-ott
between the rent the regulator has to allow a firm to keep and the ettort level.
Laffont and Tirole’s model also showed that the more the transfer mechanism 1s

closer to a fixed amount type, the more both the effort and the rent will be.

The ‘optimal regulation’ approaches mentioned here always share the same
presumption. In order to devise the mechanisms the regulator has to know how
much the disutility of the firm’s manager is. Although the approaches treat both
moral hazard and advérse selection, unlike the models in section 1-3 of Chapter
1, in which only the moral hazard aspect can be incorporated, ‘optimal
regulation’ approaches are constructed on the presumption that the regulator
knows the level of the manager’s disutility, @(e). This is not realistic and far
from being practical, and is a bottleneck with the ‘optimal regulation’
approaches. The difficulty of knowing the disutility of managers means that in

reality monetary transfer from the consumers to the managers of the firm 1S not
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feasible. For instance, within the framework of the UK nationalised industries
this kind of transfer was not possible. Thus it would be quite difficult to
construct the framework for ‘optimal regulation’ models when analysing the

UK’s institutional arrangements.

Pint (1991) 1s one of the researchers who constructed a model which compared
the performance between nationalised industry and private regulated industry
using the framework I have explained in this Appendix without the money
transfer concept but instead using different level of perks which the managers

could obtain.
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Notes to Chapter 1

I. After privatisation the organisation’s name was changed into BAA plc which
1s not an abbreviation of the then nationalised British Airports Authority. In
order to avoid any confusion I do not use an abbreviation when I mention the

then nationalised British Airports Authority.

2. Vickers and Yarrow (1988) attached a cost reduction effort with negative
weight 1n the government’s objective function because this kind of action is
better monitored by the workers (especially in the case of redundancy) than by

the voters.

3. Because of this reason I excluded models where the manager’s objective
involves his/her income. However, note that the model that Gravelle (1982)
considered, using the income as a parameter as well as an output and
cost-reduction effort, 1s prominent (1n the sense that he was successtul in putting
both allocative efficiency condition and X-efficiency condition). Also he proved
that a lump sum financial target gives no instruction as to improvement of
X-1nefficiency. However, the key roles in this model are the share of the
manager’s own consumption of the output of the firm and the impact ot the

firm’s profit increase on his tax burden, which are rather trivial in the real

world.

4. In fact there was a case where output maximisation was explained as an

explicit policy, which was seen in London Transport in the ’70s. See Glaister

and Collings (197¢).
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Chapter 2

History of UK Airport Regulation

2-1 Introduction

In this chapter I discuss actual changes in the economic regulation of the airport
industry in the UK. I will confirm the kind of questions we should raise as to
industry efficiency and the control and constraints from both inside and outside
the airport companies, by means of viewing the past and current constraints

imposed on the industry by the regulators or by government national policies.

It was the Airports Act 1986 that made the most significant impact on the
parties involved in the UK airport industry. It involved privatisation of the
British Airports Authority and legislative changes atfecting other regional and
local airports, essentially involving every airport in England, Wales and
Scotland. As to Northern Ireland there exists The Airports (N.I) Order 1994, but
this 1s almost the same as the Airports Act 1986. The current regulatory
framework of the industfy 1s based on the 1986 Act. In the next section we will
look at the history of the regulations which have led to the current framework

before moving on to describe the current regulatory framework 1n section 2-3.
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2-2. Before the Airports Act 1986

(1) Constraints faced by the then nationalised British Airports
Authority

The setting up of the British Airports Authority on April 1966 as a nationalised
organisation was based upon the Airports Authority Act 1965. The process went
back to a White Paper published in 1961 (Cmnd 1457 ‘Civil Aerodromes and

Air Navigational Services’)l. After the Second World War central government
had acquired the major airports, because of the need for large scale capital
investment (Manchester Airport was an exception which remained under the
local authority). Therefore, at that time Heathrow, Gatwick, Stansted and
Prestwick belonged to the Department of Aviation with all their employees Civil
Servants. However, the parties involved including the airlines confirmed that the
airport business was ‘potentially a keenly commercial undertaking’ (a statement
made by BEA: British European Airways) and that it would be more efficient

for a self-contained and autonomous organisation to manage these airports,

which was nominally the reason for setting up the British Airports Authority2.
The establishment of the Authority was judged to be urgently required tollowing
an examination of the finances. At that time, the loss was £9 million 1n the

operations of London’s three airports during the period between 1957/58 and
1959/60.

Thus the British Airports Authority’s constraints on management became subject

to the policies imposed by the government on nationalised industries. Already at

the period of set up, the British Airports Authority was a gigantic firm with

passenger numbers of 60% of the UK total. Its constraints can be roughly

categorised 1nto S1X groups.
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1) Revenue Constraint

The Authority was required to break even, taking one year with another. It was

not allowed to have any revenue surplus. This was a statutory provision (the
1965 Act section 3(1) and (7)).

2) Investment Criteria

A White Paper in 1967 (Cmnd 3437 ‘Nationalised Industries: A Review of the
r.conomic and Financial Objectives’) introduced Test Discount Rate (hereafter
IDR), recommending that investment decisions should be based upon
discounted cash flow calculations (8%; later increased to 10%). The intention
was to check 1f a planned investment could be justified in terms of the
opportunity costs, and the rate was set in line with the estimated return to
investment in the private sector. It was criticised, in another White Paper in
1978 (Cmnd 7131 ‘The Nationalised Industries’), as counting only new
investment and not being practical in terms of the industry network, and TDR
was replaced with Required Rate of Return (hereafter RRR) which looked at an
industry’s investment as a whole (5%; later 10% and 8% from 1993).

3) Pricing Constraint

Both the two White Papers mentioned above recommended the introduction of
long-run marginal cost (hereafter LRMC) pricing into the nationalised industries.
Theoretically industry prices would be based on the future internal rate of return
of the capital to be invested, therefore the prices could be linked with the
financial target and RRR. However, there had never been any discussions or
linkages between the pricing principle and financial objective. Little and
McLeod (1972), after criticising this rather vague linkage and the tact that the
1967 White Paper related LRMC with a tool for leading optimum use of existing
capacity as well as with guidance on the best possible investment decisions,
pointed out that it was highly questionable whether LRMC was a relevant

concept in cases of extremely lumpy investments such as airports, commenting
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that “airports are quite unlike electricity, for example, where each new
generating station is marginal to the system’. Little and McLeod set out the
reasoning for the British Airports Authority’s introduction of peak landing
charges (morning peak hours at Heathrow was in question), and the logic was
clearly based on the cost of delays in landing, i.e., short run marginal cost, not
LRMC. There may have been a long debate within the British Airports
Authority as to how to meet the government’s pricing rule based on LRMC and

financial objective ending with their peak-load landing charge policy.

4) Financial Targets for the British Airports Authority

In all of the three White Papers published in 1961 (Cmnd 1337 ‘Financial and
Economic Obligation of the Nationalised Industries’), 1967 and 1978
respectively, the government had required the nationalised industries to meet
financial targets which would be set for each industry individually. In theory
these targets were supposed to express both the pricing constraints and
investment criteria. However, the actual way of setting this target was by
negotiation between the nationalised industry and the Minister in charge. In the
case of the British Airports Authority, the period of negotiation with the
Department of the Board of Trade was sometimes lengthy, during the first three
years of its operation the target was never actually set. Also from 1976/77 to
1980/81 the Authority had not had a financial target due to the introduction of
the ‘cash limit’ mentioned below. Table 2-1 (see at the end of this chapter)

shows the financial targets and the figures actually achieved.

5) Borrowing Constraints

The British Airports Authority was able to borrow money only from the
Minister (from 1966 the Board of Trade) (section 5 of the 1965 Act). However,
in 1976/77 the government introduced ‘cash limits’ on the external borrowing of
the nationalised industries. In the case of the British Airports Authority these

were set on the basis of 100% self finance which meant that at least the profit
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including grants should exceed the total expenditure including debt repayment.
[n the early ‘80s the cash limit was very tight for the Authority and this
constraint seems to have overruled the financial target. According to the Annual

Report 79/80 of the British Airports Authority, this cash limit was the only

binding constraint in that year.

6) Policy Constraint

It 1s by its nature that a nationalised industry is affected by a nation’s macro
economic policies. As to this aspect, the requirement of supplying ‘cheap and
adequate’ services is a problem often discussed in relation to nationalised
industries. Rail and bus services, and public utilities like gas and electricity need
a relatively uniform provision throughout the country. Cross-subsidisation from
profitable businesses to unprofitable ones is often required. The inefficiency of
cross-subsidisation had always been a topic discussed in the White Papers. In the

case of the British Airports Authority, however, uncertainty was the most

SET10US problem3. With regard to allowing the Authority to develop particular
Investment programmes, the government had quite often changed its decisions.
The timing of investment plays an important role in an airport needing large
scale construction projects. Policy constraints were sometimes connected to
borrowing constraints, as ‘cash limits’ were adopted when the government
wanted to reduce its overall financial burden generated by the nationalised
industries. Policy constraints are also often to do with environmental concerns.
Airport development very often needs lengthy planning inquiries. Inquiries cause
delay as well as uncertainty. Heath (1984) pointed out that, because of the
uncertainties surrounding the result and length of the inquiry as to the Stansted
project, the Authority had to include both the Stansted development and
Heathrow’s fifth terminal in its 1983 Corporate Plan, although the two plans had
been considered as alternatives previously. The government’s airline policy had
also constrained the investment decision. The weighting placed on terminal

development rather than runway development due to changes in aircraft
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technology was recently reduced, helped by airline deregulation policy.

(2) Constraints faced by the local authority airports

In a way, local authority airports before the 1986 Act can be seen as analogous

to the government owned airports before they were acquired by the British
Aarports Authority under nationalisation. The constraints imposed on the
management of local authority airports were even stronger than those imposed

on the British Airports Authority. I categorise these into four groups.

1) Funding Constraint

Funding for airport services was allocated from the responsible authority’s
revenue via the local rates and grants from central government. Many of the

airport services were loss-making. The accounting convention had not included a

depreciation concept.

2) Price and Wage Constraints

The standard level of pricing for services throughout the country including
- landing fees had been set by the Joint Airport Charges Commuttee. As far as |
know there was no benchmark or principle regarding how they set the price

levels. Wage levels for their staff were set by the National Council for Airports.

3) System Constraint in the Case of the Airports Owned Jointly by
Several Authorities

There were cases where airports were owned by several local authorities. As
Povall (1994) noted, sometimes one function of an airport was controlied by one
Council with other functions controlled by other Councils. The difficulties in

communication between owners certainly formed a constraint on management.
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4) Policy Constraint

"Alrport’ services, as part of the local authority’s direct provision, seemed to
have been treated in the same way as ‘education’ or ‘health’ services. It can be
said that the existence of the voters in a local community itself was a constraint.
Attracting voters has to be one of the main objectives of local politicians. This

must have played a key role in deciding whether or not to invest in local

authority airport facilities.

(3) Two national policies

Until 1978 when the Government published a White Paper ‘Airports Policy’
(Cmnd 7084), central government had no national airports policy as such. Since
the setting up of the Roskill Commission in 1967, many efforts and much time
(almost 7 years) had been spent in the search for the location of the Third
London Airport and discussion of its timing (Maplin project). In 1974, the
Labour Government decided to abandon the project, which meant that the airport
industry for the time being had to give up the idea of having a new airport in the
UK. This government decision made the parties involved reconsider alternative
means to expand capacity to meet the projected future demand in the London
arca. The focus of the 1978 Airports Policy was therefore ‘the most effective use
of existing airports’. The parties involved realised that the concentration of
traffic demand in the South East area would be unavoidable, that the effect of
diversion of traffic from the South East to the other regions would be limited
and that there had been overcapacity in airports located in areas other than the
South East. When this White Paper was published, the technology of the aircratt
industry had improved in all the three aspects of size; noise reduction; and fuel
efficiency. Because of this it was suggested that airport capacity would be

gained more effectively by terminal development rather than the construction of
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further runways.

I'wo groups of decisions as to England and Wales were mentioned in the 1978
White Paper.

1) South East area:

e consideration of development possibilities at Stansted

e restriction/ban on the use of particular kinds of traffic at Heathrow

e willingness of the Government to let the British Airports Authority own
and manage local authority airports

2) other areas:
® concentration of air services on a limited number of airports

The Government categorised all airports into the following four types:

A) International Gateway Airports:

C) Local Airports;

(

(B) Regional Airports;

(

(D) General Aviation Aerodromes.

It intended to use this categorisation as a tool for policy making, deciding that,
outside the South East area, Manchester should be the only ‘International
Gateway Airport’, and that Birmingham, East Midland, Newcastle,
Leeds/Bradford and Cardiff should be ‘Regional Airports’. As to the South East,
Heathrow, Gatwick, Stansted and Luton were considered as a single
‘International Gateway Airports system’. This kind of policy change was closely
related to ‘policy constraint’ and ‘funding constraint’ for local authority airports.
(e.g. Teeside Airport has been in decline after being categorised as a Local

Airport, whereas Newcastle has grown 1n importance.)

We can see, 1in the 1978 Airports Policy White Paper, that the then government,

which was very pro-co-ordination, wanted to 1ignore competition among airports.
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In the case of Luton Airport, it said: if ‘Lufon Borough Council and the BAA

were o agree to a transfer of ownership of Luton airport this would assist the
BAA in exercising its major executive and co-ordinating role in the development
of the London airports system’(‘BAA’ in this statement is the abbreviation of the
then nationalised British Airports Authority). The neglect of competition among

airports was inherited from the policy expressed in the 1978 White Paper by
another policy expressed in the 1985 White Paper.

The White Paper, ‘Airports Policy’ (Cmnd 9542) published in 1985, under the
Conservative Government, followed broadly the recommendations of the Public
Inquiries’ report in which Stansted’s new terminal project was approved and the
fifth terminal project at Heathrow was turned down. In this White Paper the
concept of the introduction of private capital was expressed. Discussion of the
change in ownership of airports, together with the suggestion of introducing new
economic regulation (see next section 2-3 (2)) and traffic distribution policy n
the London area (see 2-3 (5)) were the main features of this White Paper. It
mentioned the reasons why the Government believed that the privatisation of

airports would bring benefits: 1t would

1) reduce the size of the public sector,

2) assist the Government’s objective of creating wider share
ownership,

3) increase employee participation,

4) provide for greater freedom for management (e.g., access 1o
private capital),

5) encourage more innovative management and

6) lead to efficiency gains and greater responsiveness to customers.

There had been arguments over whether the British Airports Authority should be
sold as seven separate companies or sold as a single body. The former argument

advocated in terms of separation:
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a) that there would be advantages from competition among airports
and

b) that the incentive to increase efficiency through the potential threat
from take-over would be advantageous.

The latter argument considered that if it would be left unseparated,

a) it would be easier to support the early development at Stansted
and

b) the Government would quickly achieve its aim of privatisation.

(As to these argument, see Starkie and Thompson (1985).)

The Government was supporting the idea of privatising the British Airports
Authority as a single entity. In the 1985 White Paper it believed that even in a
totally deregulated airline market, effective competition between airports would
be limited. The Government made it clear that the new regulator should be the

- Civil Aviation Authority (hereafter CAA). The Government tended to consider
that 1t would be only through competition among airline companies that the
airline industry would become competitive. This might have implied that the
Government may have liked to see both the airport industry and the airline

industry together under the same regulatory body.

The British Airports Authority was privatised in 1987 and the name was
changed into BAA plc [not an abbreviation]. It seems that the Government’s
priority to maximise the sales value of the seven airports was put above the
creation of competitive airports. At the beginning of April 1987, the seven
airports under the ownership of this privatised monopolist BAA were Heathrow,
Gatwick, Stansted (three London airports) and Edinburgh, Glasgow, Aberdeen
and Prestwick (Scottish airports). After privatisation BAA sold Prestwick and

bought Southampton.

The Government also said that local authority airports would be run more
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etfectively if they were constituted as Companies Act companies. It was up to
the owners, i.e., local authorities, to decide whether or not to use their power
under the Act to dispose of their initial shares to introduce private capital. As far
as the White Paper was concerned, the Government seems to have wanted them
to privatise their airports. It said that although ‘the Government will encourage

them to introduce private capital, it has decided not to ask for powers to compel

them to do so’.

Following the 1985 policy, all major local authority airports became plc airports.
Under the 1986 Act, any plc airport that had had an annual turnover of more
than £1 million in two of the previous three financial years became subject to

economic regulation (currently 28 airports in the UK at the end of 2000).

2-3. The framework within the Airports Act 1986

In this section I explain the current framework of economic regulation mainly
based on the 1986 Act. The price control regulation of airports is only relevant
to “airport charges’. The purpose of subsection (1) below is to define which

charges are regulated.
(1) Definitions in terms of airport business and airport charges
1) Operational Activities

‘Operational activities’ means ‘any activities which are undertaken for the
benefit of airport users’. Operational activities are subject to current economic
regulations. However, ‘non-operational activities’ are regarded as businesses
which are not directly relevant to airport users themselves, such as hotels, leisure

facilities, industrial estates and supermarkets. Freedom for the management to go
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for ‘non-operational’ business constitutes one of the advantages under the 1986
Act regulatory change. However, it does not seem that the CAA had expected

the plc airports to have extensive ‘non-operational’ business, as it stated that i
most cases airports will be involved in non-operational activities only to a very

limited extent if at all’4.

Operational activities consist of two kinds of activities. One is (a) ‘air-side’
activities which can be regarded as core services, and the other is

(b)’commercial-side’ activities which originally started as the by-products of

‘air-side’ operation.
(a) ‘air-side’

Roughly the following services belong to ‘air-side’ business:

aircraft taking off and landing
aircraft parking
taxiway management

ground handling, i.e., passenger handling, baggage handling, cargo
handling, flight catering and aircraft toeing

In the 1986 Act the businesses that belong to ‘air-side’ are strictly categorised

under the name of ‘relevant activities’. A complication 1s that not all of the
services 1n the ‘relevant activities’ category are subject to price control

regulation. Only the prices which belong to ‘airport charges’ defined below are

regulated.
(b) ‘commercial-side’

Services normally managed by the concessionaires, such as check-in desks

operation, duty-free and tax-free shops, banks or restaurants, including car parks
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are all categorised as ‘commercial-side’ operation.

As to ‘air-side’ and ‘commercial-side’ operations, there is an important feature

which 1s common to the airport business, called the ‘single-till’ approach, I will

mention 1t later in this section (2-3 (4)).

2) Definition of Airport Charges

Alrport charges, according to the definition in the 1986 Act (section 36(1)), are

defined as charges levied on operators of aircraft

a) In connection with the landing, parking or taking off of aircraft at
the airport.

b) They also include charges levied on aircraft passengers on arrival
at, or departure from, the airport by air.

In the UK the following four categories are normally used:

e landing charge

® parking charge

e taking-off charge

® passenger charge (or passenger supplement fee>)

Apart from airport tax which 1s levied by the government 1n 1ts budget, these
charges are normally imposed indirectly on the passengers through airline

companies.

(2) Framework of the current economic regulation

The responsibility for the economic regulation of the airport industry was given
to the CAA. The CAA had been an organisation which was solely in charge of
the economic and safety regulation of the airline industry and management of air

traffic control. This feature made the regulation of the airport industry very
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different from other newly privatised regulated industries such as
telecommunication, gas, water and electricity. Independent regulators were
Introduced at the time of the privatisation of these industries, 1.€., Oftel, Ofgas,
Otwat and Offer. The uniqueness of airport regulation is the fact that the

regulator is also the regulator of the actual users of this industry.

The duties of the CAA as a regulator of the airport industry under the 1986 Act

(section 39 (2)) are as follows:

(a) to further the reasonable interests of users of airports in the UK,

(b) to promote the efficient, economic and profitable operation of
such airports,

(C) to encourage investment in new facilities at airports in time to
satisfy demands by airport users,

(d) to impose the minimum restrictions that are consistent with the
performance by the CAA of its functions and

(e) to take into account the international obligations of the UK.

The regulatory framework consists of two-fold regulations. There is a first level
of regulation relevant to all plc airports and an upper level of regulation which

1s only to do with ‘designated’ airports.
1) The First Level of Regulation

Airports which are subject to economic regulation have to ask for permission to
levy airport charges and are required to submit accounting information specified
by the CAA. The only grounds on which a permission may be refused 1s where
the airport fails to provide the information the CAA needs. However, the airport
users can make complaints against the level of airport charges to the CAA. So
far (up to the year 2000) there have been no cases where the application of
airport charges was not permitted by the CAA, nor have there been any

complaints against airport charges with regard to the airports which are not
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‘designated’. However, there have been several official complaints against the

level of airport charges set at BAA’s London airports, which I will mention later

in Chapter 5.

2) The Upper Level of Regulation — ‘designated’ airports

The 1986 Act also provides the Secretary of State for Iransport with certain
powers, one of which is that he can designate particular airports for the purpose
of economic regulation (section 40(10)). Although it is not known on what basis
the Secretary of State designated them, four airports, Heathrow, Gatwick,

Stansted and Manchester were designated. Two kinds of regulations are imposed

on designated airports.
(1) regulation in terms of accounting information

Designated airports are required to submit accounting information specified by
the CAA. Each of the designated airports is required to show (a) separately the
revenue from and the costs of airport charge related activities, other ‘operational
activities’ and ‘non-operational activities’, and (b) how much the revenue from
the ‘non-operational activities’ exceeds the cost of these activities, only when
there 1s a loss on ‘operational activities’. This accounting regulation gives the
CAA 1nformation as to the degree of cross-subsidisation from ‘non-operational
activities’ to ‘operational activities’. As I have mentioned (1)-1), the CAA did
not seem to expect ‘non-operational activities’ to be extensive, the possibility
that there might exist a cross-subsidisation from ‘operational activities’ to
‘non-operational activities’ was not presumed. These accounting conditions can
by discretion be imposed on any regulated airports which are not ‘designated’.
This is particularly the case where the non designated airport’s owner 1s a
‘designated’ airport, as in BAA’s Scottish airports. The CAA intended to impose

these accounting conditions on these BAA Scottish airports, although currently 1t
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1S a convention that all the regulated alrports show separate accounts of airport

charge related activities, other ‘operational activities’ and ‘non-operational

activities’.
(2) regulation of price controls

"Permission to levy airport charges’ is not relevant to designated airports. The
CAA 1mposes such conditions ‘as the CAA considers appropriate for regulating
the maximum amounts’ on designated airports. (section 40(3) of the Act) This is

regarded as a form of price cap regulation. It was mentioned by the Government
in the 1985 White Paper that price regulation should be in the form of RPI-X
which means the annual rate of price increase may not go up more than the
Retail Price Index, less an amount representing a targeted increase in
productivity. This form was also recommended in the report published by the
Department of Transport in consultation with NERA in 1986. Once the price
limit 1s set, 1t is relevant to the following five years until the new price limit

comes mto force following the new review.

The most unusual feature concerning the economic regulation of ‘designated
airports’ 1s that the Monopolies and Mergers ‘Commission (hereafter MMC) 1s
given a specific role. The MMC has its traditional role as the investigation of
monopolies, mergers and anti-competitive practices. Also the MMC has
additional roles under the principal Acts 1n relation to the privatised public
utilities, where the MMC acts as an arbitrator between the regulated companies
and the regulators. When a regulated company contests the regulator’s decision
the company can refer to the MMC, as can the regulator 1f i1t suspects the
regulated company acts against the public interest. However, in the case of
designated airports, the MMC is involved in the review process itselt. The CAA
has to refer to the MMC concerning what level of airport charges would be the

maximum the designated airport can impose on its users, as well as whether
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there has been any conduct by the airport which is suspected of being against

the public interest.

After the MMC investigates the airport company, the CAA publishes a report
based on the MMC’s recommendations. At the same time the CAA announces
Its own 1nitial proposal regarding the conditions it proposes on the airport
charges during the following quinquennium. When there are findings which the
MMC considers are against the public interest, the CAA also has to include
suggested remedies in the initial proposal. The MMC’s report is not regarded as
binding. The MMC is not a regulator as such and the report is treated as
recommendation. Therefore it is totally open to the discretion of the CAA as to
the extent that the CAA’s initial proposal is based on the MMC'’s

recommendation or reflects the CAA’s different opinion.

After the announcement of the CAA’s initial proposal, the parties involved can
give their opinions in terms of the proposal within one month. The parties
involved are: the airport in question; the airline companies; other airports;
Department of Transport and other groups like organisations of tour operators
and local authorities in the airport’s surrounding area. After considering these
opinions, the CAA publishes the final conditions. The designated airports cannot
rely on the MMC as an arbitrator even if they are not satistied by the CAA’s

final decision, because the MMC 1s the first mover.

This process where the regulation of designated airports starts from the MMC’s
involvement is rather unusual. Because there is single-till approach (which I
describe later in subsection (4) in relation to international obligations), the
regulation of airport charges requires investigation of the whole of the
‘operational activities’ as to profitability, cost of capital and business risks etc..
As mentioned before, ‘operational activities’ have both an ‘air-side’ and a

‘commercial-side’. When the regulation was originally introduced 1t was
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considered that the CAA was not experienced in Investigating the
‘commercial-side’ because the CAA was originally a regulatory body that
specialised in the airline industry and aviation satety. However, the Department

of Transport is trying to change the procedure, on the grounds that the current

procedure and order set in the regulatory system is wasteful©.

The process I have mentioned so far is relevant to the quinquennial regulatory
reviews. Apart from the quinquennial review, if there is a complaint from any
users to the CAA against an airport’s particular conduct, the CAA would have to
publish its decision on the complaint including complaints as to the airport
charges as I mentioned above in (2)-1). There would have to be either measures
to remedy the conduct or undertakings as to future conduct. The airport has a
right to object to the imposition of conditions. If the airport does object, the
CAA has to refer to the MMC. The MMC’s conclusion based on its
investigation is binding in this case. The CAA has to impose conditions to

remedy the course of conduct subject to the MMC’s conclusion.

(3) Licence for public use of aerodrome

Normally in the other regulated industries such as telecommunication, gas, water
and electricity, public supply licences include conditions as to economic
regulations. Thus sometimes the threat of deprivation of the licence can be used
as a strategy by the regulators. However, in the airport industry, the 1986 Act
does not include licensing as such. There is the Air Navigation Order 1985
which says that a principal condition of public use licences is for the airport to
be open to all aircraft on equal terms and conditions. As an airport 1s important
from a national defence viewpoint, regulations under this Order might be used 1n

case of national emergency. Otherwise, the licence matter would never be an

1ssue. The ‘licence’ matter 1s not tied up with economic regulation.
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(4) International obligations

International obligations play a very important role in the regulatory mechanism.
The Secretary of State has power (under the 1986 Act) to give general
directions. A direction may override any condition, including a price condition.

There are four international obligations which are particularly relevant to the

economic regulation:

a) Article 15 of ‘Chicago Convention (1944Y
b) Article 10 of ‘Bermuda 2 (1977)’,

c) ‘Memorandum of Understanding between the Government of
United States of America and the Government of the United
Kingdom on Airport User Charges (1983)’ (hereafter MOU) and

d) ‘Exchange of Notes’ (1994)'.

Article 15 of the ‘Chicago Convention’ mainly prohibits discriminatory charging
against toreign airlines. Article 10 of ‘Bermuda 2’ has been a bottleneck for the

British Airports Authority (and to BAA plc, too). It provides the key principle in
setting airport charges. It says:

‘User charges™ may reflect, but shall not exceed, the full cost to the competent
charging authorities of providing appropriate airport and air navigation

facilities and services, and may provide for a reasonable rate of return on

p

assets, after depreciation.” (*‘User charges’ defined in ‘Bermuda 2’ mean
charges made to airlines for the provision for aircraft, their crews and passengers

of airport or air navigation property or facilities, including related services and

facilities)

Bermuda 2, agreed between UK and US Governments, contains the most
detailed obligations in terms of the level of airport charges. However, there had

been a dispute between the UK and US Government in the early ’80s. In 1980 a
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group of international airlines brought an action against the British Airports
Authority and the Government of the UK on the grounds that the level of

charges was excessive. This action was brought under Bermuda 2. At the same
time, two American airlines brought a separate action. They claimed that the
peak pricing structure had discriminated against them. They were operating

long-haul services in busy periods. The action was brought under the Chicago
Convention. Both cases were settled out of Court between the UK Government

and the US Government. The settlement agreement was expressed in the form of
the MOU.

When this agreement was reached, the policy of privatising the British Airports
Authority had already been under consideration. Therefore the MOU can be

regarded as an important evolving constraint upon the future regulation of the

British Airports Authority.

Firstly, the Bermuda 2 principle was confirmed that airport charges should be

just and reasonable.

Secondly, the Secretary of State suggested that he might even have to seek
external financing for future expenditure of the British Airports Authority:

‘If BAA* incurs major capital expenditure, there will be occasions when BAA's
after-tax cash flow, including user charges, is insufficient to cover BAA's
requirements for capital expenditure in a given year, and in such circumstances
it would be necessary and appropriate for BAA to fund all or part of its capital
expenditure programme from other SOurces ......... as may be permitted by
future legislation.” (section 4(b)) (*'BAA’ here stands for the then British
Airports Authority, and not ‘BAA plc’.)

The above paragraph implies that future capital mnvestment would not
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necessarily be covered by airport charge revenue.

Thardly, the MOU confirmed the single-till approach, defining the concept of ‘a

reasonable rate of return on assets’ in Bermuda 2 as rate of return on total assets

including the commercial-side:

"In formulating financial targets with BAA, UK Government looks for no more
than a reasonable rate of return on investment. In computing revenues that
contribute to the rate of return on assets, no distinction will be made as to the

sources of revenue, including duty-free sales and other commercial revenues.’

(section 4(c))

The tollowing quotation from ‘BAA: Offer for Sale’ (prospectus of BAA at the

time of floatation) shows the importance attached to international obligations:

“The system of economic regulation ........ was developed taking full account of

the UK'’s international obligations. In particular, the RPI-1 formulae for SEAL

were determined taking account of projected revenues from all operational

activities, ........ , and the projected costs of the provision of facilities and services

at those airports over the next five years.’

There 1s a question as to why privatised BAA should need price level limits via
RPI-X. It we strictly follow what the MOU provides, 1t would lead an airport
operator to fully rely on the monopolistic rent charged to its concessionaires on

the ‘commercial-side’. Normally the reason for the introduction of RPI-X into
other privatised industries is to prevent the firms from cross-subsidising
unprofitable or competitive markets from profitable monopolistic markets.
International obligations in the airport industry require cross-subsidisation. Thus
RPI-X regulation in terms of airport charges can be looked upon as a tool to

enforce cross-subsidisation from ‘commercial-side’ operation to ‘air-side’
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operation. However, most of the revenues from ‘commercial-side’ operation 1s

the pure by-product of ‘air-side’ operation. The monopolistic rent of an airport
charged to its concessionaires and tenants is the extreme external effect
stemming from the ‘air-side’ operation. If there were no runways and taxiways

no one would want to start his or her business in the terminal.

Regarding d) there was an end to the conflict between US government and B