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ABSTRACT

The EU directive on airport charges enacted in Ma&009, gives the member states two years to
adopt uniform minimum standards in the said figddnongst other things, the law requires the
creation of a “national independent supervisonhauty”. Currently regulations pertaining to levgin
airport charges differ dramatically among the mendiates. Poland and Germany are regulated by
state agencies, whereas the UK and Ireland alreathblished independent regulatory agencies
(IRAs) some time ago. The regulators apply diffenerethodologies to calculate the charges (cost-
based and price-cap) and allow different economierenment (single till and dual till).

This work seeks to understand the multiplicity efjulatory schemes in four sample countries by
analysing not only the independence level of airpegulators, but also their institutional placeten
and their capability to cope with their tasks. Tivefold theoretical part firstly elaborates on @as

for bringing independent regulatory agencies te, liheir potential benefits and shortcomings and
secondly, sheds light on the rationale for airptrarges regulation. Although airports are becoming
less frequently recognised as natural monopolies; are still claimed to possess significant market
power, which makes them suitable for close econaagalation.

The empirical chapters depict subjects of the airplbarges regulations and present who carries out
the regulation and how this is done. Particulagrdidn is paid to the independence of the regujator
bodies, consultation processes and the authoabylgy to impose its own decisions.

Finally, the examined regulatory processes aresified into two categories: the low-powered and
high-powered regulatory systems. Four factors aefgrward to try to explain the high or low-
powered nature of the analysed regulatory systemthe sample countries. It is found that the
regulation level and privatisation cannot servecassing variables, whereas independence and
regulator’s regulatory strength, when combined, egplain in most of the cases the stability of two
regulatory solutions and the unsustainability aftaer one.

It seems that sustainable high-powered regulatpsyems require a regulator that is endowed with
both high operational independence and strengtiwadl it to impose own decisions. When one of
those elements is lacking, the low-powered regnfasacheme, with low independence and strength,
seems more probable since hybrids do not appdae stethe longer term.

Keywaords:airport charges, regulatory systems, independsnilatory agency
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“Regulation is essentially a means of preventing th
worst excesses of monopoly; it is not a substifate
competition. It is a means of ‘holding the forttiithe
competition arrives.”

(Littlechild 1983)

1 INTRODUCTION

When booking a flight ticket on the internet one ceever be sure how the final price will
look like. Will an initial amount of say €10, whicimportunately blinks on the screen
simultaneously taking half of its size, double riple or land close to a hundred at the end of
a multi-step booking process. How come that a psomgly looking €10 flight turns out to
cost €50 or more? Part of the answer lurks underirtecription “airport charges” and this

paper takes a closer look at the issue of how fibeess of setting those charges is arranged.

In recent years the EU has been working out aneaggat on the so-called ‘airport
package’. On 11 March 2009, the European Commission and the Earopearliament
signed the directive 2009/12/EC on airport chargé= directive introduces coherent rules
for airport charges regulation across the membatest though this will not mean alike
charges at each of the European Union’s airpottie member states have two years to

comply with the law.

For some member states, the new rules will not drthghaking. For instance, as
required by the directive, independent regulatorseconomic regulation have already been
working in Ireland since 20&&nd in the UK since 1986Nevertheless, some member states
will have to significantly reform their regulatiomsd institutions and adjust to the reformed

acquis communautaire

This paper analyses the regulatory schemes of raigi@mrges regulation in four
member states i.e. Germany, Poland, Republic ddrideand the United Kingdom. After
closer examination one sees that they are all butogenous. Regulatory bodies act in
distinct institutional habitats, represent diveosganisational structures, and are granted with
various prerogatives. Different methodologies aitsad to set the charges and regulatory

processes run along different patterns.

This work seeks to understand this multiplicity regulatory schemes for airport
charges by analysing not only the independencd leivairport regulators, but also their
institutional placement and their ability to cop@hatheir tasks. We attempt to establish

elements of the institutional design that are nesigsfor the given regulatory approaches.

! Created by the Aviation Regulation Act, 2001.
2 Created by The Airports Act, 1986.



The sample countries have been chosen due todiweirsity. Ireland and the UK
have already gathered much experience in the diettle airport economic regulation by an
independent regulatory agency (IRA). Still theistitutional designs are quite different.
Undoubtedly, the UK is a leader in this field akdis the longest track record of independent
regulation of airports. Ireland has often lookedoas the Irish Sea towards its neighbour
when arranging its own regulations. Nonetheless,ltish government has implemented its
own regulatory scheme, which differs from the Bhtione, despite sharing similar insular

conditions.

The two other states to be observed and discussed Germany and Poland, operate
in quite converse environments. Their central iocabn the continent and abundant road and
railway connections do not doom them to aviatioarr@any operates a particular system for
airports regulation, which reflects well its fedesgstem and is characterized by a strong role
of the regionsLander Poland, on the other hand, belongs to a grouph@fmew member
states, which have fully liberalized their aviatisector only recently i.e. May 2004, and runs
regulatory methodology similar to the German onthoagh it is steered from the central

level.

Having shortly presented the analysed countrigs,gper proceeds as follow. Part
two puts forward theoretical considerations of fiager. Part three tackles an issue of what
and who is regulated, chapter four elaborates gulagory authorities and their set-up. The
following fifth section reveals how the regulatiohairports is carried out and then analysis

of data is conducted in the chapter six. Finallst paven offers concluding remarks.

2 THEORETICAL CONSIDERATIONS

2.1 Regulatory agencies

Since 1980s the Western European countries havesgiéd a broad sweeping phenomenon
of shifting the responsibility for the economic wggion from hands-on direct state control to
independent regulatory agencies, or IRAs (Coen Ematcher 2008: 49). Those regulators
have been granted by the elected governments witkigaificant degree ofde jure
independence and power to reign over competitisneis (Thatcher 2007: 1028). In other
words formal independence is to allow them actindpe arm’s length from the governments.
However, theide factoindependence shall not be overestimated (Majon®:199Coen and
Thatcher 2005: 335). Majone (1999) suggests tlegttion of IRAs constituted an element of

a broader move from the interventionist state ¢éordgulatory state.



Explanations standing behind this proliferationlBfAs are all but homogeneous.
They begin with claims that neutral IRAs simply baat their disposal much greater level of
expertisethan politicians do, thus are better suited farating regulation in the delegated
areas. Another justification, building on the pms one, proposes thabsts of policy
making by IRAs are lower than in case if the sanwmkwwvas to be performed by the
politicians. Thanks to the delegation of tasks ukage of time and resources is optimised.
The third rationalisation implies that politiciatransferred their regulatory powers to IRAs in
order to avoidblamefor possible policy failures. Finally, the lastpdanation suggests that
IRAs were brought to life because of the need dmgttermcredible commitment (Majone
1999: 3-4; Coen and Thatcher 2005: 332). The cilggilargument states that “political
sovereigns are willing to delegate important powersindependent experts in order to
increase the credibility of their policy commitmgh{Majone 1997: 139-40). Credibility of
politics is crucial if coercion is not an optioncathe state has to earn trust of other parties. In
absence of delegation politicians’ decisions mafyesurom untrustworthiness as they are
inherently affected by ‘short-terminism’ of the eeral cycles (Majone 1999: 4; Gilardi
2002: 875). Simply put short-sighted political p@®s may result in outcomes that are not
always beneficial for the public interest (CA 2068). Moreover, even if the short-terminism
did not play a major role, which is most often loé case, then the time inconsistency
problem emerges. Political decisions that have bmade in the past attempted to address
certain issues of a given state of world, whichevpresent at the moment of the decision
making. The problem is that the decision makersagdnact under condition of incomplete
information because they can only assess the jpaiténpact of their decisions on the basis
of surrounding thenat the given momentorld. However, as soon as a new decision is made
it does not function any more in the ‘old’ statevadrld, becausexpectation®f actors have
adjusted to this new decision and thus created habitat, which may bring to life
unexpected outcomes that the decision had notderneand addressed. Those again will call
for political action and hence stability cannotdsedibly achieved. Situation looks different
when power is delegated to independent regulatang;h do not feel short-term electoral

pressure and may take decision with long-run camseces in mind.

Although credibility hypothesis appears appealimgl & wields some explanatory
power it cannot justify all the instances of théedation of regulatory powers to IRAs. For
instance although the Dublin airport (DAA) is alyustate owned corporation it functions
under strict regulation of an IRA and the credibilihesis usually pertains to regulation of
private enterprises, because the latter need deedibmmitment of a state to a given
regulatory decision in order to develop long-tetnategies. On the other hand, the state-run

entities, like the DAA, could be always influencedore directly by politicians and



independent regulation does not seem so cruc@ntrol them. An important questions then
to ask is: how independent are IRAs? Thatcher (2868) observes that politicians, despite
retaining much of their formal control over IRAsiddhot exercise their influence on the
regulators. He proposes two explanations for ttenpmenon. Elected politicians allowed
creation of IRAs either because they found altéveathannels of pressuring them and in fact
regulators do not enjoy much of autonomy, or poéts found out that benefits derived from

independence outweigh the costs of agency losseBR#s possess real freedom.

Having briefly presented possible benefits that dieéegation of regulatory power
may help to materialise, couple of shortcomingsukhbe shortly addressed as well. Firstly,
IRAs suffer from legitimacy deficiency. They aretnelected, nevertheless, their power
allows them taking highly political regulatory dsicns, e.g. which company obtains a license
for operating in a given sector. Additionally, IRA®y be prone to agency capture if they are
not adequately staffed or equipped with human marfcial resources (Majone 1999; Coen
and Thatcher 2005: 337-9), thus losing their alteptal benefits. Finally, due to their
regulatory powers IRAs may produce excessive réigmlaand pose unnecessary

administrative burden on regulated business, thngder the competition (CA 1999: 11).

With this highly selective introduction to the tomf independent regulatory agencies
let us move now to an issue of airport chargeslatign and a question if there is at all a need

to regulate the airports.

2.2 Economic regulation of airports

Traditionally network utilities were a prime exammf natural monopoly. Natural monopoly
arises in a market wheeecompany “can supply the whole market at a lowet tdwan two or
more providers” (CA 2001: 57). In other words eamies of scale allownefirm to be more
efficient than if couple of firms were to competed given sector (CA 1998: 7). In case of
network utilities the infrastructure, grid, is nesary for transmission and distribution of
services (OECD 2000: 9). The grid constitutes @ssrbarrier to entry due to high costs and
long time of its development, i.e. sunk cost, amdléer economies of scale of a potential new

entrant.

For a long time airports, similar to network uid#, have been considered to be
natural monopolies due to costly infrastructurenksaost and barrier for entry) as well as a
conviction that economies of scale are greater vamy one airport operates. However, it is
increasingly recognised that airports do not havieet monopolies and competition may play
a “broader and more effective role” (Bundeskartetld997: 28-9; CAA 2008c: 5; CA 2001:

58) hence the opening quote that regulation onlgishthe fort until competition takes reign.



This is because of two reasons. Firstly, competitieay be intra- or inter-modal (Malina
2006: 8), the former meaning competition betwegpoais, while in the latter airports contest
with other means of transport e.g. fast long-distainains or a highway system. Intra-modal
competition seems possible in the range up till -dB0km. Barcelona-Madrid train
connection proved this successful. A train cova@@kén distance in less than 3 hours, which
makes it unbeatable for an aircraft if check-in dgmand commuting is included. The
competition boils down then to the ticket price awailability of service, which with the rise
of low cost carriers is not always on the side afway. Intra-modal competition is also
possible. This conviction lay at the foundatiorJ# regulator’s order requiring the BAA, an

airport group owner, to sell two of its three Londarports in order to spur competition.

Secondly, economies of scale do not continue esiglelideed airport's marginal
costs decrease only up till a certain volume ofspagers. When the threshold volume is
exceeded then average costs are stabilised and tivaemlume grows further diseconomies
of scales take over. However, the threshold ameanés according to different analysis and
strongly depends on a character of an airport, argorts that play a role of airlines hub
enjoy economies of scale until higher values obpager throughput. The numbers fall in the
broad range from 1.5 million to 12.5 million (P&800 and Productivity Commission in
Niemeier 2003: 13; Mdiller, Kénig and Miller 2008) &nd cannot be conclusive.
Nonetheless, they indicate that medium size aisponty still enjoy natural monopoly

position®

Another aspect calling for airports economic regiafais a distinction made
between transport infrastructure and transporticsesy While the former may often
have natural monopoly characteristics, i.e. surgt;dhe latter is usually competitive
(CA 2001: 58). Yet, if an airport is to exercisg rharket power few other conditions
have to be met. Firstly, substitute means of trarispre not easily available or
consumers are not willing to use them. Secondly,atinport has to function close to
its capacity limits, thanks to which demand exceagsply and an airport may charge
higher fees in those tight ‘bottlenecks’. If thoseo are not met then economic
regulation does not seem to be necessary. The Eamopommission, an initiator of
the EU directive, considers the popular Europeapodis with increasingly limited
spare capacity, like Heathrow, as being able dingeexcessive fees which in turn

induce higher ticket prices (euractive 2008).

% There is a fourfold division of airports accorditm the volume of passenger per annum. Largest
airports with over 25mppa fall into category onedimm size 10-25mppa into category two.



Competitive means of transport are not viable ia émalysed here countries, i.e. the
UK and Ireland, since their insular character doesallow for easy on-land international
communication. In Germany and Poland highways amthd do compete with airports,
although, this does not completely alleviate aitgjomarket power but only decreases it.
Congestion-wise, many major airports in the analyseuntries function during the peak
hours close to their capacities, although not fathem. The congestion allows them exerting

their market power (Muller, Konig and Muller 20087).

To conclude, not every airport out there requirgsnemic regulation since not each
possesses market power and not every demonstegiasity bottlenecks. On the other hand
big aerodromes, which are congested during the peaks wield monopoly power and for
them economic regulation seems necessary. To dehigh airports should be regulated and
how the regulation should be carried out remairohédythe scope of this work. Hereafter we
analyse which institutional factors of the regutatanfluence the regulatory processes of

airport charges and shape them the way we canwebser

3 WHO AND WHAT IS REGULATED
3.1 Who is regulated?

This chapter presents basic information about dgeilation of airport charges. Firstly, it is

explained which airports are regulated then whsslies fall under the term “airport charges”.

The recent EU directive on airport charges specitiet airports serving more that
five million passengers per annum (mppa) or thgdsg throughput of passengers in a given
member state will fall into the discretion of amlé@pendent regulatichMember states have

two years to comply with this requirement

Airport Passenger volume
(mppa) 2008
Heathrow 67.3
Gatwick 35.0
Stansted 22.8
Dublin 23.5
Frankfurt 53.5
Munich 34.5
Hamburg 12.8
Dusseldorf 18

“* Here and below “airport” has a twofold meaning aerodrome and an airport managing authority, i.e.
a legal person that is in charge of managing andaeme. For example for Dublin airport it is Dublin
Airport Authority (DAA).



Hannover 5.6
Warszawa 9.4
Krakow 2.9
Katowice 2.4

Table 1. Exemplary passenger volume.

Source: Airports’ websites and annual reports.

Those requirements will not have much effect omeoof the analysed
member states, like the United Kingdom or Irela@grmany and Poland might be
more strongly affected. In the United Kingdom adependent regulator, the Civil
Aviation Authority (CAA), already regulates threesiignated airports. Those are three
entities serving London, namely Heathrow, Gatwiokl &tansted. They all belong to
a private company, the British Airports AuthoritgAA). Until 1% April 2009, state
owned Manchester airport was also regulated byC#A. However, the Secretary of
State announced in January 2008 that Manchesteldvimmude-designated sincé' 1
April 2009 (Department for Transport 2008).

In 2001, the Aviation Regulation Act (2001) camé&oifforce and brought to life an
independent regulatory agency: the Commission faatdon Regulation, or CAR. That year,
the Republic of Ireland regulated three of its mairports, i.e. Dublin, Cork and Shannon.
However, after changes introduced to the aviaggislation by the State Airports Act (2004),
Cork and Shannon were no longer included in thelatgry basket. Currently, the Dublin
Airport is 100% state owned and operated by the Ca®él falls under the scrutiny of the
CAR.

Germany presently regulates all of its internaticaigoorts (Niemeier 2002:
12), even those making a financial loss. Only feeighteen German international
airports are partly privatised, namely Dusseldéffankfurt (Fraport), Hamburg,
Hannover, and Saarbrtcken. In four cases privadechblders hold minority stakes,
and in Dusseldorf private shares amount to haltlid@hally there is cross ownership
amongst these five mentioned airports (Niemeiei32G0 ICAO 2008: 1). Remaining
twelve are in governmental hands. All three levalggovernment, namely federal,

regional (LAnder) and local hold shares in thecats

Finally, Poland, similarly to Germany, regulatesamjes at all its nineteen



international airports, regardless of the volum@assengers and their profitabifitfhe state

is either a sole or majority owner of all Polishpaits, however, the latter demonstrate
varying participation of central, regional — voiestip, and local governments. Warszawa,
Rzeszéw or Zielona Géra are instances of hundredque central state ownership, which is
exercised via the 'Polish Airports' State Entemri$here are also instances of partial,

minority, privatisation, e.g. Katowice, or Bydgogzc

From the above examples one can observe thatetatership prevails, with diverse

participation of three governmental levéldowever, private management is not uncommon.

3.2 What is regulated?

In this paper the locus of the attention lies vitile airport chargesegulatory processor
more precisely with regulatory systems which aspoasible for setting of those charges and
not with their amount. Nonetheless, it is helpful twolv what is regulated. The fees may be
charged e.g.: per passenger, per ton of takingofanding aircraft, noise level or aircraft
parking (ICAO 2008: 2)’ In recent years there is also a trend towardslagign of airport
service quality, through service level agreeme8tsA§), which specify the minimum quality
of provided by an airport services. In the UK gualhdicators are embodied by the Civil
Aviation Authority (CAA) in airport charges manualed delivering services below an agreed
level leads to financial “clawbacks.” An airportght have to forego up to 6% of its revenue
(CAR 2008: 12). Irish regulator, CAR, is also sasly considering this option and a
consultation process on that issue has alreadtedtg@ome German airports also took steps

towards regulating the service levels, yet it isswdeveloped as at the islands.

Having succinctly introduced the subjects andsiligstance of charges regulations let
us raise the last issue of this chapter that regard ultimate beneficiary of regulations.
Indeed, it is not clear if those are customers,passengers, that stand at the pinnacle of the
pyramid of regulators’ priorities. Sometimes it s&ethat hierarchy is much flatter and other
goals are at least equally important may it be catrpr airline development, market
mechanism itself or finally the well being of theomomy of a given state or regidhe

lacking clarity of priorities is usually made upr floy discretion granted to regulatory bodies.

® The capital hub in Warsaw and eighteen regiompbais (Council of Ministers 2003: 1-2).

® The OECD offers a helpful and more elaboratediger of different ownership schemes (Oum and
Fu 2008: 35-36).

" Another dividing line of airport charges goes @dheir fixed or variable character. Fixed charges
always the same for example per tonne of landirgyaft, whereas adjustable charges may differ, e.g.
fee per passenger may vary depending on qualigf Eservices that are provided to a passenger.

8 For instance in the Civil Aviation Authority’s nesnse to the Provisional Decision on Remedies
(January 2009) the CAA admits insufficient clardf its mandate and proposes that it should be
directed towards passengers (p. 33).



The following chapter explicates who the regulatofrsirport charges really are as well as

sheds light on their both organisation set-up asttutional habitat.

4 WHO REGULATES?

A European family of airport regulators is chardstd by different regulatory models and
their diverse institutional design. On one handegomental or quasi-governmental, on the
other hand centralised or dispersed. In rough tehmse two main dimensions describe the
variety of airport charges regulators and only dspersed-quasi-governmental cell of this
two-by-two matrix remains uninhabited in our samplehis chapter highlights main
institutional features of the regulatory set-upterahese observations are coupled with the
characteristics of the regulatory processes tléaphasised in the next chapter and serve as
a basis for the analysis of necessary featurdseofegulatory schemes. Below we begin with
describing organisational constructs of airportutetprs that are operational in the four
sample countries. Further on, we elaborate ontutighal interconnectedness between the

regulators and other critical actors.

4.1 State- or regional-level regulation

Regulation of airport charges may occur at two gowveental levels either central or regional.
At the national level, as observed in the samplenttes, it might be carried out on one end
by a governmental agency or a ministry, or on thetlzer end by an independent regulator

agency (IRA).

Central regulation benefits from uniformity of ralapplicable in the whole country
and arguably it is more cost effective than dispgregulation, as a state regulator needs only
one team of experts for any given issue. In turth@regional level, regulatory functions fall
within the scope of regional authorities. Cost@éincy ratio seems to be much lower in these
cases because this scenario requires maintainimy imerlapping expert teams, each for
every region (Niemeier 2002: 12). Moreover, a patmtk of potentially diverse regulations
resulting from separate regional schemes might sapadditional burdens for operation of

airlines or airports.

The UK and Ireland created independent regulatgeneies for the sake of economic
airport regulation. British CAA and Irish CAR areerdral quasi-autonomous hon-
governmental organisations (quango) setting airploarges for the designated airports in the
whole country. Although, as already mentioned,@#dR regulates only one airport, namely

Dublin or DAA, whereas the CAA — three, while mamihg many more.



Poland also has a single central regulator, thé Biation Office (CAO). It was
brought to life in 2002 by the Aviation Law andrésponsible for the charges regulation of all
Polish airports. The CAO is a governmental ageadlinf) under auspices of the Department
of Transport to whom the Office is accountable.alin Germany applies a completely
different solution. German airports are regulated partially owned by regional authorities,

usually a ministry of finance, which are indeperniderm each other (Niemeier 2004: 184).

Level of regulation
UK Ireland Germany Poland
Central X X X
Regional X

Table 2: Level of regulation.

Concurrent carrying out of those two functions, ejnmownership and control, raises the
threat of moral hazard and impinges upon decistoadibility. In case an airport regulator is
not independent from political forces it might leenpted to take a lenient approach towards
an airport (Gillen and Niemeier 2006: 30). A goedson for doing that could be simply a
perceptionthat an airport may be an important node of regi@conomy, a gateway for
tourism or a symbol of prestige etc. Even thouglo#s not have to be true, and in fact some
airports incur losses. Political considerationssich a situation would lean towards a
suboptimal solution i.e. maintaining an inefficiaitport, although it would be harmful for
the general community. On the other hand a puratyemic or efficiency oriented regulator
would close, or reform, such an inefficient airpostubsequently preventing financial
squander. However, closure or strict regulationthia situation of the state ownership and

control is unlikely.

4.2 Independence

The previous section depicted main features of dmport regulatory bodies and their
organisational relations with national or regiogalernments. This part, in turn, talks about
independence of the regulators and their systemizeddedness. In terms of independence,
emphasis is put on itk jureaspects, although where empirical evidence is@effide facto
independence is considered. From four aspectsgofatr’'s autonomy, one is more closely
discussed here, namely operational independeneeoffier three, institutional, financial and
personal independence, are briefly summarisedegsate less intricate and do not have such
a significant impact on the shape of the airpogrghs regulatory process. It is acknowledged
that all four aspects interact with and mutuallypi@ce each other. Nonetheless, operational
independence seems to matter the most for the dulljecause regulator's autonomy in

choosing its actions most directly affect the whelgulatory process.
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On an institutional freedom axis the CAR and theACgkore very high, as they are
fully distinct from the government bodies. The CA@d German regulators demonstrate low
and very low institutional autonomy. The CAO is @avgrnmental agency under auspices of
the Department of Transport, whereas the regulatofGermany are simply organisational
units in the regional ministries.

Finance wise both the CAA and the CAR again obtgowl ‘marks’. Their resources
come directly from the levies of the regulatorsamports and airlines. In addition, the CAA
and the CAR may incur debt after obtaining the eahsf the ministet.Germany and Poland
stand at the low end of the spectrum. In Germargulaegion belongs to the regional
ministries, which are fully financed from regiortaldgets and there is no space for financial
independence. In Poland, the CAO obtains all gsueces from the central government. Until
2008, financing amounted to 10% of yearly revenofethe regulating body. Currently the
budget is set by a ministerial order onaamualbasis, which constitutes a step backwards in

terms of independence to the previous state oirgffa

When it comes to personal independence only the’€A&nmissioners have legally
prescribed minimum and maximum lengths of theimge(respectively 3 and 10 years, or two
terms}° and the Parliament is involved in the appointnaemt dismissal procedure. In the UK
the secretary of state has much more to say anddhees do not participate in the process,
still the commissioners are well protected from gwaditical influence. In Poland in March
2009, the appointment rules of the CAO Presidentewshanged and enhanced personal
independence of the regulator. In Germany, persioigpendence is low as the regulatory
issues are dealt with by the ministry staff.

Level of regulators’ independence*
UK Ireland Germany Poland
Personal H VH L A
Financial H H VL L
Institutional VH VH VL A
Operational A H L/ VH** L

Table 3: Level of regulators’ independence.

* VL - Very low, L - low, A - average, H - high, VHvery high.
** Real independence L for the cost-based and MiHHe price-cap airports.

® Section 10 of the UK Civil Aviation Act 1982 andddion 25 of Irish Aviation Regulation Ace 2001.
19 Section 11 of Aviation Regulation Act 2001.
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4.2.1 Operational

Last but not least aspect of independence to bmisked here is operational autonomy: a
regulator’s freedom in choosing their own instrutseand operations. Each body discussed
here is somehow restrained in this area. It sebatstihe CAR is entrusted with the greatest
amount of confidence and freedom, followed by thACPoland and Germany, who are

more restricted, are found behind the leadersghd&ermany presents mixed picture.

4.2.1.1 Ireland

The CAR demonstrates high degree of operationatpgeddence in comparison to other
considered here regulators. Its powers encompagsriaand air traffic charges regulation.
Irish regulator is accountable only to the Houdah® Oireachtas (the Parliament) to whom it
has to report its financial situation on an anrasis.De factothe CAR does not share its

responsibilities with other regulatory institutioand most importantly it sets the airport
charges according to its own discretion as wellexddes if the DAA operates in a single- or
dual-till environment! Althoughde jurethe Competition Authority (CA), an anti-monopoly
agency, may also throw its three pennies into thatian market when free competition is
threatened. The CA’s relationship with the CARweadl as with economic regulators of other
sectors, is spelled out in very general terms lysthrcalled Co-operation Agreement, 2602.

Nonetheless, the CA impact on aviation market radre

However, there is no rose without thorns, and tHeRCalso feels limits to its
independence. The main restraint consist in atfadtthis is the Parliament that designates,
which Irish airports fall under regulator’s scrytirin 2004 the Oireachtas de-designate Cork
and Shannon airports and currently the CAR dediswith the DAA. Furthermore, this was
also the Parliament that ordered a division of mpoa group into three separate entities,
namely Shannon Airport Authority (SAA), Cork Airgokuthority (CAA) and Dublin Airport
Authority (DAA). The CAR could not have made suctiegision on its own.

Another infringement on the CAR’s autonomy is aediron that a minister of the
Department of Transport may give to the regulatodar section 10 of the Aviation

Regulation Act 2001. Section 10 spells out:

“(1) The Minister may give such general policy diiens (including directions in
respect of theontribution of airports to the regioria which they are located) to

! This distinction is discussed in the following Seg: 5.1.1.

12 pgencies should strive for good co-operation, dante of duplication and reasonable consistency
between decisions (Co-operation Agreement betweeiCompetition Authority and the Commission
for Aviation Regulation, December 2002).
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the Commission as he or she considers appropr@téet followed by the
Commission in the exercise of its functions.

(2) The Commissioshall comply with any direction given under subsectitji (
(the emphasis is mine)

In fact the minister has not abused this prerogat@nd political directions have been issued
twice so far. Once in 2003 and another in 2005hBegarded the same issue, namely the
Minister advised the CAR to increase a price calpevavhich was being planned by the

regulator. That move meant increasing airport’enexes, which then were to be channelled

towards the airport’s infrastructure development.

Wrapping up, it might be claimed that the CAR esjayhigh degree of operational
independence, however, a legal loophole for pakptlitical intrusion does exist and makes
the regulator vulnerable. Despite those limitatiot®ugh, Irish regulator does have

significant operational autonomy

4.2.1.2 UK

The Civil Aviation Authority also holds significargtatutory rights, as it was designed to
regulate the first in the world fully privatizedrport group. However, unlike its Irish

counterpart, CAA’s institutional habitat is pope@ldtmore densely with veto players and
advisory bodies. For instance British airport wdtmip has to closely cooperate with the
Competition Commission (CC), an anti-monopoly IRt exercises much greater impact on
airport industry than the CA in Ireland. Main CGQrdluence is reflected in the fact that the
CAA has to refer charges proposals to the CC andider the latter’'s opinion. Despite being
an independent agency, the CC’s statutory act, @atign Act 1998, reveals its significant

personal, financial and operational dependenceherSecretary of Staté.That makes the

CAA’s work more vulnerable to political influenclerbugh the fact that it has to work hand in

hand with a a more politically vulnerable body.

Designation or de-designation of an airport forremoic regulation is a political
decision taken by the Secretary of State and th& & not much to say in this area. Further
CAA's operational dependence could also be obsemrash it proposed to switch to the dual-
till regulation at the British airports. The CC didt support this viewpoint, consequently, the
idea was dropped for the time being (CAA 2003: ¥3%0 a recent decision about splitting

the BAA’s ownership in London area as well as imt®&nd was made by the CC and the

¥ In accordance with the Competition Act 1998, tleerStary of State grants the CC with financial
resources according to his or her estimations®fd8’s needs. Additionally the CC has to present it
yearly financial statement to the Secretary. Moegpthe Secretary appoints and dismisses members
of the CC.
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CAA had to accept it (Financial Times 2009b). Althb the CC entrusted the CAA with the
implementation of this decision by arguing thatr¢h&as no necessity of creating yet another
layer of the airport sector regulation by additiobady, i.e. the CC, since the CAA was
responsible for that (CC 2009b: 2-3). All in alldomparison to the CAR the CAA’s mandate
is quite limited and both the CAA and the CC adiimitse constraints (CC 2008: 3). Recently
the aviation regulator demanded more flexibility fits action and greater precision in
spelling out its primary duties. As a responsertinaster said that the “interests of consumers
rather than of airlines should be at the hearhefuture regulation of the largest UK airports
(Financial Times 20094d}.As it seems then the current limited scope of G#é\’s action
may change in favour of the regulator in a new l&guy system that the government

foresees.

4.2.1.3 Germany and Poland

While both the Irish and UK regulatory systems &mport charges evolve around central
independent agencies, with respectively high andcrame degree of institutional

independence, Poland and Germany present sigrifiadifferent pictures.

In Poland, the CAO, despite its governmental roistselatively independent, e.qg. it
possesses freedom to accept or reject charge @ispwdthout consultations with other
regulatory bodies. Indeed, the regulator co-opsratéh the Office of Competition and
Consumer Protection (OCCP), an anti-monopoly ageHowever, unlike in the UK, the co-
operation seldomly takes place and does not applgharge setting, which allegedly
strengthens the regulator. Nevertheless, the CAGipe of action is much more limited than
the CAA’s one, which strongly delimits the Officetperational autonomy, e.g. it is not
empowered to carry out an economic evaluation @ptloposed airport charges and may only
verify legality of the fee setting procedure. $@ldemonstrates no discretion over the single-

/dual-till issue or the choice of the economic flagan methodology.

The German system of regulatory control of airpoharges is most strongly
embedded into the fabric of the government. Regujatluties are carried out by ministry
workers, who fall under scrutiny of the regionalvgmmment. Although, the federal structure
of Germany limits the central government’s influeman the work of local ministries, the
federal Department of Transport may block the chatting process when e.g. ICAO noise

norms are violated. However, the federal minissyally takes a lenient approach (Niemeier

14 Current objectives of CAA sound as follow: to figt the reasonable interests of users of airptrts;
promote the efficient, economic and profitable agien of such airports; to encourage investment in
new facilities at airports in time to satisfy antated demands by users of such airports; to impose
the minimum of restrictions (CAA 2009a: 5).
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2002: 7). Similarly to the other analysed couniriftee German anti-monopoly agency,
Bundeskartellamt, has its say in the regulatioraigborts in cases when monopoly law is

infringed upon.

In Germany designation of an airport for econongigutation lies beyond the scope
of the regulators. Moreover, at the cost-baseddisgihe regulators apply a dual-till approach
because it is conjectured from the law that theileggrs do not have legal powers over the
non-aviation functions of the airports, i.e. re@filler, Kénig and Miller 2008: 12. This
depicts the German regulators as dependant and aeh&s. On the other hand though, at
the private framework agreement (PFA) aerodrontes,dual-till approach as well as the
price-cap methodology were introduced thanks to #oeeptance of the regulatdfs.
Although, it is hard to believe that those decisiavere taken exclusively by the regulators
themselves and without political steering from ti#mder governments. Nevertheless, such a
regulatory discretion makes clear thd¢ jure operational independence of the German
regulators, thanks to the very general legal rusegery high but only ones which switched to
the price-cap systems took advantage of thBe factothough a majority of the German
regulators, i.e. the cost-based airports, actiarg limited range of their prerogatives because
they rely on a traditional passive regulatory moddiere the functioning of the regulator is
confined to accepting or rejecting the charge psaef@and checking the process legdfity.
Thus it might be argued that a broad wording ofdliation law constitutes a hindrance for

the regulators to take initiative.

5 HOW ARE CHARGES REGULATED?

Knowing who regulates what, let us now move forw&rdthe issue of how charges are
regulated and what the regulatory process looks Ws was the case with the institutional

design, also in this area the sample countriesyapnge of different solutions.

5.1 Economic-focus methodologies

Rate-of-return, incentive based regulation and tlifandedness constitute three main
methodologies for airport charges regulation (Firs¥003). The first two are the most

important and locus of attention remains with thémother major economic dimension that

!> Hamburg was the first airport in Germany to apply dual-till in an overt manner and include ibint
the agreement between the airport and the users.

' More details about PFAs follow in section 5.5.

" paragraph 43a of Luftverkehrszulassungsordnunmecinto life 2007, states that an “airport
operator must seek approval for the charges fotirsa landing and parking of aircraft and for the
use of passenger facilities from the regulatoryaxity”.

'8 This model is described in the section 5.2.1.
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cuts across this trio is a distinction between Isitid) and dual-till regulation and let us start

with this aspect first.

5.1.1 Single-till and dual-till

Single-till means that the airport charges areuated on the basis of airport's revenues
obtainedboth from aeronautical (core) and retail, or commer¢salpplementary), activities.

In the case of the single-till regulation, airpogivenues do not have to be separated into
aeronautical and retail, which makes the wholeutatons easier. Moreover, this approach

allows cross-subsidising of airport charges by mrmercial sphere. Simply put, an airport

that earns considerable profit from its commeraaelfivities, may channel parts of those

profits towards its core activities, for which arpcharges are paid. As a result, an airport
has to earn less on its core services to break €mmsequently, aerodrome users can pay

lower fees, i.e. airport charges, for the aerocaliervices.

On the other hand, the dual-till regulation treagronautical and commercial
revenuesseparatelyand does not allow cross-subsidising between thwseareas. As a
consequence, to break even an airport has to reativies aeronautical-related expenditures
solely from the airport charges. Calculating aitmdrarges under this system is more complex
as it requires exact separation of costs and insoateording to the aeronautical-retail
dividing line. This might turn out to be a compleperation which imposes significant
administrative burden on an airport. However, tonsoextent airports do carry out such
complex book keeping for the sake of their own wsia] which suggests that the dual-till
system would not be such a problem for them. Hasaid this, the single-till system can also
add an administrative burden to the aerodrome nesa&egulators operating in the single
till environment still require sets of detailed onfnation and airports have to keep highly

elaborated accounts for many different contingesicie

The separate treatment of aeronautical and comaheesienues ige factoapplied at
Polish and German airports due to the legal reasgpkiined above, whereas UK and Irish
aerodromes operate in the single-till environméwnisttheir retail revenues cross subsidise

their aeronautical activities.

5.1.2 Cost-based model

Most German and all Polish airports apply the ddtesturn, or cost plus, method to calculate
the amount of airport charges. Klenk (2004: 127nhmarises the cost plus model as “a
method to calculate prices solely on the basisosef mcurred plus a certain amount of return
on the capital employed without the need to seategriaccording to competitive influences.”

There is, however, a significant difference betwPetand and Germany, nhamely the former
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relates charges estimation to the historic coststhe previous year, while the latter country
relies on estimations of the next financial yegpemses. Polish regulation is problematic for
airports because it does not foresee a possibiligyre-financing infrastructure development
of an airport. Additionally it also creates a sigEnt time lag in recovering costs of
investments, which constitute great financial diffty for an airport’ Moreover, as a
regulator employee explained in the interview, @O does not regulate airport charges

se It rather checks thkegality of the process of the charges levying by an airpod the

correctnes®f charges calculation, i.e. if they reflect thgpart’s cost base.

The German method based on estimated future cestsiore airport-friendly.
Niemeier (2002: 9-12; 2003: 5-7), a supporter qriae-cap solution, lists the whole set of
shortcomings of the German rate-of-return schenie dost-based system may, amongst
other things, lead to gold plating, i.e. overspagde.g. on building luxurious terminals,
because in the end the costs are passed ontorpioet aisers. It does not provide incentives
for productivity increases and efficiency saviniygoreover excessive charges result from
inflation rate adjustments of the charges andngitio account for marginal costs, which to a
certain volume of passengers, decrease due to moemof scale. Additionally, this system

contributes to an ineffective charge structure.

5.1.3Incentive based schemes

Incentive based systems, e.g. price-cap or reveapgare utilised in Ireland, the UK and
Hamburg airports, although three other German #ispbave had experiences with this
approach as weff. The incentive scheme differs considerably from ¢hst-based method.
First of all, in a price/revenue-cap system maxifeak/total revenue are clearly spelled out.
This solution does not force a structure of airmbrarges onto airport management, like the
rate-of-return does, and thus encourages airpmdsjtst their charges structure in their quest
for efficiency saving® Consequently, an airport freely designs its chatgacture to attract
more traffic and gain more profit. A formula CPI{¢r RPI-X in the UK) is applied. CPI
stands for consumer price index (RPI — retail priwex) which accounts for inflation. A
factor X reflects amxpectedroductivity growth of an airport in a given yeblowever, X is
based not only on a given airport’s past perforreariut also on performance by other
similar airports (Bernstein and Sappington 2000:668 Thus X acts as a surrogate for

competition. When an airport wants to realize itsfips it has to improve its efficiency by a

19 Interview with a Katowice-Pyrzowice airport empé®y who deals with an issue of airport charges.

“Those three were Diisseldorf, Fraport, or Frankfirport and Hannover.

2L After introducing a price-cap system in Germarpaits there are noticeable shifts in charges
structure. An amount of fixed charges (landingetakf etc.) declines while the amount of adjustable
charges (e.g. passenger fees) increases.
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given ratio (expressed as a percentage). If it g ito enhance the productivity even beyond
the X factor then it keeps profiting from this degmment till the end of the regulatory
period?” In a new period a new value of factor X is set teefficiency struggle starts again
from scratch. An emerging threat here is that apoai, while allegedly increasing its
efficiency and decreasing costs, may lower theityual the services provided. Hence quality
monitoring and service level agreements backedr®sffor breaching the quality levels are

vital for this regulatory system.

Incentive schemes at the chosen airports

Airport Formula Period Lasting

Dublin CPI + 4% 2006/07 — 2009/10 At least 4 yrs
Stansted RPI+ 0/ 1.63%* 2009/10 — 2013/14 5yrs
Gatwick RPI + 2% 2008/09 — 2012/13 5yrs
Heathrow RPI + 7.5% 2008/09 — 2012/13 5yrs
Hamburg CPI+2%** jgggggé ~ 322:2200053 5yrs
Dusseldorf Revenue-cap** Dec.2004 — Dec.2008 4 yrs

Fraport CPI-X** Apr.2002 — Dec.2006 5yrs
Hannover CPI+10%** 2003 - 2007 5yrs

Table 4: Incentive schemes at the chosen airports.

Source: CAA 2008a: vi; CAA 2008b: 5; CAA 2009b:@AR 2008: 4; ICAO 2008: 2-3, interviews.
* Depends on year of the regulatory period; yedr@201 0%, later 1.63%
** Airports using additionally a sliding scale meatism

5.1.4 Light-handed regulation

Light-handed or grim regulation relies on a creglitfireat. An airport is not regulatpér se
but only monitored and it levies charges at its aistretion. Nevertheless, it is expected to
charge at reasonably low levels out of the feat éxaessive fees will lead to regulator's
taking over the pricing mechanism. Such an airgamnot unreasonably discriminate
amongst its users nor abuse its bargaining powecubing its fee levels, which would
negatively impact competing airports. The lightthath model applies to the UK airports
whose turnover exceeds £1 million annually and ttdce not designated for the price-cap
system (CAA 2009a: 1, 4).

5.2 Duration of the regulatory period

The duration of a regulatory period plays an imgatrtole in the charge setting mechanism.
Time is of the essence for the price-cap schemesendin airport earns the efficiency gains

only to the end of the given period. Thus, airpdrase the greatest incentive to introduce

2 An issue of regulatory period duration and relgiezblems are discussed in the section below.

18



efficiency increasing innovations at the beginniriga regulatory term. Trade off is clear, a
long period may cause users to pay excessive fees $ignificant time without consuming

fruits of innovation. On the other hand, a too sipariod does not invite novelties, especially
costly ones (CAR 2008: 5), e.g. new infrastructupgrading luggage handling. Undoubtedly
though multi-year long periods offer airports aiidirees a certain stability and predictability

of their environment, which is vital for the mid4#te development strategies. The UK
contends that optimal duration lasts five yearslald initially took the same stand but in
2004 the Parliament amended the law, which nowlstips that a regulatory period lasts at
least four years. Hence the DAA is regulated indgeanial cycles. German airports applying

the price-cap utilised both options (Table 4).

The cost-based airports usually apply annual psyibdwever, it does not mean that
charges change every year. For instance in Polganmite list of airport charges is set without
any sunset clauses. It remains in force until a peee list is announced.This indicates that
there is no automatic indexation of charges angogtis as well as users and the regulator
have to take this into account while setting chard@dthough basing on historical costs, as is

the case in Poland, this does not allow much sfuageativity here.

5.3 Transparency

The next important aspect of the airport chargegiletory process is its transparency.
Smooth and abundant information flow between pamigy significantly facilitate reaching

the agreements regarding airport charges. The fltatisn process usually includes a

regulator, airports and airlines and/or associatiohthose and will be discussed in more
detail in the following section. The EU directiveagted in March 2009 demands enhanced
information flow between regulators, airports ahditt users. On a regular basis, they are
obliged to share data pertaining to methodologfesharges calculations, operational costs

and forecasts, development projects e.g. majaastifuctural investments etc.

Both UK and Irish regulators demonstrate a higrelleof procedural transparency,
which amongst other things, fulfils a legitimisingle for those IRAs. They publish all their
opinions, analyses, decisions etc. as well as resgzoand analyses done by airports and
airlines. As a result, the information asymmetrywsen parties, e.g. on financial issues, is to

some degree alleviated and compromises are easieach.

% |n Krakéw current charges are operational sinceedtber 2004, for Warszawa since September
2005 and for Katowice since December 2008 and taeiqus price list came into life in December
2005.
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In Poland and Germany the transparency level &auech to be desired. For instance
German regulators, at the cost-based airports,otioeweal reasons for approval or rejection
of airport charges (Niemeier 2002: 9). Informatibow between interested parties is also
impeded. As a result of this, Lufthansa bought almi®% shares in the Fraport in order to

obtain information about the airport functioningl{& and Niemeier 2006: 19).

In Poland the CAO is not obliged to reveal grounflsts decisions. On the other
hand, since the regulator, airports and the mailinaibelong to the state it might be
suspected that everyday work contact serves asm@nehfor passing on information. The
interviews carried out for this paper supported ttesv that casual contacts at the working
level take place, but they did not reveal unoffigi@gotiations between airports and the
regulator before the official announcement of tlensultations. This brings us to the

consultation issue.

5.4 Consultations

Despite manifold differences that the discussed hemuntries exhibit in their regulatory
processes, an important common thread may be faumd;onsultations. The ICAO (2009)
recommendations as well as the newly enacted Ekttilie on airport charges underline a
pivotal role of consultations in the regulatory gess. In fact the directive is strongly indebted
to the ICAO solutions in terms of deadlines andcpsses. Henceforth references are made to

the EU directive, as it is a legally binding law.

In all four countries consultations play an adwsmle and are not legally binding for
airport management, though they are a mandatoryegie of the regulatory process. The
acquis communautaireenders such solution correct, as long as users apggal to an
independent supervisory authority, which in a gieeantry is responsible for oversight over
economic regulation. However, when taking into actaliscussed differences in a degree of
transparency and information flow, one may suppbaé consultations are ascribed various

weights in the sample countries.

Another telling difference pertains to a phase afitele regulatory process where
input from consultations is required. Indeed thew ndirective incorporates ICAQO’s
recommendations that an airport has to not onlgrinfusers about planned changes at least
four months prior to the incorporation of changasi€le 6), but also hold consultations on
the proposed changes. This does not sound verydecause e.g. in Ireland, where the price-
cap is applied, the negotiations begin a year aeritoadvance of a new regulatory period. In
fact the earlier in the process of the chargesngetisers’ input is asked for, the greater the

chance that it will be considered and reflectedtle final decision. However, the
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administrative burden put on the airport also greesespondingly. In the UK and Ireland
consultations are well developed and are condumted lengthy periods thus allowing public
discussion and lively exchange of opinions and ments, which can be traced on the
websites of the CAA, CC and CAR.

In Poland and at German cost-based airports, tmsuttation periods are much
shorter and less intensive. In Poland an airpde asers for a non-binding opinion about
proposed changes at least one month before sulgnitie proposal to the CAO, and the
proposal has to be filed with the CAO at leasteéhmonth prior to its entry in force (Article
77 of Polish Aviation Law). The CAO verifies if thmnsultation took place and may ask

airport users for additional opinions, however thigsot legally required.

All in all, it seems that users do not officialllave much time to influence the
proposal. On the other hand, during an interviethaiPolish airport employee who handles
the issue of charges, he indicated that one menéhlong enough period for consultations.
Reaching agreement so quickly points towards tvssibdities. Firstly, the current regulatory
process does not induce long and thorough officéotiations and quick agreements are
preferred; or secondly, unofficial negotiationsegiace. Yet the latter notion is rejected by
airport interviewees. In fact extensive negotiaidmetween parties could be eventually
undone by a final decision of regulator, who is motolved into the negotiation phase.
Secondly, the speed hints that one of the partigg/e more market power and may exert its
will upon other parties to an agreement. The laittgplication was confirmed in another
interview, with a person working at Katowice-PyrZogvairport. The interviewee pointed out
that airport charges introduced in December 200& Waver than in the previous price list,
despite the airport opening a brand new, thus regpensive, terminal. Market power of air
carriers and their credible threat of service wistvehl were suggested to be a main reason for
such a development. In fact the competing airptidkow-Balice, is only 75 km away from
Katowice or one hour drive. Another interview wilKrakow airport employee revealed that
the airport was currently waiting for a CAO’s deais about a new price list of airport
charges. Similarly as in Katowice, Krakow also losvés charges due to the pressure from
the air carriers. Even the capital hub had to sgiee to the pressure of the air carriers and
introduced a new pattern of discounts in April 20@8& interviewee at Warsaw airport
pointed out the fact that this discount schemeliesh accepted by the CAO without official
change in the price list and such an option isstiplated in the law. It happened despite
initial negative reaction by the regulator to tpi®posal. This situation is explained by the
CAOQ’s anxiety about politicisation of an issue iase they are rejected or blamed for

hampering the airport fee cuts.
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The situation looks differently at the German piieg airports, e.g. Hamburg, where
consensus of all consulted parties was requirediiding airports, airlines, other users and
representative organisations of the latter. ThiscHjg solution emerged due to the unique
character of the private framework agreements, lware discussed in the section 5.5. on top-
down and bottom-up regulations. Having finalise@ tbrivate legal contract among the
interested parties, it was later translated into gblic agreement via the regulator. In this
setting none of the parties wielded ultimate poteeimpose its will upon the others and no
deadline for agreement existed. Thus negotiatiammesimes took a long time, e.g. at
Hamburg airport it took one and a half year, anthescaerodromes failed to reach a
compromise, e.g. Berlin (Klenk 2004: 132-3). Thensudtations played a pivotal role,
however, due to the lack of power to impose deggithis scheme might prove inefficient

and lead to wasting resources if an agreementtisesached.

5.4.1 Active and passive regulators

Finally, in the UK and Ireland the regulators payactiverole in consultations and through
their own analyses and disclosure of informatiogyteteer and stimulate the discussion on
airport charges development in a following regulatperiod. In the end those are the
regulators that set up the maximum level of chalmgsause their determination for a new
period belongs to their regulatory duties. The mbarges are operational even if they were to
be challenged by an airport or an airport usersTheans that if there is a disagreement
between the regulator and an airport or a usemémefees can be imposed by the regulator.
In Germany or Poland, charges cannot come intefaithout approval from the regulator,
yet the latter also cannot force airports to chahgé charges. Regulatory process is not time
constrained as the charges do not have to charegg giwen period. This situation reveals
that in Poland and at German cost-based airploetsegulators can be, and are, much more
passive First of all they only accept or reject the pregod airport charges without the ability
to prescribe their optimal level. However, in Genypairports unofficially contact regulators
before launching a new charges proposal in ordsemse their attitude towards changes to be
proposed (Mduller, Koénig and Muller 2008: 11-12).Ronland, such a method is not practised,
though might be suspected. Moreover the regulato@ermany and Poland do not fulfil the
function of an open discussion facilitator sinceytllo not disclose information to the public
or even between the involved parties. Simply phw,regulators in those two countries are on

the receiving end of conversation.

5.5 Top-down and bottom-up regulations

The top-down or bottom-up approach constitutes ayaither aspect that may help us to

distinguish between regulatory approaches to ggetiirport charges. In this context, “top-
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down” means that the regulatory process follows atiation legislation and a procedural
framework explicated in legal acts. All four coues; with certain exceptions, apply this top-

down model.

The “bottom-up” method is understood here as age®cwhich could be observed at
several German airports applying the price-cap latigms. Namely an airport and its users
enter a private law contract (the so-called priviedenework agreement or PFA) describing
their mutual obligations and duties and regardamgpngst others, issues about how airport
charges should be calculated and set up. Thesat@riwontracts may be constructed
completely distinct from the public law solutionghich then are translated into the public
agreement by the regulator, thus substituting thdiplaw. Thanks to them Hamburg was the
first instance of explicitly regulated dual tillrport in Germany. Additionally, the cost-based
solution was replaced with the price-cap methodl#ished for a five-year period. Such long
term agreements are beneficial for both airports @sers as they provide them with stability
and predictability of the working environment iretmid-term and allow developing longer
than one year strategies (Oum and Fu 2008: 5).dDfse risks taken in the long term
planning may be greater than in one-year plannings trisk sharing rises to the most
important issue of such agreements. Nowadays, fireenGerman airports that attempted
PFAs, only one, Hamburg, still operates within tiremework, and other airports quitted
those private deals. Main reason seems to be annastyic power exercised by the involved
parties during the negotiations of PFA details aegllting from that unequal risk sharing,

which bigger part fell on weaker parties (Mullegridg and Miller 2008: 16-18).

5.6 Patchy outcomes of the regulatory solutions

Finally, let us briefly look at the evidence ababé efficiency and effectiveness of these

analysed regulatory schemes. Gillen and Nieme@0g226) state:

“The effects of the different regulatory systemg fmirports have not been
assessed.... The effects of price cap regulatiorrior ptructure are even less well
empirically studied..... Another less well-researckédct is the effect of different
regulatory systems on investment behavior of atgo¥hile rate of return
regulation might lead to overinvestment price aagutation has been criticized by
Helm and Thompson (1991) of leading to underinvesitxi

Although the evidence about the efficiency and aifeness of cost-based and price-cap
systems is not conclusive and hard to compareigihtnstill be useful to look at some of their

outcomes.

In the UK Heathrow and Stansted are said to hawestoall a capacity due to the
under-investment into infrastructure in recent ge@€C 2009a: 5). Additionally, service

quality has dropped there. These are failures oh@mic regulation which has not created
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proper incentives for the investment and provisibmproper services. For those reasons the
regulation will now be partially replaced with coetjion since the CC ordered the BAA to
sell two of its three London airports, as well ag of its Scottish businesses, where fees were

found to be too high, according to the regulatdr 2B09b).

Irish DAA argues that the CAR agreed to the infiatural expansion of the airport
too late, which led to a high congestion levelrs &irport thus a decline in service quality.

Moreover, information obligations imposed by thgulator are burdensome for the airport.

At Polish airports, the cost-based system relyindhistorical costs imposes difficult
conditions for any kind of infrastructural investmt®, as they can be incorporated into the
charges only after a significant time lag. In Gemgnaon the other hand, the cost-based
scheme leads to overspending on infrastructureresulting goldplating. Since airports and
airlines prefer entering private agreements in otdeeplace a traditional regulatory model, it

might be argued that the latter is not working vi@llthe interested parties.

As we can see, regulatory processes in the UkgricklGermany and Poland are very
diverse. Two main dividing dimensions, from an emoit point of view, are price-cap vs.
cost-based schemes and single-till vs. dual-tiirapches. Other important aspects, of a more
institutional nature, are: the duration of the tatpry periods; degree of transparency and
information flow; consultations; and top-down orttom-up methods of creating contracts.
The above-presented data provided the basis femdeinto the analytical part of this work,

which is presented in the next chapter.

6 SYNTHESIS

The previous chapters have presented data abaé tliral aspects of the airport charges
regulation, i.e. firstly, addressees and contentregfulation, secondly, characteristics of
regulatory bodies and finally, features of the tatpry process. This part tackles the question
of how the organisation and institutional set-up aof airport regulatory authority may
influence the process of levying airport chargasstly the chapter aggregates the data and
classifies the discussed regulatory processes timbobroad categories. Next a threefold
division of potential institutional causal factass proposed, namely a governmental level
where a regulator is positioned, independence &galator and strengtbf the regulating
authority. The below analysis looks at each dinmm&eparately and attempts to indicate
factors that influence the regulatory process ingteatest degree. Additionally an ownership
variable is briefly examined because it seems tarbémportant element contributing to the

shape of the regulatory process.
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Empirical data articulated in the previous chaptatews assigning the regulatory
processes of airport charges regulation into tvoatrcategories. Those are low-powered and
high-powered systems. Power refers here to not agyltem’s capacity of alleviating
problems related to asymmetric information and asgtnic power, but also ability to push
towards solutions that favour efficiency saving gndductivity growth while maintaining
service quality. Mentioned asymmetries arise amowglved parties, i.e. airports, users, their
representatives and regulators, and strongly inflaghe regulatory process and may lead to

sub-optimal results. The table below summarisesiétia about the cost-based and price-cap

systems and indicates that the cost-based modsl vall into the low-powered group,

whereas the price-cap regulation seems much matiegfifor the high-powered type.

However, it appears evident that German price-adptiens did not endow the regulators

with comparable capacities as the UK or Ireland &gk that reason the German price-cap

falls neither to the high- nor low-powered mode.

Cost-based

Price-cap

Single- / dual-till

Both possible, but dual tile factg
although single-till seems easier t¢
control and advised by the ICAO
(EU does not specify).

Both possible. Airports favour dua
till, yet in Ireland and the UK
single-till environment. The CAA
proposed dual-till but rejected by
the CC.

Consultation: length

Short. ICAO and EU: 4 months PL|
1 month for the users and 3 month
for the regulator.

Long. Over a year: Dublin, the UK
sHamburg.

Consultation:
participants

All interested parties.

All interested parties.

Consultation: phase
when users’ input neede

Poland: firstly the users then the
regulator. Informal pressures and
prior communicatiorsuspected

dGermany: firstly unofficially with
the regulator, then with the users
and again with the regulator.

During the whole process all the
parties involved. Initiation of the
process by the regulator in the UK
and Ireland, in Germany private
initiative.

Transparency of the
process of levying the
charges

Low to very low. Criteria not very
clear

High to very high. In UK and
Ireland criteria and methodology
well known and published. In
Germany lower degree of
transparency.

Information availability

for interested parties an
third parties>

information asymmetry

Low. It bases on voluntary
information sharing. Not very
jpublic:. In Germany reasons for
price list rejection are not publishe
- high information asymmetry.

High. Information and analyses
publicly accessible at the websites
in the UK and Ireland. In Germany
ddata not publisheeb low
asymmetry in the leading countrie
in Germany not mitigated by the
regulator.

Alleviation of
participants’ asymmetrig
power

Low. Big airports and airlines enjo
market power. The regulator chec
legality and not efficiency.

y Average to high. The regulators try
g0 curb market power of airports.
Not only legality check, but also

due regard to efficiency.
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Cost-based Price-cap

High — even small aerodromes Low — only those with market

Number and character gf regulated. power. In Germany only Hamburg
the regulated airports (not the biggest airport) under the
price-cap.
. Public and private-public with Public, private-public with
Ownership L . S )
minority private shares. minority, private.

Bottom-up: the regulators accept | Top-down: the regulator steers and
agreed-on price list of charges. imposes charges (UK, Ireland).

Top-down / bottom-up Bottom-up: the regulator accepts
deals between airports and users
(Germany).

Table 5: Characteristics of the low- and high-powezd systems.

6.1 The level of regulation

The presented data points out that the placemetiteofegulator at the regional or national
level is not a strong explanatory variable thatldqaredict which regulatory outcome would
prevail. In the sample cases the central regulapesate in both the high-powered system in
the UK and Ireland where single-till mechanismsiangosed and in the low-powered one in
Poland wherede facto dual-till operates. Both outcomes are then possibh turn, in
Germany the regional authorities are submergetidéndaw-powered schemes and dual-till is
applied across the board, which constitutes a aimgiblution to the one in Poland. Thus the
state or regional level of regulation does not d¢atk any clear direction for the airport
charges regulation process. Nevertheless, it nfightontended that in cases of Germany and
Poland a kind of agency capture takes place. Thela®rs there do not focus on the
economic regulation of airports, but are strongRuienced by both their ownership rights (or
ownership rights of the government) and co-resjilitgi for economic performance of a
state or region (moral hazard problem). The onlglication that might be drawn from this
observation points towards a correlation betweenothinership rights and application of the
dual-till method for calculation of airport chargdisis because the dual-till seems to be more
lenient for airports in terms of the efficiency gmmebductivity and does not impose such strict
economic restraints as single-till does. In faobagding a dual-till environment by German
aerodromes, which engaged into PFAs, indicatestltigtsolution is preferred for them. Let

us then turn now to the issue of privatisation.

6.2 Ownership

The moral hazard issue related to the ownershipgeguatory functions might be interpreted
in the way that regulators are less stern when ltiody simultaneous ownership rights, more
or less directly. Consequently, an idea suggeswlfitthat, when taking into account

credibility thesis, the private airports shouldrbere strictly and independently regulated than
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the public ones. The independent regulator is toatestrate the credibility of the decisions

for the sake of attracting investors to the aviagector.

Explanatory power of privatisation and the credtipithesis holds firm in the cases of
the UK, Germany and Poland. British private airpdtnction under the close control of the
independent CAA within the high-powered price-cgptem. The state owned Manchester
airport has just been excluded from the regulatsetsitiny in April 2009. Polish and German
airports, where public ownership is the rule, apldw-powered regulatory schemes by
government-dependent authorities. Regulatory cil@glilis not pivotal since the ownership
remains in public hands, and thus low-powered @@n suffices. On the other hand, at five
partly privatised German airports regulatory chanbave been launched, i.e. PFAs with
dual-till and price-cap, but only Hamburg still cgas on with them. However, application of
these two features did not automatically turn ggufatory scheme into a high-powered type
because it was not connected with granting motit& tigthe regulators. Although it might be
claimed that the airports under the PFAs operabaetes/here on the verge of two proposed
regulatory types. Hence these airports do not geivatisation explanation that the public

ownership relates to the low-powered solutions.

The Irish case dims this previously clear pictufehe causal role of the ownership
factor. The Dublin Airport Authority is a 100% stabwned company yet functions in the
high-powered system with an independent reguladdtsawatchdog. This situation has been
in place since 2001 despite initial remarks that AA would be privatised after the

enactment of the Aviation Regulation Act.

Those observations by no means deny the relevdnite @wnership factor. In fact
high-powered regulation and privatised airportsusth@yo hand in hand as the big airports
show signs of natural monopoly. It is also hardbilieve that the state would allow
uncontrolled development of the aviation industegpecially that the big airports may
exercise their market power and apply monopoligtactices. Nevertheless, the ownership
cannot serve as an exclusive explanatory variatnetfe adoption of the high- or low-

powered regulatory model.

6.3 Independence

Hitherto we elaborated on different dimensions b tregulators’ independence and
operational independence appears an importantrfactbe shaping of the regulatory process
examined here. High operational autonomy allows¢igailator to choose the instruments and
actions it would like to execute, e.g. a decisibowt single- or dual-till, price-cap or cost-

based methodology, imposing information obligatioil transparency etc.
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The low-powered system does not demand a high éegfeindependence since the
regulator’s role is limited and the latter usuallyes legality and procedural checks that are
perfectly suitable for governmental units. Neitheo much of operational discretion nor

credibility is needed here.

The situation differs in the high-powered systénteed, from a technical point of
view there is no difference if highly penetratirggulation comes from the government or
from the IRA, since both may create suitable ruldswever, the credibility argument
suggests that IRAs might be more appropriate forketaregulation, where long-term
commitment is needed for the efficient running dbuwsiness. In other words, a politically

steered regulator might not deliver enough stagbilitus optimal outcomes might be lost.

Looking at the data, explanatory power of indegenng factor seems to prevail. In
the UK and Ireland independent regulators operatieirmthe high-powered system. Poland
and cost-based German airports present an inv@isgeii.e. an average to highly dependent
regulator and low-powered scheme. The picture bldmsn it comes to German airports that
entered the PFAs. We classified them with a paéntivery high score on the operational
independence dimension due to the fact that thelatgs are not explicitly bound by law in
their application of single- or dual-till or pricgp or cost-based solutions. Simply put, the
regulators enjoy great discretion in this area.drtgnt to mention is that those choices, which
strongly shaped the regulation of levying the airpharges, did not have a political origin
because they were a result of an initiative byaigy users and their representatives and the
regulator translated them into the public law. Hagvisaid that, it could be claimed that
operational independence strongly contributed ® bhheaking up with the low-powered
model and offered an impact towards the high-podiemge, although it seems that political
consent for such a move had to be present as Yt|lthe adoption of PFAs was not the end
of the story as four of these five airports havecdntinued this solution and currently only
Hamburg still operates in this model. This sugg#sas regulator’'s operational independence
may be an important cause of turning toward higivgred regulation, yet it does not suffice
to make them sustainable. The last section ofdh&pter proposes an additional analytical

layer that attempts to amend this shortcoming.

6.4 Strength of the regulator

A regulator's freedom of action may significantljnpact the regulatory process of the
charges setting and push it towards a high-powepibn. But as we saw, independence
alone is not enough. If the regulating authoritydé equipped with the capacity to persuade

or impose its decisions, or in other words when rimgulator lacks strength to act on its
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discretion, changes in the regulatory process saamssistainable. The sample countries

granted the regulators with a diverse amount aftchvhich are summarised in the Table 6.

Strength of the regulator *
UK Ireland Germany | Poland
Strength VH VH L VL
Activity VH VH AlL VL

Table 6: Strength of the regulator.

* VL - Very low, L - low, A - average, H - high, VHvery high.

Again the leaders are Ireland and the UK, whilen@ary and Poland stay far behind. The
strength dimension may not seem obvious at thedast of an eye as it is closely sitting by
the independence factor. However, it might occuat th regulator theoretically possesses a
great degree of autonomy, but is not empoweredsm® this discretion, thus remaining

inactive. In fact strength and activity are closedyated as shown in Table 6. Those two
aspects may be represented as a two-by-two matrown in the Table 7. The data reveals
that there are two stable outcomes, or Nesh-elgjudli namely the north-east and south-west
cells. The south-east corner produces sub-optiggllts and seems unsustainable. Finally,
the north-west cell was not inhabited by any of discussed regulators and no empirical

conclusions may be drawn here.

Regulator’s independence
Low High
Regulator's | High - UK, IRL
strength and PL, GE: cost- o
activity Low based GE: price-cap

Table 7: Typology of the regulatory regimes.

The north-east corner indicates a high-poweredesysind is populated by two regulatory
leaders. Strong and active regulators are capdbdeldressing issues of asymmetric power
and information and can create strong institutiang, extensive consultations, that allow
good information flow and predictability. After aahsparent regulatory process such
regulators may impose an independent decision, lwipioduces sustainable outcomes
because the risk sharing is more or less balanetgiebn interested parties according to a
well-known methodology. Moreover, the design of tiegulatory process allows appeals,
which do not stall the implementation of the takiecisions. The credibility thesis argues that
IRAs are created for sake of ensuring private itores about the government's
trustworthiness and stability of regulations andsibess environment. Though, Dublin
example with the full state ownership may suggbat tredibility does not have to be the
main reason behind the IRA foundation.
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South-west cell depicts the low-powered schemeRoidnd and German cost-based
airports may be found there. It is sustainable bgedhe regulation does not primarily strive
for economic efficiency and thus a strong and imdelent regulator is not needed. A
dependent and weak regulator fulfils its tasks,clwhiire characterised by a low level of
intrusiveness. Shortly put, low political costségulator without high level of independence,
low level of information sharing between airporslines and regulators etc.) are matched

with low economic gains (limited strive for efficiey gains).

North-west and south-east fields are hybrid sohgtjovhich do not fit neatly into
high-/low-powered typology and it seems they aresustainable in the long-term. A strong
and politically dependent regulator is easy to imagA real-life example could be taken
from a financial field, namely a politically depeaxd central bank. Such creations have been
operational for decades and truly speaking theysallearound. However, credibility issues
made them obsolete in the western world, since etsuthave been concerned about political
steering of the economy and related to that unptalility and declining efficiency. In the
field of airport charges regulation it would alse jpossible to create such an entity, however,
the results would be suboptimal as political inflce does not go hand in hand with the long-
term efficiency. If the economic gains could notrbelised from the high strength of such a
regulator, there is no reason to bear the costqaihtaining this solution. Then a move

towards one of the stable solutions could be exgect

Finally, the south-east corner, inhabited by tbhemer price-cap German airports,
seems to be another unsustainable hybrid. Howdwetdamburg case, where PFA is still in
force, somehow weakens this claim. A regulator withh independence but a weak clout is
not capable of alleviating asymmetric power anaimiation and sustaining a high-powered
regulatory regime. German airports and airlinest thaitted PFAs suggested that such
asymmetry and the resulting uneven risk-sharingevilee main causes of their decisions. It
could be argued that the implementation of the-tiliadolutions in all five cases reveals the
capture of the PFAs negotiation process by theoesp This is because the dual-till is
preferred on the economics grounds by airports (chayge higher fees), whereas airlines are
likely to pay lower charges in the single-till eronment. Airlines’ support for single-till
solution could be observed during the elaboratibthe EU directive on airport charges,
when airlines’ representative strongly lobbied fiols option (euractive 2008). It might be
then argued that the regulator’s inability to pdwsvia stable and strong framework, which
could serve as a level playing field institutiooutd lead to a collapse of this hybrid scheme.
In other words, the regulatory process, which waiven for at these airports, was not

suitable to the institutional setting in which iasvto operate.
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7 CONCLUDING REMARKS

The new EU directive on the airport charges stigglanew regulatory standards that the
member countries have to comply with within nexo tyears, among other formation of an
independent supervisory authority is required alé agseenforcing good information flow and
transparent regulatory process. This paper shdifgusses potential benefits and costs of
IRAs as well as explains the credibility thesis dinen it elaborates on a claim that airports
are natural monopolies. Denying by and large ttteralaim, it comes to a conclusion that
economic regulation is needed for certain typeifoats (congested with low level of inter-
or intra-modal competition). In the following chep the work goes on with presentation of
empirical data about the regulatory processes wfing airport charges in the sample
countries. The addressees and core matter of tutatn are presented and data about the
regulators is spelled out with particular emphasis on their independence, especially its
operational dimension. The empirical part ends wititidation of differences in the shape of
the regulatory processes in the analysed coun®i@sicular attention is drawn to the role of
the regulator during the consultation process aspegial character of the private framework

agreements.

The analysis part divides inspected regulatoryesgstinto low- and high-powered
categories and attempts to find the necessarytutishial factors for enforcing both
mentioned types. Ownership rights are also incluoiéd the analysis. However, neither
privatisation nor the governmental level of regolatcan serve as an explanatory variable for
adoption of low- or high-powered systems. Regutitandependence demonstrates high
explanatory power, nevertheless, it also has dwfoes, which seemed to be amended by
adding another analytical layer, i.e. strength loé tregulator. The examination of the
regulatory schemes indicates two stable typeswadihsustainable hybrids. It is found that a
sustainable high-powered system requires not onlgegulator with a high degree of
operational independence but also one with a hiyellof regulatory strength. A low-
powered system is stable in cases of dependentatemsi with low levels of strength.
Evolution from a low-powered to a stable high-poseersolution entails changing both
examined dimensions, because an upgrade of onlgreages a hybrid form, which does not
seem stable in the longer term, at least in tha fof low strength and high independence,

which was observed at some German airports.

The discussed here division of low- and high-poderegulations seems to have
broader application than only to the aviation sedtamight prove useful in all those sectors
where economic regulation is needed, e.g. becdusataral monopolies, and service quality

has to be monitored and maintained “until the cditipa arrives.” In such instances both the
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regulator’'s operational autonomy and its regulatstrgength should be set high in order to
establish a sustainable high-powered regulatorgraehcapable of dealing with asymmetric
information and power. Where market competitivenasstrive for economic efficiency do
not constitute an exclusive goal and they are supphted with other important political
considerations, then regulators do not need eithdigh level of independence, or high
regulatory strength. That is because politiciam®, way or another, will be able to influence

this sector and the regulators will not be ablesito credibility in the market.

Finally, this work did not intend to analyse thdéicéncy or effectiveness of those
regulatory systems. Such an attempt could be Helpiough methodological difficulties with
airport benchmarking, due to their high diversipase significant problems in this field.
Another area of research could focus on differeruetsveen single-issue and multi-issue
regulatory bodies. In Germany different monopolgtses are regulated by one multi-purpose
federal independent authority, Bundesnetzagentufederal Network Agency (FNA). From
an economic point of view regulation from the cahtevel makes more sense than regional
one, because it avoids redundancies and increabesenicy of the applied solutions. Thus
moving the airport regulation to the federal leweluld appear sensible. However, should the
FNA take over or some other single-purpose IRAdssD explicit. Last but not least, IRAs
dispose of a significant amount of autonomy, whiaplies trust endowed with them. Does
this mean that IRAs may only exist in such envirents where trust is high and corruption
level is low, or in other words, are all the memsettes suitable habitats for bringing IRAs to
life? Can they deliver promised benefits if a stranstitutional framework is missing and

cultural traits are diverse?
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