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Abstract

Commentators have argued that German airport reéguiliacks independence and an
economic focus. They have recommended UK-styleeprantrol. However,
framework agreements and civil law cases deserve ounsideration than they have
hitherto received. The problematic process ofrsgfbirice caps has led to constructive
engagement in the UK and light-handed regulatioAustralia, which deserve
consideration in Germany. The recent EU Directivgplasising the process of
consultation and agreement between airports ahidesircould be a step forward if it
introduces properly independent dispute resolution.
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1. Introduction

Airports and airport regulation in Germany preseemosaic of different kinds of
ownership (national, state, municipality and prjatifferent regulatory frameworks
(one in each federal state) and different formegtilatory constraint (rate of return,
price cap, sliding-scale, etc). Annual cost-basemilation remains the norm.
However, at Hamburg in 2000, and thereafter aetltber major airports (Frankfurt,
Hannover and Dusseldorf) there emerged multi-yieantework agreements’

between airports and airlines that embodied elesnafnprice cap regulation. In
addition, airlines presented legal challenges ¢octarges proposed by airports under
the cost-based regulation.

Commentators have increasingly pressed for refbliemeier argues that the cost-
based regulation leads to inefficient resourcecalion. In his view, a price cap along
the lines of ‘the Hamburg model’ would be a stepaads more efficient incentive
regulation, best introduced by an independent e¢gufollowing a UK style process.
Mueller et al and Hoffman et al question the legécy, independence and cost
efficiency of the present regulatory framework. ¥ laelvocate the transfer of airport
regulation to the Federal Network Agency.

The 2009 EU Directive is currently in course of Ierpentation in Germanit.

obliges member states to nominate a national inttkgre supervisory authority. This
has been seen as a vehicle for implementing thaslohreform just mentioned.
However, being a Directive rather than a Regulatibe precise implementation is a
matter for each member state. Most German airpoidsstate regulatory authorities
are reportedly not enthusiastic for reform. Therepposition to the potential size and
role of a Federal regulatory body. It is possibkome would say plausible - that
Germany will conclude that no further change ipait regulation is required.

The aim of this paper is fourfold, as set out & fbur parts of the paper:

- First, to provide some background on German ainggulation and
experience, particularly with respect to airportiae framework agreements,
and on current policy debate. These issues arafualtg of interest and
relevance in other countries and other sectors.

- Second, drawing upon experience in other counamessectors, to suggest
some advantages of framework agreements that deeeat to have been fully
appreciated in the discussions of policy. Thisisacilso explores the role
that civil law cases have played in the developnoé&German airport
regulation. They have influenced both the existeamwtthe content of the
framework agreements.

- Third, to reappraise the implications for policytine light of recent
experience. UK-style price cap regulation is inenegly acknowledged to
have limitations as well as advantages. There r@&er merits than
previously acknowledged in alternative policy opspincluding constructive
engagement, negotiated settlements and the Aastiaiht-handed
monitoring approach.

- Fourth, to examine some pros and cons of the E&ciive. Where
competition between airports is insufficient, aewsory body that focused
on dispute resolution rather than on implementingepcap regulation UK-



style would be a step forward, provided that it wesperly independent. This
more limited role for regulation would also addrassobjection to actively
implementing the EU Directive in Germany.

PART ONE: BACKROUND
2. The traditional regulatory approach in Germany

Section 43 of the Air Traffic Licensing Regulatiomequires that airports must seek
approval from the relevant regulatory authoritiestheir charges for take off, landing
and parking of aircraft and for the use of passefagglities. Section 39 of these
Regulations designates as the relevant authotiitéeeair transport authorities in each
of the 16 federal statésThe Federal Department of Transport can intervienein
practice has not done so in recent years. In caeseg, Germany has no national
regulatory authority for airports and their chaggpolicies. Moreover, the state
regulatory authorities are passive rather thavacthey approve proposed new
charges from the airport operator but cannot usniédlly increase, decrease or
restructure airport charges.

In the absence of a statutory regulatory goal graieria for approval, the states in
1980 proposed a joint reference framework knowthadduenermann paper. The
guiding principle in this paper was “the protectimirthe public interest” via “a secure
and reliable aviation service, which fulfils all@public aspects”. From this, three
criteria were developed: cost relatedness, trahgodicy and reasonableness.

- Cost relatedness in general implied charges retatedxt year’s forecast
costs and revenues, generally done on an annua| téth costs including
depreciation related to future asset prices rdtrar book values, a normal
return on capital, with no adjustment for any poexs high profits, and using a
single till principle applied to the airport as aale.

- Transport policy could in principle be used to elifintiate charges in order to
further the public interest, but in practice hasstiyobeen applied to noise
issues and used to enforce a uniform level of @warg

- Reasonableness required that charges should bdlenoegerests of the
airports and airlines, but did not require faireficient charges, and in
practice was interpreted to mean that increaselarges should not be rapid
or unduly high for specific users.

A consultation process has evolved. Before progpsew charges, the airport will
have informal talks with the relevant regulatoryhawity then formally advise the
authority of its intent; explain its plans to thdiaes and discuss them; then submit a
formal request to the authority. The authority wkdour weeks for comments from
the airlines; discusses the comments with the girptnich has a chance to respond;
then either accepts the proposals or remits thetimetairport for possible
modification. It allows a further four weeks foryaoomments from users; then
reviews and finalises the approval.

1§ 43 LuftvZO (Luftverkehers-Zulassungs-Ordnungs. ffom 2007 the relevant obligation is in § 43a
(in combination with § 6 LuftVG which defines thbligation for approval for the operation of an
airfield).

2§ 39 Abs. 1 LuftvVZO. Berlin and Brandenburg re¢gnterged their airport regulatory authorities.



In practice, airlines typically apply for fare clgg@s on an annual basis. However, the
implementation and outcome of the regulatory pretes varied from state to state
and over time. Airlines and commentators have Ipaeticularly critical of what they
see as ‘cost plus regulation’, as noted below.

3. The ‘Hamburg model’

In 1982 the Federal Government announced a progeatoprivatise airports, though
for more than a decade nothing happened. In 199%¢elderal Government indicated
its wish to sell its minority shareholding in HanmguAirport> The public
shareholders were aware of the danger of the mdube airport’s monopoly
position by a private owner. Together with the Miny for Economic Affairs of
Hamburg, they decided to establish a form of pcine regulation. They would have
preferred a new regulatory regime too. However,
“As the Department of Transport refused to chahgdegal structure, price cap
regulation has to be implemented by a legal conhbaiween the airport and the
Regulator. Both parties agreed to sign a contadii first 5 year price cap period
from January 1 2000 until the end of 2004 and tifezeto be free to extend or end
the contract.” (Niemeier 2002 p 13)
This contract was a condition for a future publiospte partnership. In May 2000
price cap regulation under this contract replacesd plus regulation. In October 2000
a private consortium Hamburg Airport Partfasquired a minority share of 36%
with an option of a further 13%. The City of Hamfmitially 64% stake) intended
to remain a majority shareholder.

The design and specification of this contract r#éld a process of discussion and
agreement between all the interested parties. iflvgea were not actually party to
the resulting contract, but they participated aadgivn the discussions. The main
aspects were as follows:

- All parties (airlines, airport and Hamburg MinistwfEconomic Affairs acting as
regulator) agreed that price cap regulation wagsoipto the old cost-plus system.

- Economic principles suggested that the price caplditover those services subject
to monopoly provision and not those subject to cetitipn. On that basis, the airlines
argued for a cap on central infrastructure chasgeh as baggage handling.
However, as the contract was linked to the stayugbucture the scope of the cap
was limited to the airport fees covered by Sectidri.e. including passenger charges
for takeoff, landing, parking but not charges foognhd-handling, baggage handling,
non-aviation revenues, etc.).

- The airlines argued for a single till, but the Minj considered that this would be
inappropriate and less conducive to efficiency. phee cap effectively implied a
dual till but it was left to the airport managemamtonsider whether to apply a
single till by setting lower charges in order torgase traffic and non-aviation
revenues.

- The airport proposed a CPI-X price cap with an igaf 2% (i.e. a reduction of 2%
per year in real terms, relative to the ConsumereRndex) on the assumption of a

® The owners were the City of Hamburg 64%, the Fadstate of Schleswig-Holstein 10% and the
Federal Republic of Germany 26%.

* This consortium comprised Hochtief Airport, anilite of the largest German construction
company, and Aer Rianta, an affiliate of Dublingort Authority in Ireland. It had earlier acquirad
50% stake in Dusseldorf airport.

® Airport Partners increased its shareholding to 40%anuary 2002 and to 49% in August 2002.
Hochtief took over Aer Rianta’s share in Januar@20rhe City of Hamburg retains 51%.



passenger growth rate of 3.9% p.a. The airlinegeatdor an X value of 4%, on the
grounds that the Airport would reap enormous psadfipassenger demand grew
faster than expected. The outcome was a slidirig.s@ter intensive discussions
and consultations an agreement between all pavisgeached. If passenger growth
exceeds 4 percent, then the X of 2 will be raisgd/B per cent for each 1 per cent of
additional passenger growth.” (Niemeier 2002 p. 16)

- The airport is obliged to implement a quality monitg and consultation system
which includes, among other things, regulator pagsesurveys and service
indicators, and regular meetings between airpaitumers to discuss problems of
organization and service. (Similar monitoring sygssehad been established in the UK
and Australia but were new to Germany.) If usensaieed unsatisfied, they could
appeal to the City of Hamburg.

- The airlines wanted to be informed about expecteb@nger growth, major
investments and in particular about changes irstihueture of charges. They were
concerned that the new arrangement would makestuettural changes easier than
under the old system. It was agreed to establRtice Cap Review Board, including
airlines and airline associations as well as thpdkt, that would have significant
responsibility. “This Board meets at least onceuallyg and is in the position to
change virtually any of the price cap regulationtcact paragraphs.” (Immelman
2004 p 161)The Ministry welcomed the increasedsparency that the Review
Board provided

The flexibility provided by the Price Cap Reviewdd was soon called upon. After
the 9/11 incident in 2001 traffic fell sharply. Toentract made no provision for
reductions in traffic. If the subsequent trafficogery had been assessed as if it were
normal growth, the sliding scale could have resliitean unduly high value of X,
thereby creating financial difficulties for the @art. In May 2002 the airlines agreed
with the Airport to suspend the sliding scale foe temainder of the contratThe
Board also incorporated some additional securigg fnd insurance costs.

4. Framework agreement at Frankfurt Airport

Privatisation was also envisaged at Frankfurt Airgleraport), then owned by the
Federal Government, the state of Hesse and theo€CRyankfurt. The airlines there
(rather than the public shareholders) were agansaous of the need to avoid
monopoly exploitation and to make privatisationegteble. In April 2002 a so-called
‘framework agreement’ between the Airport and aet was finally reached for the
period to December 2006, which then had to be e into a public law contract
between the airport and the regulatory authdrifne approach was influenced by
regulation of Hamburg Airport, but took longer tegotiate. 9/11 destroyed the
previous forecasts and the parties had differepgetations. The regulatory authority
did not initially take a supportive role, thoughater changed its stance and began to
act as a facilitator. (Klenk 2004 p. 137)

®“The advantage for the airport is the chance tover faster from the sudden decrease in passenger
demand in all aviation-related business fields atteantage for the airlines is the preservatioa of
long-term and safe scheme of airport fee decreéisarhelman, 2004, p. 161)

"“In April 2002, after one and a half years of cdivated discussions, Frankfurt Airport (Fraportfian
the Board of Airline Representatives in Germany B®&), the German Air Carrier Association (ADL)
and Lufthansa agreed on a memorandum of unders@dioU) on the future development of airport
charges for the term between the year 2002 and. Z0@8eafter a public contract between Fraport and
the regulator, Ministry of Economic Affairs and Tisport of Hesse, was signed.” (Niemeier 2003, p.
148)



The main elements of the Frankfurt agreement wefelbbws:

- Asin Hamburg, the airlines wanted coverage offedinon-competitive areas but this
was precluded by the statutory position, so covereas limited to the scope of
Section 43, albeit with some provision for furtmegotiatiorf

- Unlike Hamburg, which chose a CPI-X formula, thgaigting parties chose a risk-
sharing model that links the level of charges @dlowth in passenger demand. With
an assumed passenger growth rate of 4% it wasdhtiraeaverage charges could be
raised by 2% (nominal). In the case of higher pagsegrowth rate the airlines
would have a 33% share of the resulting increasevenue (compared to 50% at
Hamburg). Learning from Hamburg and 9/11, theragement was symmetrical, so
that in the case of lower passenger growth rataitfiees would take a 33% share of
any reduction in revenues from lower than expepessenger growth rate.

- A Review Board was established, with representatbféhe negotiating airlines, the
Airport and the local governmeht.

- The framework contained provisions for a noisegxton fund which the local
government required Fraport to establish with effiemm 2002.

- Fraport commits to maintain and develop a competitvel of quality complying
with international standards. The framework leabesdefinition of detailed
parameters to a working group.

- The framework contains a clause in which airlinesvwe any legal action against the
level of charges during the period of the agreement

5. Subsequent framework agreements

Writing shortly after the signing of the Hamburgegment, Niemeier (2002 p. 12)
referred to it as “the emerging new system”. Betlew system did not emerge easily
or extensively’® Even at Frankfurt, where privatisation was envishgnd the initial
public offering (IPO) took place in June 2001, negimns were protracted, mainly as
a result of the airport’s reluctance to proceedeliK 2004, p. 132)

Elsewhere, the take-up was limited. A frameworkeagnent was reached at
Hannover in 2003 and a four year agreement at Mim$én December 2004
(retroactive to June 2004). The Berlin airports alst the airport of Nuremberg tried

® The parties agreed to negotiate how to incorpaaté other charges into the contract. Any potentia
additional costs of the airport’s extension prograarfor a fourth runway and new terminal in
Frankfurt were explicitly excluded. However, thetms did agree arrangements for handling the
preliminary planning costs, and agreed that fubosts would be incorporated, the exact
implementation being a matter for future negotiatio

°“The Review Board meets regularly and has the ¢agkoviding in-depth, efficient and transparent
consultation on the contract. All matters concegrtime implementation of the agreement shall be
discussed here such as, for example, possiblawtalichifts of charges or the application of the
formula, and brought to a settlement. Special giowis are laid down to ensure that comprehensive
data are provided by the airport with regard toeli@ment of traffic, productivity and investments i
order to accomplish a meaningful consultation psece(Klenk 2004 p. 136)

19“The adoption of a price cap regulation for Hantpairport was followed by intensive discussions
between airports and airlines and among the fedemtds and the federal Department of Transport.
Politicians reacted mainly negatively, preferringdgave everything as it was. Only a few federatlest
were in favour of price cap regulation. The Departbrof Transport feared that a new regulatory
agency would create a huge bureaucracy like tieeaeh regulatory authority and played a very
passive role. While the airline organisations faeduprice cap regulation the airports were against
As the airlines could not achieve political refoatrthe federal level they adopted a piecemealegtyat
by demanding price cap regulation in the consualtagirocess at each airport.” (Niemeier 2003, p) 148



to obtain such a private framework agreement indi reach agreement. (Mueller
et al 2008 p. 15, ICAO 2008)

Common to all four agreements is the use of arglidcale mechanism for
determining charges, although the parameters ahttehanism vary between
airports*! The level of the price cap is regarded as moreatieling at Hamburg than
at Frankfurt and Dusseldorf, which some would rdge more like cost-plus
regulation. The agreements have service level pi@vs, which are more explicit at
Hamburg than elsewhere. A user council involving@it and airlines is standard.

At Hamburg, there was a substantial discussioheaehd of the five year agreement.
All parties agreed that it was advantageous toicoetthe agreement for another five
years, from January 2005. It gave a known pricequadtanteed quality of service.
The second contract introduced a symmetric reveshaeng arrangement, providing
for 50% sharing of the change in revenue from pagsegrowth that is negative or
above 4%. It also included some changes to rediéairopean Court judgement to
allow publicly owned airports to make a prdfit.

Hamburg Airport is now engaged in a major expansmsting about 1 bn euros per
year; it says this requires about 100 m euros @adait revenue per year to cover
interest and depreciation. A third agreement weaentedly signed in January 2010,
similar in form to the previous ones, with someadletl modifications with respect to
insurance fees.

At Frankfurt there were discussions about an exteriseyond 2006 but the parties’
views and expectations differed on many issuegjdireg the uncertain costs of the
airport extension and cost allocation under thd tilgystem. (Mueller et al 2004 p.
18) The airlines claimed that traffic growth shoaltbw a reduction in charges but

the Airport filed for an increase. There was coasatle argument® The parties also
lobbied the regulator and Ministe&ince the airlines declined to sign an extension of
the agreement, “Frankfurt fell back into rate-afdre regulation in 2007”. (Mueller et
al 2008) However, the Airport did adjust its chagyplans: in 2006 charges were
slightly increased, in 2007 lowered, in 2008 frazamd in 2009 increased by 2%.

By 2009 the new investment plan had largely beéerdened and construction was
underway. Negotiations resumed. Frankfurt Airpooriscious of long-term capital
risks, would have been content with a short-terre@gent until 2011, but the
Hessen regulatory authority pressed for a long-&gneement given the likely
conflicts over the allocation of the costs of thkeansion. In December 2009,

1 At Hannover and Frankfurt there is an annual iasedin charges, but not at Hamburg; at Frankfurt
the airline sharing parameter is less than at Haghbnd Hannover; at Dusseldorf the sharing operates
only for extreme events (passenger decreases emgek8% or growth exceeding 10%). (Mueller et

al 2008)

12 Judgement of the European Court (Sixth ChambérDdtober 2003, in the case of Flughafen
Hannover-Langenhagen GmbH v Deutsche Lufthansa AG.

13| am told that Frankfurt airport envisaged spegdiome 7 billion euros on an expansion but airlines
were concerned that there was no business plawthdd cost out the relevant investments and
allocate these costs, and that the cost of refingrthis would jeopardise the competitiveness ef th
airport. In addition, although the previous agreented a headline increase in airport charges of 2%
per year, a combination of additional costs, adddl activities and noise abatement regulationsded
increases as high as 4% to 6%. The airlines foudidficult to accept this.



Frankfurt Airport and the airlines reached agreeni@mnincreases in charges totalling
12.5% phased over the next two yedrshis was contingent on agreement within the
next two months on further increases in chargas 2612 to 2015. That agreement
was in fact reached, with further increases of 288ftually scheduled for that period.
There is provision for the airlines to share imiad of any extra revenue if demand
grows faster than projected.

At Dusseldorf, I understand that the initial agreetwas renewed in 2008 “with a
formula that is still working albeit more compléxan at Hamburg. There has also
been a new policy decision on expansion at DusHeldbich has led to changes in
airport policy”.

At Hannover, there was provision for continuing ther year agreement for a further
two years from 2007 but this was not takertup.

6. Evaluation and implications for policy: Niemeier

Niemeier (2002, 2003, 2004) identified numeroustslamings in the traditional
regulatory regimé’ The net effect was a low-powered system with itiges to build
and operate airport structure inefficiently. Hertlexamined three possible alternative
regulatory policies.

The first policy was to give up ex ante regulatéom rely on competition law, as
advocated for some airports in the UK and Canadg. Starkie 2001, Gillen et al
2001, Gillen and Morrison 2004) He argued that, teter the merits of this policy in
other countries, it seemed unlikely that the extdrairport competition and elasticity
of demand in Germany would be sufficient to chatfigesituation significantly.

A second policy was to adopt the Australian appnazqrice monitoring with the
threat of re-regulation, as suggested by the PtadiycCommission (2002). He cited
Forsyth (2004) on the risk that that policy woulahgly become a form of light-
handed cost plus regulation. He also argued thah&ey did not have the relevant
independent institutions, and that the threat ekgulation would not be effective.

14 December 1 /PRNewswire, December 1, 2009, at aaiparges.com. “In view of the enormous
capital investments to be realized by Fraport endbming years and the currently difficult economic
situation faced particularly by the airlines, wevbaeached a result that provides the planningrigcu
we require,” explained Fraport executive board ichan Dr. Stefan Schulte. At the same time, it & th
declared goal of the contract partners also tolregceement quickly on the series of fee increfiges
the years up to and including 2015.” Charges wittréase by 4 % on July 1, 2010, 3 % on October 1, 3
% on April 1, 2011, and 2.5% on October 1, 2011.

15 Fraport press release 19 February 2010.

16| am told that, whereas after 9/11 there was angomaim to limit airport fees and encourage
passenger and airline growth, subsequently airlilifésred as to whether a further agreement was
necessary and what it should comprise. The airfmortts part, was content to revert to the traufisil
regulatory process, and the role of the federat sta both part-owner and regulator was conducive t
the airport’s considerable planned expansion.

" These included gold plating and lack of producéfficiency, the aggravating effect of a singlé &l
high level of charges consequent on these factatdhee willingness to accept price rises related to
inflation, an inefficient structure of charges tigriored congestion and any effect on passenge&rtgro
and led to misallocation of capacity, a lack of lgyanonitoring, and high costs of ineffective
regulation including of small loss-making airports.



Niemeier’s third and preferred policy was price cagulation with an independent
regulator. He saw this as “following on from theritaurg model”, which
“undoubtedly has its shortcomings, but it has tiaatage that it has laid down the
basis of effective regulatioﬁ‘g.

Niemeier argued that price cap regulation wouldsigi® incentives for productive
efficiency and efficient pricing structures, woudd accepted by airlines, would be a
transparent and open process, and would have &nsgdction costs. In contrast to the
Hamburg model, Niemeier proposed that the price tepdetermined by a central
airport regulatory body following a UK-style contatlon process, rather than by
negotiation between airports and airlines. In pglecthere was a danger of this
process turning into cost based regulation, arttle® being insufficient incentives
for investment, but the empirical evidence did sunggest these were overwhelming
problems in practice. It was therefore “worthwhierisk price cap regulation in

Germany”.*?

7. Evaluation and implications for policy: Mueller et al

Mueller et al (2008) have recently surveyed reguiagrrangements for six major
German airports. Their findings complement thosHBliefmeier.

Section 43 regulation seems to be relatively unaeling® Airports are generally
content with this established procedure, whicth@irtview does strongly involve
users and has a stabilizing effect. Airlines artcat because it provides insufficient
transparency, presents difficulties in allocatinegts appropriately, is characterised by
insufficient ‘know-how’ and insufficient possibijittor comparisons across airports,
and embodies a conflict of interest since the f@ldstates are both airport owners and
regulators. Regulators regard the procedure as aoftaecessary since the airports do
not have market power, but they find it complicatgdhe fact that some charges are
regulated while others are not, and problematiofarsas the regulator does not
possess the necessary means of sanctioning airports

18 The advantages of the Hamburg model were thatlitoelied a price cap that was not set on the basis
of rate of return regulation, it did not committhe single till principle, it provided some incewds for
cost reduction, it included a quality monitoringdasonsultation system, regulation was restricteithéo
monopoly bottleneck facilities, it gave more weithprice signals than the traditional cost-plus
regulation, and it established a price cap reviearth which reduced the costs of effective regutatio
The shortcomings of the Hamburg model were thatibodied no structural reform of airport charges,
the incentives to cost efficiency were low becatisas not informed by any knowledge of
productivity growth, and there was no independegutator. (Niemeier 2002 Table 3 pp. 17-18, also
Niemeier 2009 p. 21)

9 Niemeier had in mind price regulation on a dubbasis without a sliding scale. The X value would
be determined by benchmarking, for the major atgosuch as Frankfurt, Berlin, Hamburg, Munich
and Stuttgart. The others would be subject totiheat of regulation, with the need for regulation
determined by an independent commission. His gaglep advocate, in parallel, other measures to
increase competition, such as slot auctioning, g@s, privatisation with controls on cross-aitpor
ownership, etc.

20 \Where the conventional rate of return approacpisied, regulators say they apply the principles o
the Huenemann paper. In practice, however, thewuhel till rather than single till principle, ¢ime
ground that the law does not authorise them tdywadn-aviation revenues. In order to control the
allocation of costs between aviation and non-awmaéctivities, the regulators would need to inspect
the accounts in detail, but in practice they radeyso. The regulators are generally satisfied thi¢h
qguantity and quality of information supplied by thieports, typically use no additional information,
have limited ability to check costs and cost altmrg make no comparison of charges across airports
and do not explore efficiency issues.



Airlines and airports both like the greater preafidlity of the charges resulting from
framework agreements, which provide a better bassplanning. Airlines also like

the limits on the increases in charges. Airporéd tave entered such agreements like
the greater transparency and better cooperatidnaniines, and the reduced need for
negotiations. Regulators find that the user cousaimpler and has fewer parties
than the consultation process. But airlines andletgrs are conscious that
unpredictable elements or other external factove Imaeant that in practice the
desired increases in predictability and reductiarcharges have not been achieved,
nor has there been a reduction in complexity andkiwg time. Airports that have not
entered framework agreements feel that their fitilis reduced, and argue that the
concept is suitable only for large and stable atgpmot for smaller ones.

Mueller et al find that the framework agreementsabaded at the four airports are
subject to limitations. They are not linked to attor prospective costs, and the issue
of cost allocation is not properly tackled. Howeuwee agreements are “a first option”
to replace the inefficient rate of return regulatimased on Section 43 by a more
incentive-based regulatory process.

The authors conclude that the present regulatangdrvork is defective.
First, legitimacyis poor because the law does not state any reneirts for the
admissibility of charges. Secoridgependencef the state regulatory bodies is
problematic since the federal states are not antharge of running the airport
authorities but also own at least a controllindkstia the airports on their territory.
Finally, regulatorycost efficiencysuffers under the fragmentation into fifteen safer
authorities, each challenged with generating twin expert knowledge. (Hoffjan et
al 2010 p. 2)

Accordingly, they propose that the Federal Netwbdglency (Bundesnetzagentur or
BNetzA) should act as the national regulator fop@it charges. This would remedy
the three identified defectdlt would also be consistent with the (then propdpdeU
Directive. The law transferring regulatory authpshould address several additional
issues” The authors also suggest for further researckirgigolicy assessed by
Niemeier, whether airport competition could be @aged and ex ante regulation
could be abolished, leaving any remaining airpatkat power to be dealt with by
the antitrust authorities.

PART TWO: FRAMEWORK AGREEMENTS AND CIVIL LAW CASES

8. Some further attributes of framework agreements

2L “Focusing the regulatory competence for airposrges at BNetzA does not only foster cost
efficiency, as the numerous different administraiavould no longer be needed. Additionally, this
would also increase the independence of the remudaice the Federal Government has given up most
of its equity holdings in German airports. The targgulator experience from the regulation of eperg
post, telecom and rail would also help to set imptbstandards for energy regulation.” (Hoffjanlet a

p. 20, 21)

22 properly specified and documented cost allocgiimeedures to improve cost control; clarification

of the valuation and depreciation of capital inugstt; and the use of cost models and benchmarking
to calculate long run incremental costs, identifygmtial efficiency gains and incentivise efficient
service provision.

10



The two sets of commentators thus share the viatthie German regulatory
framework is fundamentally flawed, primarily becawd lack of regulatory
independence and the consequent lack of focusawoedcally efficient regulations.
Their solution is an independent regulatory bodirtplement UK-style incentive
regulation. Framework agreements may be a limiteypl i& the right direction, but
only insofar as they embody price caps for a peviciime rather than allow annual
cost-based price increases. Even here, howeveanabéity to set demanding targets
and the use of sliding scale arrangements limit gféciency.

From the perspective of UK-style regulation it &ural to focus on the level and
nature of the price caps contained in the framewagrieements, particularly in
relation to the scope for productivity improvemerst the institutional framework is
also important (Wolf 2004, Wolszczak 2009), andeothspects of the agreements
merit consideration too.

The provisions of the agreements reflect the peeiegs of the parties rather than
those of the regulator. Whereas an independenttyi-segulator might focus on
productivity, the parties are concerned about slyariof potential benefits and of
costs of traffic reductions or environmental regola A regulator might be more
concerned about the total revenue accruing toitperaat the time of application for
approval, or over the total period of an agreemEme. parties seem to be more
concerned about the pattern of charges over tirath Barties are particularly
concerned to secure predictability, which is lagkima framework that allows annual
applications for price changéThe parties also emphasise the “marketing chatacte
of the agreements (e.g. Immerman 2004 pp. 160,Kléak 2004, pp. 132, 138), a
concept not normally to be found in regulatory deieations. The agreements
contain provisions for issues that are importartheoparties but apparently not
covered by previous Section 43 regulation — notghiglity monitoring and
consultation.

The agreements contain different provisions andrpaters to reflect the particular
conditions (no doubt including bargaining condispand different preferences of the
parties at each airport. For example, there aferéifices in the sharing parameters in
the sliding scale (the slope) and the point at Wiie sharing begins, and in the
linking or not to CPI. In contrast, a single redatadesigning agreements is in
practice constrained to set substantially the gammsions for each company, as in
the UK.

Successive agreements exhibit learning from themspce of other airports. For
example, the Frankfurt agreement provides for slgatie effect of reductions in
traffic, which had been overlooked at Hamburg.hie UK, such learning is
constrained by the fact that the regulator setsdmerols for all companies at the
same point in time.

The agreements provide for flexibility of respomgthin the terms of the agreement.
This was most notable at Hamburg after 9/11, whegesliding scale was suspended

Z E.g. “The model delivers a more controlled ané$erable development of charges for both sides.
Planning security in terms of costs for airlinesl a@venues for airports is enhanced — a not to be
underestimated factor in the given economic envirent.” (Klenk 2004, p. 138)
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for the rest of the agreement period, and new #gairarges introducet. A
regulated price cap would probably have involvedaae explicit, bureaucratic and
less flexible process.

The agreements provide for and indeed emphasiggatiies working together, which
is absent from the previous approach under SedBaegulatiorf> This in turn has
improved relationships and performance. (Klenk 200238) It has been suggested
that the agreed suspension of the sliding scat@aatburg “shows that in a relatively
short time price cap regulation has built up tared a sense of fairness. Both tend to
lower transactions costs.” (Niemeier 2003 p. 14ud lther than price cap regulation
(or the price cap itself) being critical, it wagaly the process of negotiating and
reaching agreement between airlines and airpatptbvisions in the agreement for a
Review Board with power to modify the price capg &éme subsequent
implementation of those provisions, that built bis ttrust and sense of fairness.

It has been suggested that agreements could adsw tlie need for changes in the
structure of the industry to overcome the limitati@f regulatiorf° However, there is
not space to explore this point here.

9. The scope and impact of civil law cases

Framework agreements to replace regulation underdde43 are evidently
associated with privatisation. Five of the 18 intg¢ional airports in Germany now
have a minority private shareholding, and agreesmeste signed at four of them.
The first agreement preceded privatisation, the tiere followed i’ This suggests
that privatised airports are more amenable to sgceements, or perhaps more
concerned by the previous regulatory approach tanubiential for conflict.

A critical role was played by legal disputes betwaglines and airports at
Dusseldorf and Frankfurt, which went to court i©0@0The desire to avoid such
litigation was an added incentive on Hamburg airpmreach agreement before
privatisation, and was later important at Frankfaa. (Klenk 2004, p. 137)

%4 “In Hamburg, this communication structure gavéiras as well as airports the opportunity to react
closely and jointly and — not least — very coseefively on the change of security paradigms after
September 11.” (Immerman 2004, p. 161)

% E.g. “We have argued above that the incumbenegystail in delivering balanced results for both
system partners [airlines and airports] and th@geislly lack the necessary flexibility to adapthe
changing market requirements. ... A structural gbiftnore variable charges does not only lead to a
greater participation in market risks by an airgout also provides a set of options that enablg®es

as well as airlines to reap beneficial effects tbeherwise were not able to gather.” (Klenk 2004, p
128, 132)

% Reportedly, Lufthansa purchased a stake in Franaftport partly in order to obtain more
information about the costs and implications ofraiag an airport than regulation under Section 43
would provide. Agreements that provided for adegumafiormation sharing might therefore avoid the
necessity for vertical integration that might ntterwise be necessary or desirable. Fuhr and Becker
(2006) have argued that regulation provides insigffit protection for parties making large
investments. Contractual agreements, on the otred,ftan provide the necessary complementary
incentives and safeguards for major investmerake place.

2" Hamburg reached an agreement in January 2000 asigrivatised in October 2000. Dusseldorf was
privatised in December 1997 and reached an agreéemBecember 2004. Hannover was privatised in
1998 and reached an agreement in 2003. Frankfgrpvirgatised in June 2001 and reached an
agreement in April 2002.

12



Airlines were concerned that regulation under ®&acti3 tended to favour airports,
not least because the state was both part-owneteguthtory authorityAirlines were
particularly concerned following increases in aitpdharges, including after
privatisation at Dusseldorf in 1997 and Hannovel988, and with the prospect of
privatisation at other airports too. But their kaning power was weak.

In addition to the regulatory process under Secti®nairport operators are also
subject to Section 315 (paragraph 1) of the Ger@iaih Code. This provides that if a
party fixes prices unilaterally, with no bargainiagany entitiement to bargain, that
party must set prices according to the principfesquity (literally, ‘on a bona fide
basis’). The interpretation of the principles otigg is not spelled out in the Civil
Code, but reflects case law precedents. It remamée determined what it would
mean in the context of airport charges.

Developments in the EU regulatory framework offeseche encouragement to the
airlines vis a vis the airports. In October 1996 Bitkctive 96/67 opened up the
groundhandling market to competition. It providadttan airport could charge a fee
for groundhandling services, and that such a fesy“m particular contribute to the
self-financing of the airport in so far as it igelenined on the basis of relevant,
objective, transparent and non-discriminatory gate This raised the question
whether the charges proposed by airports underdBetd were in practice
determined and approved on the basis of approidézia. Cases at Dusseldorf,
Frankfurt, Cologne/Bonn and Berlin put this questio the test®

10. Dusseldorf Airport case

In December 1997 Dusseldorf Airport acquired a pawi-owner (the Airport
Partners consortium of Hochtief and Aer Riantaleréhwas no scope to increase
traffic at the airport, and limited slots were dahle. The Airport proposed to
increase its fees significantly as from 1 April 0@ also proposed to change the
structure of its fees, recovering a larger pathefrevenues from variable fees (per
passenger) as opposed to fixed fees (per aircidfy.would have a differential
impact on different types of airlines, increasihg tharges for smaller fuller planes
(e.g. from low cost carriers) and reducing the gharfor larger less full planes (e.g.
from full-service incumbents).

Initially the Airport proposed a 15% increase irdelus charges for noise abatement.
After airline opposition it modified its proposatcirease to 12%. The state regulatory
authority (North Rhine - Westphalia) approved &4 ibhcrease.

Lufthansa City Line and a group of about 20 smalldimes including Hapag-Lloyd
decided to challenge the Airport on the basis eflCaw rather than Public Law -

that is, on the basis of Section 315. The airlimed to consider carefully how to take
forward their case. If they refused to pay the pegul charges, could the airport
refuse permission to land, or insist on paymermiaish? But if the airlines paid the
charges before suing, this would imply acceptari¢dkeoproposed terms and charges,
and the airlines would bear the burden of provirgg the charges wermt set on a

8 The following is a brief outline of these casessisted by an unpublished note by Wolf (2010).
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bona fide basis. The solution adopted was to p&y 60the increased fee plus part of
the noise abatement charges. Civil Law providesitlaacomplainant pays a reduced
fee, the party setting the fee has to sue the cingit for the remainder and thereby
bears the burden of proving that the ifeset according to the principles of equity.

The case began in December 2000. The Court dedrsibee first instance, given
relatively quickly in June 2001, went against thérees?® In January 2003, the Court
of Appeal (with the same panel that judged appagdénst Cartel Law) held that the
Airport had not discharged the burden of proofpait charges had to be based on
direct costing and contribution margin accountifige charges for each part of the
airport business had to reflect only the revenuescasts of that part. The Airport
had not demonstrated that the proposed fee watabtgiin that respect.

In the light of the new judgement, Dusseldorf Aipand the airlines negotiated their
four year agreement in December 2004. This inclad8db% increase in charges
(less than the previously approved 7.1%) and darteocost of noise abatement.

11. Frankfurt Airport case

Frankfurt Airport proposed a fee increase avera@fg for one airline as of 1
January 2000. (The fee structure was complex, evftarent increases for different
elements.) The airline objected and deducted 10#beofee increase from its
payment.

The Airport was privatised in June 2001. On 1 OetdD01 the Airport sued the
airline for fees due in the years 2000 and 200%. Ainport was not prepared to show
how its fee was cost-related, and argued thatindi have cost data. The Court held
that cost allocation was important, and appointesE&&Young to advise it. The
Airport then argued that only the Court expert $tidne allowed to look at its costs.

The Court’s decision, not given until April 200&an held that the Airport had not
met the burden of proof. In the light of the Er&sYoung report the Court concluded
that the Airport had not demonstrated that the psep fee was equitable: it was not
transparent and there were doubts whether it waseply cost-related.

While the case had been progressing, Frankfurtolirpnd the airlines agreed the
Memorandum of Understanding (see above) coveriag fier the years 2002-2006.
The Airport appealed the Court’s April decisiontbe fees for 2000-2001. Later in
2008, before the appeal was heard, the partieedac compromise to cover the fees
for 2000 and 2001.

12.Cologne/Bonn and Berlin Airports cases
In a case involving a small charter airline, thau@deld in 2006 that the attribution

of costs had to be reasonably related to the acturedumption of the infrastructure
facilities by the airline. The Court asked for aset-specific attribution. It found that

2 «The Court compared the charges of Dusseldorf witter German airports. As the charges were
about the same level the court ruled that Dusskldas not abusing its monopoly power. The lower
charges of price-capped Hamburg airport were eiflgliteated as an exception.” (Niemeier 2004 p.
177)
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Cologne/Bonn Airport had not appropriately discib®®w airport parking costs were
attributed and how the total amount of the airlpaeking charges was calculated.

There have been several cases with respect ta@iipdBerlin, and some are still
pending. The three Berlin airports are now pas single holding compary.in
2002 the airline Germania argued that increasgubdicharges at Berlin-Tegel
Airport amounted to a cross-subsidy of the openadibBerlin-Schonefeld Airport,
which concentrates mainly on low cost carriers. ¢Mar et al 2008 pp. 9-10)

In November 2008 the Court held in favour of thepait>! The calculation of costs
underlying the charges had to be transparent. Hexyéve Berlin Airports holding
company could operate their three separate airpsréssingle commercial system,
and cross-subsidy of Schonefeld was permitted Isecwvas an ‘infrastructure in the
public interest’ whose closure due to rising dédievas not legitimate.

In a later case, the Berlin Airports holding companoposed an increased fee for
central infrastructure. In the light of previousea it took the view that there was no
point in hiding information, and flooded the compknt with information. The Court
held that the burden of proof lay on the airlingcsi the Airport had obviously
provided sufficient information. The airline hagapled.

PART THREE: REAPPRAISING POLICY
13. Reappraising price cap regulation

Niemeier reviewed three options for policy. On Inakahe advocated price cap
regulation with an independent regulator, as inUKe Nonetheless, he noted some
reservations about it. Increasingly, others inlkeare sharing these reservations.
Several of the utility regulators are reappraigimgr traditional price control
approaches. Ofgem’s RPI-X@20 review has concluldatthis approach, whilst very
effective in the past, is no longer fit for purpasduture and needs to change.
(Ofgem 2010a,b) | have elsewhere argued (e.gethtld 2008) that, despite the
achievements in the past, and the advantagesrafeagap in terms of incentives, the
present process of setting the price cap has benomhdy costly and time-
consuming, does not reflect the views of custoraadscompanies and local
circumstances as well as it might, and is not coivduto innovation.

The CAA has had serious reservations about formpanckss. In fact, it has come to
the view that the limitations of its previous apgeb exceed the benefits.

At Stansted, the CAA recommended de-designatiamgénao price control. Since the
Government did not accept this recommendationC#A was nevertheless obliged
to continue to set a price control there. Howetrex, CAA (2009a) said explicitly that

% Following German reunification in 1990, in sprit@91 West Berlin’s Tegel and Templehof airports
and East Berlin’s Schonefeld airport were poolethiwia single holding company, the Berlin
Brandenburg Flughafen Holding Company (BBF). Thaéswwned by the Federal Government (26%)
and the states of Berlin and Brandenburg (37 %)each

31 Berlin Airports press release, 1 December 2008.
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“there should be no presumption that a RAB-basgidagzh would be used in any
future modification of price controls at Stanstapart”. (p. 10)*

For airports that remained designated, the CAA gsed and implemented the
concept of ‘constructive engagement’, preciselyalose of its dissatisfaction with the
process of the conventional price control revigt invited each designated airport
and its airlines to discuss and agree a numbdregptice control inputs (notably
traffic forecasts, capital expenditure plans andlitpiof service parameters). It
undertook to embody those agreed inputs in setiiagprice control. To the extent
that the parties were unable to agree, the decisouid revert to the CAA.

Initially expectations were not high. Nonethelesbl@athrow and Gatwick the
process worked relatively well (with some qualifioas). The Competition
Commission (CC) was initially sceptical, and catiof BAA’s and CAA’s processes
for conducting constructive engagement, but maaeenaus recommendations to
improve the process. These have since been addyt&tansted, the process was
delayed by the possibility of de-designation. Agneat was not reached initially, but
the CC itself later used the constructive engagemecess there. With the
controversial second runway by now off the talite, parties did manage to agree.

The CAA has since used a version of the constre@ngagement process (referred to
as customer consultation) in setting charges fatraific control services. Reflecting
the lessons of experience, a more structured psagas agreed in advance. There
was general agreement that the changes made wargpasvement. The CAA’s mid-
term review found broad consensus that the prdoesate had worked well. The
parties had been engaging positively with a gotehdince at meetings, papers and
minutes were produced in a timely manner, actidntpavere followed up, the

quality of information provided was good, and subtgs were created to deal with
specific topics in more detail. (CAA 2009c para®@.The process subsequently
concluded satisfactorily.

Regulators of other services in some other jurtgghse have gone further. Over a long
period, the US Federal Energy Regulatory Commis@t&RC) has actively and
successfully facilitated negotiated settlementsvbeh gas pipelines and electricity
transmission systems and their customers: thisdrapim about 95 % of cases. (Wang
2004) Similarly, the National Energy Board in Caad@ds encouraged negotiated

%21n earlier papers, “The CAA’s own technical anadysf the standard building block (or RAB-based)
approach to setting price controls supports thsipiisy that it is regulation itself which distart
dialogues and conduct of Stansted airport andsiésau” “... there appears to be a clear risk that RAB
based regulation could — in the circumstancesapply at Stansted — artificially distort the indeas

on the airport operator. The corollary is that RB&sed regulation could also distort the incentofes
the airport users.” (CAA 2006 paras 23.11, 23T CAA noted that an airport like Stansted could
be led to invest more or earlier than a competitinaeket would require, and airlines could be led to
delay or oppose investments that would otherwisia lbiee interests of themselves and their customers
(CAA 2006 paras 23.15, 23.16)

%3 «The conduct of the price review left many stakielees, notably the airlines, concerned that the
regulatory process had moved too far towards soraealbstract economic constructs, discussed in
inaccessible technical language, and too far away the more pressing requirements of delivering
substantially better physical infrastructure, segvijuality and cost efficiency. Airlines also exgsed
frustration at their inability to influence the ategic direction of the price review.” (CAA 2009arp

10) “The process encouraged influencing the regulather than customers, airlines did not buy into
it, it was adversarial and at odds with underlylnginess relationships.” (Bush 2007 slide 17)
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settlements between regulated oil and gas pipeéindgheir users. Over the last
fifteen years or so, almost all transmission tales have been the subject of such
agreements rather than a regulated (litigated)oooéc (Doucet and Littlechild 2009)

Negotiated settlements preserve the incentive tie@ mfficient operating expenditures
and (in US terminology) accept only ‘used and ulsefpital expenditure.
Constructive engagement is efficient insofar asdbrporates future capital
expenditure plans that are agreed with users.

The CAA (2009b para 79) has analysed both the sistierand underlying reasons for
the initial failure of airlines to reach agreemeiith Stansted Airport about a second
runway. It might be argued that this was not aifailof the process: rather, it
indicated the ability of the process to identifydasolate investment projects of
dubious economic viability. If the possibility dfé new runway had remained on the
table a conventional price control process woublkHaced a difficult choice between
accepting it against customers’ wishes and rejgdtiagainst the company’s wishes
and possibly against Government policy. As noted GAA took the view that the
normal price control process would have distorteldutcome rather than secured
efficient investment.

14.Reappraising the effectiveness of competition andmpetition law

If price cap regulation is less attractive thanvpasly thought, what of Niemeier’'s
other options? He evaluated and dismissed theropfigiving up ex ante regulation
and relying on competition and competition law. &lgued that competitive pressures
between German airports would be rather low.

In contrast, in the UK, the CAA concluded that, whthere is sufficient competition
or prospect of it, the best approach is indeedve gp ex ante regulation and rely on
competition and competition law. On this basis@#A recommended de-
designation (deregulation) of two of the four thaasignated airports, namely
Manchester and London Stansted. The Governmenpiattehis recommendation
with respect to the first airport but not the seton

The extent of competition is not independent otistdy structure and ownership.
(Starkie 2008) The break-up of the BAA monopoly.ondon (via the sale of
Gatwick, as recommended by the Competition Comomgswill improve

competition between London airports. The prospediivestment of Stansted too
will further improve the prospect of competitiomdathe consequent de-designation
of Stansted. It might be argued that there is ptgséttle competition between
airports in Germany. Some would say that the pa@tkefar increasing it is low.
However, this is not to say that there is no sdopenhancing this competition, for
example by the extension of private ownership anoyaestructuring where nearby
airports are in the same ownersfip.

3t has been argued that, even in the absencdeaftiee competition between airports, the prospéct
greater concession revenues (in a dual till regicoe)d offset the incentive to increase airportrgea.
There may be some merit in this argument, butrhustralia the Productivity Commission (2006 p
46) came to the conclusion that “a desire to sastad build non-aeronautical revenues is unlikely t
be a significant constraint on aeronautical chdrges
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Niemeier (2003) commented that “The German comipatlaw, at least as practised
by the courts, is quite ineffective in setting inttees for efficiency or even

preventing the abuse of monopoly power as the aase between Dusseldorf
Airport and the airline Hapag-Lloyd shows.” (fn 88154). Strictly speaking this case
is an example of civil law (invoked by airlinesagport customers) rather than of
competition law (invoked by a competition authoxitMonetheless, it is worth
examining. It may have been a fair comment onniteal judgement of the Court as
of the time of writing, but it is no longer a vabdsessment of the whole experience to
date. As noted above, the Court of Appeal subseatuieond that Dusseldorf Airport
had not demonstrated that its proposed chargesegeitable. The Court also found
that Frankfurt Airport had not demonstrated thapitoposed charges were
transparent and cost-reflective. In both casesitiees and airport subsequently
negotiated agreed fees that were substantiallyrltivean those initially proposed by
the airports.

The Cologne/Bonn, Berlin and other cases haveduxlarified the rights and
obligations of airports and airlinesppeals are still in process so the eventual
outcome is not yet known. Nonetheless, German laivilhas already proved to be
more effective in protecting against monopoly potan earlier assumed. How far
the decisions have produced a clear and settleaf peinciples consistent with
economic efficiency may be subject to debate. Nwless, they have demonstrated
that airlines have rights and airports have ohiogest that go beyond satisfying the
state regulators under Section 43. Furthermorin@srhave been able to use these
rights, or the threat of seeking to exercise th&sm means of negotiating more
acceptable airport charges than they would otherivée received.

How far such legal processes will be able to chagkeairport inefficiency given the
present extent of state ownership remains to be Jéw civil law requirements for
greater transparency and cost-reflectiveness mayrheve in this direction. Recent
experience suggests that the option of removingnee regulation and relying on
competition and competition law (and civil law) sthabstill remain on the table.
Mueller et al rightly suggest that this - and tlpleration of methods to increase
competition - should be a topic for further resbarc

Having said this, it is costly and time-consumiogdirlines to challenge airports in
the courts, and the outcome is uncertain. Undua legolvement is inconsistent with
the parties effectively running their commerciasimesses. And airports still have the
upper hand in any negotiation, not least becaused®e43 is in practice more
supportive of them. Given the transactions costartmes of legal challenge and the
relatively comfortable alternative available topairts, there is less incentive to
negotiate agreements than would otherwise be #& G#is suggests that, where
competition is less effective, it would be helpflprovide some way of resolving
disputes with lower transactions costs than thetsotihe concept of independent
dispute resolution has been proposed and discusgadstralia, and the EU Directive
in fact provides for it, as we shall see below.

15. Reappraising the Australian airport regulation modd

Niemeier’s other option was the Australian airgegulation model, variously called
price monitoring or light-handed regulation. Untles approach, there is no formal
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constraint on airport charges. However, the Goventrhas enunciated a set of
Aeronautical Pricing Principles; the ACCC monitarsd reports annually on prices,
costs, financial returns and quality of serviceréhis a possibility of invoking an
access regime with ACCC arbitration; and therettg@at of re-regulation in the
event of unacceptable behaviour by airports. Niemeoted that this approach could
encourage an efficient price structure (via theiRg Principles) and lower costs, and
its flexibility could take account of unexpectedses in aviation. He rejected it
because of three main objections. We may evalbatetagainst subsequent
experience, and also note a further issue for densiion.

15.1Monitoring and investment

First, Niemeier noted the concern of Forsyth (2a84j, given the ACCC'’s history as
a price monitor, there was a real chance that pigfits, per se, will be taken as the
criterion of poor performance. Hence “there isstidct risk that monitoring may
become a form of light-handed cost-plus regulation”

In its review of experience, the Productivity Coresion (2006) was complimentary
about investment, productivity and service quality2007 the Australian
Government concluded that a continuation of priomitoring was preferable to a
return to price control, and extended the poliayddurther six years. | have not seen
or heard any argument against a further exten3iloa.once-expressed view that it is
unlikely that monitoring will be successfully coraded in Australia seems no longer
tenable.

In a later paper, Forsyth (2008) concludes that &ystem is consistent with good
incentives for productive efficiency and most antpgerform well in terms of
productivity”. (p. 67). He is still concerned abaawestment incentives. “Many
airports are under pressure from regional intettestsake excessive investments, and
the airports can recover the costs of these inva#irby passing them on to users.”
(p. 67) His solution to this is better-defined gelides for pricing and for re-
regulation, making reference to “benchmarking, itldaanalysis of costs or cost-
benefit analysis of investments”.

Against this, the ACCC (2010) has recently suggktitat Sydney airport has
underinvested, so it is not clear how extensivanig overinvestment. It has been
argued that the Pricing Principles are alreadypt@scriptive and cost-baséde

ACCC (2006) argued against expanded monitotiriather than make cost benefit
analysis a required element of regulatory appraistiis stage, further research might
usefully try to assess the extent of any probleth vaspect to investment.

It is fair to say that the Australian light-handsaproach is yet to be fully tested with
respect to agreements on major investments wigfetacale and differential impacts
on users. The same is true of constructive engagieiméhe UK and framework
agreements in Germany. This is not to say, howelat these approaches have

% “Both examples [of expanded monitoring] in effegpresent ‘shadow’ forms of heavier regulation,
potentially involving a retrospective rate of ret@pproach. They are likely to impose greater
compliance costs and regulatory uncertainty ancefbee are likely to be less effective in prevegtin
abuses of monopoly power than some direct formegilation.” (pp. ix,x)
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proved less satisfactory than conventional apprescibout which regulators and
others have voiced concerns.

15.2Independence, re-regulation and dispute rasolut

Second, Niemeier (2003) says that “A preconditibaffective monitoring is that the
institutions are independent and the threat tegeHate is real otherwise the airports
have no incentive to behave efficiently. Germangsioot meet these criteria, as it
has no independent regulator with enough expéer{isel55)

There are actually two points here. Monitoring insfalia does not seem to require
very deep expertise. The ACCC's useful annual tspare based on information
provided by the airports. The ACCC itself does negjard these reports as providing
sufficiently detailed and robust information on waiito make a proper assessment of
whether the airports are acting consistently whth Rricing Principles, or operating
and investing efficiently. And it may be doubtedettrer monitoring is in fact a

critical element of the Australian light-handedukgory regime. (Littlechild 2011)

The need to clarify the threat of re-regulation atso be overstated. The Australian
Government has recently decided not to pursue tbeuetivity Commission’s
recommended ‘show cause’ procedt®Moreover, the ‘cure’ of regulation is widely
regarded as worse than any present disease, seaadhre-regulation may be a
rather empty one in Australia. Nonetheless, redeggun would be worse for
Australian airports than the present approachhep do need to have some regard to
this threat.

This does not seem to be the case in Germany.efudatory institutions there are

not independent, and are generally sympatheticd@irports. For a different reason,
the threat of re-regulation is a rather hollow on&ermany. The airports might find
that re-regulation with present institutional agaments would be nearly as agreeable
as monitoring without a price control.

Whatis really needed in both countries is an effectivéhoeé of dispute resolution,
which is independent of airports and airlines. bstkalia this is presently provided by
the Part IlIA access regime, which in the everdispute provides for binding
arbitration by the ACCC. In Germany, there is thegibility of recourse to the civil
law courts. In both cases, however, legal procemsetme consuming and costly,
and arrangements could usefully be improved. Asedghortly, this could be
achieved in Germany via the EU Directive, but ahthe appeal body is independent
of the airport. That is not the case with presegutatory bodies, but in principle the
Federal Network Agency or independent dispute te&mi organisations could be
used instead.

15.3Excessive litigation

3 Airports were concerned that the resulting undetyanight impede their capacity to raise finance,
airlines said that it would not necessarily helgohee negotiation disputes with the airports, aathb
sets of parties expressed concerns that the proegdwld be resource and time intensive. (Austnalia
Government 2009 p. 180)
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Third and finally, Niemeier expresses concern thahitoring might be tantamount to
deregulation, and that this could lead to excedgigation (as in the Disseldorf
Airport case) and high transactions costs as dtrelsa poor relationship between
airports and airlines. In contrast, “ex ante regoiaby price cap has the advantage of
reducing transactions costs as it brings all partigolved together in an orderly
involved discourse.” (p. 156)

In fact, however, the Dusseldorf Airport case wakved by a four year agreement
between airlines and the airport beginning in 2@@4ich was subsequently renewed
in 2008. The same was true at Frankfurt Airporterehthe agreement was also
renewed albeit after a four year gap. This is adtay that all parties are completely
satisfied with the general situation in GermanyliAes in particular feel that they
have little bargaining power, and to some extemntha ‘take it or leave it’. But they
prefer to negotiate and reach agreement wherelpeskan to continue litigation.
Moreover, as noted earlier, both parties repottitifarmation flows and commercial
relationships are better with negotiated agreentéats with regulation under Section
43

This is consistent with experience in Australiaeustralian Government and the
Productivity Commission have put great emphasisamnmercial negotiations and
agreements between airports and airlines. For thet part these have been achieved.
There was a long-running legal case between SyAnpgrt and the airlines, as to
whether the airlines had a right to independemiudis resolution (binding arbitration)
to establish acceptable terms of access. Oncesiestablished that they did, the
parties agreed a mutually acceptable outcome amasitnot necessary actually to go
to arbitration. This is consistent with evidencgeglhere suggesting that access to
independent dispute resolution is generally condutd agreement rather than
undermining of it.

Regulatory discourse in the UK is systematic, blaéther it is ‘orderly’ is debateable:
the CAA was led to propose constructive engagemetisely because the previous
price control review process was so unsatisfacor/antagonistic. It would be
difficult to persuade UK utilities that ex ante udgtion by price cap reduces
transactions costs. Over time, the regulatory metas become steadily more
complicated and more costl{. It has typically involved much more complex
calculations and incentive mechanisms than thegsastould embody in a negotiated
settlement. In contrast, negotiations and agreesrteate led to better understanding,
information flows and commercial relationships, ooty in Germany but also in
Australia (Schuster 2009, Littlechild 2011), the (Bush 2007) and Canada (Doucet
and Littlechild 2009).

15.4The interests of passengers
A final question is whether a light-handed monitgrapproach, or a dispute

resolution procedure, would provide adequate ptitiedor the interests of
passengers and other parties not at the bargatmite’® In the UK, the Competition

371 have elsewhere calculated that the number ofimients issued in the electricity distribution
network price control reviews increased eightfolérmthe first three reviews. A colleague involvad i
the fourth review suggests that it may have doublgain.

3 Toms (2008) has expressed concern on this score.
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Commission did not feel a need to intervéh&he CAA has consistently emphasised
that it would be minded to adopt agreed outcomebjéxt to the CAA’s

consideration of the extent to which the resultsrfrany customer consultation
reflected the interests of passengers, cargo stsigmel airlines not directly
represented in such consultatiéA'On this basis, the CAA introduced a positive
incentive for BAA to improve quality of service, ymnd what the airlines considered
necessary for their own purposes.

So far, this does not seem to have been a major inghe Australian context.
However, if the Government considered that therg avaerious risk of commercial
negotiations and agreements between airports antkaileading to outcomes that
did not adequately reflect the interests of custsmewould be open to the
Government to modify the Pricing Principles accogty. It could also require that
any dispute resolution procedure should take adanfusuch considerations.

PART FOUR THE EU DIRECTIVE
16 The EU Directive on airport charges

The EU Directive of March 2009has to be implemented in all member states by
March 2011 at the latest.says that “It is necessary to establish a common
framework regulating the essential features ofaatrpharges and the way they are
set”.However, the Directive is not prescriptive aboupait charges themselves,
other than requiring that they do not discrimirat@ong airport users (i.e. airlines). It
does not preclude Member states from applying ‘teathl economic oversight
measures, such as the approval of charging systedisr the level of charges,
including incentive-based charging methods or pcages”. But it does not require or
even encourage such additional measures.

The stated aim is related to process rather tharmptrticular outcome: “in the
absence of such a framework, basic requiremertgeinrelationship between airport
managing bodies and airport users may not be mb&.main thrust of the Directive
is to establish a compulsory procedure for regedaasultation between the airport
and its users, with respect to the system (i.acsire) and level of airport charges,
and the quality of service provided. Wherever gassichanges to the structure or
level of charges should be by agreement betweeaitpert and its users. There are
detailed provisions on the process of consultatmia, an obligation on the airport to
justify its decision if agreement is not reached.

In the event of disagreement, either party may sleekntervention of an independent
supervisory authority that must be establisheds &thority must make an interim

39 “we took the view that the airport’s airline custers are generally in a much better position than t
regulator, the CAA, to suggest what developmentisded at the airport, even recognising that these
interests might, on occasion, diverge from theredts of future airlines and passengers, whose
interests should also be represented....We consiadrether the interests of potential new airlines at
the airport or passengers might deviate from tterésts of current airlines in these decisionswmut
found no reason to believe that they did.” (ContpmtiCommission 2008 paras 23, 24)

0 CAA, “CP3 Price control review for NERL — CAA caniation”, October 2008, paras 5.48, 5.49

* Directive 2009/12/EC of the European Parliament @iithe Council of 11 March 2009 on airport
chargespfficial Journal of the European Unipi4.3.2009, pages L 70/11 — 70/16.
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determination within four weeks and a final deteration normally within four
months (or exceptionally within six months). Therewity’s independence is
guaranteed “by ensuring that it is legally distifrom and functionally independent of
any airport managing body and air carrier”.

The charges must also be transparent. This meahththairport and airlines must
provide each other with information relevant to éffierementioned consultations.
Thus, airports must provide “information on the @aments serving as a basis for
determining the system or the level of all charlgesed at each airport”. This is to
include the methodology for setting charges, theral cost structure, the revenue of
the different charges, any public authority finawggiforecasts of traffic, costs and
proposed investments, actual historical usagerpbsifacilities, and the predicted
impact of any major proposed investment on airpapiacity. Airport users for their
part must provide the airport with their forecastt$raffic, the composition and use of
their fleet, their development projects and thegquirements at the airport.

There is an additional obligation to consult omgléor new infrastructure. Airports
should provide information so as to make monitooh@frastructure costs possible,
and with a view to providing suitable and cost-efifee facilities. There is also
provision for negotiations with a view to conclugdia service level agreement on
guality of service, which takes into account tirecure and level of charges as well
as the quality of service provided. These servacescharges may differentiate
amongst users.

17 The EU Directive in Germany

The major thrust of the Directive is not to dictedehe airports what they should
charge, but to enable and encourage negotiatidagebr airports and airlines. Where
there is not effective competition between airpdtte Directive would redress the
imbalance resulting from airport market power,gngicant improvement on present
practice under Section 43. It would also facilitdte development of framework
agreements. If properly implemented the Directiveusd have a positive effect. But
in practice, will the Directive be implemented iei@Gany so as to have this desired
effect?

Member states that retain ownership or controliioats or airlines “shall ensure that
the functions relating to such ownership or condir@l not vested in the independent
supervisory authority”. However, the authority ndtegate the implementation of its
duties to other independent supervisory authorife®al concern in Germany is that
the Federal Government might delegate implemematighe duties to the same
federal state authorities that are presently resptenfor airport regulation under
Section 43, even though these federal states hawership stakes in their airports. In
this case nothing might change from today. Thisldrseem to thwart the purpose of
the Directive, and would frustrate the developnadesponsive airports, better
relationships and effective framework agreementsviBion for delegating disputes
to the Federal Network Agency or to an independé&pgute resolution entity would
address this deficiency. (In the event, this wasdone.)

Some might be concerned at the increased risksplutis arising as a result of the
new possibility of appeal to a fully independenthauwity. (NERA 2009) However,
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experience in Germany and elsewhere suggestshikas tikely to be a relatively
temporary problem, and indeed could be a necessatylesirable stage in the
evolution of more satisfactory attitudes and relahips. It would tend to occur at
airports that are slow or reluctant to provide phescribed information, or that fail to
negotiate fairly with the airlines. In general,Germany and Australia, establishing
the right to independent dispute resolution hadedrio facilitate realistic commercial
bargaining and agreement, rather than discourage it

Given the concern about inefficiency in airport @®ns and investment in
Germany, some might take the view that the Directises not go far enough. For
example, it does not require cost-benefit analyimajor investments. However, the
preamble does specifically refer to the aim of g cost-effective facilities, and
requires the airport to provide information abowosts. If airlines were concerned at
having to pay for what they regarded as unnecessaggtment, an appeal invoking
also the Section 315 principles of equity shoulovte a means of addressing this.
As to efficiency generally, economic analysis argegience elsewhere suggest that
the major driver for greater airport efficiency@ermany lies in the nature of
ownership rather than a further refinement of ragjoh.

Others might be concerned at the opposite podgibilia large national regulatory
bureaucracy dictating airport charges to the aigpand airlines. It has been suggested
that the bureaucracy need not be large. HowevéheituK, the CAA has a larger

staff than proposed for Germany, even though th& Gas taken a relatively hands-
off approach to regulation, and now sets a pricgrobat only three designated
airports. Rather than claiming that price cap ragioih need not require a large
bureaucracy, it would seem more assuring not toadiprice regulation in the first
place, and to limit the role of the independentesuisory authority simply to
discharging the appeal functions set out in the@ive.

One significant reservation is in order. The Dineziapplies to airports handling over
5 million passengers per year, and to the larggsbrain each country. This would
catch many airports (about a dozen in the UK) #énatalready subject to competition
and where relationships between airports and aslirave not been an issue. In such
cases the obligations of the Directive would beulypéhtrusive and burdensome, and
the requirements for methodology and transpareaaildgprejudice the development
of individual contracts between airport and airtine

18 Conclusions

Niemeier’s lucid analysis of German airport regolatargues that the present
regulatory framework under Section 43 is condutivimefficient investment and
operation of airports, that the framework agreeméetween airports and airlines at
four airports are a step in the right directiont, tat the best solution is price cap
regulation with an independent regulatory body gsirJK style consultation process.
This is preferable to deregulation plus relyingcompetition law, or to airport
monitoring (light-handed regulation) as in Austaali

Mueller et al draw attention to the lack of legidiay and independence of present
federal state regulatory bodies. They share Niersereew on policy, and propose
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that the new EU Directive be used to establisi-éaeral Network Agency as an
independent regulator, so as to implement betiee gap regulation.

This paper argues that the framework agreemenis@eed superior to Section 43
regulation, but not simply because of the formegfulation (price cap rather than
cost-based). The negotiation process by which gheements are derived is also
important, because it better reflects the interest®th sets of parties. It is also more
conducive to the exchange of information and tédoetommercial relationships in
the sector. In addition, legal cases at Dusselé@oaikfurt, Cologne/Bonn and Berlin
Airports, brought under the Civil Law Section 3baye curbed the market power of
airports and encouraged the signing of frameworkemgents.

Recent experience suggests that the UK processcefqap regulation is more
problematic than previously realised. At the saime treliance on competition and
competition law in market situations where compatiis relatively strong, and
Australian-style light-handed regulation or monitgrin market situations where
competition is less strong, are more effectiveqed and more applicable in
Germany than previously realised.

For light-handed regulation and monitoring policig® main ‘missing link’ is a
means of resolving disputes between airlines ambis that is less costly and time-
consuming than civil law legal processes. The né&Cirective can provide that
missing link — but only if the independent supeswsauthority is truly independent
of the present state regulatory bodies, given taek of independence of the airports.
If the role of the proposed independent supervibogy were to focus on dispute
resolution, rather than on implementing price agutation UK style, this would
address the objection that actively implementirggElJ Directive would require a
large bureaucracy. To avoid undue burden, the egdplity of the Directive should be
restricted to those airports not subject to effectiompetition.
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