
























































than under rate-of-return regulation. Consumers might benefit
from this action if price cap regulation causes some portion of
anticipated cost decreases to be passed on to consumers through a
reduction in the cap. The fact that price can be reduced without
prior regulatory review provides an added inducement (relative to
rate-of-return regulation) to cut price when costs fall. The
administrative costs of price-cap regulafion are likely to be
considerably lower than those associated with rate-of-return
regulation, since there is less regulatory oversight. Further,
the regulator’s informational burden is probably lower under a
price-cap regime. Price-cap regulation may also make it easier
to develop schemes that provide the firm with an incentive to
reveal cost and demand information truthfully to the regulator.

To our knowledge, price-cap regulation has not been used to
regulate airport prices in the U.S., but since late 1987 it has
been used to regulate prices at four British airports (Heathrow,
3atwick, Stansted, and Manchester) .?® Upon performing a five-
year review of the price-cap experiment, the British Civil

Aviation Authority concluded that the system had been successful

3% The use of price-cap (frequently referred to as "RPI [retail
price index] - X" regulation by British authors), regulation was
required by the Airports Act of 1986. See Beesley and Littlechild,
supra note 22, pp. 458-59, and Vickers and Yarrow, Privatization
(An Economic Analysis), 1988, pp. 360-62. The methods used to
establish the price-caps are described in considerable detail in a
series of reports by the Monopolies and Mergers Commission: BAA

plc - A Report on the Economic Regulation of the South-East
Airports (1991), 99 4.107-4.133; and Manchester Airport plc - A

Report on the Economic Requlation of the Manchester Airport plc,

(1992), 99 4.32-4.64.
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and should be retained.?* Similarly, the Mergers and Monopoly
Commission Reports on price-cap regulation at the London-area and
Manchester airports concluded that .price-cap regulation should be
retained at both sets of airports.?*

Domestically, price-cap regulation has been used extensively
in the telecommunications industry. Mathios and Rogers?®
compared AT&T’'s rates for intrastate, lohg—distance telephone
service in states that allow AT&T pricing flexibility with its
rates in states that use rate-of-return regulation. Their
findings suggest that AT&T’'s daytime, evening, nighttime, and

weekend rates were significantly lower in states that allowed

31 Christopher Chataway, Chairman of the CAA, has written that
" [wlhen we did our first review of the BAA formula [in 1992], we
were quickly convinced that we should stay with the RPI-X approach.
While the deficiencies of U.S.-style rate-of-return regulation can
be exaggerated, we believe it is important to establish the formula
on the basis of a measure external to the company if efficiency
incentives are to be maintained." See Chatawiy, "Airports and
Airline Competition," in Major Issues in Regqulation, Institute of
Economic Affairs, 1993.

32 The South-East Airports Report (supra note 30, § 13.35)
concluded that "[t]he balance between RPI-X and rate-of-return
regulation may indeed change in the future; but in the context of
the present quinquennial review, we believe that the RPI-X form
should be retained." The Manchester Airport Report (supra note 30,
Y 11.36) concluded that "[t]lhere are insufficient grounds to change
the current [RPI-X] approach. We consider, therefore, as does
Manchester Airport PLC, that the RPI-X form of control should be
retained for the reference quinguennium."

33 See Mathios and Rogers The Impact of State Price and Entry
Regulation on Intrastate Long Distance Telephone Rates, Bureau of

Economics Staff Report to the Federal Trade Commission, November
1988; and Mathios and Rogers, "The Impact of Alternative Forms of
State Regulation of AT&T on Direct-Dial, Long-Distance Telephone
Rates," RAND Journal of Economics 20 (1989), 437-53.
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pricing flexibility than in states that used rate-of-return
regulation.

The Federal Communications Commission has also used price-
capsvtc regulate AT&T’s interstate long distance rates. 1In its
four year review of the performance of this regulatory regime,
the FCC concluded that price-cap regulation "represents an
improvement over rate-of-return [cost-of;service] regulation,
combining lower rates with effective incentives for improved

efficiency and innovative services."**

V. Conclusion

The FAA’s proposed policy statement recognizes the
desirability of using prices to allocate airport capacity
efficiently. Section 3.2 of the proposed FAA policy would permit
airports to adopt a "properly structured peak pricing system"
that would "establish rates and charges that maximize the
efficient ut_.lization ¢’ the airport." But at the same time, the
proposed policy also requires that airport rates and charges
reflect assets’ historical cost, not their replacement or current
cost. Setting prices to cover historical costs may impede
efficient airport utilization. Allocatively efficient prices
would more nearly reflect assets’ replacement cost than their
historical cost. 1If the FAA’s goal is to protect consumers from

inefficient monopoly pricing by airports, it may wish to consider

3 Report In the Matter of Price Cap Performance Review for
AT&T, CC Docket No. 92-134, July 23, 1993, q 1.
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alternative regulatory policies that do not require prices to

reflect historical costs.
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