DOMESTIC AIR TRANSPORT FARES

By K. M. Gwilliam

The control of domestic air transport is an integral part of the overall regulatory
functions of the Air Transport Licensing Board. Some of the difficulties involved in
determining the appropriate level for fares were discussed, inter alia, in a previous
article by the author.! Two more recent hearings of the A.T.L.B., in July 1966 and
July 1967, have been exclusively concerned with fares applications. During the
course of these hearings the Board has found it necessary to expand, and in some cases
to modify, the principles which it had previously enunciated with respect to fares.
This article considers the expressed views of A.T.L.B., firstly on the general level of
fares and secondly on the fares structure.

THE GENERAL LEVEL OF FARES

The Effect of the National Prices and Incomes Policy

The hearing of July 1966 took place during the wages and prices freeze, and the
applications were almost entirely refused as incompatible with prices and incomes
policy. A.'T.L.B. was evidently not satisfied with this outcome, because in its annual
report? it drew attention to the inadequacy of the criteria for price behaviour in
relation to the financial situation of domestic air services.3 In January 1967 the Board
approached the Board of Trade on the matter, requesting that guidance should be
obtained from the Department of Economic Affairs. No response was obtained.
Therefore in the July 1967 hearings A.T.L.B. had itself to try to reconcile its primary
statutory duties with the general economic situation.

The prevailing prices and incomes policy in July 1967 was, in brief, that price
increases were admissible only if the enterprise concerned had incurred increases in
costs which could not be offset, or if, after making every effort to reduce costs, the
enterprise was unable to secure the capital required to meet home and overseas
demand.* A.T.L.B. still considered this briefinadequate for an enterprise that had for
some time been operating at a loss, and was likely, even with the utmost managerial
exertions, to continue making losses through the foreseeable future unless additional

K. M. Gwilliam: “The Regulation of Air Transport”, in Yorkshire Bulletin Vol 18, No. 1 , May 1966
- 2Sixth Annual Report of the Air Transport Licensing Board. 1966. Para. 77.

3As set out in the White Paper, Prices and Income Policy, Cmnd, 2639, April 1965.

4See the White Paper, Prices and Incomes Policy after 30 Fune 1967, Cmnd 3235, 1967.
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revenue was obtained. A.T.L.B. considered that damage had already been done to
the industry by the refusal of price increases in July 1966 and that a further refusal in
July 1967 would endanger the development of British civil aviation, the furtherance
of which is its general statutory duty. The prices and incomes policy did not therefore
deter the Board from granting increases ranging up to go per cent.

Some increases of fares could undoubtedly have been justified within the terms of
the prices and incomes policy. British European Airways argued that it had reached
a flattening out of the productivity improvements resulting from the introduction of
new and more productive types of aircraft and that cost increases, of which docu-
mentary evidence was submitted to the Board, could not be offset. British United
Airways (Channel Islands) Ltd. and Manx Airlines Ltd. argued that the “freeze”
did not apply to the Channel Islands or the Isle of Man, where the bulk of their staff
were employed. Other increasing items such as landing charges, insurance pre-
miums, etc., were also mentioned. But adjustments to account for increases in these
costs since the imposition of the freeze would only account for part of the fare in-
creases; they would not cover the considerable degree of “catching up” involved in
transforming a persistently unprofitable sector of air transport into one which was,
at the very least, breaking even.

Many of these losses on domestic services, though not explicitly capitalised in the
accounts of the companies concerned, have in the past been viewed simply as invest-
ments in development. As such they are bound to be less attractive commercially in
periods of depressed current demand and pessimistic expectations. But the develop-
ment losses of the air transport industry are special in two respects. Firstly, for some
time a very large proportion of the total services flown were demonstrably being
subsidised. Secondly, the operators are subject to a detailed and restrictive control of
prices, and hence of profits. Together these special characteristics provide a forceful
inducement to try to cover their investments fully from current profits. Thus the
very existence of a price control may encourage operators to follow a conservative
pricing policy. The higher the price elasticity of demand for air transport, the more
will such a policy retard its development.

The second exception to the price freeze concerns investment in more tangible
assets. Increases are admissible if, at current prices, the enterprise is unable to secure
sufficient capital to meet home and overseas demand. But, as the applicants were all
claiming that depressed demand partly accounted for their current financial position,
this justification of price increases was not argued with respect to current demand.
Implicitly, however, it was invoked by a number of operators who argued that without
immediate fare increases they could not provide the accumulated reserves necessary
for investments which would reduce costs and increase capacity in the future.
This raises the general question, which we take up later, of the extent to which self-
financing should be provided for or encouraged in a controlled industry. As yet this
is not an issue on which the Prices and Incomes Board has explicitly decided, but it is
clearly one which may eventually be of crucial importance outside the sectors whose
operations are controlled in this respect by specific statues (viz, the nationalised
industries).

In general then it seems clear (and the rather defensive tone of the A.T.L.B.
suggests that the Board itself was of this opinion) that the increases authorised in
July 1967 were incompatible with the published prices and incomes policy.
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Subsidy

In the past A.T.L.B. has accepted, though without much enthusiasm, some degree
of subsidy of domestic routes by the more profitable international services. Since some
central administration and station costs are incurred jointly, the extent to which
international services appear to subsidise domestic services depends on an essentially
arbitrary cost allocation. Hitherto the Board has tactitly accepted the accounting
conventions used by the operators in making such apportionments. With international
fares rigidly determined by agreements, it will be to the advantage of operators to
load as high a proportion of joint cost as possible on to domestic services. The
problem clearly merits more careful attention by the Board than it has yet received.

The hearings of July 1967 seem to show substantial changes in the attitude to this
subsidy on the part of both the operators and the Board.

To begin with, a number of operators are beginning to doubt their own financial
ability to carry such subsidies, even for an interim period. British United Airways
argued that it was willing to cross-subsidise domestic services in the early days for
the sake of the feeder traffic which would be provided to its international services.
But the interline contribution had been far below expectations, owing to failure to
secure new international traffic rights.> Therefore, domestic routes could no longer be
supported in this way. British Eagle also argued that revenues from international
scheduled services and inclusive tour charters were under severe pressure and that,
though it was not averse to short-term cross-subsidy of particular routes, such sub-
sidies could not be sustained much longer. Even B.E.A. argued that the downward
trend in fares and revenues on international routes (together with cost increases)
made it no longer possible to cross-subsidise domestic routes. For some of the smaller
companies, such as Cambrian Airlines, with two-thirds of their route mileage on
domestic services, cross-subsidy on a large scale has never been possible.

Not only the ability but also the willingness of the operators to cross-subsidise
domestic services has declined. British European Airways takes the view that the
pioneering days of domestic air services are over; that passengers are now prepared to
pay an economic price for domestic services up to international standards; and that
there is no reason to offer any general cross subsidy. Short-term cross subsidies on
particular routes, British European Airways argues, might still be necessary for pro-
motional purposes, to meet competition, to maintain tariff comparability between
similar routes (of which more anon) or to develop new services, but in the long run
each route, or group of routes, should stand on its own and be made to pay.

In its comments on the general level of fares the Board accepted both that the
domestic air transport industry was currently in a parlous financial position® and that
domestic services as a whole should be so priced as to yield a reasonable surplus of
revenue over expenditure. We take up in the next section the problem of what is a
“reasonable surplus”.

SLargely due to the government policy of supporting only one preferred home operator in inter-
national negotiations.

6For the current year revenue was expected to fall short of expenditure by 7 per cent for domestic
services as a whole. For individual companies the shortfalls varied from 2 per cent to 18 per cent
(British European Airways 7 per cent), only one operator making a small surplus. All these figures
were calculated before payment of interest charges.
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The Rate of Return

Cross-subsidy from international services, and the willingness of operators to
sustain loss in the interest of future developments, have made it possible for A.T.L.B.
to sidestep the difficult issue of determining the appropriate rate of return for the
industry, or for particular operators. The discontinuance of these sources of support
makes it increasingly difficult for the Board to evade the issue, though it managed to
do so again in considering the July 1967 applications. It stated that the permitted
increases were expected to give an estimated surplus of £1.4 million on domestic
services in 1968/9, and that it doubted whether this was an adequate surplus. It
still did not state explicitly what it would have considered adequate.

This problem of the appropriate rate of return is at least implicit in any attempt to
control prices, either in general or in particular industries. It has at various times
confronted the nationalised industries, the Iron and Steel Board, the Monopolies
Commission and, more recently, the Prices and Incomes Board. The fact that none of
these bodies has offered any convincing definitive treatment of theissue is some indica-
tion both of the complexity of the problem and of the inadequacy of established
economic theory in this area. In particular we must note that, whereas many theorists
have considered the problem of how market forces determine the rate of return
actually achieved in markets of varying degrees of perfection, few have attempted to
produce and justify a set of rules for determining the optimum profit rates in the
controlled sectors. Both the Monopolies Commission and the Prices and Incomes
Board have therefore operated in an essentially pragmatic manner, seeking workable
criteria which exposed excessively large or small rates of return without being able to
offer a precise formula indisputably applicable to all cases. But even this is a great
deal more than A.T.L.B. has so far attempted. It would not seem unreasonable to
suggest that A.'T.L.B. might also produce a quite workable scheme for assessing
applications for increases in the general level of domestic air fares.

There appear to be two quite separate issues. The first is the question of what
measure or indicator of profits it should consider amongst the various alternatives
suggested. Even in the context of the recent A.T.L.B. hearings there were two
suggestions. Cambrian Airways suggested that the normal ratio of net trading profit
to turnover was of the order of 7 per cent in industry in general, but that a higher rate
than this was normal in the transport sector. Therefore it argued that the proper
indicator for the control of air fares should be a rate of return on turnover of about
8 per cent. In contrast, British United Airways argued that comparison should be
made with the average rate of return on capital for the larger public companies.

The standard argument against use of a rate of return on turnover is that it
ignores differences in capital intensiveness, being biassed against those with the most
capital-intensive techniques. The argument would certainly seem valid as a criticism
of the use of this measure to compare completely different industries, or even within
a single industry if that industry exhibits wide differences in techniques. It is perhaps
less objectionable in the field of air transport, where fares control and the concentra-
tion on competition by service produces a great deal of uniformity of technique. But
so long as any such differences continue (and they do still exist between the larger
and the smaller operators), to concentrate on any single target rate of return on
turnover will introduce a bias in favour of the less capital-intensive operators and
operations. A corollary of this is that it might discourage further investments and thus
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run counter to the A.T.L.B. general duty to “further the development of British
civil aviation”.

Airlines may even have uniform techniques but still have different degrees of
capital intensiveness, precisely because they differ in the services they perform.
Differences in stage length and frequency of service, for instance, produce differences
in the intensity of capital utilisation and hence differences in overall factor pro-
portions.

The rate of return on capital employed has been used as the appropriate measure
both by the Monopolies Commission and by the nationalised industries. But it is sub-
ject to a number of very serious criticisms, concerning both the valuation of the
capital base and the measurement of the profits to be attributed to the current period
(the problems of depreciation and capital appreciation).

Let us first consider the valuation of the capital base. Stock Exchange valuation of
capital employed cannot be used, as this would simply capitalise any monopoly
advantage (or disadvantage of price controls) to produce differences in the rate of
return between different firms or sectors relating only to differences in risk?. A
simple historical cost valuation does not take account of the differing age structures
of assets, and even a depreciated historical cost valuation only eliminates part of the
objection to the historical cost method. Particularly in the case of appreciating assets
(e.g., buildings), the method produces lower apparent rates of return for, and there-
fore a bias in any control system in favour of, firms with “newer” assets. All this
points to a depreciated replacement cost valuation of assets as the appropriate base.
But here again problems arise. An adequate reproduction cost valuation of the assets
employed is not required in the accounts of public companies, and therefore its use
for price control purposes would seem to call for a very extensive technical and market

“enquiry on behalf of the controlling body. It has been suggested that the normal
prudent commercial practice of insuring plant, machinery and other destructible
assets against fire would produce the necessary valuation, subject only to the danger
of over-insurance. But this would account only for certain types of asset (normally
those which are liable to be damaged by fire), and does not in any case adequately
handle the problem of betterment, which we mention later.

In face of these difficulties the Monopolies Commission has plumped for a depre-
ciated original cost basis on the ground that comparable data is available in this form
for a wide range of industrial acitvity.8 The Prices and Incomes Board has used similar
measures, presumably on similar grounds, though in this case there is no published
evidence of its looking into the problem in any detail. But it does not necessarily
follow that A.T.L.B. should follow these precedents; if a replacement cost base is both
workable and theoretically preferable it should be used. With a much shorter life of

"It is, of course, out of the question when the largest operator is a nationalised concern.

8¢Capital employed was calculated by taking the total assets, excluding outside investments and
goodwill items but including cash balance, and deducting therefrom current liabilities and provisions.
Profit yields were based on the published profits (i) before deduction of tax, (ii) before payment of
interest on loans and overdrafts and (iii) after deducting one-half of the non-recurring profits to
climinate the tax element therein and other non-trading items. Thus capital employed was repre-
sented not only by share capital but by all forms of borrowing and by capital and revenue reserves and
the profit ratios represented the yields, before tax, on that capital”. Report on the Supply of Cigarettes and
Tobacco Machinery. H.C.P. 218, July 1961, Appendix 6, page 223.
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assets in air transport and with, basically, a smaller range of equipment needing
current valuation, it would seem to be quite feasible for the Board to make its
decisions on the basis of rate of return on the depreciated replacement cost of capital.
As the aircraft fleet accounts for approximately two-thirds® of the book value of
capital assets, it is clearly largely a matter of how the fleet should be valued.

Itis at this point that problems of operating policy become crucially mixed up with
accounting conventions. In an industry exhibiting a rapid rate of technological
advance it is particularly difficult to sort out the element of replacement from the
element of betterment. Even with a basic aircraft design, there will inevitably be
variations over time which are partly cost-reducing substitutions in inputs and partly
improvements in the final product. Depreciated replacement cost valuation implies
that one can separate and identify these two. For a whole fleet of differing aircraft
the problem is even more intractable. The value of an aircraft is not simply measured
in terms of its capacity, or even in terms of some product of its capacity and speed,
but also relates to its inherent attractiveness as a carrier in the competitive situation
(consider for example the British European Airways decision to use Tridents in place
of Vanguards on the domestic trunk routes in face of competition in serivce and
technique from the independents). But to value assets in terms of their current earn-
ing power involves the same circularity of reasoning as the stock exchange valuation
of the assets of public companies. It is basically on the grounds of these difficulties
that it would seem impracticable, at this stage, to suggest the use of replacement cost
valuation. A compromise between the two approaches might be to take historic cost
written up by some relevant price index number.

There is an additional implication of the historical cost alternative which might
also be argued in its favour. Those companies operating the most modern aircraft
will, ipso facto, tend to have the highest capital costs, and therefore will have lower
apparent rates of return. The method thus makes some automatic allowance for
differences in service characteristics, albeit in an indirect and not very precise way.
Thus it would seem to be both sensible and practicable for A.T.L.B. to concentrate
on the rate of return on capital valued at depreciated historical cost as the appro-
priate profitindicator.

If this indicator were to be used there would need to be a firm convention control-
ling the extent to which certain cost items, such as pilot training and aircraft intro-
ductory costs, should be capitalised.!® It would also seem appropriate in calculating
the rate of return to exclude both the capital item of trade investments and also the
revenue from them, as the Monopolies Commission does. British European Airways
in particular has substantial trade investments, consisting largely of investments in
associated or subsidiary air operating companies which would be subject to the same
control as the parent companies. The exclusion of the item from the parent company
accounts would be a further step against cross-subsidisation.

9This estimate is based on the figures shown in the B.E.A. balance sheet. See, for instance, B.E.A4.
Report and Accounts for 1966, page 86.

10The capitalisation of such costs affects the apparent current profitin two ways: by reducing current
costs it increases the net trading profit shown, whilst at the same time it increases the capital base. The
overall effect of any capitalisation of these costs will be to increase recorded profits immediately and
to reduce them correspondingly in future years as the capitalised item is written off.
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Having decided what measure we ought to use as the indicator for profits, we now
have to decide what we should do with it. The standard procedure, as exemplified by
the Monopolies Commission and the Prices and Incomes Board, seems to be to look
for an appropriate average rate of return and then to decide whether, and by how
much, the particular characteristics of the case in point would justify a return above
or below the chosen average. The Monopolies Commission based its own arguments
on a modified form of The Economist list of 2,000 public companies in a wide range of
fields, including both manufacturing and non-manufacturing firms. P.I.B. has refer-
red also to a similarly computed average.

In the post-war period the average rate of return calculated on this basis has
usually been in the range 13-16 per cent per annum. It would thus seem that the
rate permitted by any controlling body should be of this order unless good reason
could be given for departing significantly from it. Prices based on profit rates
significantly lower than this would not reflect the opportunity costs of all the resources
involved. In the case of private operators sub-normal profits would make it difficult
to obtain capital in the market. Moreover, if the nationalised undertakings were able
to obtain capital under less stringent requirements there would be a consequent
distortion in their favour. Particularly in industries (such as air transport) with
rapidly developing techniques, the control of prices to give below average rates of
return on capital may well retard development against the public interest.!! On the
other hand, if the degree of risk in the industry was subnormal it would seem appro-
priate that profits also should be less than average. P.I.B. applied this argument to
the brewery industry, and its converse (that high risk Justifies high profits) has been
accepted in principle by the Monopolies Commission.!2

The relevance of such arguments to air transport clearly depends on the way in
which the licensing system is operated. If dual designation were avoided on domestic
routes, as the Minister clearly intended it to be in his statement of 17 Febuary 1965,
planning would be much easier for operators, and their profits, particularly on the
longer trunk services, would seem to be fairly secure (despite rail competition). A
below-average rate of return on capital would be called for. If, on the other hand, the
multiple designation practised recently by A.T.L.B. on the London-Glasgow route
were to be frequently repeated, profits would be very insecure and a higher focal
rate of return would be necessary to attract funds into the industry.

There is one further argument in favour of above-average rates of profit which has
proved acceptable on occasion to the Monopolies Commission, but which is extremely
difficult to apply to the case of air transport. This is the argument that high profits
have resulted from superior efficiency in a competitive situation. Molins successfully
defended its high profits on cigarette machinery by demonstrating its superior
efficiency in the highly competitive export market. But the domestic air transport
industry is not one in which the forces of competition would necessarily eliminate high

HA similar argument has recently been accepted as valid by the Prices and Incomes Board in the
compound fertiliser case.

12]n practice, it is difficult to satisfy the Monopolies Commission that risks are sufficiently abnormal
to justify high profit rates. In the case of electrical equipment for mechanically propelled land vehicles
Joseph Lucas, Chloride and the Champion Sparking Plug companies all attempted, and failed, to
justify their profit levels on this count. A similar case presented by the British Oxygen Company was
also rejected.
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profits for all but the most efficient companies. Though in principle it would seem
desirable to permit outstanding efficiency to be rewarded by a quasi-rent, in practice
it would seem unlikely that the Board would be able to identify the extent to which
the efficiency of an operator on a particular route is greater than that which might be
exhibited by his competitors if they were to hold his franchise.

One company (British Midland Airways) sought increased profits on the ground
that they were necessary for the financing of future investments. The implication of
the claim was that a high level of self-finance was necessary and desirable in a rapidly
developing sector. Though A.T.L.B. made no comment on it this may be an issue of
considerable importance. Domestic air transport is certainly a sector in which one
might expect considerable technological development and possibly some further
expansion of demand in the future. If one accepts the desirability even of an average
proportion of self-financed investment in a sector experiencing a rate of development
greater than average, this implies abnormally high rates of current profit. A case for
high profits on this ground was presented to the Monopolies Commission by Fisons,
but was not accepted. The Monopolies Commission took the view that, though past
profitability as well as future profit prospects was necessary for funds to be raised on
the capital market, the market was not so extremely imperfect as to necessitate pre-
dominant self-financing of projects which were genuinely promising. The same argu-
ment might legitimately be applied in air transport, especially if A.T.L.B. permitted
fares normally to be set at levels which gave a reasonable return on the capital inves-
ted. We would therefore be inclined to reject self-financing requirements as an
irrelevant basis for price control decisions.

We conclude therefore that A.T.L.B. should permit operators to set rates at a level
which would give them an average rate of return on capital employed of something
of the order of 15 per cent per annum on capital valued at written-down historical
cost. Variations about this norm should relate only to differences in the degree of
protection offered by the licence grants or to very wide and obvious disparities in
efficiency between operators.

THE STRUCTURE OF FARES

Quite apart from the substantial variation in the general level of fares authorised by
A.T.L.B. in July 1967, there were three major respects in which the Board set out to
modify the structure of fares, namely:

(i) Reduction of the degree of cross subsidy within domestic routes.

(ii) Reduction, or complete elimination, of promotional rates based on season,
accompanied by the introduction of promotional rates based on types of
travellers.

(iii) Standardisation of fares.

The published data does not permit as detailed an examination of these structural
points as one would like.!3 Even so, there are a number of respects in which the
A.T.L.B. decisions do not seem to be very consistent or very sensibly based.

13This is not the fault of A.T.L.B., which, both in its July 1967 reasons and in its annual report for
the year, expressed disappointment that it was able to publish so little detail.
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Cross Subsidy

A.T.L.B. has, in the past, permitted cross subsidy between the major trunk routes
and various cross-country and feeder services. There are two major justifications for
such subsidies:

(i) Social arguments have been advanced in support of the Highlands and
Islands services.

(ii) Development arguments have been used to justify other domestic cross
subsidisation.

In neither case has the board adopted an unambiguous policy.

In the “social service” case, A.T.L.B. treatment of the British European Airways
Highlands and Islands services has been inconsistent and confusing. For many years
the Board has argued that it was not responsible for the maintenance of uneconomic
routes, this being essentially a political matter. It therefore refused to grant trunk
route licences to British European Airways in such a way as to ensure the necessary
profits for cross-subsidisation. By itself this was a perfectly clear and tenable position.
But, in 1965, the Board refused an application for fare increases on these services
explicitly aimed at increasing revenue and thereby reducing the extent of the cross
subsidy.

Ia its July 1967 decisions the Board set out to rectify this inconsistency by accept-
ing fares aimed at maximising revenue. This will limit cross subsidy to these routes
but will not eliminate it. '

Unfortunately, the Board has replaced one confusion by another. In its reasons the
Board states “We have accordingly decided, in the absence of any propsect of subsidy,
to allow British European Airways to secure as much revenue as they can from fares
on the Highlands and Islands services, and to cover the shortfall that will still remain,
including interest payments on the capital employed, by setting fares on other routes,
particularly the trunk routes, at a level higher than otherwise would have seemed
appropriate”. Thus, surprisingly, A.T.L.B. seems to be admitting that itis manipulat-
ing the fares structure to accommodate the cross subsidy, even though it had pre-
viously stated its unwillingness to manipulate its grants of licences to this end. Its
attitude to cross-subsidy is still, therefore, not entirely clear and consistent.

In the short run, at least, this policy seems to give the customer the worst of all
worlds. Duplication on the London-Glasgow and London-Belfast routes has resulted
in low load factors all round, and, as far as British European Airways is concerned,
increases in total cost due to the competitive pressure to operate unsuitable aircraft
on these routes.! On the evidence submitted it seems that increased fares on the
trunk routes are being introduced as a substitute for monopoly operation with higher
load factors. Despite this situation, British European Airways takes the view that the
total demand on the major trunk routes is relatively inelastic and that the fares
authorised still do not represent profit-maximising fares on these routes.

Similar problems have arisen concerning cross-subsidisation for the development of
routes deemed potentially profitable. The Board has refused responsibility for grant-
ing licences in such a way as to ensure the overall financial viability of the operators

14British European Airways has felt the need to respond to the introduction of the BAC 111 jets
on these routes by the independents by using Tridents and Comets instead of the turbo-prop Van-
guards. It estimates that the additional cost involved in 1967/8 will be £880,000.
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concerned, but it has accepted the principle that some continuing protection should
be given to operators on such routes to permit them to recoup development expendi-
tures. In practice the Board has been accused of giving insufficient protection to this
end.!’

Recent events cast further doubt on the adequacy of this policy. A great deal of the
optimism with which operators have in the past regarded subsidisation of developing
services seems to have drained away. British European Airways and British Eagle
have been adversely affected by rail competition on the London-Liverpool and
London-Manchester routes, and the Board suggested a critical appraisal of the
future of these services.

The smaller operators have been even more seriously affected. B.K.S. has with-
drawn services from Teesside and has foreseen further retrenchment. Dan-Air
Services claimed that even the revised fares would only barely make it worth while
for it to continue its services linking Bristol and Cardiff with Liverpool, Teesside and
Newcastle. If such retrenchment is due to a more realistic assessment of the ultimate
potential for domestic air transport in the U.K. it is to be welcomed. If, however, it is
merely a reflection of the current financial difficulties of the air operators, which could
be ameliorated by manipulation of the licensing and fare controls, it represents a
degree of failure on the part of A.T.L.B. One suspects that although it is largely due
to the former cause it is not entirely so.

Promotional Fares

For the domestic trunk routes it was argued that it was no longer necessary to offer
a fare reduction as an incentive to travel in winter. The Board accepted this conten-
tion, and the prescribed fares abolished most of the reductions previously offered for
travel in winter, spring and autumn on the mainland routes. Seasonal differentials
are to continue only where there is an exceptional seasonal traffic flow. In particular
they are to continue on the services to the Channel Islands and the Isle of Man. Day-
of-the-week differentials remain on a number of routes, aiming to increase week-end
travel on routes predominantly used for business purposes (London-Manchester/
Liverpool in the winter) or to discourage week-end travel on tourist-dominated routes
(Isle of Man, Channel Islands).

The published justification for these changes was not particularly distinguished.
British European Airways argued that the winter differentials were no longer needed
as the traffic was now well developed, the ratio of summer to winter traffic having
been reduced from 3:1 to 1.8:1 since 1951, when the differentials were introduced.
Similarly British United Airways quoted a summer/winter traffic ratio of 2:1, a
level presumably viewed as justifying the abolition of the seasonal differential. In
contrast British United Airways (Channel Isles) Ltd. and Manx Airlines quoted a
ratio of 7:1 between the busiest and least busy months of the year (not a directly com-
parable statistic to the summer/winter ratio) as evidence of the need to continue the
seasonal differential. In support of its own proposals Cambrian Airways submitted an

analysis of weekly traffic flows by route and by day of the week for the summer of
1966.

15See K. M. Gwilliam, op. cit., page 28.
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Such statistics are in themselves insufficient evidence on which to decide whether
the continuation of the seasonal differential is in the interest of the operator, of the
traveller or of the community as a whole. What is relevant is the ease and certainty
with which discrimination can be practised and the elasticities of demand of the
various sectors into which the total market is being divided. Now such considerations
undoubtedly lay behind the airlines’ proposals. There is no evidence to suggest that
any market research findings of this kind were submitted in support of the proposed
tariff modifications. A.T.L.B. may well have made the correct decisions, but it does
not appear that they were made on the basis of the appropriate evidence. It was not
unaware of the difficulties involved in these decisions, and reported that it would be
prepared to consider a fresh application for modification of the Domestic Air Tariff
on these routes as an opportunity for a closer examination of the issue.

This raises two general issues of great importance. The first is the extent to which
the Board should rely on the commercial Jjudgment of the operators. It has pre-
viously committed itselfin principle to relying mainly on their commercial judgment
in cases where routes were currently unprofitable, though in practice it has on
occasions made decisions on fares which ignored the operators’ judgment.16 But, if the
Board favours a level of profits which the operators find great difficulty in achieving,
there is no reason why the currently unprofitable services should be specially treated
in this respect. Following the July 1967 decisions British Eagle complained bitterly
that the rates on its routes from Liverpool and Glasgow had been set substantially
above the requested level, a decision which it considered likely to affect adversely
both its own commercial interests and the wider public interest in keeping rates as
low as possible.

The second issue concerns the extent to which A.T.L.B. should pursue aims beyond
its strict statutory requirement to “further the development of British civil aviation”.
Two examples of such extraneous considerations can be quoted from the July 1967
Decisions and Reasons. The Board saw, and accepted, “a need for inexpensive air travel
to the mainland from the Channel Islands for the bengfit of the residents even during the
winter”. To quote again from the same document, “It would be a convenience to Lsle of
Man residents to know that, away from summer weekends, a short return trip to one
of these points would cost the same all through the year. We have therefore fixed
these 3-day winter excursion return fares at 200 per cent of the summer mid-week
fare”. If these modifications of the proposed fares were deemed to be in the long-term
interest of the development of British civil aviation, they simply represent further
instances of a conflict between the judgment of the operators and that of the Board.
If, as their wording seems to imply, they were introduced in pursuit of other objec- -
tives deemed worthy per se, the Board appears to be taking upon itself functions which
are no way implied by its statute and which are inconsistent with its stated policy on
social service objectives.

Similar issues seem to have arisen in the consideration of the young persons’ fare,
the other main promotional device considered in the July 1967 applications. A 25 per
cent reduction on the full fare is to be allowed for all persons between the age of 12

16Not with any demonstrable success. For instance, in February 1965 A.T.L.B. refused B.K.S.
applications for increased fares on the Teesside to London route on the grounds that such an increase
would prejudice the development of traffic. The service has since been withdrawn by the operator.
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and 22, and for travel between home and the place of education for students up to
and including the age of 25. The prescribed concession differs from that proposed in
two respects: firstly, travel to or from Alderney and at peak times to other holiday
resorts is not excepted as proposed ; secondly, the concession is not to be made avail-
able to students for all travel.

The advantages claimed for the concession were that:

(a) it would make air travel more accessible to families;

(b) it would encourage the habit of air travel among young people, and would

in this way be an investment for the future.
Both these points relate to the commercial advantage of the operators (either imme-
diate or ultimate) and to the further development of British civil aviation. Neither of
the modifications seems to be so related. The Board argued that if there is any point
in trying to make air travel more accessible to families it sees no logic in excluding the
timings and routes on which families are most likely to want to travel. But the opera-
tors’ view is quite easy to see: there is no point in promoting demand at reduced
prices for services already fully loaded at high prices unless, as will not normally be
the case, capacity can be economically increased to meet the demand stimulated. The
Board’s case seems to be based either on some very complicated (but unexplained)
assumption about the long-term demand for air transport or on some equally
abstruse conception of equity. It certainly does not relate to any evidence concerning
economic operation in the reasonably near future. Similarly the restriction of student
fare concessions seems to be on grounds of equity rather than on economic grounds.
As far as the economic case is concerned the crux of the matter is whether or not
“students” as defined for air travel purposes represent a sector sufficiently distin-
guished from other young people (possibly on future income expectations) to justify
special promotional attention.

The evidence contained in Decisions and Reasons on the treatment of promotional
fares thus reveals at best a rather scanty investigation of the economic issues, and at
worst a confusion between considerations of equity and those of economic efficiency
quite inappropriate to the statutory function of A.T.L.B.

Standardisation of Fares

In the July 1967 decisions A.T.L.B. has attempted to introduce a new principle of
standardisation into the control of domestic air fares. It states:

“The domestic air services of this country should form a single integrated system of
air communications, and the tariffs charged over the system should be on a common
basis. The need for tariff rationalisation has been apparent to us for some time, and
we welcome the moves in this direction that the airlines themselves have now pro-
posed. These include the common rating of a number of parallel routes — for example,
the equation of fares northwards from Luton with those from Heathrow and Gatwick
— and we have decided that the same principle should now apply to services from
Liverpool, Chester and Manchester respectively southwards to London and north-
wards to Glasgow, Prestwick and Edinburgh”.

In order to create a “‘rational” structure it was deemed necessary at the same time
to set rates on some services (London-Liverpool, London-Isle of Man, summer mid-
week) above the levels proposed by the operators.

Rationalisation is a much misused word; in this particular case it is far from being:
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self-evident that the principle that A.T.L.B. is introducing has any well-founded
economic rationale. We shall therefore try to clarify what exactly A.T.L.B. means by
rationalisation, what it sees as its merits and finally how the principles adduced
accord with economic reasoning.

There appear to be three quite separate strands in the measures of “rationalisa-
tion” in the July 1967 decisions:

(i) Commonly based tariffs over the system. On the face of it this would seem to
imply a preference, as far as it is possible, for standard rates per mile on all
domestic routes.

(ii) Common rating of closely parallel routes. This may conflict with the requirement
of a standard rate per mile for the actual air stage miles, but is based on the
assumption that the parallel routes are serving the same catchment areas
(e.g. Heathrow, Gatwick and Luton are all deemed to be serving the
London catchment and Liverpool and Manchester are similarly serving
South Lancashire). :

(iii) Tke elimination of apparent anomalies where short Journeys are priced higher than
longer journeys over the same route (e.g. in summer mid-week the proposals
would have made it cheaper to go from London to the Isle of Man via
Liverpool than to go simply from London to Liverpool).

The justification of these principles is not made explicit by the Board, but can
perhaps be reasonably inferred from the nature of its present decisions and its pre-
vious statements. :

In the context of the very recent decisions A.T.L.B. clearly values simplification or
standardisation of the rates structure for its own sake. A common rate per mile over a
wide network is easy to understand and to administer. A premium is clearly being
place on this convenience. The elimination of the “overlap” anomalies also seems to
be pursued in the interests of administrative convenience and superficial neatness.
This seems to be a new principle in the control of air fares.

In contrast, the common rating of parallel routes appears to be a corollary of the
earlier A.T.L.B. determination that there should be no fares competition in cases of
dual designation on a route. The recent decisions merely widen the interpretation of
what is meant by a route. The Board considers that price competition might permit
an imprudent, over-extended operator to fill his flights by temporary price cutting
at the expense of carriers of more established judgment and realiability. Or it might
give large operators the opportunity to eliminate new entrants by selective, and
aggressive, manipulation of the rates structure quite unrelated to their costs of opera-
tion. On these grounds it is feared that price competition might not result in the
survival of the fittest in an economic sense.

The validity of these arguments is very difficult to assess, based as they are on the
dangers of a hypothetical situation which has never obtained in this country and for
which there is no close analogy. Analogies from road transport are hardly relevant,
because there are such great differences in the ease of entry and size of the necessary
initial investment of funds in the two sectors. Moreover we should not confuse the
problems of price competition between two or three licensed operators on a route and
those of a completely unregulated domestic air transport industry. Given the continu-
ation of air service licensing in its present form, price competition would normally be
duopolistic, with competitors of not unduly disparate financial strength. If operators
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were merely prevented from offering services below direct cost it is unlikely that
ruinous competition would occur. It is much more likely that, as a general rule, there
would be tacit agreement on the common price level (or appropriate relative price
levels, given differences in service offered) and that competition would continue to
be waged mainly on service elements as at present. At least it would be possible in
these circumstances for differences in standards of equipment and service (and,
hence or otherwise, in cost) to be reflected in differences in price. A.T.L.B. could still
exlude the provision of any service deemed undesirable in standard simply by refusing
licences.

Even if one accepts the general argument against price competition, one might still
object to the common rating of Luton and London and of Liverpool and Manchester
on the grounds that, though there may be some overlap, the airports concerned have
different basic catchment areas for traffic. It is bad enough from an economic point
of view to impose common rates on services with different cost characteristics; it is
adding insult to injury if they are not even competing in the same geographical
market.

The expressed intention of the Board to devise an overall fares structure on a
common basis has not yet been spelt out in detail. But simplification and standardisa-
tion, which seem to be implied in the phrase “a common basis”, will produce a
number of problems. To begin with, a standard rate per passenger mile would ignore
differences in cost on different routes (due to differences in stage length and terminal
charges) or for different types of aircraft and service provided.!” The specification of
any more sophisticated standard, related to these variations in aircraft type and stage
length, would be administratively complicated and would, above all, make the fares
structure more, rather than less, complicated.

Even if such standards were possible, their overall application in determining fares
would ignore the difference between direct and indirect costs and would deny to the
airlines the commercial advantages, and to the economy the real advantages, of
utilising excess capacity in the short run by discriminatory pricing devices. Admit-
tedly, the present form of control of air fares does not give operators a great deal of
freedom in this respect, but a policy of standardisation of fares would restrict this
freedom even further. It would, for instance, deny operators the freedom, which the
Board has said that it intends to give them, to determine fares in such a way as to
maximise revenue on currently unprofitable services. In a competitive situation, as
has been argued elsewhere ad nauseam, the short-term distribution of traffic and long-
run allocation of resources are best achieved if prices are determined (it is not neces-
sary to the logic of this argument to specify exactly how) in accordance with the
particular costs and demand characteristics of the service atissue.

Complete standardisation of fares might perhaps be justified on some sort of equity
argument if the resources to be allocated to air transport and the services to be pro-
vided were determined quite independently of the price system. But even the licensing
system does not do this; unlike the Traffic Commissioners in road passenger transport,

17In 1965/6 British European Airways estimated that the average total cost per seat mile was 2.2d
for Comets and Vanguards, 2.4d for Viscounts, 3.2d for Tridents, 4.1d for Heralds and r10.0d for
Herons. Though the exact figures obtained depend to some extent on the way in which the aircraft
are utilised, there would still be substantial variations in cost per seat mile in any standard utilisation
pattern.
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A.T.L.B. has little power to ensure the maintenance of a particular network. Indeed,
its expressed views on cross-subsidisation have explicitly excluded any attempt to
operate in this way. Standardisation of fares thus seems inappropriate to the situation
of the air transport industry and inconsistent with a number of the other declared
aims of A.T.L.B. (avoidance where possible of internal cross subsidy, freedom of
operators to determine prices on unremunerative services, etc.).

Perhaps we are reading too much into the A.T.L.B. declaration of intent to deter-
mine fares on a common basis; but it is difficult to see how this can be interpreted in
a way which does not qualify for at least some of the foregoing criticism.

SUMMARY AND CONCLUSIONS

The conversion of both airline operators and A.T.L.B. to the view that domestic air
transport should no longer be subsidised by international services has made the control
of domestic air fares one of the most important and controversial of the functions of
the Board. It has rightly taken the view that the fares which it authorises should be at
a level which does not make it unduly difficult to obtain funds for further develop-
ment. It has not, however, set out how it will determine whether any particular
application is compatible with this general principle. We have suggested a mode of
operation which, though not ideal in principle, should prove workable in practice.
By following a procedure similar to that of the Monopolies Commission and con-
centrating on the rate of return on capital valued at depreciated historical cost,
A.T.L.B. will be able to obtain a rough, but nevertheless useful, guide to whether any
particular level of fares will be likely to restrict the future development of air trans-
port unduly.

Within any general level of fares offering a given rate of return on capital there are
obviously many feasible fares structures. The recent decisions of A.T.L.B. have implied
the adoption of principles for determining the rates structure which are in some
respects economically undesirable. Moreover there are some internal inconsistencies
and incompatibilities which make it difficult to predict how fares will be permitted
to vary in the future. In particular, any attempt to introduce a standard mileage rate
for domestic air travel would conflict with the avowed aim of assisting operators to
maximise revenue on currently unremunerative routes and to make a reasonable rate
of profit overall, and might cause the abandonment of some potentially viable
services with a fare structure not conforming to the standard.

The control of either the general level of fares or the structure of fares requires a
good deal of detailed knowledge, not only of the costs of operators but also of the
characteristics of market demand. On both these matters the Board takes its informa-
tion from the operators. It does not appear to be in a position to make any authorita-
tive independent evaluation of such data. It would therefore seem sensible for the
Board to adumbrate general principles and operate as a control merely by requiring
operators to demonstrate that their proposed fares conformed with these principles.
We would contend that the Board has so far spent too much time in considering and
modifying the minutiae of fares applications and not enough in constructing a clear
and consistent set of general principles.
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