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SUMMARY

Regulation in its generic sense has existed for a very long time in different
forms, with different aims and different problems of accountability, but the study

of competition regulation by a Government agency has perhaps become
fashionable only in recent years.

This thesis consists of two leading themes. First, it will contend that, whilst the
market system has been seriously underestimated as a social institution to the
extent that it should be left to operate and organise itself where that is possible,
it 1s at the same time not always self-regulating. Residual intervention by the
State or its agencies will remain necessary in strategic cases, either to protect
individual autonomy and choice, or to correct failures of the market system. The
question 1s simply more or less regulation.

Secondly, and on that premise, competition regulation must be distinguished
into economic regulation and antitrust regulation because the relationship
between them is inversely proportional: the more intense economic regulation 1s,
the less important antitrust regulation becomes. By implication then, economic
liberalisation or deregulation must be accompanied by a robust framework of
antitrust regulation to ensure that the conditions of sustainable competition are
not threatened by anti-competitive practices. Conditions of sustainable
competition are thus critical for market contestability.

For many years, domestic and international airline competition has been the
subject of comprehensive regulation. With the passage of time, however, the
thinking has changed and, no doubt, liberal policies and practices will continue
to find expression in future political and economic sentiments. The responsibility
for regulating airlines in the United Kingdom falls on the Civil Awiation
Authority, which has played a formidable role in transforming the policy of
heavy regulation into minimal regulation, although much of that regulatory
landscape has now been altered with the advent of the Single European Aviation
Market. The experiences of, both, the CAA and the new SEAM provide an
illuminating account of the evolutionary process of regulating airline
competition, that from economic to antitrust regulation.
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INTRODUCTION

Administrative regulation is a concept neither new nor novel. As a system of
regulation, its existence stretches back to the days of the Industrial Revolution
although the time lapse has produced little in the way of a coherent and
systematic policy explaining administrative regulation and its use. Much of this
1s evident in the creation of regulatory agencies to oversee the privatised utilities
sector without a proper understanding of the aims of regulation and the tool
best suited to the task. Consequently, there is a frequent mismatch between
regulatory aim and methodology. The study of regulation has only become
fashionable in the 1980s with the proliferation of regulatory agencies designed
to regulate the privatised industries and the advent of deregulation. Prior to this
period, academic attention on public regulation was sporadic; even more so on
its constitutional and legal implications especially when the use of multi-
powered administrative agencies gave rise to constitutional questions, crucially
those on the accountability of regulatory decisions. This was largely due to the
lack of effort to promote the study of regulation and the law as a distinct
discipline of study.

The aim of this thesis is not to develop a new theory of regulation or economic
regulation. What 1t seeks to do is to chart the evolutionary process of economic
regulation within the context of a modern liberal economy, where individualism
and choice are given emphasis, but where collectivist strategies remain
necessary to protect such individualism and personal choice. It seeks to test the
hypothesis that economic regulation is merely a temporary mechanism to
procure competition in a given sector, and may be abandoned once the
conditions for sustainable competition have been achieved. The thesis will also
seek to establish further that any dismantling of an economic regulatory system
does not eliminate the continuing need for antitrust regulation so as to ensure
that the conditions for sustainable competition are not threatened.

Over the past two decades, so much in the way of social and economic
organisation has changed to such an extent that even the role of the State has
changed beyond recognition, whether there has been a deliberative process to
reflect on these changes is another matter. The commitment to a collective
model of social organisation where planning was centralised no longer seems to
be as attractive as in the past. Collective strategies such as nationalisation have
failed to engender continuing support and are rapidly becoming irrelevant in the
wake of dynamic economic performance in capitalist systems. Equally,
regulation as a species of centralised command-control procedures is fast losing
currency as liberalisation and deregulation increasingly come to be accepted as
the dominant organising concept where resource allocation is largely market-
based. This is not to say that the shift in preference for a different form of social
and economic organisation signifies a collapse in support or desire for public
sector provision or intervention. Rather, it is a new political expression and



comnmitment to personal autonomy and choice, and to reject producer
domunation as the acceptable balance in the producer-purchaser relationship,
characteristic of what Max Weber calls Gesellschaftlich. This thesis will argue
that residual intervention by the State or its agencies remains necessary in
strategic cases, primarily to protect individual autonomy and choices, if not to
correct the failures of the Gesellschaft model. Implicit in this contention is that

markets are not self-regulating, that it sometimes fails to deliver a just
distribution of goods and services, or social justice.

Even so, it should be clear from the arguments in the thesis that the market
system has been seriously underestimated as a social institution, by suggesting
that the market should be left to operate, organise and regulate itself where that
1s possible. This means that if we set out to regulate a particular sector, there
may come a point when regulation becomes redundant or may be dismantled.
Clearly, this requires a number of assumptions. The thesis will argue that
regulation 1s a temporary measure where the regulated sector is naturally and
structurally competitive. This is true and possible where market conditions have
changed, perhaps with the passage of time, to become more competitive. In
some cases, however, a given sector may be structurally competitive but
artificial measures may have been created to prevent the full operation of the
competitive forces such as privileges or endowments conferred by the State. In
such cases, the introduction of a policy of economic deregulation, without first
removing or diminishing the effects of these artificial barriers, would simply
hasten the need for re-regulation since the conditions for sustainable
competition will not have been established. By contrast, where the sector 1s a
natural monopoly or structurally uncompetitive, economic regulation will
remain essential to avoid the excesses of dominant market power.

The abandonment of regulatory controls, either partially or completely, where a
given sector is naturally and structurally competitive does not extinguish the
need for some form of regulation to police the actions and behaviour of the
participants within the sector. This is known as antitrust regulation, and must be
distinguished from economic regulation. Economic regulation is essentially
concerned with the regulation of market access, price and capacity. Thus,
policies of economic regulation have an instrumental role in determining the
level of competition through the control of access or capacity as well as the
profitability of an enterprise through price control. Antitrust regulation on the
other hand is concerned primarily with the regulation of trading practices of a
firm, relative to its competitors within the defined market, to determine whether
they are anti-competitive, or amount to an abuse of market power, or result in
the elimination of competition. Importantly, antitrust regulation presumes the
existence of actual or potential competition and aims at safeguarding the
interests of all competing firms within the relevant market. This implies a belief
in competitive solutions, though only as a means rather than an end in itself. It
also implies that control of market access will have been liberalised or
deregulated. This leads to the argument that economic regulation, rather than
antitrust regulation, is the appropriate form of regulation for natural

monopolies.
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Despite this distinction, there is a considerable degree of overlap between
economic regulation and antitrust regulation, at least in respect of the way in
which economic regulation can be put to achieving the aims of antitrust
regulation. This is possible where, for example, the economic regulator has
deemed the practice of a firm as anti-competitive or exploitative of its market
power, and proposes to vary the conditions of the licence granted to that firm.
Likewise, where two firms within the relevant market propose to merge their
operations, the economic regulator may propose to vary the terms of their
licence to ensure that competition is not eliminated. In these cases, the aims of
the economic regulator are indistinguishable from those of the antitrust
regulator. What may well differ are the procedures for determining the
behaviour of the firm and the manner in which the conditions, if any, are
imposed. It will be argued in this thesis that in certain industries such as civil
aviation, or indeed telecommunications where the Office of
Telecommunications has successfully incorporated fair trading provisions into
Brnitish Telecommunications’ licence, antitrust regulation through the
conditioning of licences by the economic regulator is more effective. Indeed, the
thesis will conclude with the contention that once economic regulation has
created an environment of sustainable competition, by implication a structurally
competitive industry, the regulatory process evolves into antitrust regulation.
However, liberalisation or deregulation without having created the conditions
for sustainable competition, supported by a dynamic framework of antitrust
regulation, would stmply precipitate the case for economic re-regulation.

To chart the evolutionary process from economic regulation to antitrust
regulation at the practical level, the case of air transport will be examined.
Although in recent years there has been a proliferation of regulatory agencies,
not least those created to oversee the privatised utilities sector, one of the
longest standing regulatory agencies is the Civil Aviation Authority. The CAA
1s the independent Government agency established by the Civil Aviation Act
1971 with a broad responsibility to regulate the air transport industry. Over this
period, much has happened and changed in respect of its regulatory methods
and more importantly of its regulatory policies. This speaks nothing of the
liberalisation of European air transport and its impact on Brtish air transport,
and the adequacy of European antitrust laws to protect the conditions for
sustainable competition. These measures are important and cannot be ignored.
The remarks of a former Chairman of the CAA, Sir Chnstopher Chataway,
encapsulate the very essence of these developments and their effect on British
air transport: “This endless debate ignores the obvious fact that geography has
already made the decision for us.”! Thus, in more ways than one, the CAA’s
philosophy and approach to competition regulation provides a very interesting
case study to support the leading theme of this thesis, which major aim 1s to
contribute towards a better understanding of the shift from a command-control
to a liberal model of regulating air transport competition, from economic
regulation to liberalisation and antitrust regulation, and accordingly the

! (1995) Horizon: Journal of the Civil Aviation Authority 2. For the sake of simplicity
and consistency. "European Community” will be used throughout this study to denote
both the European Community and the European Unton,
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adequacy of the legal institutions designed to secure and protect the objectives
of a liberalised air transport order

The general themes of regulation will be considered first to establish a
conceptual framework for the thesis. Chapter | will attempt to construct a
working definition for the concept of ‘regulation’ to provide a basis for
analysing the anatomy of the regulated air transport industry and the reasons
why an independent regulatory agency has often emerged as the preferred
institutional form. The aim of examining the anatomy of the regulated air
transport industry 1s to identify the ‘stakeholders’ whose respective interests
may well be conflicting or compatible with one another. This will be important
for understanding the role of the regulator, as a principal actor within the
regulatory complex, in reconciling the claims and counter-claims of the
stakeholders. Chapter 2 will provide a more specific review of the theory of
regulating competition. This will comprise an analysis of the forms of economic
organisation and regulation, their rationales and the place of competition
regulation. The distinction between economic regulation and antitrust regulation
will also be considered to lay down the foundations for understanding the
evolutionary process from economic regulation to antitrust regulation, and in
some extreme cases, to economic re-regulation. This will establish the
conceptual framework for analysing and understanding the changing role of the
CAA in air transport competition regulation.

The suitability of one model rather than another depends on the given set of
political, economic and social circumstances. Grafting a regulatory approach
conceived in a different political and economic context onto another is a recipe
for potential disaster. A specific regulatory approach or strategy cannot be a
typology of the general industrial policy. The history of events points decidedly
away from this direction. It is important therefore that a study of this nature
includes a historical perspective so that in order to move forward we know
what we have been, what we are, and what we can become. Accordingly
chapter 3 will aim to provide an historical base for the thesis and to provide a

review of the regulatory arrangements for air transport prior to the creation of
the CAA.

Chapters 4 to 7 are the empirical evidence to support the leading themes of the
thesis. Chapter 4 aims to examine the regulatory policies of the CAA and the
ways in which such policies are formulated and the extent to which their
emphasis have changed. In particular, it will consider how the change in the
emphasis of the regulatory policies and aims have had an effect on the role of
the CAA especially its long-established system of public hearings. Chapters 5
and 6 examine the manner in which the policies are applied, to procure the
objectives of the governing statute and regulatory policies. There is an extensive
analysis of the case-law resulting from the licensing decisions of the CAA to
lend support to the contention that economic regulation can be abandoned or
liberalised and consequently take a different regulatory emphasis, that is
antitrust regulation, provided that the sector is structurally competitive and the
conditions for sustainable competitive have been established. Chapter 7 1s an
analysis of the liberalisation measures adopted by the European Community and
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the extent to which they have affected the regulatory policies and practices of
the CAA

This thesis would not be complete if it failed to consider the deregulation of the
airline industry in the United States, not least because they have been widely
argued to be the pioneers of airline deregulation. This issue will be contested in
due course. Be that as it may, Chapter 8 provides, first of all, an historical
analysis of air transport regulation in the US and how it led to a policy of
deregulation. The rationales for the deregulatory policy will be examined to
determine whether the reform was based on political motives or economic
reasoning, or both. More importantly, it is almost 20 years since the
deregulation which will have in store a catalogue of lessons for a study of this
kind, that 1s, whether changes to the industry structure is demanding a return to

economic regulation of the old days, or the system of antitrust regulation simply
needs to be more strictly enforced.

Regulation of any form is an act of interference in the activities of another. In its
generic sense, it represents a form of behavioural control. Thus, whatever may
be the nature of the behaviour that is subject to such regulatory control, the
authonity to regulate requires two essential characteristics: legitimacy and
enforceability. The legitimacy of any public act of regulatory intervention stems
from the assumption that the interference is for public interest ends.
Nevertheless, there have been criticisms levelled at some regulatory systems
which have been accused of pursuing private interest goals and thus leading to
the capture of the regulatory machinery. Whatever may be the ends pursued by
the public act of regulation, accountability for the regulator’s actions becomes
an important issue to explain the basis for the interference. Chapter 9 will
examine these issues as they relate to administrative regulation. Two types of
accountability will be considered briefly: political and judicial. It will be argued
that a shift in the regulatory role of an administrative regulator from economic
regulation to antitrust regulation need not and should not compromise the end
objectives as well as the process rights of the participants within the regulatory
complex. Indeed, to safeguard some of these rights, there is a case for arguing
that a rigorous system of public interest representation should be introduced.

The final chapter of the thesis will be an attempt to draw together the issues
surrounding the leading themes, that is the changing role of the CAA from one
of economic regulation to antitrust regulation. In particular, they will seek to
reinforce the contention that competition regulation is comprised of a three
stage life-cycle. First, the crusade of economic regulation. Secondly, assuming
that greater competition is a prime objective, economic regulation would either
be abandoned or liberalised once the conditions of sustainable competition have
been achieved. In the former case, that will be deregulation, whilst economic
liberalisation means that there will remain some degree of economic regulatory
control because the full conditions of sustainable competition cannot be
achieved given some structural problems. This may be described as “managed
competition” or “regulated competition”. The third stage of the life-cycle 1s
economic re-regulation, where this has become necessary either because
economic deregulation or liberalisation has failed.
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CHAPTERONE REGULATION: A GENERAL
ANALYSIS

In 1ts most basic and general form, 'regulation' has been in existence from early
times. Its evolution since then has been interestingly varied and deeply
significant. Over the years, it has become an increasingly contentious issue.
Yet, the meaning of 'regulation' remains ever elusive. The aim of this thesis is
not to provide a defimtive theory of the concept of regulation. What it aims to
achieve 1s to provide an analysis of regulation as a process, and the manner in
which one form of regulation evolves into another, depending, first, on the
objectives of the regulatory system, and secondly whether the conditions for the
transformation in regulatory form have been established without threatening the
realisation of the objectives. Regulatory form in this sense is not meant to be
understood as regulatory institutions or instruments, though the variety of such
institutions and instruments are important in their own right and will be
considered accordingly. Rather, the term regulatory form is used here to denote
the nature or the type of regulation by reference to the substantive policies on
the regulatory system. This may be competition regulation such as predatory
practices, social regulation such as health and safety or environmental
regulation. The regulation of air transport competition in the UK is a mature
system of regulation which has much to illustrate the leading themes of this
thesis. Before venturing any further, there needs to be an analysis of the
regulatory complex of the airline industry so as to provide a basis for
considering the theory of competition regulation in more detail in the next
chapter. However, to understand the anatomy of the regulated airline sector and
the interplay between the ‘stakeholders’ of the regulatory environment, a

working definition of ‘regulation’ needs to be adopted. That is the aim of this
chapter.

Regulation: A Working Definition

As a starting point, regulation in its generic sense represents a form of
behavioural control. The nature of such behaviour is naturally varied, and may
be political, economic or social in character, and the nature of the control can be
manifested in a variety of institutional forms, whether direct statutory
regulation, regulation by a Government department or an independent
Government agency, or indeed self-regulation. Whatever may be the nature of
the behaviour subject to control, the exercise of such control needs to have two
essential elements: legitimacy and enforceability. Legitimacy is the manifestation
of an acknowledgement or acceptance that a rule or body is authoritative. Thus,
as Hart calls it, is the rule of recognition.! Through some formal process, a rule
or body is established and is accepted as the ultimate authority by all or a
majority of those subject to its jurisdiction. An important assumption in the
analysis is that the regulatory interference is for public interest ends. The range

l H.L.A Hart, The Concept of Law (Clarendon, Oxford: 1961), p.92 et. seq.



of such public interest justifications for the interference would inevitably be
considerable and must vary according to the specific political, economic and
social cultures of the given area to be regulated. These may include market
failure, information deficits, co-ordination difficulties, national security and so
on. Even so, there have been criticisms against some regulatory systems which
have been accused of regulating for private interest gains and thus leading to the
capture of the regulatory machinery. The argument for legitimacy becomes
particularly important where the regulation interferes in the activities of private
individuals or organisations, even if the aim was to secure some public interest
ends.2 Accordingly, accountability for the regulator’s actions, to explain the
basis of the interference, assumes considerable significance. These issues are
considered in a later chapter. '

The ability to enforce the control requires the support of law or binding rules
mutually agreed in advance. This implies that regulation must be accompanied
by penalties or corrective measures in cases where the agreed rules have not
been complied with. Without legitimacy for such behavioural control and the
ability to enforce compliance, regulation would mean very little. In essence,
regulation as a system is a form of control over the behaviour of those it seeks
to regulate either to procure or to prevent a certain result in the interest of an
identified set or sets of beneficiaries.? It is a process whereby regulatory
interventions, or non-interventions, are based on a set of promulgated policies
which seek to balance the competing interests within the given regulated sector.
In competition regulation then, the aim can be two-fold: whether regulation
should lead to greater competition or should be exercised in a manner which
restricts competition. In both respects, it is an act which affects the activities of
the private individual or enterprise, either in enabling or prohibiting competitors
to enter the relevant market, controlling the prices of products and thus
profitability, or specifying limits to the volume of production.

More general theories of regulation have also been established by various
studies, some of which deserve a cursory review so as to present a more
complete picture of the working definition attempted in this opening section,
although a detailed examination of the economic and political science literature
on regulation will not be attempted here. A valiant attempt to construct a
taxonomy of the regulatory concept was made by Mitnick in The Political
Economy of Regulation. He suggests that in what he labels as 'static
regulation, there were four definitions. He begins with the idea of deliberate
interference in the freedom of a party to carry on an activity so that regulation
becomes an "intentional restriction of a subject's choice of activity by an entity
not directly party to or involved in that activity." To narrow the broad

td

See also A.Ogus. Regulation: Legal Form and Economic Theory (Clarendon,

Oxford: 1994). chs.3~4.

3 In its wider sensc. a system of regulation to contro! the behaviour of certain persons
will include criminal law and the regulation of crimes. This is a subject in its own
right. and is not intended to be part of the definition of regulation adopted in this
thests.

+ B.Mitnick. The Political Economv of Regulation: Creating, Designing and

Removing Regulatory Forms (Columbia University Press. Columbia: 1980). p.5.
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detimtion, Mitnick argues that regulation must be intended for a purpose, but
that purpose must be kept in sight. Regulation in the second sense thus
becomes "the policing, with respect to a goal, of a subject's choice of activity,
by an entity not directly party to or involved in that activity."® To ensure
consistency of the goal, however, regulation is "policing, according to a rule" .
A fourth, but much more restrictive, definition of regulation consists of
regulation by "public administrative policing of a private activity with respect to
a rule prescribed in the public interests."” The problem with this definition lies
with 1ts limited scope. By restricting regulation to "public administrative"
ignores the possible permutations of regulation by virtue of a legislative
provision or other forms of regulatory arrangements. Furthermore, as_an
‘administrative body' charged with the responsibility of regulating, there
presupposes a 'principal’ to whose authority the 'agent' is subject. If, therefore,
the terms laid down by the principal are other than the "public interest", then
this definition runs the risk of ignoring more specific and exclusive purposes of
regulation. Regulation of "a private activity", likewise, excludes the possibility
of private and public parties performing a similar function but with different
ends. Prior to the privatisation of British Airways (BA), the regulated industry
consisted of a publicly-owned corporation and private entities providing air
transport services in competition with each other. Regulation, to Mitnick, 1s
also "a process" consisting of the intentional interference with a subject's choice
of activity.®

For Daintith, the idea of regulation in its crudest form consists of four
dimensions.? First, he postulates the general notion of regulation as "the act of
controlling, directing or governing according to a rule, principle or system". In
this functional sense, regulation is conceived as "a conscious ordering of
activity". The second sense of regulation is taken as the process of State
intervention in the operations of the market place. Third, regulation is a
facilitative instrument for government policy "often articulated in the form of
complex schemes of licensing, inspection, performance standards". In this
respect, it differs from the second sense of regulation in that the former applies
to all State activities which interfere with the markets whether through the
provision of subsidies or taxation, while the latter is characterised by a
'command-and-control' structure. Related to the third sense of regulation is the
fourth which simply asserts that the command-and-control structure is
expressed in legal rules and measures. On the other hand, Ogus defines
regulation in terms of the context within which it exists by reference to its
characteristics. He argues that in all industrialised orders, two systems of

> Ibid.

6 1bid., p.6.

7 1bid.. p.7.

8 Ibid.. p.9. Bernstein too argues that regulation is a dynamic process In which
outcomes are no pre-determined but are adjusted according to the interests of the
subjects to be regulated: M.Bemnstein. Regulating Business by Independent
Commission (Princeton University Press. Princeton: 1955). ch.9.

? T.Daintith, "A Regulatory Space Agency?" (1989) 9 Oxford Journal of Legal Studies
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economic organization exist: the market system and the collectivist system.'®
Under a market system, regulation is characterised by the facilitative role of the
law; that is, a system in which individuals are left to their own to pursue their
respective goals and in which obligations are assumed voluntarily. [n the latter
respect, therefore, the absence of directed coercion means that these obligations
can equally be abandoned by the parties when they deem it to be appropriate.
Regulation under a collectivist system consist of, first, the idea of control by a
superior so that non-compliance will be met by sanctions. Second, he argues
that a collectivist system of regulation is 'public' in nature so that the State or its
agencies assumes the role of overseeing those obligations that cannot be
reached by private agreements. Finally, regulation in a collectivist system
represents a centralised means of administration that is inherent in the
fundamental role of the State.

A more recent study into the role of law and regulators of the major privatised
industries in the United Kingdom by Prosser suggests that regulation in
functional terms involves three different tasks.!! Although he accepts that the
general definition of regulation may well be “public interventions which aftect
the operator of markets through command and control”, he argues that this was
inadequate as an account of what regulators do. Instead, he submits that the
first task of regulation is that of monopoly regulation. The responsibility of the
regulator here is to mimic competition or to act as a surrogate for competition
by establishing a system of price and service quality control. The second task 1s
competition regulation where the regulator would be seeking to create and
police the conditions of competition. The third task of regulation focuses on
social issues of the regulated sphere, that is social regulation. This typically
involves the regulation of environmental issues and also health and safety
1ssues. 12

Regulation of course is not a new-found phenomenon. It is practised virtually in
all types and at all levels of social organisation so much so that, in its genenc
sense, several common threads are usually apparent. It i1s a means for
controlling human or institutional behaviour. Its raison d’etre is usually derived
from a superior source, either legal or customary in character, and is typically
empowered to impose sanctions for non-compliance with a set of promulgated
rules or practices. This superior authority is referred to as ‘The Say’ by Karl
Llewellyn in his law-jobs theory and the imposition of sanctions as the process
of preventive channelling or re-channelling or behaviour.!> On the other hand,
the scope, purposes and forms of regulation will naturally vary from case to
case. What needs to be regulated and why they need to be regulated are
questions which must be evaluated within the given political, economic and
social context. Likewise, the form of regulation can vary from a simple
legislation, to an independent Government agency and its rules, to a voluntary

10 A.Ogus. Regulation: Legal Form and Economic Theory (Clarendon. Oxford: 1994).
pp.1-3.
L1 T Prosser. Law and the Regulators (Clarendon. Oxford: 1997).

12 Ibid.. pp.4-6. |
13 K.Liewellvn. "The Normative. The Legal and The Law-Jobs: The Problem of Juristic

Method" (1940) 49 Yale Law Journal 135)5.
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body and its code of practice, to customary practices informally accepted by all
the parties. Whichever form that ts deemed to be most eftective to achieve that
purpose must therefore depend on factors which are cultural-specific so that

regulation can be understood in the wider environment in which it is
embedded. !4

In these respects, in all basic forms of social organisation within which
economic activities take place, the scope and purpose of regulation is typically
two-fold: economic regulation and social regulation. Broadly speaking,
economic regulation ts concerned with commercial activities and behaviour
whether 1n respect of ability to run a business, market entry, price or volume.
Social regulation, by implication, is concerned with non-economic matters such
as health and safety, general social welfare, environment and the like. Neither of
the two, however, can always exist in splendid isolation. It is typical that
economic regulation can and will have consequences which affect the social
setting of the regulated sector, and vice versa. A good example is the regulation
of aircraft noise. The stricter the standards imposed on noise limits of aircraft,
the greater 1s the likelihood that airlines will have to invest in new aircraft
engines which comply with the new standards. Such investment costs can be
passed on to the traveller in the form of higher air fares or subsidised by
retrenching the number of markets served. Equally, the objectives of economic
regulation and social regulation do not necessarily overlap, and consequently
give rise to conflicts. In the case of air transport, for instance, an economic
objective may be low air fares while a social expectation may be safety in travel.
Greater safety requirements may result in higher costs which reduces the
possibility of lower fares. An important aim of regulation is to resolve these
conflicts either by solutions determined ex ante or by evaluating the competing
interests within the given context of the objectives. For Llewellyn, this is the
law-job of disposing "trouble-cases".!3 In this functional respect, regulation is
necessarily bureaucratic, and acts as a forum for resolving fundamental tensions
of a socio-economic order. Max Weber refers to these tensions as the contest
between the 'formal' and substantive rationality of the economy.!6 Weber
argues that the formal rationality of a modern economy is the extent to which 1t
is possible to carry through an accurate rational calculation of the quantities
involved in economic orientation. A precise value could always be attached to a
desired item. The basis for this calculation was capital accounting, and hence,
capitalism. Substantive rationality, on the other hand, represents the extent to
which it is possible to secure what is an adequate provision of a population with
goods and services and in the process remain in accord with the ethical
requirements of the system of norms. Whatever may be the given set of
substantive norms, Weber believes that formal rationality will operate to create
conditions and stimulate actions which in various ways will come into conflict
with these substantive norms. This argument is premised on the belief that

14 M Fainsod. "Some Reflections on the Nature of the Regulatory Process” in
C.J Friedrich and E.S.Mason (eds.). Public Policv (Graduate School of Public
) Administration, Harvard: 1910).
15 Op.cit.
16 M.Weber. Hirtschaft und Gesellschaft. trans. by T.Parsons, The Theory of Social
and Economic Organisation (Hodge. London: 1947).
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substantive rationality is comprised of an "indefinite plurality" of ultimate ends,
whether they be political, economic, utilitartan, Hedonistic, or social equality.!’
Capital accounting does not always provide an adequate solution to the
problems of a given social organisation. [t assumes a constant rational
behaviour and knowledge of all relevant information to arrive at a solution. But
things are not like that in the real world. The functional aim of bureaucratic
regulation is therefore to resolve the lack of 'accord’ between formal and
substantive rationality, but the regulatory form must correspond to the given
political, economic and social circumstances. The indefinite plurality of ends
that needs to be reconciled with the demands of formal rationality inevitably
requires their prioritisation.

Anatomy of the Regulatory Complex

In ‘regulation’, there must at least be two sets of participants, the 'regulator' and
the 'regulated'. However, implicit in the purpose of regulation which gives rise
to the 'regulator’-'regulated' relationship is the 'beneficiary' of the regulatory
process; for if the programme of regulation is not intended to benefit any party,
then it begs the fundamental question: why is there a need to regulate? The
place of the ‘beneficiary’ and its interests within the regulatory complex is
crucial to the understanding of regulation since in essence they form the basis
for the institutional design and the rationale for any regulatory action. To
describe singularly the 'beneficiary' as the remaining participant in the regulatory
complex is also to run the risk of oversimplification. Since regulatory objectives
in themselves vary, so will the nature and interests of the beneficiary’. Some
may be leading actors in the complex, while others may only have peripheral
interests. There is, therefore, mileage to be gained in this anatomical approach
by dismantling the complex of regulation, specifically in relation to air transport
regulation, if only to identify the different /oci of decision-making which are the
ultimate sources of tension between 'formal' and substantive rationality.!8

Regulator
In any system or complex of regulation, the principal actor 1s the regulator, for

otherwise it ceases to be 'regulation’. This being so, the fundamental question
then becomes what institutional form should the regulation take?

Statutory regulation
A ‘regulator’ as such does not need to exist in the institutional sense commonly

derived from the sort of agency regulation associated with utility regulation;, for
it is possible to regulate directly through the enactment of statutory provisions
complemented possibly by a system of inspection. For present purposes, this
will be known as ‘statutory regulation’. Health and safety related sectors are

17 Ibid.. p.185.
13 This anatomical approach has also been adopted by Emmette Redford in her study of

commercial aviation in the US: The Regulatory Process (University of Texas Press,
Austin: 1969). pp.9-13. See also a similar idea of “regulatory space™ in L.Hancher
and M.Moran (eds.). Capitalism, Culture and Economic Regulation (OUP, Oxford:

1989).



perhaps the most common of such a system. Statutory regulation derives its
legitimacy from the structure of the constitution which will inform the
‘authoritativeness’ of the legislation. Hence, the supremacy of primary
legislation in the United Kingdom is inherent in the constitutional doctrine of
parliamentary supremacy. This is consistent with Hart’s ultimate rule of
recognition.!? As a form, rather than choice of regulatory framework, statutory
regulation was much more common-place in the period of the Industrial
Revolution. Increased economic activities and greater industrialisation resulted
in consequences that could not be left unattended if the benefits of the industrial
age were to be appreciated. Legislation had to be enacted to protect those large,
yet infant, industries against the uncertainties of a growing economic system.
There were, in particular, several industries which were vital to the nation and
its security. For instance, the iron and steel industries and the shipbuilding
industry were an important mlitary asset in times of war since Britain's military
capacity depended in large measure on her industries being able to supply the
necessary war equipment. Commenting on the realisation that statutory
regulation became necessary to ensure continuity, Mathias observed that the
government's "main role was to institutionalize these underlying social and
economic forces, to provide security at home and abroad within which market
and economic forces, social and cultural drives would operate."?? This would be
achieved by creating a statutory framework within which the forces may
interact. As might have been expected, however, industrial expansion and
societal complexity compounded the difficulties stemming from statutory
regulation. Pre-determined aims were far from being achieved and inflexibilities
stultified rapid responses to the exigencies of social and economic
developments.2! '

Departmental regulation

A greater degree of flexibility was needed and this was thought to be possible
by delegating regulatory responsibility to ministerial or departmental units. This
will be labelled as ‘departmental regulation’ for present purposes. The railways
are a classic illustration. Departmental regulation arose from the need to
preserve the vital communication link with less accessible areas of the country
as well as transporting raw materials to these areas, and this led to the passing
of the Railway Regulation Act 1840 which created the Railway Department
within the Board of Trade.2? In addition, concerns were beginning to mount
over the emergence of a monopolistic industry and its ability to ensure a safe

19 Op.cit.. pp.102-107.

20 P.Mathias. The First Industrial Nation: An Economic History of Britain 1700-1914
(Metheun, London: 2nd edn., 1983). p.31.

21 Mathias. pp.166 et.seq. See also E.J.Evans, The Forging of The Modern State: Early
Industrial Britain 1783-1870 (Longman, London: 1933), ch.11.

22 Of course, the railways were also regulated by Parliament and courts during its early
vears. For a history of railway regulation, see H.Parris, Government and The
Railways in Nineteenth-Century Britain (Routledge. London: 1965). C.D.Foster,
Privatisation, Public Ownership and the Regulation of Natural Mlonopolies
(Blackwell. Oxford: 1992). J.Goh. Railways Act 1993 (Current Law Statutes
Annotated, Sweet & Maxwell. London: 1993). and more recently, T.Prosser, Law
and the Regulators (Clarendon. Oxford: 1997), ch.7.
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and reliable railway system. Hence, the need to balance these conflicts of
formal and substantive rationality.
The absence of any effectual check from the absence of free
competition on their respective lines [makes] it advisable to
subject this monopoly to some general superintendence and
control [which] will be most advantageously entrusted to some
department of the executive government.*3
The need for delegation was vindicated by the Donoughmore Committee in
1932 when it stated in the light of growing powers of the administration that,
[ feel that 1n the conditions of modern state, which not only has
to undertake immense new social services, but which before long
may be responsible for the greater part of the industrial and
commercial activities of the country, the practice of parliament
delegating legislation and the power to make regulations instead
of being grudgingly conceded, ought to be extended, and new
ways devised to facilitate the process.?4
A similar view prevailed over air transport, though at a much later stage. For
example, in 1919 the Air Council was established within the Air Ministry to
oversee civil and military aviation while later in 1945 the Air Registration Board
was created under the auspices of the Civil Aviation Ministry to oversee safety
of British air transportation.2

Growth of agency regulation

Departmental regulation does not, of course, foster apolitical nor independent
decisions. Neither does it always represent the most appropriate regulatory tool
for the activity to be regulated. The complexity of the subject-matter to be
regulated calls for expert skills and specialist knowledge which are not
necessarily held by ministers and departmental officials; even less so given the
array of functions required to be performed by them. Such was also the
conclusions of the Northcote-Trevelyan and Fulton Commissions that more
accountable and efficient government could be achieved by separating the
'policy' and 'executive' functions. Moving from a generalist to a specialist
culture whereby policy-executive functions are separated implies the creation
and use of specific bodies or units outside the traditional machinery of
government. These have come to be labelled variously as non-departmental
public  bodies  (NDPBs), quasi-autonomous-non-governmental-bodies
(QUANGO:s) and fringe bodies. A new species, executive agencies, now exists
to perform those executive functions which ministers have seen fit to 'hive-oft’
Those responsible for regulation, however, are more specifically referred to as
regulatory or administrative agencies. In his seminal discussion, James Landis
explained in The Administrative Process that,

23 Parliamentary Papers (1840). vol.x. 139.
2+ Report of the Committee on Ministers' Powers (Cmnd.4060. 1932), p.137.
25 Air Navigation Act 1919 and Ministry of Civil Aviation Act 1945.
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[n terms of political theory. the administrative process springs

trom the inadequacy of a simple tripartite form of government to

deal with modern problems.=
Thus, the emergence of ‘agency regulation’ or otherwise known also as
administrative regulation’. But this has only become fashionable in the UK as a
result of the privatisation programme undertaken by the Conservative
Government in the 1980s. Prior to this period, a handful of regulatory agencies
were sporadically established including the Air Transport Licensing Board
(ATLB) 1n 1960 as well as others during the 19th century industrial revolution

such as the Poor Law Commission of 1834 and the Electricity Commission of
1919.

Notwithstanding the popularity of regulatory agencies, little in the way of a
coherent and systematic strategy for their establishment and use was apparent.
Some were created for specific reasons, some because they were in vogue, and
still others were created from experience or influence by practices abroad. It is
arguable whether the experiences in the US has been a source of influence,
though the results of the Anglo-American research into the government of
democratic societies under the sponsorship of the Carnegie Corporation may
have played a part, even if only minor, in shaping the regulatory system in the
UK. The conclusions of the research offered six justifications for the use of
admunistrative agencies as a species of quasi-non-governmental-organisations.
First, the 'buffer theory' that certain activities would be protected from political
interference. Second, the 'escape theory' that the conduct of certain activities
would avoid the weaknesses of traditional constraints. Third, the belief that
specialisation by vesting the activities in skilled personnel could be achieved. A
fourth theory of 'pluralism' was also offered in that by resorting to the use of
such organisations, there is wider participation and more centres of
responsibility.  Fifth, these organisations offered another flexible form of
instrument for the government. The sixth theory was that of reducing the size
of government or the number of publicly-employed officials since the employees
of these organisations need not be classified as government-salaried.?’
However, regulatory commissions in the US have been coming under severe
scrutiny 1n recent years as the process of re-inventing government by reducing
regulatory burdens continues apace. The Civil Aeronautics Board (CAB) was
terminated in 1985 with the advent of airline deregulation, and the "architect of
modern admimstrative hearing”, the Interstate Commerce Commission was
abolished 1n 1994 as a result of budgetary limitations.«® Be that as 1t may, no
reversal 1n policy on the use of administrative regulation in the UK seems
imminent despite these developments in the US. Coupled with the return to
economic /aissez-faire, regulatory agencies remain a popular institutional
structure to turn to for justifying policies of economic liberalism.
Administrative regulation would provide those safeguards as are necessary for

26 J.Landis. The ddministrative Process (Yale University Press. New Haven: 1938),

p.l.
27 B.L.R.Smith and D.C.Hague (eds.). The Dilenima of Accountability in Modern

CGrovernment (Macmillan, London: 1971). pp.74-75.
23 Federal Bar Association. Administrative Law Notes. vol. 14, no.4. (199)).
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protection against the might of large, private corporations whose capitalistic
orientations are not necessary in accord with the plurality of societal norms. [t
creates an institutional means for bridging the gap between welfare objectives of
the State and private economic activities. To embrace an ideology that suggests
both the dominance of public interest and the superiority of the private sector
reveals a potential ideological crisis given the possible contradictions between
these two ideas. The needs of the public for regular and safe air transportation,
are seldom in tandem with the commercial goals of private enterprises since
some of these requirements will involve additional costs which they might be
reluctant to incur. The aim of administrative regulation then is to
institutionalise and resolve these complex contradictions. At one end of the
spectrum, this could be achieved by granting operating licences or franchises
only to companies which can demonstrate compliance with the pre-determined
standards. Resolution of these contradictions is secured by a method of
'prescription’ or 'imposition". unless X does Y, its activities will be prohibited or
limited. At the other end of the spectrum, the resolution of these 'rationality
tensions' could be achieved by identifying a 'neutral' regulatory space. This
means finding a common ground between the aims of the regulated and the
beneficiary. Thus, for instance, the CAA has identified the interests of air
transport users as the primary concern of the regulatory process. Suffice it to
say at this stage that airline operators exist as private entities seeking to
maximise profits from the services which they provide to users. Returns on
investment therefore depend on the willingness or reluctance of travellers to use
air transport services and with which operator. If the aims of the users are
regular, efficient and safe air travel between two places, airline operators will
need to strive towards these ends to fulfil their aim of maximising profits. In
this respect, both the regulated and the beneficiary will be oriented towards a
common set of justifications for their different motives. Admittedly, this will
not eliminate all tensions, but it will seek to minimise them.??

Other reasons for the use of administrative regulatory agencies have also been

identified. Frans Slatter, in his study commissioned by the Law Reform

Commission of Canada, noted one dozen purposes for which administrative

agencies have been created. His analysis, however, referred to the roles played

by these agencies.3°

(1) An assistant to take on the increasing workload of traditional units of
government. However, instead of vesting in these agencies existing
duties which would relieve the traditional branches, the tendency has
been to give them new functions.

(ii) A substantive expert to provide expertise in complex areas in which the
government had had to become more involved.

(iii) A procedural expert encompassing speed, economy of operations and
fostering greater public participation through public hearings.

(iv) A manager of a specific activity.

29 See ch.2. infra. for a more detailed treatment of the theory of uscr interests.
30 F.Slatter. Parliament and Administrative Agencies (Law Reform Commission of

Canada, Ontario: 1982), pp.9-19.
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(v)  An adviser who may be able to collate relevant information more
ettectively to formulate the advice

(vi)  Anadjudicator to resolve conflicts

(vit)  An arbitrator.

(vin) A decision-maker as distinct from an adjudicator in the sense that the
decision-maker is not involved in an adversarial process or the
resolution of disputes.

(1X) A rule-maker for technical or complex matters.

(x) A policy-maker.

(x1)  An intermediary between layers of government, which effectively
constitute another layer of government. |

(x11)  An insulator which either protects the government from a sensitive
matter or the activity from political interference.

Slatter stresses that not all of these functions, however, are necessarily

performed by one agency, nor is an agency likely to be vested with only one of
those roles.

Whatever may have been the policy reasons or strategy for the use of
admuinistrative regulatory agencies in the UK, what stands out is the over-
pragmatic approach to the building of regulatory institutions. As a leading
commentator has observed in respect of utility regulation,
There is no tradition that utilities, as natural monopolies, are
somehow held in common. Regulation was designed to be “light”
and “flexible”, mimicking what private competition would have
achieved had the industries not been monopolies. As a regulatory
concept this is woeful, allowing a wide range of views as to how
the beast might be shadowed. One regulator may interpret the
competitive model as an excuse for breaking up the industry into
smaller competing parts; another for setting maximum rates of
return; another for regarding pressure for the capital markets as a
surrogate for competition and allowing the monopoly to remain
intact. None of them have any clear idea of the national or
common interest; some may feel that it is naturally achieved by
competition, others that it has to be asserted.3!

It 1s clear that somewhere along the line the regulatory means and ends became
mismatched and this has now become undeniably apparent. Prosser has this to
say:
A regulatory system without a clear rationale and without any
clear legal structure in which it operates has inevitably assumed
what 1s probably the most frequently criticised regulatory
characteristic in the post-privatisation UK; highly personalised
regulation.3?

To a very large extent, the Civil Aviation Authority (CAA) is not immune from
such criticisms. Indeed. as will become apparent in a later chapter, the civil

3 W .Hutton. The State Il'e 're In (Vintage. London: 1995). p.291.
32 T.Prosscr. “Privatisation. Regulation and Public Services™ (1994) Juridical Review 7.
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aviation industry was hardly spared the regulatory rod since about the time of
the First World War Apart trom the years when the industry was nationalised,
the notion of freedom trom regulation was virtually unheard of until about the
mid-1970s when the CAA began to introduce more competitive policies. The
CAA was created in part because of the unsuccessful experiment with the
ATLB and in part because of the desire to bring about airline regulatory reform.

Self-regulation

Although the use of agency or administrative regulation has grown
exponentially over the years, a few words must be said of ‘self-regulation’. This
represents a form of regulation which typically falls outside the State structure
and consists of a regulatory institution voluntarily organised by the participants
to be regulated. In this respect, the regulated collectively plays the role of the
regulator. This has been variously defined as "regulation by peers" and "an
institutional arrangement whereby an organization regulates the standards of
behaviour of its members."33 A number of examples are available: financial
services (Securities and Investment Board), newspapers (Press Complaints
Commission) and advertisements (Advertising Standards Authority). Most of
the rules or codes of practice reflect the understandings, habitual practices and
mutual respect within the relevant sector. Non-compliance with the agreed rules
would usually lead to either expulsion from the regulated environment and thus
the termination of certain benefits or privileges, or the imposition of certain
penalties. Enforcement within a self-regulatory system is no less important than
a regulatory system established by the State. Indeed, there are sufficient legal
authorities to suggest that a system of voluntary self-regulation is equivalent,
though not identical, to a ‘formal’, public law-style regulatory structure.’*

Regulator re-visited

The regulator is the principal actor within the regulatory complex, and 1t can
take a variety of institutional forms. The aim of this analysis has been to
establish and examine a number of these and to emphasise the increasing use of
agency regulation as a preferred institutional form in the modern State. First,
regulation may be direct statutory regulation such as prohibiting anyone with a
high alcohol-blood content to be in charge of a motor vehicle3® or prohibiting a
contracting party from excluding its liability for death or personal injury
resulting from negligence.3¢ On the other hand, it may be regulation by a
Government department such as the approval of citizenship applications or by
an independent Government agency such as the CAA, OFTEL and a host of
other regulatory agencies responsible for the utilities sector. At the other
extreme, it may be a system of regulation consisting of a voluntary body and its
codes of practice or customary practices such as the Press Complaints

33 R.Baggott. "Regulatory Reform in Britain: The Changing Face of Self-Regulation”
(1989) 67 Public Admin. 435, at p.436.

3+ By a public law regulatory structure. it is meant as a system of regulation subject to
the principle of judicial review: e.g.. R v Panel on Take-Overs and \lergers ex p
Datafin [1987]) QB 815 and R v Advertising Standards Authority ex p The [nsurance

_ Services [1990] COD 42.
32 S.5. Road Traffic Act 1988.
36 S.2, Unfair Contract Terms Act 1977.
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Commussion. Of these, the rationales for the rise in agency or administrative

regulation were examined in closer detail on the basis that administrative
regulation of competition in air transport is the major focus of this thesis.

Regulated: Airlines

The complex of regulation would be purposeless without a 'target' to be
regulated. So would the regulatory strategies. Airlines are operating entities
which may be privately- or publicly-owned. In either case, the aim is to provide
air transport services although the justifications and motives need not share any
similarity. Atr transport services which may be the subject of regulation can be
classified into three headings: scheduled, charter and freight. The ownership
structure of British air transport industry has been privatised since 1987
although privately-owned airlines operated and competed alongside the publicly
owned BA in the years preceding. The rationales for regulating are considered
in more detail later, but it is helpful to note here that, given a structure of
privatised ownership where two or more entities co-exist, the aims or interests
of these entities are not likely always to be in accord; even if these aims were
similar, the means employed may not be so. This may be explained by the
vanation in the norms of any social organisation under Weber's theory of
substantive rationality. For if these plurality of ends were to be common
between them, then regulation will become meaningless. Moreover, it would
suffice simply to postulate the criterion of primacy of user interests, an end to
which all privately-owned airlines will in any event subscribe. Where this is so,
the purpose of competition regulation would become substantially concerned
with policing against unfair trading practices although some residual economic

regulation would remain where there continues to be structural problems for
market entry.

Beneficiary: User Interests

To define user interests is no easy task. To begin with, different users of air
transport services travel for different reasons. Business travellers travel for
business purposes and have different expectations from leisure travellers.
Likewise, users of air freight services. A business user will be concerned with
speedy and efficient services and will often have an inflexible travelling
schedule. A leisure traveller, on the other hand, will put less premium on time
and possibly more on costs. The difficulty is further compounded by what 1s
meant as leisure. Travellers for 'hybrid' reasons such as emergencies of a non-
business nature would have little flexibility but would also be constrained by the
factor of cost. Although s.4 of the Civil Aviation Act 1982 states nevertheless
that CAA is to secure the provision of air transport services "at the lowest
charges", it remains true that "lowest charges" must have contextual relevance
so that lowest in the view of the business user may not necessarily be so for the
leisure traveller. Whatever maybe the purpose of air travel, airline operators
exist because of the users; users do not exist for airlines. Without users willing
to travel by air, there is little rationality in operating air services. Without
airlines, however, users have at their disposal other, perhaps slower and
outdated, forms of transportation.
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In addition. despite the diversity of expectations of an 'economic' nature, it is
arguable that whatever the purpose for air travel, safety will prevail as a
fundamental expectation. This 1s statutorily reinforced in s.4 requiring that air
transport services are provided with "a high standard of safety”. Even so, there
1s evidence to suggest that even this expectation varies. Britannia Airways
argued in its parliamentary testimony to the Transport Select Committee that,

whilst surveys indicate that the vast majority of the public favour

increased safety measures and say they will be happy to pay for

them, in practice price is often the deciding influence, with the

belief that "it won't happen to me" adopted.3”
Such is the difficulty that their reconciliation is necessarily complex and
informed only by broad statutory terms: "satisfy all substantial categories of
public demand" and "further the reasonable interests of users". However,
whether regulatory attempts are necessary to reconcile these differences begs
the fundamental question of whether regulation i1s necessary at all. That is one
of the leading questions of this thesis. Regulation, as has been noted and will be
noted further, is a relative concept. To address the question of whether
regulation is necessary, one must first ask in respect of what? This, it is
submitted, is two-fold: competition and safety in air transport services. Safety,
for its inherent reasons, 1S too obvious to merit detailed consideration for
present purposes. The case for competition regulation, in the forms of
economic and antitrust regulation, s, however, less clear and subject to various
schools of thought. These are considered further in subsequent chapters.

Beneficiary: Public Interest

The public interest is not synonymous with user interests. To treat them as
identical will run the risk of ignoring a wider constituency of the regulatory
complex. Users would include actual and potential users of air transport
services, but not other sections of the general public who do not use these
services nor have the desire of doing so. By way of illustration, s.68(3) of the
1982 Act requires the CAA when licensing air transport services to have regard
to the need to minimise any adverse effects on the environment and any
disturbance to the public as a result of noise, vibration or atmospheric pollution
arising from the activities of civil aviation. The 'affected’ public in this sense is
not the constituency of users. No doubt, some interests between users and the
public will conflict and some will overlap. A good example is safety. Residents
in the vicinity of that busy airport will share the concern of users on the issue of
safety stemming from air traffic congestion or aircraft taking-off and landing. In
a wider sense, the public interest will also incorporate the idea that air transport
is a strategic means of communication. The provision of a vital communication
link including the protection of national security is a concern extending beyond

those of the users.

Peripheral Interests
In a dynamic regulatory complex, the boundaries of actual and potential

participants are constantly shifting. Some participants are subject to the direct
authority of the regulator, while others are affected as a consequence of certain

37 _lircraft Cabin Safety. HC 27 (1989-90). p.45.
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regulatory policies or decisions. Yet the extent to which they are affected 1s
sufficiently significant as to merit the consideration of their interests by the
regulator even if only informally or subconsciously. The interests of airline
employees is one. In a judgment rejecting an application to overturn the
decision of the CAA on the licensing of charter services, Roch J. remarked,
In addition, it may adversely affect the employment of those
pilots and cabin staff .. 3%
The importance of airline employees' interests within the regulatory complex
was noted. for instance, in the parliamentary debate during the passage of the
Civil Aviation Bill 1971.
[ hope the government will take note of the chapter on human
relations in our White Paper and that when the Civil Aviation
Authority is satisfied that an airline has adequate financial
resources, competent management and the ability to operate
safely before a licence is granted, it will also be satisfied about
industrial relations and will not grant a licence unless there are
also proper negotiating procedures and consultative machinery
established.3?
Although it is true that a privatised industry implies that matters of industrial
relations are the prerogative of the private airline companies, regulatory policies
of the CAA potentially affect even if only indirectly the position of the
employees. For instance, a competitive strategy may drive an airline to reduce
staffing levels in order to achieve greater productivity and consequently
compromise safety standards. Are pilots and cabin crew subject to longer
working hours or longer flights? How is the maintenance of aircraft affected?

This i1ssue is now the subject of an extensive study by the European
Commission, the Social Impact of Liberalisation 41

Another is the case of aircraft manufacturers. Operators of aircraft are required
to satisfy the safety and technical specifications of the regulator before they will
be permitted to operate. These requirements in turn become the concern of
aircraft manufacturers. Consequently, if the policies of the CAA require that all
Boeing 747s aircraft are fitted with ten doors, such that every passenger will
have an equal opportunity to exit the aircraft in cases of emergency, then these
manufacturers will need to ensure that that requirement is met, for otherwise the
operator will be refused permission to use the aircraft or will seek to purchase
an aircraft meeting the specifications from another manufacturer. Likewise, In

the investigation conducted by the Air Accident Investigation Branch (AAIB)

33 R v CAd ex p dirvays International (Cymru) Ltd [1987] QBD Crown Office List
CO/839/87.

3% Per Rov Mason. H.C.Debs.814. col.1195. (March 29. 1971). Sec also Civil Aviation
Policy (Cmnd.4213. 1969). para.82 and British Air Transport in the Seventies
(Cmnd.4018. 1969).

+0 The relationship between the CAA and cabin crew is manifested in the Air
Operator's Certificate issued by the CAA to airline companies. The requirements as
to the training of cabin staff on emergency and survival are laid down in the
Certificate and their compliance are monitored by Flight Operations Inspectors of the
CAA.

+l See COM(96) 514. p.21.



into the MI1-Kegworth crash involving a British Midland flight, it found a
"genuine difficulty in interpreting the readings on the engine instruments" .+ [t
recommended that "regulatory requirements concerning the certification of new
instrument presentation should be amended to include a standardized method of
assessing the effectiveness of such displays in transmitting the associated
information to flight crew."+* No doubt, the manufacture of aircraft in future

will be affected if these recommendations crystallised into mandatory
requirements.

Drawing the boundaries of peripheral interests, however, involves a necessary
degree of arbitrariness. Peripheral participants included within the regulatory
complex must possess interests that are substantially but indirectly related to or
affected by the policies or decisions of the regulator, This would exclude, say,
the interests of the taxi-driver who awaits the arriving passengers.

Concluding Comments

The 1nterests of these participants should not be seen as 1solated,
compartmentalised sets; they are inter-related and they interact with each other.
Some may be compatible with one another, others may be fundamentally
conflictual. The regulatory complex, within which the regulator plays a
principal role, seeks to rationalise the pluralism of interests, and "to settle
assorted disputes trivial to society but important to individuals...to provide

legitimate and continuously available arenas for the resolution of such
conflicts."44

Conclusions

Regulation in its most basic sense dates from early times. Administrative
regulation is, by comparison, a more recent phenomenon in the UK and has
gained particular significance only in recent years as a result of the privatisation
of the utilities sector. Landis contended that this growth of administrative
regulation was a consequence of the tripartite system of public administration
failing to meet the demands of a modern and complex economy. In Weber's
theory of economic rationality, regulatory intervention was necessitated by the
complexity of the social structure which compounded the tensions of formal and
substantive rationality. Whatever may be the form of intervention, it needs to
be related to the ills which it is intended to remedy and to that end, the sources
of these rationality tensions must first be identified. The aim of this chapter has
been to set out a working definition for the term 'regulation’ and to establish a
conceptual framework of regulation by reference to the anatomy of the
regulatory complex. Regulation is a system of control of the behaviour or
activities of individuals or organisations to achieve a certain end and the non-
compliance of which can be enforced by way of penalties or exclusion. The

+2 AAIB. Report on the accident to Boeing 737-400 G-OBME (Kegworth), (3 January
1989). p.97.

+3 Ibid.. p.101.

+ T.K.McCraw, Prophets of Regulation (Belknap Press. Harvard: 1934). p.33.
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administrative regulation of competition is the process whereby an independent
Government agency is entrusted with the responsibility to oversee competition
within a given economic sector. This process of regulation takes two forms, that
is economic regulation and antitrust regulation. Economic regulation is
primarily concerned with the regulation of a sector which typically has
structural problems such as high barriers to entry and in doing so has the eftect
of determining the competitiveness of the relevant sector. Antitrust regulation
presumes an underlying preference for competitive solutions to market
problems. It also assumes that there are no significant structural problems and 1s
therefore concemed with policing the fairness of a certain action or behaviour
relative to the market conditions of the relevant sector.

An analysis of the anatomy of the regulatory complex is also important for
considering the accountability issues. Are the decisions of the regulator sound
and rational? Are reasons provided to examine the bases of the decisions? Were
the decisions partial such as to lead to claims of the regulator being ‘captured’
by those it is supposed to regulate, an issue which is examined later in the
thesis? In what manner were the decisions made? Were there consultations or
public hearings? These are the range of questions commonly associated with
administrative law and will need to be addressed so that the relationship
between administrative regulation and public law can be established.

So far much has been said about the general nature of regulation and its
conceptual purposes. Without pre-empting more detailed discussion at a later
stage, however, a few words are in order on the European dimension of air
transport regulation. It is now no secret that the regulation of British air
transport is subject to European Community laws and the impact has been
deeply significant. Consequently, any constitutional analysis of administrative
agencies and their policies, whether substantive or procedural, must properly
take account of these developments. The advent of Community laws has no
doubt been an important land-mark in the history of Bntish air transport
regulation which is reviewed in chapter 3 and beyond. For now, however, the
more specific concept of competition regulation has to be considered further to
establish a framework of rationales for the administrative regulation of
competition.
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CHAPTERTWO A THEO
AND AN

Introduction

The orientation of a State economy is often seen as one or the other of two
traditional models. At one extreme, an economic model based on collectivist
values whilst at the other, a model based on the ideals of a free-market.
Whichever 1s the orientation depends on a range of factors, running from the
political beliefs of the government of the day through the prevailing socio-
economic climate. The former is commonly associated with a planned economy
in the form of State monopolies or publicly-owned industries since these are
supposed to serve the collective interests of the State. In a free-market model,
however, the tendency is to associate it with individual /aissez-faire in a liberal
capital-based system and with the belief that the private sector and competition
1s more superior and efficient although it is equally possible for public
enterpnises to achieve competitive efficiency given certain conditions.! This
contrasting position was usefully put by Ludwig von Mises in 1962.
The main issue in present-day political struggles is whether
society should be organised on the basis of private ownership of
the means of production (capitalism, the market system) or on
the basis of public control of the means of production (socialism,
commumusm, planned economy). Capitalism means free
enterprise, sovereignty of the consumers in political matters.
Socialism means full government control of every sphere of the
individual's life and the wunrestricted supremacy of the
government in its capacity as a central board of production
management. There is no compromise possible between the two
systems.2
The impossibility of compromise is, however, inaccurate. The difference
between a collectivist model and a free-market model is merely relative. It is a
continuum on which the two models occupy the opposite ends. Indeed, it is
impossible today to conceive of a system that subscribes exclusively to either
the collectivist or free-market model. Features of a free-market model can often
be found in a collectivist system; likewise the free-market system cannot operate
devoid of some consideration being given to factors which are commonly held
to be for the greater good of society such as environmental protection and
better quality of life. To make this submission is also to argue that a variety of
intermediate models of economic orientation exist along the continuum. These
are models which emphasise the interdependence of both the State (collectivist
end) and the private sector (free-market end). That this is not impossible has
been well encapsulated in a remark by Professor Galbraith.

l C.D.Foster, Privatization, Public Ownership and the Regulation of Natural
Monopoly (Blackwell, Oxford: 1992). ch.9.
2 L.von Miscs. Bureaucracy (W .Hodge, Glasgow: 1962), p.10.



Those who speak tor the unbrideeable gulf that divides the free

world from the Communist world and free enterprise from

Communism are protected by an equally ecclesiastical faith that

whatever the evolution of free enterprise maybe, it cannot

concelvably come to resemble socialism.3
The aim of this chapter is to set out a theoretical framework for competition
regulation, first by reference to the two contrasting economic models and the
forms of regulation that they represent, and second to develop the theory of
competition regulation by exploring the intermediate models. These will be
called regulated competition which will enable us to examine further the two-
fold distinction of economic and antitrust regulation.

The Collectivist Model: Monopolies

An economic model of monopolies is essentially anti-competitive. By
implication, monopolies represent an exclusive right or existence at the expense
of a competitor. It assumes that the protectionist benefits stemming from
monopolies and cartels often outweigh an economic model exposed to the
uncertain forces of market competition. Monopolies can exist by virtue of either
a legal sanction or through market development. The former shall be called
‘law-monopolies’ and the latter ‘market-monopolies’. Typically, ‘law-
monopolies' are created exclusively to perform a certain function usually in the
public interest or to achieve certain social objectives. This exclusivity is usually
backed by a legal or criminal prohibition against any other operator of that
function. The programme of nationalisation in the 1940s which led to the
creation of statutory or law-monopolies amply illustrates this point. Much of
this reflected the concern over the consequences of the Second World War.
The then Labour Government believed that a nationalised system of industnes
was more appropriate to look after the well-being of the population and to
serve the needs of the nation as a whole. Inter alia, it would ensure the
regularity of employment and the collective protection of employees by
institutionalising industrial relations.* Moreover, certain industries were
considered inherently important and nationalisation provided a means for
protecting them as much as it represented an instrument of public policy for
controlling and directing the activities of the national industries. Thus, when the
Bank of England was nationalised, it was to reinforce a long-standing desire for
a stable financial system provided by some centralised control and co-
ordination. Again, the complexity of the gas and electricity industries required
some form of central co-ordination that would distribute fuel and energy by
efficient means. A White Paper in 1961 on nationalised industries also
1dentified that,

The amounts of money needed are much too large to be raised 1n

the open market without government support and the industrnes

are, of necessity, closely associated in the public mind with the

3 J.K.Galbraith. The New Industrial State (Hamilton. London: 1967). p.391.
+ See R.Kelf-Cohen. British Nationalisation: 1945-1973 (Macmillan. London: 1973),
ch.10.
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Government, so that it would be difficult for the market to

regard them as independent financial concerns.’
Others had their intrinsic national significance. In the case of air transport for
example, 1t provided a vital communication channel with the world and by
conferring a monopoly status on the publicly-owned enterprises then, the
legislation nationalising the industry also prohibited others from providing air
transport services.® Indeed, commerce, in the European tradition, has always
seen monopolies and cartels as a legitimate practice, official approval was wide-
spread and was therefore not difficult to come by.” By contrast, the US has a
markedly different approach. They have a strong tradition of common law
hostility to monopolies and cartels and accorded primary importance to the idea
of an autonomous economic system and individual expression of choice.® Such
profound dislike of monopolies and fettered competition is also apparent in the
renowned Sherman Act 1890 and Clayton Act 1914. Both, and others, are a
resolute restatement of America's belief in commercial pluralism, economic

freedom and democracy, as against the enormous powers wielded by
monopolies.?

The aim of establishing these law-monopolies was also to redress the over-
capacity resulting from excessive competition whilst at the same time providing
stability to business enterprises that were likely to suffer from the uncertainties
of a competitive market system. In addition to providing stability to the
industries, monopolies would ensure that the uncertainties of the market system
did not operate adversely against the collective needs of the public. Common
examples can be found in the form of public service obligations or universal
service obligations. Monopolies also enjoy the advantage of being able to
concentrate resources and co-ordinate operations so as to reduce wastage or
duplication.!? Furthermore, eliminating duplication would lead to specialisation
and innovative initiatives. It is therefore possible to make a case for monopolies

on the basis of efficiency. Such claims are, of course, equally applicable to
'market-monopolies’.

Market-monopolies do not have the sanction of law. On the contrary, market-
monopolies emerge by reason of a significant competitive advantage. This may
be attributed to substantial efficiencies, or insufficient demand to justify the
entry of competitors, or a private sector industry such as air transport where

3 Financial and Economic Obligations of the Nationalised Industries (Cmnd.1337,
1961). para.27.

6 Civil Aviation Act 1946.

7 W.R.Cornish. "Lcgal Control over Cartels and Monopolization 1880-1914" i1n
N.Horn & J.Kocka (eds.). Law and The Formation of Big Enterprises in the 19th and
Early 20th Centuries (Vandenhoeck & Ruprecht, Gottigen: 1979).

3 See ¢.g. S.Buck. The Granger Movement (University of Nebraska Press. Lincoln:
1913). US v Trans-\issouri Freight 166 US 290 [1893). US v.4ddyston Pipe & Steel
Co. 175 US 211 [1898].

9 See e.g. W.Letwin. Law and Economic Policv in America (Random House, New
York: 1966). HB.Thorelli. The Federal Anti-Trust Policy (John Hopkins Press,
Baltimore: 1954): H.George. Progress and Poverty (Hogarth Press, London: 1933).

10 Sec e.g. C.D.Edwards. Maintaining Competition (McGraw-Hill, New York: 1949).
pp.110-120.
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significant entry barriers can be present as a result of structural problems or
historical privileges. Such market-monopolies may of course enjoy the sanction
of law to the extent that its monopoly or dominant position is exempt from any
prohibition laid down in law, provided that they comply with the conditions
stipulated. Exemptions of these nature are characteristic of an antitrust
regulatory system, which is considered below. Thus, market-monopolies differ

from law-monopolies on the basis that the latter are expressly created by
statute.

In hus theory of economic rationality, Weber rejects the collectivist model of a
centrally planned system as intrinsically impossible. For instance, he argues that
a model which "determined" or "assigned" prices to goods and services was not
a substitute for prices which were determined by actual market competition. It
would be too arbitrary. There would be no rationality because the innate lack
of knowledge to plan in a market economy would inevitably confine decisions
to shrewd guesses of what might be the responses to or consequences of the
projected actions. A centrally planned economy would require the planning
authority to be in possession of such information which Weber moderately
remarks, "i1s an enormous task."!! These arguments chime well with the New
Right philosophy. In a useful analysis by Norman Lewis, he writes that,

A government committed to choice would produce pluralistic

and extensive institutions to encourage rational discourse...Quite

apart from anything else, secretive centralism flies in the face of

what 1s part of the hard-core belief of the NR [New Right];

namely that government rarely knows best.12
According to Adam Smith in particular, monopolies were a source of
encouragement for inefficiency and managerial slackness.!> What was required
in 1ts place was an economic model that would be based on the ideals of the
laissez-faire doctrine where individual choice triumphs;, an efficient system
driven by the natural mechanisms of the market place.

The Free-Market Model: Perfect Competition

The free-market model of economy makes a number of assumptions. First, 1t
assumes that competition will exist and function without formal intervention of
the State. It assumes that competition 1s perfect, and a means adequate to
ensure equal economic and social distribution. State intervention is virtually
absent, except that it will remain responsible for policing against unfair
behaviour or practices - antitrust regulation. In general, therefore, the
determination of prices, capacity and entry into the market will be left to the
demand-and-supply mechanics of the market system. To the extent that these
economic decisions are not regulated, the relevant sector is said to be
deregulated. Accordingly, an enterprise is permitted to decide whether to invest

L1 M.Weber. Ifirtschaft und Gesellschafi. trans. by T.Parsons, The Theory of Social
and Economic Organisation (Hodge, London: 1947). p.38.
12 N.D.Lewis, Choice and the Legal Order: Rising Above Politics (Buttcrworths.

London: 1996). p.29.
13 A.Smith. IT'ealth of Nations (Bayncs, London: 1776).
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in the first place. whether to become a competitor. what to produce, how much
to produce and what to charge for the product.

A crucial theoretical assumption of deregulation is that ‘perfect competition’ In
the relevant sector is possible. But perfect competition is a notion not
susceptible to a precise definition because of the ditticulty in ascertaining when
perfect competition has actually been achieved. Its shifting boundaries means 1t
is dependent on a host of factors such as the number of competitors and the
nature of the market in question.
The extent to which markets adhere to the model of perfect
competition 1s not always easily determined and. even more
problematic, is the hypothesis that markets on the whole tend to L
move away from conditions of full competition.!*
Be that as it may, perfect competition is usually described as Pareto optimum.
The Pareto test holds that maximum efficiency has been achieved in the
allocation of resources when it becomes impossible to make someone better oft
without at the same time making someone else worse off. This is without
question a narrow test; for the circumstances in which a transaction would make
an individual better off, but where no one else loses out, would be extremely
limited as to make its application near-impossible.

A more practical appraisal of the notion of perfect competition is to assume that
the relevant sector enjoys a certain degree of market contestability. While
market contestability does not mean that competition is perfect, it does
represent the next best thing. The theory of market contestability has been
explored by Baumol ef.al. who assume that in any given industry, usually one
which is deregulated or unregulated, their transactions would be organised into
two principal sets.!> One was between incumbent firms where there is a fixed
number of firms so that collectively they constitute 'monopolistic competition'.1¢
The other was between incumbent firms and potential or new entrants. The
latter is the focus of their analysis. They claim the behaviour of new entrants to
be founded on the calculation of profits that entry into the market would
provide. An incumbent who prices his product excessively above costs would
provoke the entry of competitors who are prepared to under-cut his price by
narrowing the margin of profit. Baumol et.al. offer the definition of market
contestability as a market,
into which entry is completely free, from which exit 1s costless,

in which entrants and incumbents compete on completely
symmetric terms, and entry is not impeded by fear of retaliatory
price alterations.!”

14 J-E.Lane. "Public Policy or Markets? The Demarcation Problem” in J-E.Lane (ed.),

State and The Market (Sage. London: 1985). p.12. Sce also J.Robinson, The

lsconomics of Imperfect Competition (Macmillan, London: 1933).

15 W.Baumol. J.Panzar and R.Willig. Contestable Markets and The Theory of Industry
Structure (Harcourt Brace Jovanovich, New York: 1982).

16 On which see E.Chamberlin. The Theory of Monopolistic Competition (Harvard
University Press, Mass.: 1933).

17 Baumol. op.cit.. p.349.
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An important assumption of their theory is therefore that entry into the market
Is free so that it "exacts no explicit costs and that entrants suffer from no
disadvantages in the techniques available to them."!'* Explicit costs are either
those entry costs which are greater than the costs incurred by the incumbents or
soctal costs in the form of undesirable consequences to be borne by society. An
implied requisite of a perfectly contestable market is that the 'sunk costs' are
either negligible or non-existent.!” This assumption of freedom of entry where
sunk costs are no object, therefore, permits the theory to be equally applicable
to monopolies as it would to markets which are competitive. Of course, this 1s
true only of market-monopolies, not law-monopolies which prohibits entry.
Their analysis cite the airline markets as "a clear example [of] small, and
therefore naturally monopolistic" markets, but are nevertheless contestable. By
a natural monopoly, they meant a market or route where the level of demand
justifies only one flight per day. It is, however, contestable because entry into
and out of the market is easy given that "airline equipment (virtually capital on
wings) 1s so very freely mobile."*® A new entrant would simply fly into an
airport and commence services with under-cut prices. If the incumbent
responds by reducing its price, then they argue that the new entrant "need only
fly his airplane away to take advantage of some other lucrative option - even if
he only returns his rented aircraft or resells it in the well-functioning secondary
aircraft market." Contestability through the deregulation of entry in particular
would consequently aim to secure the ideals of perfect competition.

The virtues of perfect competition are founded principally on the idea of
unqualified economic liberty. This exercise of liberty is, however, two-fold: by
providers and by purchasers. Liberty of choice for the providers takes the sense
of the freedom to decide whether in the first place to invest in the making of a
product, the quantity of the product, how and at what price to sell it. This 1s
consistent with Weber's argument that a centrally planned economy, whether by
way prescriptive regulation or other methods, would be impeded by the lack of
adequate knowledge. The arbitrariness of the decision may not be in accord
with the expectations (demand) of the purchasers. By deregulating, the decision
of what to provide, how much and at what price would be devolved to those
whose business is to provide and specialise in providing the 'what'. Implicit in
the decisions of the providers will be those of the purchasers since perfect
competition must assume a degree of regular rationality in decisions of
providing only what the purchasers would accept; if not, decisions of what to
provide and the like would be arbitrary and perfect competition would only be a
matter of mere co-incidence. Perfect competition also implies the unfettered
liberty of choice for the purchasers by having a range of providers from whom
to obtain the particular product. This is typically couched in the terms of
"consumer sovereignty", "consumer power" or "consumer choice". However
this is labelled, such sovereignty in consumer decisions acts as a discipline on

13 Ibid.. p.4. |
19 'Sunk costs' are costs which are unrecoverable in the event that the competitor
withdraws from the market.

20 Passim, p.7.
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the providers to rise to the needs of the purchasers whether it is low pricing,
reliability of product. attractiveness of product or simply value for money.*!

In economic terms, the devolution of such responsibilities, particularly to the
private sector, is a means for achieving greater efficiency and optimalising
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