DEPARTMENT OF TRADE 1 VICTORIA STREET LONDON SWiH OET Telephone 01-215 7877

CONFIDENTIAL mems.emzmofsmze&,u(, Mot 6\4 Lz h W
aﬂﬂa I Dhandl e S SQJV~43 kdb?
Michael Scholar Esq Pt ne, n_'. EQVI) i A W?

10 Downing Street
London SWI = August 1982

bt Betn pvin sirmadin f-\xc}fw
w ,?J'/rﬁvw/l-w_; G'YN-L?

a ek~ G

BRITISH AIRPORTS AUTHORITY: E(NI) (§2519 %(%

’,/D-'a r f\v\\'c.\/\aﬂ \;

Thank you for your letter of 26/ July in which you reported the
doubts expressed by the Prime Minister about my Secretary of
State's paper on the British Airports Authority. I attach, as
requested, a note on the points raised by the Prime Minister.

In your letter, you referred to the current legal action over the
BAA's airport charges, in particular at Heathrow. This litigation
has been brought against both the BAA and - my osecretary of State.

It was initiated following the very sharp increases in airport
charges which were introduced in April 1980 following our decision ~
in 1979 to set a zero EFL for the Authority and to establish a
financial target of 6% CCA for the three financial years 1980/81

to 1982/83. The points at issue are complex but, from the
Government's point of view, the most serious are the allega-

tions:

(i) that the increasesin airport charges were caused
by unlawful directions by the Government whose
dominant purpose was the implementation of a policy
to reduce the public sector borrowing requirement;

(ii) that the Government's approach to BAA's
finances has resulted in its maintaining in force a
measure requiring the BAA tq abuse a dominant
position in the EEC in breach of Article 90 of the
Treaty of Rome.

The trial date has just been postponed again until February 1983
at the earliest. We shall defend the action as vigorously as
possible since, if the airlines were to succeed in their case, it
could have serious consequences for our policy towards the rest
of the nationalised industry sector.
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From the Secretaryof State

Our analysis of BAA's performance over the last three years
suggests that while the real increase in prices in April 1980 has
been a substantial factor in the improved financial performance
of  the BAA, there have also been real improvements in keeping
costs under control. This is exemplified by their success in
Keeping pay settlements below the rate of inflation for four
successive years.

Quite a large proportion of the BAA's costs is fixed (eg depreciation)
r externally imposed (eg rates and energy) which limits the =

scope for making substantia™¥eductiols In current operating

costs. Moreover staff and other costs cannot be reduced instantly

to match reductions in traffic: there is a time lag, as Section 3

of the attached paper shows, before the adjustments can be made.

" .

BAA's traffic charges are high compared with those at other
airports because we are alone in seeking to recover from the
users the full economic cost of the services they require. In
other countries a measure of direct subsidy and/or cross
subsidisation is normal.

If, as is suggested in E(NI)(82)19, we are to reduce the IFR bid
by £50 million to keep within the White Paper ceilings on
external finance, without further reducing the planned capital
investment programme, there would almost certainly have to be
further real increases in airport charges next April. The
precise amount of that increase will depend on the extent to
which traffic continues to increase over the next year or so and
is something we shall be considering with the Authority once
final decisions are taken in the Autumn on the EFL for 1983/84.

Perhaps you could let me know if the Prime Minister would like
any further information and whether she wishes to have a discussion
at a further meeting of E(NI) after the recess.

I am copying this letter and attachment to the Private Secretaries
to other members of E(NI) and to David Wright (Cabinet Office).

YOLA\'":‘.) Q\-’Q?—,

JONATHAN REES
Privatle Secretary




CONFIDENTIAL

BRITISH AIRPORTS AUTHORITY

Prieging Policy

The Government's approach to the pricing policies of the BAA has
been based on the main principles set out in the White Paper on
Nationalised Industries (Cmnd 7131) which required:-
(a) that nationalised industries should price to cover
their long run marginal costs;
(b) that the industries should earpn the 5% required rate
of return on the whole of their new investment programme;
that within the overall level of prices, industries
should ensure that peak and off-peak usage are related

to the relative costs of supply; and

that there should not be arbitrary cross-subsidisation

between different groups of consumers.

The application of these principles to the BAA is complicated by the
dual sources of revenue - from traffic operations on the one hand

and commercial operations (e.g. duty free shops) on the other. Since
1974-75 the BAA has made a trading loss on its traffic operations,
and a substantial trading profit on commercial operations. Despite
the substantial increase in airport charges in April 1980, this

pattern persists:-

£m

1978-79 12879-80 1980-81 1981-82

Traffic
Commercial

Total

The present financial targ was agreed on the assumption that the
BAA would increase its chse s so that the estimated revenue from
traffic operations would uce a 5% RRR on the investment related

to these operations alone. In practice, as a result of airline
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pressure, the BAA held prices in 1981/82 slightly below the current
level of inflation and have made no increase for the current
financial year. This will inevitably affect performance against
the financial target and future financial performance unless there

are further real increases in charges.

Comparisons with airport charges overseas are invalidated by the
existence of extensive overt and covert subsidies designed to prevent
airlines paying the full cost of the facilities provided. Moreover
most other airports do not impose peak/off-peak prices to reflect
differences in costs. The trend overseas is, however, to follow the
UK pattern and in the USA the Reagan Administration is also currently
seeking to reduce the level of Federal subsidies to the air transport

industry and to increase user charges.

Privatisation

Following the E(DL) remit (Meeting 27 November 1981) the then

Secretary of State wrote about disposal prospects for BAA in his
letter of 21 December 1981. His view, which was accepted by the
Financial Secretary, was that it would be impossible to write a
prospectus for the sale of equity in the Authority until there was
a resolution of the current litigation over user charges and the
uncertainties over the development of the South East Airports. BAA

have received similar advice from their merchant bank.

Discussions have therefore focused on the short-term prospects for
greater private sector involvement in BAA's capital expenditure
programme and on 29 July it was announced in Parliament that the

BAA, the Department of Trade and the Treasury were to establish a
working group to consider urgently the prospects for either a general
performance bond along the lines of that agreed for British Telecom
or an equity sale in a subsidiary company with a royalty agreement

linked to BAA's commercial revenues.

Prospects for privatisation of the airports industry in the longer-
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term are being considered in the light of the Prime Minister's
minute to the Chancellor of 28 July and the MISC(79) exercise which
relates to local authority regional airports. A separate report
will be circulated to the E(DL) Committee in September in response

to the Prime Minister's request.

Productivity

The BAA agreed two productivity targets with the Government in early

1980. These requiref& an average increase of 3% per annum in

passengers handled per employee and an average reduction of 2%% per
annum in operating costs per passenger over the three financial
years 1980/81 to 1981/82. Results in the first year were affected
by the recession in the air transport industry but, as a result of
reductions in costs and staff, it is likely that the BAA will
achieve the first target but miss the second:

Forecast
1980/81 1981/82 1982/83 Out-=Turn

Passengers per employee : -1.1% +4.9% +6.6% +3.4%
Cost per passenger 7 +1.3% -0.7% -4.5% -1.3%

Staff numbers have been cut by 2.6% (1980/81) and 4.5% (1981/82)

and staff costs reduced from 36.9% of total expenditure in 1979/80

te 34.1% in 1981/82. Average staff costs per employee have been
reduced from £10,929 in 1979/80 to £10,339 in 1981/82 (both at

March 1981 prices) and other current costs (e.g. utility and general
services) have been held below increases in inflation in those areas.
However the amount of local rates paid on BAA airports has increased
by 62.4% since 1979/80 and this has just about offset the

reductions in controllable costs with the overall result that the
increase in total expenditure over the two-year period has almost

exactly matched the increase in retail prices.
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BAA's annual pay settlements since 1979 have been as follows with

the current rate of inflation at each settlement date in brackets:

9% increase in basic rate coupled with certain productivity
payments. Estimated increase in average earnings 10.5%

(RPI 14%).

15% increase in basic rates from 1 January with a further
2% from 1 April. Estimated increase in average earnings

rather less than 15% (RPI 20%).

9% increase in basic rates with certain improved productivity
arrangements. Estimated increase in average earnings 9%

(RPI 16%).

6% increase in basic rate and shift allowance; productivity

payments frozen at 1981 level. Estimated increase in

average earnings 5.6% (RPI 12%).

Over the same period, the proportion of staff costs represented by

overtime has been reduced as follows:

1979/80
1980/81
1981/82

Department of Trade

August 1982
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British Airports Authority: E(NI)(82)19

Thank you for your letter to Michael Scholar of 5 August.
I have consulted the Prime Minister, and she still wishes to
have a discussion of this paper, and of your letter, at a
further meeting of E(NI) after the Recess. I understand the
meeting has been provisionally fixed for 8 September. You will
also have seen David Edmonds letter of 2 August, in which he
explains that Mr. Heseltine wishes to comment in detail on this
subject.

The Prime Minister has also noted the comment in your letter
that quite a large proportion of the BAA's costs is fixed or
externally imposed, and that this limits the. scope for making
substantial reductions in current operating costs. She remains,
however, unconvinced that the BAA could not achieve further
reductions through efficiency, and particularly through the
efficient use of space (thereby reducing rates) and energy.

I am copying this to the Private Secretaries to the other
members of E(NI) and to Richard Hatfield (Cabinet Office).

j,r»w’\w

Contise Kuckett

Jonathan Rees, Esq.,
Department of Trade.
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As I mentioned to you on the phone this
morning, my Secretary of State is not at
all happy with the note circula on the
British Airports Authority (EA(T)(82)),
referred to by your Secretary of State in
his minute to the rrlmv Minister of 23 July
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I am copying letter to the Private Secretaries
to the Prime Minister, the members of
E (NI) and to Sir Robert Armstrong.

D A EDMONDS
Private Secretary
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