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1 Current development trends

11 The airport industry is currently going through a process of deep transformation. In the
increasingly liberal and competitive environment of air transport, airport operations have aso been changing
in nature and there are today much stronger incentives for airport managers to behave commercialy. This
development applies not only to pure commercial activities such as the provision of retail services and other
non-aviation activities, or to recently liberalised ones such asthe provision of ground handling services. It dso
increasingly affectsthe core business of airports, that isthe provision of airport facilities. Airportsclearly have
now atwofold nature. On the one hand they continue to be providers of aservice of general economic interest,
i.e. access to infrastructure necessary to carry out air transport operations, but on the other they have being
developing amore commercia approach to the provision and development of such services.

12 Indeed cost containment, private finance, marketing and even acquisition strategies are
increasingly characterising the airport core business. This does not concern only major hubs. Just as some
innovating companies did in the airline industry, there are examples of smaller regional or downtown airports
which are devel oping alow-cost concept and strive for attracting and creating new aviation business. Airlines
increasingly negotiate attractive conditions with such airports, e.g. as part of the start up of a new service.
Deep changesareaffecting airport ownership too. Airport infrastructureis privately owned only in afew cases,
direct nationa or local government ownership being therule. However it ismore and more common to find that
airport managers, the companies running airports, are commercial enterprises whose shares are hold by both
public and private entities. The increasing number of privatisation and international acquisition operations
witnesses the strong and growing interest of private investors.
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2. The challenges facing airport management and the need for regulation

21 At the same time airports are confronted with serious capacity, financial and environmental
constraints, giving rise to potentia discrimination between incumbent and new entry airlines. Concentration
of operations exacerbates the problem at big hub airports, while there is spare capacity across the airport
system, which requires amore commercial and efficient use. Expanding capacity requiresfinancial resources
that may well go beyond the capacity or the willingness of public budget to invest. Private capita investment
isto be involved, but thisimplies that the right incentives have to be designed to attract private investors, in
particular in the case of big airports.

2.2 Various public interest issues are connected with airports. Accessto air transport servicesis
of great importance to regional development policies, as it generates important economic and socia impacts
in terms of company location decisions, export trade and links to the rest of the world, tourism as well as
employment and competitiveness. Airports impact on environmental issues too, mainly in terms of noise
emissions, which is a major chalenge to their socia acceptability. Properly addressing the environmental
congtraint is an inescapable condition for the operation and development of airport facilities. Of course
transport policy as awhole has arelevant stake, given the importance of infrastructure for the promotion of
an efficient and competitive transport system. Indeed constrained access to airport infrastructure distorts
competition as long as incumbent airlines are advantaged vis a vis woul d-be competitors. Hence the concern
of policy makersfor capacity scarcity, discriminatory practices and their commitment to expand capacity and
eliminate discriminatory and/or excessive charges.

23 Cost and quality of service, which are frequently claimed to be unsatisfactory, are the main
concern to airlines. They expect airports to be managed in a commercial way, which isa primary driver for
the provision of cost-effective service. Development of capacity in order to expand their activity is also high
on the airlines agenda.

24 Aslongasairportsarerun by commercial enterprises, shareholdersand investorsareemerging
asanew category of stakeholdersintheir own right. They expect alegal and economic framework encouraging
the commercia operation of infrastructure so that investments can yield reasonable returns and they are
encouraged toinvest in new facilities. Theimportance of shareholders interest might increaseinview of current
privatisation trends.

25 Sound economic regulation is appropriate to strike a balance between the demands and
expectations coming from different stakeholders and to deal with the above mentioned congtraints. The main
tasks of regulatory action can be identified as follows: setting up afair and efficient charging system for the
use of airport infrastructure, which is not open to competition, and setting the incentives right to encourage
investments and commercia management of the industry.

3. Fair and efficient charging

31 Fair and efficient charging of airport infrastructure is instrumental to the achievement of a
number of relevant policy objectives: prevention of distortion of competition between airport usersand airports
themselves; prevention of abuses of dominant position by entities running and using airports; efficient
allocation of scarce resources; internalisation of external costs, in particular environmental externalities.
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3.2 Ideally acharging system should beableto reflect thetrue costs of servicesprovided, including
a reasonable return on capital but excluding monopolistic profits. In this respect several approaches are
available, but regulatory regimestargeting airport charges should continueto be based onthegeneral principles
of non-discrimination, cost relatedness and transparency, as laid down in the Statement by the Council to
Contracting States on Charges for Airports and Air Navigation Services (DOC 9082/5).

3.3 Cost relatednessin awider sense requires that charging systems be based on the "user pays'
principle, meaning that all users of infrastructure should pay for the costs, including environmenta and other
external impacts, they impose.* This approach, known also as margina social cost pricing, requires that al
variable costs of using infrastructure are taken into account. Marginal cost components can include operating
costs, infrastructure damage costs, congestion and scarcity costs, environmental costs. Inthelong run al costs
are variable and therefore marginal costsinclude also investment costsfor new fixed assets. This must be kept
in mind when developing rules on pre-financing of investmentsin airport infrastructure.

34 A new feature in the evolution of the airport industry is the emerging of a certain degree of
competition between airports. Indeed, there may be someairport substitutability in situationswhere passengers
have a choice between alternative facilities located in the same catchment area, or when airports operating as
hubs compete to attract connecting traffic. However, despite the development of inter-airport competition,
market forces still play alimited rolein thisindustry, which keeps on being characterised by significant levels
of market power. Regulation of pricing based on cost relatedness provides objective and sensible criteria for
charge setting. This approach prevent exploitation of monopolistic market power and guarantees that airport
users are not discriminated (charged different pricesfor the same service), with aclear benefit for competition
among airlines.

35 Sound economic regulation can make a maor contribution to the optimal use of existing
capacity, both for runways and terminals. Charges can be modulated (peak and off peak charging) in order to
take into account congestion and the different level of demand during the day. An especially important issue
isthefunding of new infrastructure development. A properly designed charging system has also aroleto play
in the development of new capacity. Investment costsin new facilities needed to satisfy additional demand can
be embodied into user charges. The general principle that user charges contain a"pre-financing” element isto
be accepted and supported. However this would apply only in cases where public approva to build the
infrastructure has been granted and building permits, where needed, have been issued. In addition to that it is
important for the users to be consulted on the changes concerning the level of charges.

3.6 Air transport is growing faster than technological and operational advances which reduce
environmental impact at source. In particular noise emissions are of concern to airports, since they make
airports increasingly little acceptable to neighbouring residents and serioudy hinder any expansion plan. The
charging system could be an effective tool to deal with noise related issue. First of al landing charges could
be modulated so that airlines are rewarded or punished on the basis of the noise performance of their aircraft.
In addition to that, if amarginal socia cost pricing approach is adopted, user charges could include external
costs.

! The European Commission has been devel oping these conceptsin awhite paper on "Fair payment for infrastructure
use" - COM(98)466
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4, Encouraging private investors involvement and commercial management of airport
infrastructure
41 Given the constraints on public finance and the search for efficient management practices,

thereisatendency in several countriesto develop the involvement of private actorsin the provision of airport
infrastructure in addition to already established self-financing practices. This can take the form of public-
private partnership financing of new infrastructure projects, or of incorporation and privatisation of existing
airports. However private initiatives in funding and managing airports have to be offered the right conditions
and incentives if they are to be successful. This implies reducing some of the uncertainties facing private
investors and promoting commercial management of infrastructure.

4.2 The sheer size and complexity of large airport infrastructure projects, and their long-lead
times, meansthat the private sector will only participateif the extent of their uncertainty about agiven project
islimited. Political commitment to implementation from the public sector is one essentia element of this, but
the extent to which there are legal uncertainties about a project also needs to be minimised. While the private
sector should bear commercial risks, those related to construction costs and future traffic flows, the public
bodies concerned should bear non-commercial, or "public policy" risks. Public policy risks can entail project
costs increases due to adminigtrative or legidative delays, or unexpected changes in public regulation, e.g.
safety or environmental standards. For instance, environmental protection consideration should be addressed
in a strategic manner, at the earliest stage in the project planning and development process, in order to reduce
uncertainties and public risks linked to environmental policy.?

43 For privatisation, in particular through foreign investments, to be successful, it is necessary
to guarantee open access to international bidders for the market for airport concessions. It is desirable that a
true global market for airport concessions develop, where actors can compete on an equa footing. This
requires the identification and promotion of common practices on public procurement for airport concessions
based on transparent and competitive bidding procedures. In this respect ICAO should offer guidance on how
to bring about an appropriate legal and economic framework.

4.4 Evidence shows that when airports are run as commercial undertakings, their financia
situation and managerial efficiency improve, whether they are publicly or privately owned. It is therefore
desirable that commercial behaviour develop. Nationa authorities should allow airports to be run in a
commercial manner, by liberalising servicesthat can be run as market activities but that are still unnecessarily
regulated. An example of thisisthe liberalisation of ground-handling services.

45 Discounts on airport charges may be amagjor piece of commercia behaviour when they are
used asanincentivefor airlines prepared to start up new service on routes which are not currently served from
an airport. Indeed from an economic and commercial standpoint it is sensible that airports and airlines share
the risk entailed in developing new business. However such discounts should be designed in such away that
they do not distort competition by imposing on competing airlines different charges for the same service.
Therefore they should be non-discriminatory, transparent, temporary and decreasing.

2 On these issues see the Communication of the European Commission on "Public-Private Partnership in trans-
european transport network projects’ - COM(97)453
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5. Conclusions

51 The European Commission believesthat fair and efficient charging systems must be based on
the principles of non-discrimination, cost relatedness and transparency. However the transformation of the
airport industry requires an in-depth debate on how to further develop the existing regulatory framework. The
principle of social margina cost pricing can make an important contribution to such a debate. Moreover it
should be recognised the importance to promote:

the efficient and commercia provision of airports services

the consultation of users concerning development plans and the level of charges

the optimal use of existing airport facilities

an economic and regulatory environment encouraging private investments in arport
infrastructure projects

the establishment of an open and transparent global market for airport concessions.
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