~ SSTR

Federation of Indian Airlines
f ﬁ ﬁ The Capital Court, 6th Floor,
e PO s B2 Qiof Paimé Marg, Miunirika,
FEDERATION OF INDIAN AIRLINES New Delhi — 110067
Tel: +91-11-46161318/19/20
Fax: +91-11-46164318

22 February 2011 Website: www.fiaindia.in
Shri. Sandeep Prakash ’5’7 ,
Secretary, ﬁ,_ e

AERA Building, Administrative Complex,
Safdarjung Airport, Aurobindo Marg, G
New Delhi - 110003. -

Subject: Comments & submissions of the Federation of Indian Airlines (FIA) tendered
in response to the Consultation Paper No. 1312010~11 titled “The Airports Economic
Regqulatory Authority of India (Terms and Conditions for I_Z)etermLation of Tariff for
Airport Operators) Guidelines, 2011"

Dear Sir,

The FIA sincerely appreciates AERA for bringing out Consultation Paper No.13 on the above
subject matter as FIA feels that as these AERA Guidelines 2011(Terms and Conditions for
Determination of Tariff for Airport Operators) will go a long way in the determination of a fair
and just Tariff. FIA is hereby placing on record the following submission (Enclosed) which
has been arrived solely from discussions, deliberations and past experiences of the member
airlines for the kind consideration by the authority.

Enclosed are the following documents for your kind consideration.

e Attachment -, FIA Preliminary submission.

e Attachment — I, Association of European Airlines, Position Paper on Airport Charges,
June 2007.
e Attachment — I, Official Journal of EU, Directive 2009/12/EC of the European

Parliament and of the Council, 11 March 2009 on airport Charges.

e Attachment — IV, The Aeronautical Journal, April 2006, Impact of Privatisation on the
Financial and Economic performance of European Airports (Dr. H.A. Vogel, Transport
Studies Group, University of Westminster, London, UK).

Thanking you,

Yours Sincerely,
OF ;
S

L9 \f';\
oA\, 4
Ujjwal Dey
Sr. Executive Officer
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I. Background & Scope of Present Consultation

1. The members of FIA hereby place on record submissions on the Consultation Paper
No.13/2010-11 issued by the Authority on 02.02.2011 titled “Economic Regulation of Services
Provided by Airport Operators” and the Draft Terms and Conditions for Determination of
Tariff for Airport Operators by way of Airport Economic Regulatory Authority of India (Terms
and Conditions for Determination of Tariff for Airport Operators) Guidelines, 2011 (“Draft
Guidelines™).

2. At the threshold, it is necessary to place on record the legal and factual context,
material for the decision making by the Authority:-

(a) With effect from 12.05.2009, the Airports Economic Regulatory Authority was
established to perform the functions vested under “The Airports Economic Regulatory
Authority of India Act, 2008” (‘4ct’), including determination of tariff for aeronautical
services taking into consideration, inter alia, revenue received from services other than
aeronautical services'.

(b) Aeronautical services comprise “ground handling services relating to aircraft, passengers
and cargo at the airport, cargo facility at the airport and supplying fuel to the aircraft at

an airport”z.

(c) The International Civil Aviation Organization (‘/CAO’) is an agency of the United
Nations created pursuant to the Chicago Convention on International Civil Aviation,
1944 by 52 nations to assure the safe, orderly and economic development of international
air transport. India is one of the contracting states of the Chicago Convention. The
effective implementation of the ICAO Convention is one of the important elements that
must be borne in mind by the Authority in terms of Section 13(1)(a)(vii) of the Agt, in
view of Atrticles -73, 245, 246 and 254 read with entries 13, 14 and 29 of the Union List in
the 7" Schedule of the Constitution of India. ICAO has, inter alia, published its Policies
on Charges for Airports and Air Navigation Services being Doc 9082 [8lh Editiop of
2009] as also its Airports Economics Manual being Doc 9562 [2nd edition of 2006]
which, inter-alia, provide for various factors 1o the laken into account while determining
the cost to be recovered from users and suppott single till regime.

(d) At this nascent stage, the Authority would benefit from examining and adapting
international best practices as suitable to India, reflected in Directives issued by
European Union on airport charges, and studies conducled on financial and economic
performance of European and other airpon’cs?.

(e) The foundational elements of the Regulatory Philosophy and Approach in Economic
Regulation of Airport Operators are recorded in the Order No. 13/2010-11 dated
(2.01.2011 of the Authority. Pursuant to the said Order, Consultation Paper No. 13 was
issued with a view to evolve detailed Guidelines on Regulatory Philosophy and

! Section 13(1)(a) of the AERA Act, 2008.
% section 2(a) of the AERA Act, 2008.
3 please refer.to paragraph 5(d) to (f) below.
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Approach with Stakeholder Consultation, to implement Order No. 13/2010-11 and the
Act.

3. FIA assumes that all the Guidelines shall be evolved and implemented consistent with
Order No. 13/2010-11. FIA appreciates the factors/approach proposed by the Authority and
supports its view subject to the submissions made and additions proposed in the present
submissions. It is noteworthy that the civil aviation industry revolves around a sustainable
carriage of passengers and cargo by airlines from airports. As such, it is submitted that while
fixing the tariff the Authority must bear in mind the prevalent financial realities of the industry
in terms of Section 13(1)(a) of the Act, including:-

(a) Global economic downturn that gravely affected the aviation industry.

(b) Considerable cost increase arising from airport development works in the form of
additional fuel burns due to congestion both in ground and in air.

II. Main Aspects of Regulatory Regime as decided on 12.01.2011

4, [t is submitted that the Order No. 13/2010-11 dated 12.01.2001 which deserve
appreciation and effective implementation are set out below.

5. Single Till Regulatory Regime. The Authority has decided to adopt a single till
regulatory regime for major airports in India such that:-

(a) Cost of land and facilities/assets in the hands of the stakeholders shall be considered as a
cost of providing the aeronautical services by such stakeholders.

(b) Revenue received by Airport Operator from the stakeholder on account of provision of
land and facilities (including access payments, royalty etc.) shall be counted towards
passenger yield calculations, irrespective of whether such revenue is regulated or
otherwise.

(¢) The charges for land and facilitics shall not be regulated by the Authoﬁty.

(d) Any revenues or costs associated with jtems excluded [rom Regulated Asset Base shall
not be considered in the passenger yield.

6. Authority adopted Price Cap or incentive based regulation to secure:-

(a) Viable Operations of Airports by way of Fair Rate of Return on “net investment” in the
Airports, incentivizing efficient airport investment and operations.

(b) Secure quality of service commensurate with net investments and user expectation
through qualitative and quantitative parameters.

(c) Ensure efficiency, adequacy and consistency in services.

(4 Price Cap Model State Support Agreements for Mumbai and Delhi Airports adopt a
price cap model Shared Till Inflation — X. Even though the OMDA is not a concession offered
by Government of India but an agreement between Private Airport Operator and Airport
Authority of India, the Authority shall separately determine the extcent to which State Support
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Agreements would impact general framework laid down.

8. The Authority will determine the Fair Rate of Return for Airport Operators while
protecting reasonable interest of users, considering:-

(a) Weighted Average Cost of Capital approach to estimate the nominal post-tax cost of
capital, making appropriate assumptions for inflation.

(b) Capital Asset Pricing Model for determining cost of equity, adopted to circumstances of
a particular case.

(¢) To estimate cost of debt, consider the forecast cost of existing and future debt (and debt
subject to floating rate) likely to be faced by the airports, subject to reasonableness of
such costs based on review including of the sources, procedure and method through
which the debt was raised.

(d) Take the weighted average gearing for each airport over the period of tariff
determination, while appropriately considering factors like relatively low level of gearing
adopted by the Airport Operator due to past business decisions, management philosophy
or specific constraints.

9. Regulatory Asset Base (RAB) will be the fixed assets of the Airport Operator
(including assets with fixed locations inside terminal buildings), after —

(a) Providing for such exclusions/inclusions as determined in respect of specific assets based
on specified principles.

(b) Stakeholder Consultation.

(¢) Suitable accounting separation to ensure that the costs and revenues associated with
assets be clearly identified for preparation and audit of regulated airport accounts.

(d) Exclusions from RAB — (i) working capital, (ii) Work in Progress (WIP) assets until they
have been commissioned and are put to use, and (iii) investment made from pre-funding
levy (DF). An allowance for an appropriate rate of return on the cumulative cost of
bringing the asset into operation will be capitalised as part of WIP assets.

(¢) Land Value Adjustment norms to be applied for assets excluded from RAB.

10.  Capital Investment plans should be firmed up after appropriate user consultations by
the Airport Operator as per a specified Consultation Protocol.

11.  Depreciation shall be:-
(a) Provided as per straight line method of depreciation.

(b)  Using depreciation rates based on reasonable estimates of the useful economic lives of
respective assets and minimum residual value of the asset at 10%.

(¢) Land is not a depreciable asset and its cost shall be excluded from the original cost while
computing the depreciable value of the asset.

(d) Depreciation on pre-funding receipts like levy of Development Fee and other capital
receipts (contributions from stakeholders like subsidies/ grants from the government)
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shall not be considered for the purpose of tariff determination.
12.  O&M Expenditure shall be approved by the Authority:-

(a) After a review of the operation and maintenance expenditure forecast submitted by the
Airport Operator based on assessment of:

(i) Baseline O&M expenditure as per actual audited accounts and prudency check
including for variance, treatment of one-time costs or atypical costs.

(ii) Efficiency improvement with respect to such costs based on review of factors like
trends in OPEX, productivity improvements, cost drivers and other appropriate
factors.

(iii) Factoring other mandated or statutory operating costs including fees, levies, taxed
or other charges directly imposed on and paid by the Service provider — as
uncontrollable costs. ) :

(b) Expenses required to meet the quality standards, exchange risks and cost to overcome
under-performance by allied parties shall be considered as controllable.

(¢) Financing costs of any short term debt raised towards working capital with maturity of
less than 12 months shall be considered as part of O&M expenditure, provided the
Airport Operator demonstrates that such loans are not excessive in relation to the levels
of working capital.

(d) O&M expenditure re mandated security expenditure laid down by Government/ Bureau
of Civil Aviation Security (BCAS) shall be considered as a part of the PSF charge and
excluded from O&M expenditure.

(¢) Any allowance for working capital should be net of allocations for bad debts.
13. Form of price control and tariff structure shall be:-

(a) Determination on the basis of a Multi Year Tariff Proposal made by the Airport Operator
for 5 years, involving annual compliance process, tariff proposals, user consultation and
compliance of relevant regulations/guidelines.

(b) Initial determination of a yield per passenger under the tariff process and subsequently
detailed annual tariff proposals from Airports Operators (pertaining to the approved yield
per passenger).

(¢) The Authority may require the Airport Operator to submit an Annual PSF Proposal for
determination of Passenger Service Fee (PSF) as per guidelines issued.

(d) At the end of each year, the Airport Operator will be required to submit a compliance
statement setting out how it has complied with the price control formula, identify any
under/over-recovery, and rectify the same in subsequent year(s).

(¢) UDF is a revenue enhancing measure, to ensure economic viability of the airport
operations to be allowed only on a case specific basis if justifiable.

() Pre-funding by levy of Development Fee will be a measure of last resort, to be utilized
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only if, after consultation with users it is found to be in the long term interest of users.

Re. Single Till Regime and Price Cap Regulation

14. [n terms of its Order No 13 dated 12.01.2011, the Authority decided to adopt the
"Single Till" regulatory regime and the Price Cap Regulation/incentive based regulation for
major airports in India. The “Single Till approach’ has been favoured by the Airlines, Airports
Authority of India and the Planning Commission. In this respect, the following are
noteworthy:-

(a) 133" Report of the Depariment Related Parliamentary Standing Committee on Transport,
Tourism and Culture on the Airports Economic Regulatory Authority of India Bill 2007
was submitted on 17.04.2008. [n the said Report, the Parliamentary Standing Committee
has inter alia observed that economies of airport operation depend on both revenue
streams, i.e., acronautical revenue and non-aeronautical revenue’ and recommended
for suitable modification in the Bill.

(b) Based on the Standing Committee’s recommendations to amend the Airports Economic
Regulatory Authority of India Bill, clause (v) was included in Section 13(1)(a) to bring
revenue received from services other than aeronautical services as one of the
considerations in tariff determination by the Authority.

(¢) Single till regime is consistent with the ICAO principle of cost relatedness. In this behalf
the following are noteworthy:

(i) ICAO Policies on Charges for Airports and Air Navigation Services® states that
cost of an airport should be charged to airport users. Since non aeronautical
revenue is generated by passenger, they should benefit from non aeronautical
surplus.

(ii)y The Airport Economics Manual® endorses Single Till as the appropriate regime.

(d) Association of European Airlines submitted its position paper on Airport Charges in June
2007, which endorsed the single till approach and stated that:

“The activities of airlines and airports are complementary in nature. They need
one another to fulfill their function. Revenue gained from passengers brought to
the airport by airlines must be factored into the equation and taken into account
when airport charges are being set. This principle, usually achieved in practice
via a single till, must be included in the regulation. This also provides strong
incentives for efficiency and productivity improvements by the airport”.

(e) European Union’s Directive No. 2009/12/EC issued on 11.03.2009 on airport charges®.

4 At paragraphs 26 and 27 of the Report.

5 Being ICAO Doc 9082 (8" Edition of 2009], para 30

® Being ICAO Doc 9562 [2™ Edition, 2006), paras 1.1 to 1.15

7 At paragraph 3. This document was submitted to the EU in a public consultation process
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(f) A Paper titled Impact of Privatization on the Financial and Economic Performance of
European Airports, published in The Aeronautical Journal in April 2006° has, inter alia,
observed that'?:-

()  The level of aeronautical charges and the revenue may also be, to a certain extent,
influenced by the respective regulatory regime, which tends to result in higher
airport fee in mainland Europe.

(i) Conversely, application of the single till concept in the UK tends to result in
 comparatively lower airport charges, since cross-subsidized by revenue from
commercial activities. This method is similar to the residual approach in the US.

Copies of the Position Paper issued by Association of European Airlines in June 2007,
European Union’s Directive No. 2009/12/EC issued on 11.03.2009 on airport charges and the
Report on impact of privatization on the financial and economic performance of European
Airports published in The Aeronautical Journal in April 2006 are attached hereto and marked
as Attachment A fo C respectively.

15. It is submitted that it is very difficult to segregate Airport Project cost between
Aeronautical and Non- Aeronautical segment. Hence it is in the best interest of everyone to
have the concept of Single till evolved as a mechanism for determination of tariff. FIA intends
to implead itself in the appeals preferred by the Airport Operators before the AERA Appellate
Tribunal to defend the appropriateness of adopting single till regulatory regime for Indian civil
aviation. It is noteworthy that with about Rs. 30,000 Crores of capital investment likely to be
commissioned over the next 12 months, it is of vital importance that an appropriate and
prudent regulatory regime is put in place rather than permitting any stakeholder to hold the
sector to ransom by presenting a fait-accompli to the Authority.

Regarding Passenger Service Fees

[6.  The fundamental issue that has to be considered by the Authority at this juncture is the
appropriateness of the level of the fees being charged and recovered at each of the major
airports. This has to be done in the following backdrop/context:-

(a) The Authority is obliged to exercise prudence and to determine a suitable charge such
that the passenger yield or any element thereof does not result in onerous and unfair
charges/windfall gains.

(b) To satisfy itself that the current levy of PSF is appropriate, the Authority must examine:-

(i) How are the funds generated out of PSF levy being utilized. The amount being
levied and collected at airports like Delhi and Mumbai in the name of PSF versus
the actual legitimate expenditure incurred by the Airport Operators under this head.

® published in Official Journal of the European Union on 14.03.2008, in particular recitals 1, 8 and S read with
Articles 6 to 10.

® The Paper was written by Dr. H.A. Vogell, Transport Studies Group, University of Westminster, London, U.K.
' Para 4.1.1 of the Report
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(i) The Current recovery of Rs. 228 per passenger is substantially more than
warranted, which can be borne out of the fact that considerable funds are held in
the Escrow account managed by the Airport Operators and the fact that the
Operators are perhaps paying income tax on the interest earnings therefrom.

(iii) There have been numerous directives issued by the Ministry of Civil Aviation,
which have been modified from time to time. Various Airport operators have taken
a divergent view on how they apply these directives particularly in respect of in-
line baggage screening costs. There is a need for a conceptual clarity regarding
extent of recovery, its deployment and also the taxability (Income Tax) of the same
in the hands of the Airport operator.

(iv) Unlike a monopolist Airport Operator, the Airlines having to cope with vagaries of .
a competitive, price-sensitive and fluctuating market place. Often yields do not .

always matching the ever increasing input costs. In this behalf the Authority must
ensure that the recoveries from the passenger is not excessive and that the Airlines
are able to price its fares to be able to sustain its operations.

Regarding User Development Fees

17t [t is submitted that User Development Fee (UDF) is a mechanism of revenue
enhancement. This measure, as it is presently implem'ented, may be suitable from the point of
view of Airport Operators and passengers. However, it is inefficient from a tax pass through
perspective since:-

(a) On the entire UDF collected by the Airport operators, service tax is charged by them at
the rate of 10.3%.

(b) However, Airlines do not get the benefit of Input tax credit, with UDF being a pass
through mechanism.

It is noteworthy that it appears that UDF is likely to be significant with substantial capital
outlay being expended by the Airport operators. Hence, there is a need to evaluate the benefits
of implementing the same as is being done presently by increasing airport charges or whether it
should be implemented through Landing/parking/housing/PSF.

Regarding Consultation for departures from the Guidelines

18. It is submitted that the Authority shall ensure that there is due consultation with the
stakeholders including the Airlines before any change in charging system/tariff is introduced.
The purpose of the consultation is to ensure that the airport operator gives adequate inform
Report on impact of privatization on the financial and economic performance of European
Airports was published in The Aeronautical Journal in April 2006ation to users relating to the
proposed changes and gives proper consideration to the views of users and the effect that the
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proposed change would have on the existing tariff. The aim is to reach an understanding
between the Airport Operators and users.

19. Major Airports were privatized sometime between 2003 and 2006 with an agreement
signed between the Airport Operator, AAI and Govt. of India. The Tariff mechanism was
evolved in a document called OMDA (Operation, Management, Development agreement) with
respect to MIAL and DIAL and separate agreements concluded for Green field Airports with
HIAL and BIAL at Hyderabad and Bangalore. The tariff determination methodology was
detailed at length in the said document and the concepts like ADF and UDF (at Mumbai and
Delhi) were non-existent. To give a broader understanding, ADF levy proposed for DIAL and
MIAL in 2009 has already taken away Rs. 3500 Crores out of the system resulting in
incremental cost to the passengers without Airlines getting any benefit. If such a scenario were
to be prevalent going forward, the yields will be constantly under pressure and would be a
detriment for operational sustenance in future.

20.  In particular, this is vital if the entire objective of the national policy have to be met and
a prudent, viable regime has to evolve. It is axiomatic that civil aviation sector, of which
airports form an element, shall grow only if airlines are viable and grow. For the purpose of
appropriate implementation of any justifiable deviations from the basic regulatory regime
approved by the Authority in view of the provisions of OMDA and SSA for Delhi, Mumbai,

" Bengaluru and Hyderabad Airports, it is submitted that the following may be evolved after
comprehensive stakeholder consultations:-

(a)  Airport specific regulatory regime and tariff structures including specific deviations with
justifications for each deviation.

(b) The consultation must transparently share the filings and justification for each deviation
submitted by the Airport Operator and the prima facie view of the Authority.

21.  In furtherance to the Govt's policy on privatization, Private Airport operators were
roped in for operation, maintenance and developments of the Airports at the Metropolitan
cities. Government had transferred valuable parcels of land to various companies formed for
this purpose under the Public private partnership programme for commercial development of
real estate. The underlying reasons for doing so is to énsure that Airport charges to Airlines are
kept at the minimum and do not go up both in the short and in the long run, and so that the
benefits are equally shared by all the stake holders. FIA appreciates in this context the
recommendation of the Authority that the value of Land as determined by the valuer needs to
be reduced from the project cost, for the purpose of determination of Aeronautical tariff. While
this is the best method that could be evolved under the circumstances, it is also important to
ensure that valuation of land is undertaken by a valuer of repute, taking into consideration the
market realities and also the end use concessions / restrictions given to the Airport operators
for development of Real estate. Alternatively, the Airlines in proportion to their market share
be allotted certain space out of the said land for conducting its Airline operations at
concessional cost, which will enhance the value to all the stake holders meeting the ultimate
objective of restricting the passenger cost increase 1o the bare minimum.
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Regarding Prudence check and Process for Tariff Determination

22, Since Airports operate under a Cost plus contract, there should be a mechanism to
ensure that Costs (both Operating and Capital) are in order-and in this regard, it will not be out
of place to suggest that the Accounts of the Airport must be audited separately under Section
209 (1) d of the Companies Act 1956, which is more often referred to as Cost Audit and this
process must be formalized with Scope outlined by the regulator.

23. As regards the allocation of costs in respect of the Regulated Services, it is
recommended that the Authority should ensure that the users are not burdened with costs
which are not properly allocable to them. The charges should not be imposed in such a way as
to discourage the user facilities and services necessary for safety or the introduction of new
aids and techniques. The charges should be levied in such a way that no service is charged for
twice with respect to the same utilization. However, where there are certain facilities which
have a dual utilization (For example, approach and aerodrome control as well as en-route air
traffic control), their cost should be equitably distributed in the charges concerned.

24.  In determining the cost for calculating the tariff, following aspects should be considered
by the Authority:-

(a) Aircraft Operators and other airport users should not be charged for facilities and
services they do not use.

(b)  Allocation of costs should be considered in respect of space or facilities utilized by
Government Authorities.

() Proportion of costs allocable to various categories of users should be determined on
equitable basis, so that no user shall be burdened with costs not propetly allocable to
them, '

(d) To avoid undue disruption to users, increase in charges should be introduced on a
gradual basis; however, it is recommended that in certain circumstances a departure
from this approach may be necessary.

25.  The Tariff Proposal should be duly served upon the stakeholders and should be posted
on the website of the Authority. While submitting the Tariff Proposals to the Authority, the
Service Provider shall indicate whether copy of the complete Tariff Proposal has been served
on each of the beneficiaries and whether the application has been posted on its own website.
The Authority should then invite comments and suggestions from the Stakeholders on the
aforesaid Tariff Proposal. The accounts related statements submitted with the Tariff Proposal
should be duly audited and certified.

26.  Any exclusion from the Regulatory Asset base must be properly documented and
operating expenditure arising out of such investments must not be included in the "Operating
Costs of the Airports” from a tariff determination perspective.

IV. Some proposed inserts on the miscellaneous provisions.

27.  Issue of Orders and Practice Directions: Subject to the provision of the Act and these
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Guidelines, the Authority may, from time to time, issue Orders and Practice directions in
regard to the implementation of these Guidelines and procedure to be followed on various
matters, which the Authority has been empowered by these Guidelines to direct, and matters
incidental or ancillary thereto.

28.  Powers to remove difficulties: If any difficulty arises in giving effect to any of the
provisions of these Guidelines, the Authority may, by a general or special order, not being
inconsistent with the provisions of these Guidelines or the Act, do or undertake to do things or
direct the Airport Operator to do or undertake such things which appear to be necessary or
expedient for the purpose of removing the difficulties.

29.  Power of Relaxation: The Authority may in public interest and for reasons to be
recorded in writing, relax any of the provision of these Regulations.

30.  Interpretation: If a question arises relating to the interpretation of any provision of
these Regulations, the decision of the Authority shall be final.

31.  Saving of Inherent Powers of the Authority: Nothing contained in these Regulations
shall limit or otherwise affect the inherent powers of the Authority from adopting a procedure,
which is at variance with any of the provisions of these Regulations, if the Authority, in view
of the special circumstances of the matter or class of matters and for reasons to be recorded in
writing, deems it necessary or expedient to depart from the procedure specified. in these
Regulations.

32.  Power to Amend: The Authority, for reasons to be recorded in writing, may at any
time vary, alter or modify any of the provision of these Regulations by amendment.

Privileged & Confidential



FEE N R TR

S

Position Paper

June 2007

N
Position Paper on Airport Charges

GENERAL PRINCIPLES

Introduction

The Association of European Airlines (AEA) welcomes the Commission’s intention to
develop a harmonised legislative framework with a Directive on airport charges, the
Communication on Airport Capacity and the Report on ground handling.

The Directive on airport charges could provide incentives for European airports to
achieve a high degree of competitiveness and to reduce distortions of competition.
While governments have been active in reforming other markets such as the
telecommunications, water, energy and airline industry, they have been slow to tackle
airports. It is encouraging that the Commission has taken up this challenge. AEA
welcomes the Commission's proposal and believes it will improve the situation in
Europe. However, in AEA’s view a lot still remains to be done to fulfil the requirements
of its "10 Golden Rules” on Airport Charges issued in September 2006.

Enhancing the competitiveness of Europe

In accordance with the Lisbon objectives to increase the competitiveness of Europe, a
harmonised EU framework on airport charges would create a level-playing field, taking
into account specific regional requirements without creating a burdensome additional
layer of bureaucracy. A consistent and integrated regulatory framework would
harmonise the various charging regimes based on a set of commonly agreed
principles to address market failures (e.g. excessive profits) and to ensure efficient
functioning of the airport market: The sustainable profitability of European aviation and
a healthy airline-airport relationship will depend on efficient and viable airports and
airlines that can compete in an open and competitive market without monopolistic cost
structures.
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ICAQ's policies on charges for airports

The basis of any EU Iegislétion should be the harmonised implementation of the
general ICAO policies on charges for airports, i.e. cost-relatedness, transparency,
consultation and non-discrimination. Unfortunately, these policies are not applied
across Europe. Moreover, AEA submits that EU legislation must go further than these
policies, in particular because the commercialisation and privatisation of airports has
fundamentally affected the European aviation value chain resulting in, among other
things, higher charges instead of increased efficiency.

ANALYSIS OF THE COMMISSION'S PROPOSAL FOR A DIRECTIVE

1. ESSENTIAL ELEMENTS

AEA has identified the following essential elements which are missing from the
Commission's proposal. Including these issues in the proposal Will be effective in
rebalancing the relationship between airlines and airports, and would enhance a
competitive industry and develop a level playing field in the aviation industry.
Therefore AEA strongly recommends that the following elements be included in the
Directive.

The top priorities for the airlines are listed here under no. 0 - 4

0. ICAO's policies on charges for airports

AEA's position:
In the preamble no reference at all is made to the ICAQ policies on charges for airports. These
should apply to all airports within the EU and thus be expliciily mentioned and referred to.

1. An independent national regulatory body

AEA's position:

AEA especially welcomes the proposal for an independent regulator to be set up in each
Member State. However, the success of an economic regulatory framework will iargely depend
on the design, the processes and the institutional setting of such a regulatory body. This is
particularly important in Member States where airports are partly or wholly owned by public
authorities.

In Article 10 para 4 the Commission's proposal does state that the decision of the national
authority is binding, but to what degree and to what effect remains somewhat unclear.

One regulator should be established at national level, with clear objectives so as to ensure
efficiency through its decisions. It should be provided with adequate resources to meet these
principles and to oversee the economic, commercial and financial practices of airports.

An independent national arbitration authority should also be established to act as an appeal
body in case of disputes between the parties during the regulation period or regulatory review.

-2
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2 Cost-efficiency

. AEA’s position:

Airports must be obliged to provide their services in the most cost-efficient manner.

International experience shows that this can best be achieved through an incentive-based
economic regulation. AEA therefore submits that the EU should develop a framework for a
national regulation including a price cap. The method for declding such a framework may be
determined by the national regulator with the help of European benchmarks.

| 3. Single till practice

AEA's position;

The activities of airlines and airports are complementary in nature. They need one another to

fulfil their function. Revenue gained from passengeré brought to the airport by airlines must be

factored into the equation and taken into account when airport charges are being set. This
' principle, usually achieved in practice via a single till, must be included in the regulation. This
| also provides strong incentives for efficiency and productivity improvements by the airport.

| 4. Modulation or differentiation of charges

AEA's position:

It should be clear that when Member States are allowed to take measures that allow airports to

vary costs and scope this should not mean that airports would be able to charge more for the

use of specific terminals, as this could encourage airports to introduce low-cost terminals. Non- |

discrimination should be ensured and charges should be based on a simple rate with equal
| pricing regardless of the terminal according to the one airport - one fee principle. Any
differences in charging levels for low-cost terminals should be based on and limited to the true
differences in costs and quality of the service provided Differentiation of charges should not

apply to general services such as safety, etc.




e i

Pre-financing of capacity expansion

AEA's position:
Airports have traditionally pre-financed their investment projects by increasing aeronautical
charges even before the facilities were operational. In some cases subsequent unplanned

changes or delays to such projects have led to excessive profits and an unreasonably high rate
| of return. The model of pre-financing, which according to ICAO policies must be limited in time, ;

is characteristic of a public sector and monopolistic accounting concept that is outdated and no
longer applied in other industry sectors. More efficient financing for airports, applying normal

business practices, should be the norm and must be prescribed by EU legislation.

2. ELEMENTS FROM ICAO POLICIES ON CHARGES FOR AIRPORTS
Furthermore, AEA has identified that a number of elements contained in the ICAQ
policies have not been sufficiently incorporated into the Commission’s proposal. AEA
therefore strongly recommends that the Commissicn should also take the following
four elements into account.

| Transparency should be in place at the level of all costs, revenues, and the methods of |

1. Transparency
AEA's position;

Although the proposed Article 5 is extensive and seems sufficient, some questions still remain.

. calculation and allocation. It should be achieved both for the process by which regulatory

decisions are made and for the expenditure and investment plans of the airport. Transparency
is also needed to identify and prevent financial flows within an airport system or within an airport
network system, and thereby cross-subsidisation between them. As airport companies become
global through mergers and consolidation, transparency will also be needed to identify the

actual financial flows between different entities within a worldwide airport group.

2. Consultation
AEA's position:
Consultation, in the form of stakeholder involvement, should be established at all

European airports before changes in charging systems or levels of charges are introduced. This
means that airports must not only inform airline representatives of future changes, but must also
seek and evaluate the views of the airline community, and then make sure that they are

- incorporated into the airport's plans. Airports will have to provide full justification for any failure

to follow these procedures. The institutionalisation” of such a process will establish high quality
consultation to the benefit of all parties.
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3. One airport - one account

AEA's position:

The principle of cost-relatedness also requires that each airport should be regarded as a
financially separate entity. Passengers and airlines using one airport should not have to pay for
the development of another airport. If, however, Member States allow for airport networks, any
cross subsidization has to be transparent. .

In general Infrastructure costs should be borne by all users equally according to the one-a/p one

| account principle, as not all users can freely choose the level of infrastructure quality they want

to have.

4. Cost-relatedness

AEA’s position:

Airport charges should be based on the costs of facilities and services provided by the airport.
Cost-relatedness limits the monopolistic market power of airports and enhances their
effectiveness. The basic principle of cost-relatedness is that charges have to be set based on a

| fair and transparent calculation and allocation of costs, assets and revenues. A fair allocation of

revenues also requires the national regulator to take intc account all revenues generated by the |

airport operator when setting the price cap.

3. OTHER ISSUES OF IMPORTANCE .

AEA's “10 Golden Rules” have only slightly been addressed and incorporated in the
Commission's proposal. AEA is concerned that these elements have been watered
down and feels that these areas need further strengthening in order to be effective in
rebalancing the relationship between airlines and airports. AEA therefore recommends
that that following elements be taken into account as well.

1, Capltal investments

AEA's position:

To meet future traffic volumes, airports will have to continue to increase capacity and adjust
their investment plans according to demand and the users’ willingness to pay. Thus adequate
user involvement, including user agreement on both the need for and the financing of any
investment, should be included in any- EU legislation. This ensures that every investment is

scrutinized and evaluated based on a clear and realistic business case.

l6



S —

L

Anlain

PAT RS ENTS

P Anw oy

Heosheds Avhigs

R MRS

Coati Arineg s

G4

Uypres fnways
o

[ T

Tt Aanvays

W]

Git )
L]

ity

e Anlises
Qo

L

SGE

TE Faragal

[BRYERS 5%

Teiciosl Aptines

Viegn Adlanlic Asredays

g

e ,;,.:_.f-w,.g?w?; I uropenn Airiines

2. Service level agreements

AEA' iti

To mitigate any unintended consequences of a price cap regulation, for example reductions in
costs at the expense of service quality, the concept of Service Level

Agreements (SLAs) should be integrated into the regulatory framework of airport charges. To
give larger [to be defined] airports an incentive to provide services at the agreed level, the SLA
ideally should include provisions for a rebate in cases where services are not fully provided. If |
airporis and airlines cannot agree on an SLA, based on adequate user involvement, the national !

' regulator should determine a minimum set of service standards.

3. Charges for “centralised infraétructures"
AEA's position:

The definition of airport charges should be broadened to include the fees for “centralised
infrastructure” as defined in Art. 8 of EU Directive 96/67, as these infrastructures are essential
facilities. These infrastructures are by definition monopoly infrastructures and therefore should
be treated the same way as other airport infrastructure covered by “ordinary" airport charges

4, Security charges

AEA’s position:

First of all it should be the obligation of Member States and their respective governments to fully
or at least partially finance security measures which benefit not only passengers and airlines but
also the general public.

Notwithstanding the above, if costs are to be borne by airlines, they must not be charged twice
for security and the airports must not be allowed to make any profits in this respect. The
proposed directive should adhere to the principle of Regulation 2320 that security charges
should be borne by Member States. The Directive should also specify exactly what is covered
by the term ‘security charges'. If the airport levies a security charge other stakeholders, such as
retailers, should also be required to pay their share.
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l 5. Benchmarking

AEA's position:

é\oc\'u«

T

EA

—

Assngintinn of |
|

European Airlines |

Various methods may be used to achieve cost effectiveness. One of the methods available to
national regulators should be a comparison of best practices at airports and regular
benchmarking of airports’ Key Performance Indicators (KPls) on service quality, costs, cost
efficiency, productivity and charges. As such, a European forum should be’ available for best-
practice benchmarking, both in terms of providing additional information to the regulator and for
companies and users to assess the performance of their regulators.
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DIRECTIVES

DIRECTIVE 2009/12/EC OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL
of 11 March 2009
on airport charges

(Text with EEA relevance)

THE EUROPEAN PARLIAMENT AND THE COUNCIL OF THE framework, basic  requirements in  the relationship

EUROPEAN UNION,

Having regard to the Treaty establishing the European
Community, and in particular Article 80(2) thereol,

Having regard to the proposal from the Commission,

between airport managing bodies and airport users may
not be met. Such a framework should be without
prejudice to the possibility for a Member State to
determine il and to what extent revenues from an
airport’s  commercial - acrivities may be raken into
account in establishing airport charges.

(3 This Dircctive should apply to airports locared in the
b Community rhat are above a minimum size as the
Having regard to the opinion of the European Economic and management and the funding of small airports do not
Sacial Commitree (1), call for the application of a Community framework.
Having regard 10 the opinion of the Commitee of the
Regions (). (4) In addition, in a Member Srate where no airporr reaches
the minimum size for the application of this Directive,
the airport with the highest passenger movements enjoys
H i [ - o s B 1
Acr_ing in accordance with the procedure laid down in EIE:;I,:.,.IM;Z::CR Cdthgfmi:{mif‘r{lcggﬁ; m:om:gp]t;) r:h?i
Article 251 of the Treaty () Dircctive to that airport in order to guarantee respect
for certain basic principles in the relationship berween
: the airport managing body and the airporr users, in
Whereas: particular with regard to tansparency of charges -and
non-discrimination among airport users.
() The main rask and commercial activily of airports is to
ensure the handling of aircraft, from landing ro take-off, e _
and of passengers and cargo, o as to enable air carriers () Inorder to P"O“’O“"“f'"'“t""'“' cohesion, Member Srates
to provide air transport scrvices. For this  purpose, should have the POSS‘.[”I“Y to apply a common charging
airports offer a number of facilivies and services related System to cover an airport network. Economic nansfers
to the operation ol aircralt and the processing  of l10|\V(tCl1 airports in such networks should comply with
passengers and cargo, the cost of which they generally Community law.
recover  through airport  charges.  Airport  managing
badics providing faciliries and services for which airport
charges are levied should endeavour to operare on a cost-
officient basis. (6} For reasons of tvaffic distribution Member States should
be able o allow an airport managing body for airports
scrving the same city or conurbation to apply a common
2 Ivis necessary to establish a common framework regu- and - transparent _Ch""’gi“?. system.  Economic transfers
lating the essential features of airport charges and the berween "hCSC aiports should comply with relevant
way they are set, as in the absence of such a Community law.
(')} ©J € 10, 15.1.2008, p. 35.
(% 0) C 305, 15.12.2007, p. 11.
(*) Opinion of the European Pacliament of 15 January 2008 {not yet 7) Incentives  for starting up new routes, such as to

published in the Official journal), Council Common Position of
23 June 2008 (O] C 254 E, 7.10.2008, p. 18) and Pusition of the
European Parliament of 23 October 2008 (not yet published in the
Official journal). Council Decision of 19 February 2009,

promote, inter alia, the development of disadvantaged
and outcrmost regions should only be granted in
accordimee with Communiry law.
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The collection of charges with respect to rthe provision of
air navigation services and groundhandling scrvices has
alrcady been addressed by Commission  Regulation
(EC) No 17942006 of 6 December 2006 laying down
a common charging scheme for air navigation services (')
and Council Directive 96/67[EC of 15 October 1996 on
access to the groundhandling market ar Community
airports () respectively.  The  charges levied  for the
funding of assistance 1o disabled passengers  and
passengers with reduced mobility are governed by Regu-
lation (EQ) No 1107/2006 of the European Parliament
and of the Council of 5 July 2006 conceining the rights
of disabled persons and persons with reduced mability
when travelling by air (). i

The Council of the International Civil Aviation Organ-
isation (the ICAO Council) in 2004 adopted policics on
airport charges that included, inter alia, the principles of
cost-relatedness, non-disciimination and an independent
mechanism for economic regulation of airports.

The ICAO Council has considered that an airport charge
is a levy that is designed and applied specifically to
recover the cost of providing facilities and scrvices for
civil aviation, while a tax is a levy thar is designed 1o
raise national or local government revenues which are
generally not applied to civil aviation in their entirety
or on a cost-specific basis.

Airport  charges  should be non-discriminatory. A
compulsory procedure for regular consultation between
airport managing bodies and airport users should be put
in place with the possibility for either paty 10 have
recowrse  to  an independent  supervisory  authority
whenever a decision on airport charges or the modifi-
cation of the charging system is contested by airport
users.

In order to ensure impartial decisions and the proper and
effective application of this Directive, an independent
supervisory authority should be established in cvery
Member State. The authority should be in possession of
all the necessary resources in terms of staffing, experrise,
and financial means for the performance of its 1asks.

It is vital for airport users to obtain from rhe airport
managing body, on a regular basis, information on
how and on what basis airport charges are caleulated.
Such transparency would provide air carriers with an
insight into the costs incurred by the airport and the
productivity of an airport’s investments. To allow an
airport managing  body to  properly  assess  the
requirements with regard 1o foture investments, the
airport users should be required to share all their oper-
ational forecasts, development  projects and  specilic

341, 7.12.2006, p. 3.

) O L
) O] L 272, 25.10.1996. p. 36.
) o)L

204, 26.7.2006, p. 1.

(14)

(15)

(16)

(17)

(18)

(19)

demands and suggestions with the airport managing
body on a timely basis.

Airport managing bodies should inform airport users
about major infrastructure projects as these have a
significant impact on the system or the level of airport
charges. Such information should be provided in order to
make monitoring of infrastructure costs possible and
with a view to providing suitabic and cost-effective
facilities at the airport concerned.

Airport managing bodies should be cnabled to apply
airport charges  corresponding to the infrastructure
andjor the level of service provided as air carviers have
a legitimare interest to require services from an airport
managing body that correspond ro the pricefquality ratio.
However, access to a differentiated level of infrastructure
or services should be open to all carriers that wish to
avail of them on a non-discriminatory basis. If demand

exceeds supply, access should be determined on the basis

of objective and non-discriminatory criteria to  be
developed by an airport managing body. Any difleren-
tiavion in airport charges should be transparent, objective
and based on clear criteria.

Airport users and the airport managing body should be
able to conclude a service level agreement with regard to
the quality of service provided in return for airport
charges. Negotiations on the quality of service provided
in return for airport charges could take place as part of
the regular consultation.

Different systems exist in differect Member States
concerning the pre-financing of airport investments. In
Member  States where  pre-financing  occurs,  Member
States or airport managing bodics should refer to ICAO
policies andfor establish their own safeguards.

This Dircetive should be without prejudice to the Treaty,
in particular Articles 81 to 89 thereof.

Since the abjective ol this Directive, namely to set
conimon principles for the levying of airport charges at
Community airports, cannot be sufficiently achieved by
the Member States as systems of airport charges can not
be put in place at national level in a uniform way
throughout the Comimunity and can therefore, by
reason of its scale and effects, be betrer achieved at
Community level, the Community may adopt measures,
in accordance with the principle of subsidiarity as set out
in Article 5 of the Treaty. In accordance with the
principle of proportionality, as set out in that Article,
this Dircctive does not go beyond what is necessary in
arder 10 achieve thar objective,
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HAVE ADOPTED THIS DIRECTIVE:

Article 1
Subject matter

1. This Directive sets conmon principles for the levying of
airport charges ar Community airports.

2. This Direcrive shall apply to any airport located in a
territory subject to the Treaty and open to commercial traffic
whose annual traffic is over five million passenger movements
and to the airport with the highest passenger movemenr in cach
Member State.

3. Member Srates shall publish a list of the airports on their
territory to which this Directive applics. This list shall be based
on data from the Commission (Eurostat) and shall be updated
annually.

4. . This Directive shall not apply to the charges callected for
the remuneration of en route and terminal air navigation
services in accordance with Regulation (EC) No 1794/2006,
or to the charges collected for the remuneration of ground-
handling services referred 10 in the Annex 0 Directive
96/67[EC, or to the charges levied for the funding of assistance
to disabled passengers and passengers with reduced mobility
referred to in Regulation (EC) No 1107/2006.. '

5. This Directive shall be without prejudice to the right of
each Member State to apply additional regulatory measures that
are not incompatible with this Directive or other relevant
provisions of Community law with regard to any airporr
managing body located in its temitory. This may include
cconomic  oversight measures, such as the approval of
charging systems andfor the level of charges, including
incenrive-based charging methods or price cap regulation.

i Article 2
Definitions

For the purposes of this Directive:

L. ‘airport’ means any land arca specifically adapted for the
landing, taking-off and manoeuvring of aircraft, including
the ancillary installations which these operations may
involve for the requirements of aircraft rraffic and services,
including the installations needed to assist commercial air
services; '

2. ‘airport managing body’ means a body which, in conjunction
with orher activities or not as the case may be, has as its
abjective under narional laws, regulations or contracts the
adminisiration and management of the airport or airport
network infrastructures and the coordination and control
of the activities of the different operators present in the
airports or airport network concerned;

3. ‘airport user’ means any narural or legal person responsible
for the carriage of passengers, mail andfor freight by air ro
or from the airport concerned;

4. ‘airport charge’ means a levy collected for the benefit of the
airport managing body and paid by the airport users for the
use of facilities and services, which are exclusively provided
by the airport managing body and which arc related ro
landing, take-off, lighting and parking of aircrafi, and
processing of passengers and freight;

5. ‘airport network” means a group of airports duly designated
as such by the Member State and operated by the same
airport managing body.

Anticle 3
Non-discrimination

Member States shall ensure that airport charges do not
discriminate  among airport  users, in  accordance with
Community law. This does nor prevent the modulation of
airport  charges for issues of public and gencral interest,
including environmental issues. The criteria used for such a
modulation shall be relevant, objective and transparent.

Article 4
Airport network

Member States may allow the airport managing body of an
airport network to introduce a common and rransparent
airport charging system to cover the airport network.

Article 5
Common charging systemns

After having informed the Commission and in accordance with
Community law, Member States may allow an airport managing
body to apply a common and transparent charging system at
airports serving the same city or conurbation,. provided that
cach airport  fully complies with the requirements on
transparency set out in Article 7.

2
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Antide 6
Consultation and remedy

1. Member States shall ensure that a compulsory procedure
for regular consultation between the airport managing body and
airport users or the representatives or associations of airport
users is established with respect 1o the operation of the
system of airport charges, the level of airport charges and, as
appropriate, the quality of service provided. Such consultation
shall take place av least once a year, unless agreed otherwise in
the latest consultation. Where a  multi-annual - agreement
berween the airport managing body and the airport users
exists, the consultations shall take place as (orescen in such
agreement, Member States shall retain the right 1o request
more frequent consultations.

2. Member States shall ensure that, wherever possible,
changes to the system or the level of airport charges are
made in agreement berween the airport managing body and
the airport users. To that end, the airport managing body
shall submit any proposal to modify the system or the level
of airport charges to the airport users, together with the reasons
for the proposed changes, no later than four months before
théy enter into force, unless there are exceptional civcumstances
which need to be justified to airport users. The airport
mdnaging body shall hold consultations on the proposed
changes with the airport users and take cheir views into
acéount before @ decision is taken. The airport managing
body shall normally publish its decision or recommendation
no later than two months before its entry into force. The
airporr managing body shall justify its decision with regard to
the views of the airport users in the event that no agreement on
the proposed changes is reached between the airport managing
body and the airport users.

3;. Member States shall ensure that in the event of a
disagreement over a decision on airport charges taken by the
aivport managing body, cither party may scek the intervention
of - the independent  supervisory authority referred to in
Article 11 which shall examine the justifications for the
niédification of the system or the level of airport charges.

4" A modification of the system or the level of aiiport
charges decided upon by the airport managing body shall, if
brought before the independent supervisory authority, not rake
effect until that authority has examined the matrer, The inde-
pendent supervisory authority shall, within four weeks of the
mtrer being brought before it, take an interim decision on the
entry into force of the modification of airport charges, unless
the final decision can be taken within the same deadline,

5. A Member State may decide not to apply paragraphs 3
andl 4 in relation 1o changes 1o the level or the structure of the
airport charges ar those airports for which:

I

(@ there is a mandatory procedure under national law whereby
airport charges, or their maximum level, shall be determined
or approved by the independent supervisory authority; or

{b

=

there is a mandatory procedure under national law whereby
the independent supervisory authorily examines, on a
regular basis or in response to requests from interested
parties, whether such airports are subject to effective compe-
tition. Whenever warranted on the basis of such an exam-
ination, the Member State shall decide that the airport
charges, or their maximum level, shall be determined or
“approved by the independent supervisory authority. This
decision shall apply for as long as is necessary on the
basis of the examination conducted by that authority.

The procedures, conditions and criteria applied for the purpose
of this paragraph by the Member Staie shall be relevane,
objective, non-discriminatory and transparent.

Anticle 7
Transparency

{.  Member States shall ensure that the airport managing
body provides cach airport user, or the representatives or asso-
ciations of airport users, cvery time consultations referred to in
Atticle 6(1) are to be held with information on the components
serving as a basis for determining the system or the level of all
charges levied at cach airport by the airport managing body.
The information shall include at least:

(®) a list of the various services and infrastructure provided in
return for the aivport charge levied:

(b} the methodology used for sctting airport charges:

(¢} the overall cost structure with regard to the faciliries and
services which airport charges relate to;

() the revenue of the different charges and the total cost of the
services covered by them:

() any financing from public authorities of the facilitics and
scrvices which airport charges relate to;

() forecasts of the situation ar the airport as regards the
charges, traffic growth and proposed investments;

(v the actual use of airport infrastructure and equipiment over a
given period: and

AR
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(h) the predicred outcome of any major proposed investments
tn terms of their effects on airport capacity.

2. | Member States shall ensure thar airport users submit infor-
martjon to the airport managing body before every consulration,
as provided for in Article 6(1), concerning in particular:

(a) forecasts as regards traffic:

(b) forccasts as ro the composition and envisaged use of their
fleer;
13

(©) their development projects at the airport concerned; and
i

(d) their requirements ar the airport concerned.

3. Subjecr o national legislation, the information provided
on the basis of this Article shall be considered as confidential or
ecorfomically sensitive and handled accordingly. In the case of
airport managing bodies that are quoted on the stock exchange,
stock exchange regulations in particular shall be complied with.

Article 8
New infrastructure

Member States shall cnsure thar the airport managing body
congults with airport users before plans for new infrastructure
projlas are finalised.

Aticle 9
Quality standards

1. In order to ensure smooth and efficient operations ar an
airport, Member Siates shall take the necessary measures o
allow the airport managing body and the representatives or
assogiations of airpor: users ar the airport to enter into nego-
tiatipns with a view to concluding a service level agreement
with regard to the quality of service provided at the airporr.
The:ic negotiations on service quality may take place as part of
the gonsultations referved 10 in Article 6(1).

2. Any such service level agreement shall determine the level
of the service to be provided by the airport managing body
whith takes into account the acrual system or the level of
airport charges and the level of service 1o which aiport users
are gnlilled in return for airport charges.

Aticle 10
Differentiation of services

. Member States shall take the necessary measures (o allow
the airport managing body’ o vary the quality and scope of
pzu'r‘lculﬂr airport services, terminals or parts of terminals,
witll the aim of providing tilored services or a dedicated
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terminal or part of a terminal. The level of airport charges
may be differentiated according to the quality and scope of
such services and their costs or any other objective and trans-
parent justification. Without prejudice to Article 3, airport
managing bodics shall remain free to set any such differentiated
airport charges.

2. Member Stares shall take the necessary measures to allow
any airport user wishing to use the tailored services or dedicated
terminal or parl of a tenminal, to have access to these services
and terminal or part of a terminal.

fn the event that more airport users wish: to have access 10 the
tailored services andfor a dedicated terminal or part of a
terminal than is possible due to capacity constraints, access
shall be determined on the basis of relevant, objective, trans-
parent and non-discriminatory criteria, These criteria may be set
by the airport managing body and Member States may require
these criteria to be endorsed by the independent supervisory
authority.

Article 11
Independent supervisory authority

L. Member States shall nominate or establish an independent
authority as their national independent supervisory authority in
order to ensure the carrect application of the measures raken o
comply with this Directive and 1o assume, at least, the tasks
assigned under Article 6. Such an authority may be the same as
the centity entrusted by a Member State with the application of
the additional regulatory measures referred 1o in Article 1(5),
including with the approval of the charging system andfor the
level of airport charges, provided that it meets the requirements
of paragraph 3 of this Article.

2. In compliance with national law, this Directive shall not
prevent the independent supervisory authority from delegaring,
under its supervision and full responsibility, the implementation
of this Directive to other independent supervisory authoritics,
provided that implementation takes place in accordance with
the same standards.

3. Member States shall guarantee the independence of the
independent supervisory  authority by ensuring  that it s
legally distinct from and functionally independent of any
airport managing body and air carrier. Member States that
retain ownership of airports, airport managing bodies or air
carriers or control of airport managing bodies or air carriers
shall ensure that the functions relating 10 such ownership or
conwrol are not vested in the independent supervisory authority.
Member States shall ensure that the independent supervisory
authority exercises its powers impartially and tansparently.

R3
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4. Member States shall notify the Commission ol the name
andl address of the independent supervisory authority, its
assigned tasks and responsibilities, and of the measures taken

to jenswe compliance with paragraph 3.

5. Member States may establish a funding mechanism for the
independent supervisory authority, which may include levying a
charge on airport users and airport managing bodies.

1
i

6.7 Member States shall ensure, in respect of disagreements
referred o in Article 6(3), thar measures are 1aken ro:

! p . i,
{a): establish a procedure for resolving disagreements between
the airport managing body and the airport users;

{b)i derermiine the conditions under which a disagreement may
be brought to the independent supervisory authority. The
authority shall, in particular, dismiss complaints which it

| deems are not properly justified or adequately documented:
and

{¢); determine the criteria against which disagreements will be
assessed {or resolution.

A ;
These procedures, conditions and criteria shall be non-discrimi-
nnrory, transparent and objective.

7.0 When undertaking an investigation into the justificarion
forf the maodification of the sysrem or the level of airport charges
asisel out in Article 6, the independent supervisory authoriry
shdll have access to necessary information from the partics
coficerned and shall be required to consult the parties
copeerned in order to reach its decision. Without prejudice to
Arficle 6(4), it shall issuc a final decision as soon as possible,
andl in any case within four months of the matter being brought
before it. This period may be extended by two months in
exceptional and duly justilied casces. The decisions of the inde-
pendent supervisory authority shall have binding effect, without
prdjudice to parliamentary or judicial review, as applicable in
the Member States.

8. The independent supervisory authority shall publish an
anhual report concerning its activiries.

Official Journal of the European Union

14.3.2009

Article 12
Report and revision

1. The Commission shall submit to the European Parliament
and the Council, by 15 March 2013, a report on the application
of this Dircctive assessing progress made in attaining  its
objective as well as, where appropriate, any suitable proposal.

2. Member States and the Commission shall cooperate in the
application of this Dircctive, particularly as regards the
collection of information for the report referred to in
paragraph 1.

Article 13
Transposition

1. Member States shall bring into force the laws, regulations
and administrative provisions necessary to comply with this
Directive by 15 March 2011. They shall {orthwith inform the
Commiission thereol.

When Member States adopt those measures, they shall contain a
reference to this Directive or shall be accompanied by such
reference on the occasion of their official publication. The
methods of making such reference shall be laid down by
Member States.

2. Member States shall communicate 1o the Convmnission the
text of the main provisions of national law which they adopt in
the field covered by this Directive.

Anticle 14
Entry into force

This Dircctive shall enter into force on the day following its
publication in the Official journal of the Euvopean Union.

Article 15
Addressees

This Directive is addressed to the Member States.

Done at Strasbourg, 11 March 2009,

For the European Parliament For the Council
The President

H.-G.. POTTERING

The President
A. VONDRA
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Impact of privatisation on the financial and
economic performance of European airports

Dr tI.-A. Vogel
Tramsport Studies Group
University of Westminster
London, UK

ABSTRACT

‘This paper assesses the financial performance ol 35 European
airports for the decade 1990 to 2000, comparing those subject o
partial or full privatisation with those still in public ownership. In
contrast to carlier research, the outcomes ol partial factor produc-
livity (PFP), financial ratio (FRA) and data cnvelopment analysis
(DIZA) arc evalualed, in order lo investigate differences attributable
to tlie degree of privatisalion. Changes in performance aller a change
in ownership structure are reviewed. The analysis of sample data
reveals cconomically meaningful and statistically significant differ-
encds between publicly owned and privatised airports. The major
differences lie in operating elliciency, capital productivity and
capilal structure. Although partially and fully privatised airports
operale more efficiently, this does not translate into significanily
highier returns on shareholders’ funds. Duc 1o their at least indircctly
government-backed credit  standing, publicly owned airpon
com}:anies can assume more debl relative (o their respective equily.
Thig resulls in considerably higher gearing and [inancial leverage,
whi¢h compensates for the comparatively low return ralc on assets.
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RO}\ retum on assels on cfticiency and productivity analysis, and in some cases contains a
ROCE return on capilal employed much more diverse range of airports. The geographical scope of this
ROL return on equity study has been restricted to Europe, since all sample airports enjoy
ROS return on sales (tolal revenue) similar market as well as operational conditions and arc subject 1o
RTS returns 1o scale similar overall cconomic and derived (raffic developmenl. The period
SARS severe acule respiratary syndrome under consideration is limited to the ten years (rom 1990 to 1999 or
S&p Standard & Poor’s Ql, 2000, respectively, where the reporting period is for the fiscal
TAM total aircraft movements year ending 31 March. This is lo ensure continuity within a compara-
'I'FI’l total lactor productivity lively slable framework presupposed by a longitudinal approach, in
TRI Transporl Research l.aboratory order to properly identity differences eventually caused by the
VFl{ variable factor productivity ownership structure of sample airports rather than by exicrnal alter-
VRS variable returns o scale ations. Conscquently, the effects of the abolition of intra-EU duty free
WACC weighted average cost of capital sulcs, the massive market penetration ol low-cost carriers with its
WLl work load unit (one terminal passenger or 100kg of air implications for airport operations and pricing, and the unprecedented

X cargo) crisis of the entire aviation industry in the aflermath of the terrorist

|
|
1

1.0 INTRODUCTION

Histbrically, airponts have developed in response to the fast growth
of the world's airline. industry. Since the mid-1990s, they are no
longer only regarded as modal interfaces bul also as global gatcways
for lourism, commerce and indusiry as well as leisure attractions in
lhe:';! own nght. The old public service concept of airports as
government funded non-profit public ulilities has increasingly been
replaced by profit orientation, private finance, aggressive marketing
and jalso acquisition strategics. Commercialisation and privalisation
are ranked high on the industry's agenda, in order lo provide funding
for growth and to sccure invesiments in infrastructurc as well as to
provide a rcasonable return on assets to the shareholders. Curope,
especially the United Kingdom, clearly appears o have been the
trendlsetter in this respect(!.

/\‘[lhough mosl airporls worldwide are still owned and operated by
the respective governmental units, a strong lendency lo experiment
willl mare privale scclor modes of management and operations has
cmefged during the last decade. The main objectives of (his study
are to cxamine the cconomic and [inancial performance of Eurapean
cominercial airporls and 1o identify distinctive features typical lor
sample airports under different ownership over an extended period
of time. The latler is an arca which is relatively under-researched.
Indigators ol partial and total factor productivily and outcomes of
finagcial ratio analysis for the decade 1990 10 2000 will be comparcd
and ftested statistically, in order lo investigaic characteristic differ-
cncc’,s attributable 10 the degree ol privatisation, Furthermore,
charjges in performance after a change in ownership during this
period will be reviewed. The resulls represent a genuine and valid
contribution to the debate about the effect of ownership structure on
airport performance.

Whilst other rescarch producing PFI? indicators usually includes a
limiled number of financial ratios, neither cxtensive in-depth
linancial ralio analyses have been carricd out, nor have questions of
capilal structurc or the financing of asscts becn addressed. The
research underiaken by Parker® which investigated BAA before and
aflef its privatisation found no significant differences in perfor-
mance. Both the global analysis of the Air Transpori Rescarch
Sociely (ATRS) as o 2002 and Iolvad and Graham in their
rescgrch of UK airports tested lor ownership, but this did not appear
o nflect the performance measures applied in these studies in a
statiftically  significant manner. Vasigh and Haririant®  who
compared private and public airports using a sample of UK and US
airpdrts, did (ind significant differences but this may partly be due to
other characteristics of UK and US airports, rather than ownership
along. Hanaoka and Phommat® compared airports under ownership
ol the Department of Civil Aviation and the more independent
Airmorts of Thailand Public Company Limiled, which was partially
pr'r:rllllised in 2004. However, clear differences were not apparent.

Most of the other rescarch, though, is only for a very limited time
pcri?d. is nol focused on linancial performance but rather exclusively

attacks in the United States on 11 September 2001, are excluded to
the grealest possible extent,

‘This paper focuses on the financial and ¢cconomic performance of
airports in public versus mixed public-private and fully privale
ownership. Since (inancial results reflect a company’s achievements
over a diverse array of activitics, lhey are arguably by far the most
important dimension of performance. Airport scrvice quality,
airports regulation and legal, social or other aspects of airport
privatisation — which are clearly beyond the scope of this study —
will not be considered. The structure is as follows: Section 2 intro-
duces the sample European airports. Section 3 provides an overview
of the research design and discusses methodological issues. Section
4 presents the main results of the performance assessment and
examines cerlain factors which appear to have influenced the
abscrved differences in airport performance. Seclion 5 contains a
summary, while the final Section 6 puls airporl privatisalion into
perspective.

2.0 SUBJECTS AND DATA

‘The 31 indivicual airporls and four airport syslems (Aeroports de
Paris, Aer Rianta, BAA and Berlin Group) considered in this siudy
arc a disparatc group in lems of traffic throughput and make-up,
operational organisation, geographical location, regulatory regimes
and ownership characteristics. The sample represents a cross-section,
Irom FEurope's leading L.ondon [Heathrow to smaller oncs like Basel
and Cardifl. (t includes privaiely owned airports like Glasgow,
parlially privatised aitports such as Dusseldorl, publicly quoted
companics like Copenhagen and Vienna, and publicly owned but
organisationally indepencent airports such as Cologne and Geneva,

Principal sources of data are the respective reports and accounts,
supplemented By financial data from the Companics House, London.
Detaited traffic stalistics were also oblained from (he slatistical
airporl serics published by the Centre for the Study of Regulated
Industrics (CR1), Airporls Council International (ACI), the UK's
Civil Aviation Authority (CAA) and [rom the German Airports
Association (ADV).

Although the sample airports arc almost evealy distributed over
the British Esles and mainland Europe, the number of partially and
fully privatised airports is significantly higher in the British Isles.
This is due lo the fact that the UK historically paved the way for
airport privatisation based on the Airports Act as of 1986(7W,
Consequently, this is characteristic of the actual ownership structure
of Furopean commercial airports and reflected accordingly in the
sample 4s listed in Table 1 below for the year 1999. While
ownership changes towards increased participation of the private
seclor with |1 sample airports during the period under scrutiny, this
may predominanily resull in a separation of UK airports from (heir
canlinental peers Tor some fiscal years with regard to the group of
{ully privatised companies (for details see Vogel®™),

A simple view of privatisation is the change of ownership of the
property and lacilities, and specilically the transfer from a

L6
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I

I Table 1

! Total sample of European alrports as of 1999
i

Code  Publicly Owned Airports TAM» Total  Total Air
PAX (‘000)> Cargo (t)

ADI Acroports de Paris, France (CDG - Charles de Gaulle, ORY - Orly, others)e 1,710,664 69,016 1,361,039
AM Amsterdam, Netherlands (AMS —~Amsterdam, RTM — Rotterdam, others) 688,095 37,740 1,227,106
ARI| Acr Rianta Groug, Iveland (DUB - Dublin, SNN - Shannon, ORK - Cork)s ¢ 264,948 16,488 158,561
BEﬂ| Berlin Group, Germany (TXL - Tegel, SXI° Schoeneleld, THE - Tempelhol)e 217,643 12,379 41,653
BSI; Basel Mulhouse, Switzerland/France 124,956 3,572 72,932
CGH Cologne, Germany 151,335 6,089 410,436
I R/T Frankfurt, Germany 439,093 45,839 1,538,822
GVA Geneva, Switzerland 159,256 6,995 51,320
HA Hamburg, Germany 156,525 9459 52,423
LB Leeds-Bradford, UK 63,954 1,463 236
MA Manchester, UK 185,041 17,760 112,229
MR£J Marseille, France . 123,131 6,017 58,584
NCIl Newecastle, UK 79,289 3,022 4,239
ZRI—[ Zurich, Swilzerland 306,182 20,925 378,449

]
(Iodc Partially Privatised Airports TAM» Total Total Air

! PAX (‘000)> Cargo ()
ADI& Acroporti di Roma, ftaly (FCO - Fiumicino, CIA - Ciampino) 285,696 24,683 199,769
Bil)f Birmingham (International), UK 118,368 * 7,027 30,304
BRS Bristol, UK 61,723 2,016 8,265
('I’ii Copenhagen, Denmark (CPH - Copenhagen, Roskildc) 394,747 17,502 315,348
DUS Dusscldorf, Germany 194,065 15,926 61,541
HA Hanaver, Germany 94,711 5,085 14,671
NAi Naples, ltaly 56,895 3,660 4956
VIE; Vienna, Auslria 191,742 11,204 125,585
('.‘od'le Fully Privatised Airports TAM- Total Total Air
. PAX (‘000)  Cargo (t)
A3 Aberdeen, UK 103,985 2,470 5,933
BAA BAA Group, UK(ABZ, EDI, GLA, LGW, LHR, SOU, STN)¢ 1,229,900 117,423 1,929,844
BFS Belfast, UK 101,453 3,038 40,461
BR1 Brussels, Belgium 313,929 20,005 656,302
CW|. Cardiff, UK 65,293 1,334 2,854
EDI Edinburgh, UK 101,192 5,114 48,176
EMA ast Midlands, UK 72,712 2,231 142,345
GLA Glasgow, UK 101,339 6,810 12,026
LGW London Gaiwick, UK 255,569 30,559 313,627
LHI London Heathrow, UK 458,270 62,263 1,355,417
LPI Liverpool, UK h 76,194 1,308 42,178
LTN London Luton, UK 79,793 5,273 27,433
STN London Stansted, UK 155,080 9,453 193,986

Source: Awports Council lnternational('®

] '/'ofFI aireraft movements (TAM) = air transport movements (ATM) + other movements
b Total PAX = terminal passengers v fransit passengers;

v Atrbort systems = bold

d DuPIin Airport Amthority PLC since | October 2004
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govimmcnl agency lo privale investors. T'his is misicading regarding
awperis, since most privatisations ol major commercial airports did
not jnvolve the actual sale of the property, the privatisation of the
fornjer British Airports Authority being the most notable ¢xception.
Airport privatisation usually involves only the transfer of some
owagrship rights('d, .

Inf this context, ‘privatised’ is defined as a long-term private risk
investment in terms of an cquity stake (in excess of 75% Lo qualily
as ‘biully privatised’), a long-lerm leasc or concession agreement, or
a “build, operate and transfer’ (BOT) franchise, as distincl from
shorler-term management contracts without cquity commilment.
Whire ‘partial privatisation’ is found, this requires a minimum
private share of more than 20% or an adequate lcase/concession
agreement with regard to total equily, since without a substantial
finaacial invalvement and corresponding risk, investors will hardly
be able to exercise cffective management control.

3.0 METHODOLOGY

3.1 Comparabllity issues

For [the time being, no accepted industry practice has been estab-
lishdd for measuring and benchmarking airport performance on
varij:us aspects of operational efficiency and productivity as well as
financial performance. Moreover, most of the cxisting research in
the area is on sclected aspects of airport performance rather than
providing a truly comprehensive picture.

With nearly all inter-company performance comparisons there are
sevaral comparability issues and the airport industry is no exception
This is particularly the case, as there is no ‘lypical’ airport when il
comes o looking at the services and facititics which an airport
provides. Beyond the basic operational functions, differenl airports
have hittle in common, with some airport operators providing activ-
ilies; such as security, air traffic control, ground handling, car
parking, duty-free shops, cleaning and heavy maintenance, while
others will either contract these oul or have no involvement.
Moreover — although not entertained across the Buropean Union —
few lairports nay indircctly benefit {rom continued ‘public subsidy’
in terms of (he provision of policing and other border agency
servjces or supporling infrastructure. These particular effects are also
dil'ﬁ!rcm from onc side of the Enghsh Channel to the other, ic.
mailand Europe. This will impact on both cost and revenuc levels
as well as the derived indicators and ratios.

It may be possible to compare an airport with other similar
airpbris but this is not always the case. An alternalive approach,
which has been applied by Doganis et a2 and the Transporl
Res¢arch Laboratory (TRL)Y, is to reduce these problems by
adjusting the data to a ‘normalised” sect which represents a
hypéthetical airport which undertakes & standard sct of activitics,
Such adjustments, however, may involve a considerable amount of
subjbcli_vily in the assumplions which are made in moving towards a
stanfard airport, since there is no agreed standard for the application
of data adjustments. Moreover, making such adjustmenls incvitably
meahs a movement away from realily and may also ignore the
complementarity of the differemt activities or Lhe rcasons which
detefmine why an airport chooses Lo provide certain services. In the
end,! the most Favourable approach will depend on the aim and [locus
of tlie performance assessmient.

'I‘Eis study, with its financial emphasis, is concerned with the
actub] cxisting  airport  companies rather than  conceplually
normalised ones, as this is what is of interest to the financial sector.
Adjiisted data will not necessarily reveal all strenglhs/weaknesses
and arcas for further improvement —- nor will it give a true and [air
pictre of the earning power as a basis for evaluation. For these
rcas_bns, the data has not been adjusted so s 1o avoid any distortion
of the true circumstances.

Arril. 2006

Anolher key issue of comparabilily concerns the measurement of
the capital input since there is no standardised accounting system fol
afl airports. For this reason, some studies tend to focus much more
on the other inputs. For example, in the 2003 ATRS study a variable
factor productivity (VFP) index was constructed by aggregating the
measures related to labour produclivity and other operating costs.
The rationalc given was that in the short to medium term, airports
make managerial and operational decisions within the given state of
their capital infrastructure and that they may not always have total
control over capital use(. However, from a purely financial
viewpoint, capilal is a crucial input for any airport business and so in
the study it receives considerable attention.

An important part ol any performance asscssment, is not only (o
determine the relative cfficiency levels but also to try to ‘explain’ the
variations which have been observed with reference to certain
characteristics of the airports. FFor example, these could relate to size
and tralfic characleristics, ownership structure, regulation and
compelition, scrvice quality and the existence of congestion, airport
location, and management strategies towards the development of
non-aeronaulical revenuc or out-sourcing, Some studies divide these
faclors inlo two catcgorics, namely those which are beyond or under
managerial control, This cnables the original or ‘gross’ measure of
produclivity 1o be adjusted to a residual ‘net’ measure which climi-
naics the cffects which are beyond managerial control and deter-
mines the frwe scope for enbancing efficiency(-'® A popular
mcthod which has been used to identify the factors which influence
performance is regression analysist412.19), In addition, the analysis of’
sample means (c.g. the 1-lest or Mann-Witney tesl) can be used to
asscss whether a certain airport characteristic can produce statisti-
cally significant different perforinance values®!%19. For this
rescarch, both regression and t-tests have been used as described
below (sec Vogel® for more details).

3.2 Research design and procedures

I'he rationale ol the subsequent analysis ol productive efficiency
and financial performance is the framework provided by the Du
Pont system, the most common usc of which is lo disaggregale
relwin ratios in the profit margin and turnover clements. i
suimmarises the relalionships between return on invesiment (assets),
assel lurnovcer, the profit margin and financial leverage. The upper
feft branch in IFig. | develops the proflit margin on sales (total
revenue), the lower one the company’s turnover of tolal assels.
Financial leverage in using debt financing and taxes paid further
afTect a finn’s return rate on equity (ROE). The “airport value tree’,
as displayed below, is a rcfined application of this method of
decomposing return ratios into componcents Lo the airport world.

“T'he “airport valuc tree' is rooted in traffic — aircrafl movements

and passcngers. Airports creale value by converting traffic into
revenue through the provision of infrastructure and services. Both
assel lurnover and profit margin are driven by (raffic volume, asset
wiilisation, and operating cfficiency. The product of profit or
operating margin and turnover of total asscts results in the retumn
generated by the airport’s assets before taxes. The respective capital
structure will exert a (inancial leverage and then result in return on
equily. Finally, taxes will have 10 be paid.

Financial ratio analysis involves assessing a company's financial
slatcments, providing information about a finm'’s position at a point of
time as well as its operations over some pasl period. It is a commonly
used technique for analysing the financial performance and under-
lying causal relationships of a finn. Ratios standardise numbers and
facilitaic  comparisons. ‘Thercfore, ratio analysis is frequently
cmployed for benchmarking companics, as well as across induslry
seelors. Still, it has not yet been exicensively applied to airports(20.

‘I'he basic approaches of performance indicators are partial versus
total measures. Partial or partial factor productivity (PI°'P) measures
cxamine the relationship belween one or more inpuls and onc or
morc outputs. Tolal factor productivily (TFP) and data envelopment
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Figure 1. The airport value tree.

analysis (DEA) deal with multiple input and oulput activitics,
producing an overall measurement of the combined factor inputs in
celation to the 1otal output produced@m.

In gencral, financial metrics and productivity measures are Lhe basic
quantitative approaches to performance measurcment. The first
calegory emphasiscs profitability or retum rates. “The latier onc refers

1o thic relationship between inputs and outputs and the basic nolion of

supplying more oulputs using fewer inpuls@. Based on the concepls
of performance indicators and financial ratio analysis, comparisons are

madg by working out indices and ratios representative of key areas off

management as sumimarised in Table 2 (and defined in the Appendix)
(or the individual sample airports. Subsequently, mean values of the
ten-year period under consideration arc calculated for the sub
groupings of publicly owned and privatised airports. This includes
measures of aggregate and disaggregate cost and revenue, commercial
performance, investment activities and cash flow, capital structure and
produulivi!y, and ultimately profitability. Descriptive measures
conslitute the context for these indicalors, wilh ‘ownership structure’
as the decisive feare

The analysis of more than 300 observations per constituent ol any
indicator or ratio results in o comprehensive survey on Lhe financial
performance of the sample airports. The arithmetic means of the
descriptive  statistics —— representing  the  statistic for central
tendency — are cstablished next and grouped per ownership
crildria, or publicly owned versus privatised (wholly and substan-
lially privately owned) airports. The unweighted ten-year group
means imply high validity and reliability, and also provide long-
len trends, diminishing the potential influence of cxtraordinary
cverts, as well as the airports’ position in the invesiment cycle.

Monctary data for 1999 is in Euro for Euro zonc airports, all
othef data was converied from local currency to ECUs tor 1990-

1998 and ta Fiuro for 1999, respectively, Where monetary lerms are
adjusicd for inflation, all data is indexed 10 the common base year;
thus 1995 cquals 100. Neither special drawing rights nor purchasing
power paritics cxchange rates are applicd in this entirely European
setting. Ulimately, prevailing market conditions reflected by
forcign cxchange rates resulling in the total amount to be financed
in a transaction is what really matters from the investor's
perspeclive, rather thap cqualising the buying power of different
currencics

In order to test il the performance is significantly different for
sample airports in public or privale ownerstup, PFP and FRA
outcomes were subjected (o an independent and a related t-test.
Their usage depends on whether the independent variable was
manipulated using the same or different subjects

The independent samples -test is designed 1o test the null
hypothesis that the population mean of a variable is the same for
two groups of cases. In this between-group design, different
subjects participate in each condition — in (his context different
ownership structurcs. [f the null hypothesis is lrue, the samples have
been drawn from the same population and ownership structure does
not alfect the financial performance in a stalistically significant
manner. In addition, the independent means t-tesl can accommodate
different sample sizes.

The dependent-samples t-test, in contrast, lests (he null
hypothesis that the difference in means of two related variables is
zero. This repealed mceasures design considers the same subjects in
both conditions — in this instance, airporl companies before and
after partial or full privatisation. If there is no significant dilference
between the population means, then the null hypothesis is true and a
change in ownership structure has no statistically significant efTect
on the performance of sample airports.
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Profitability

EBITDA® margin

Opefating margin, profit margin (EBIT® margin)
Revenue / expenditure ratio (RevEx)

Retwrn on capital employed (ROCE)

Renjr on net assets (before interest & tax, RONA)
Retjrn on total assets (ROA)

Retym on total revenue (ROS)

Retdrn on shareholders’ funds (ROE)

Cosl efficiency

Infliftion-adjusted total cost per WLUe
Inf4tion-adjusted operaling cost per WLU
Inﬂﬂtion-ad_iuslcd depreciation cost per W1,U

Revenue generation

Infljtion-adjusted total revenue per WLU
Infigtion-adjusted acronautical revenuc per WLU
Total revenue per currency unit of sharcholders’ inds

Commercial performance
Nonfaeronautical share of total revenue
Infidtion-adjusted commercial revenue per PAX4
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Table 2
Indicators of partial factor productivity and financlal ratios

Capital structure

Net asscts in percent of total asscts
Debl ratio

Gearing (debt / cquity ratio)
Financial lcverage

Capital productivity

Assct utilisation (WLU/total asscts in ‘000s)
Total asset turnover

Fixed assel turnover

Investment indicators

InNation-adjusted capital expenditure per PAX
Capital expenditure in % of total revenue
Capital expenditure Lo depreciation ratio

Cash flow ratios
Cash flow in percent of total revenue
Investment coverage ratio

aliBYIIDA = earnings before interesi, taxes, depreciation and umortisation;: "EBIT = earnings before interest and tuxes;
«Work load unit (WLU) + one lerminal passenger or 100kg of air cargo; YPAX - terminal passenger

The overall financial efficiency of publicly owned and privatised
sample airports was compared by data envelopment analysis (DEA).
DEA is a non-parametric method of measuring performance and
quur;uiﬁcs a single unitless index of overall efficiency. It is based on
a ranking concept of the relalive efficiency of a sct of decision-
mak}'ng units (DMUs) which arc engaged in performing the same
fungtion. DEA only requires minimal assumptions about how the
factors of production and the outcomes relate to cach other znd docs
nol Twpulhcsizc a functional form between them. It also does not
require 10 prescribe weights 1o be altached 1o cach input and output
as in the usual index number approaches. ‘Therelore, DIEA has
becgme a popular alternative to total factor productivity (TFP) for
eslablishing an overall mecasurement of the combincd faclor inputs in
relation Lo the total oulput produced.

40 PRESENTATION AND DISCUSSION OF
: MAIN RESULTS

Corgelational research included comparisons of the group means of’

the jndividual indices of partial factor produclivity and financial
ratios by the above-described 1-tests. Data envelopment analysis was

applied 10 assess differences in the overall faclor productivily of

publicly owned and privatised airports.
!

4.1 !Correlatlonal research

4.1.1 Independent samples

The:iresults of the independent samples I-lests reveal statistically
significant or even highly significant differences belween privalised
and {publicly owned airports for 20 ow of 28 ratios, rejecting the
null fhypothesis that the population mean ol these vartables is the
samt for both groups ol cases on a 95% and 99% confidence level,
respectively. Fipure 2 Hlustrates the main findings. Average total

cost per work load unil (WILU) of privatised airports, for example, is
€3.66 lower than the €16.07 average of publicly owned airpotts.
Average operating cost per WLU is €3.33 lower with privatised
airports (€11.36), and so on,

As displayed in Fig. 2, the majorily of 20 out of 28 performance
indicalors and financial ratios (csted significantly or even highly
signilicantly differcnt for privatised versus publicly owned airports.
No slatistically significant difference has been found in respect -of
the non-aeronautical share of (otal revenue (commercial + other),
return on capilal employed, EBITDA margin, return on equily, cash
Mlow in percent of tolal revenue, the investinent coverage ratio (cash
Now/capital cxpenditure), capital expendilure  per terminal
passenger, and capital expenditure in percent of tolal revenue,

Whereas parlially and fully privatised airports show improved
ratios in the majorily ol cases, it is worth noting that publicly owned
companies are signilicantly more successful with regard to capital
productivity or assct utilisation (WLU/total assets), fixed and total
asscl lurnover, revenue generation (tolal as well as acronaulical unil
revenues), comimercial revenue per lerminal passenger, retum on net
asscls, {olal revenue per currency unit of sharcholders® funds and the
capital expenditure to depreciation ratio.

It needs 1o be pointed out that specifically when ralios involving
balance sheet ilems are being considered, the test reveals distincl
differences, indicaling a different capilal structure and capital
productivity ol sample airporls, and a different way of financing the
produclive assets.

In this respeet, the partially privatised airports assume an
outstanding position within the group of wholly and substantially
privately owned entilies. Differentiating between partially and fully
privatised businesses clearly shows that privatised airports do nol
conslitule a homogeneous group but reveals distinct differences
amongst them. ‘This is most markedly regarding unit costs, revenue
generation and total revenue per cutrency unit of sharcholders® tunds,
total asset turnover, debl ratio, gearing and financial leverage, return
on capital employed, net asscts in percent of tolal assels, retum on net
assets (before interest and (axes), return on assets and return on cquity.
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I

Total cost 16.07€ Operating margin * 14.8%

ger WLU (i) ** 1241€ ] 20.0%
perating cost 14.69€ EBITDA margin ° 30.5%
r WLU (i) ** IT.36€ 323%
epreciation cost ;{ 2.56€ Return on net assets ; 31.8%

ger WLU (i) ** I71€ bef. interest and tax * | 15.8%

Asset utilisation ** 36 Return on total 60% 1939,

(?WLU / total assets) 126 revenue (ROS) *

'E”otal asset it b 50 Retumn on shareh. | 0%

trnover ** 344 funds (ROE) °, | 9.6%

|

Hixed asset 1.269 Net assets in % of 39.7%

turnover * 440 total assets ** ] 592%

Total revenue 17.24€ Debt ratio ** | 62.5%

per WLU (i) ** 14.36¢ _ 40.8%

]

Aeronautical rev. 9.83€ Gearing ** 304%

per WLU (i) * 8.26¢ (debt/ equity ratio) 86%

"Fotal rev. per currency 2672 Financial 404%

unit shareh. funds ** 664 leverage ** 186%

Non-aeron. share 43.2% Cash flow in % of _ 21.7%

of total revenue ° 43.2% total revenue ° _ 3 24.6%

(Gommercial rev. per 7.66€ Investment coverage [ | 1080

QAX @H* 6.74€ ratio (CF / capex) ° | 1.326

Revenue / ] 103 Capital expenditure [ s

expenditure ratio ** | 1.203 per PAX (i) ° | 7.20€

E;{etum on total e 3% Capital expendifure 28.1%

'dlﬁssets (ROA) ** [s.5% | in % of'total rev. © | 42.7%

Retum on capital ' 7.9% Capital expenditwe/ [~ 200 3458

employed (ROCE) ° 8.5% depreciation ratio ** - |

Key: | A | publicly owned airports |:| privatised airports

* statistically significant

(1) inflation-adjusted = indexed to 1995

** highly significant

° not significant

(95% / 99% level of confidence)

Nuref: Due to data incomparability, BER is included for 1994-1999 only; BRU 1990-1997: DUS 1990-1995; LN 1990-1997: the BAA Group is
excluded from sample averages (o avoid double counting,

Figure 2. Results of independent samples t-tests.
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I’;!arlial]y privatised and publicly owned airports appear (o gencrate

comparatively higher inflation-adjusted total as well as acronautical
unit revenue. This may be partially atiributable to a difTerent customer
base] i.e. a lower share of — at the lime — upcoming no [rills low-
cost|carriers. The level ol acronautical charges and thus revenue may
also| be, 10 a certain extent, influenced by the respective regulatory
regime, which tends to result in higher aimport fees on average in
mail‘uiand Europe. Converscly, application of the single-till concept in
the UK tends o result in comparatively lower airport charges, since
cross-subsidised by revenuc from commercial activities. This method
is sifnilar to the residual approach in the US. Under lhe continental
Eurgpean dual till model, in contrast, commercial procccds are not
takeh into consideration, allowing lo recover the costs of the provision
of airport infrastructure and servicest-27),
Op the other hand, the effects of regulation on airport charges
must not be unduly overestimated. Firstly, within the EU rules,
acrohautical charges need to be non-discriminatory, transparent and
costirelated. And secondly, airporls have a built-in incentive to avoid
everjtual exploitation of potential market power. This is caused by
the existence of locational rents gained from retailing and property
activities and the complementary nature of demand lor air services
and retail spending by passengers. As long as the location rents arc
of sufficient magnitude to compensate for lower acronautical
charges, there is a strong incentive lo keep aeronautical charges
lowgr than monopoly level. From this perspective, cconomic
regulation of airports may be considered questionabic in principle
and may be even dysfunctional(27-31),

Another resull of the independent measures design is that publicly
{)'wnf:d airports appear lo generate significantly higher total revenue
per ¢urrency unit ol shareholders’ funds, owing to their reintively fow
cquity share us compared to privatised airports. The comparatively
hight cquity share of partially and fully privatised airports, in turn, is
causal for their lower debt ratio, gearing and financial leverage

Chpital expenditure in percent of total revenue appears to be
highiest for fully privatised airports, but is generally closely related to
overall investment programmes alongside traffic growth. Also, the
capilal expenditure lo depreciation ralio and capex per lerminal
passenger are highest Tor fully privatised airports. [n general,
inveltment activitics may also be an obligation under the respective
privitisation scheme and/or concession agreement.

‘I'he investiment coverage ratio (cash flow/capital expenditure) and
cash Mlow as percentage of total revenue appear to be highest for
partially privatised airports, All cash flow-related ratios are driven
by dapital expenditurc which is, in turn, growing the assct base as
welll with an immedinte impact on ratios involving asscls and depre-
ciatipn. Capital produclivily — or asset utilisation in terms ol WL.Us
10 total assets — as well as [otal and fixed asset lurnover are signifi-
cant]y higher with publicly owned airports.

4.1.2 Paired-samples

In ofder to assess changes in financial performance before and afler
priviitisation, Lhose nine sample airports which have experienced a
charjge in ownership struclure during the period under consideration
havd been subjected to matched-samples (-tests. These are Bristol,
Copenhagen, Hanover, Naples, Rome and Vienna which have been
partially privalised and fully privatised Belfast, CardilT and [:asl
Mid]ands.

‘e tests comprise the identical 28 ratios as above and compare the
respeelive means prior to and after partial or [ull privatisation
Avcrage values in this before/after-design arc weighied cqually,
regardless of the duration of the respeclive periods. While this within-
group or related measures design reduces the error variance, making it
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casier (0 detect any syslemalic variance, il needs 10 be noted that
despite the relative power of repealed measures designs the degrees of
freedom arc reduced likewise in this specific case. This results from
the fact that only nine sample airports lend themselves to this
belore/ahter approach.! 1The matched-pairs are only a subsel of the total
sample ol 35 airports and — although fully consistent in itsell — a
one-lo-onc comparison to the findings of the independent-samples t-
tests is limited. Nevertheless, the results of the dependent-samples t-
lests reveal statistically significant differences between sample airports
prior o and after partial or fuil privatisation for 12 ratios, rejecting the
null hypothesis thal a change in ownership structure has no statisti-
cally significant effect on the financial performance of commercial
airports by relatively strong t-values on a 95% confidence level,
Figure 3 illustrates the main findings based on the nine airports experi-
encing a change in ownership. For example, the avcrage Lotal cost per
WLU before partial or full privatisation is €3.531 higher than the
average of €14.35 afler a change towards the private sector, elc.

Statistically significant differences have been measured for 12 key
ratios, such as inflalion-adjusted (otal unil costs, operating unit costs
adjusted for inflation, assct utilisation in tcrms of WLUftotal asscts (in
*000s), lotal asset turnover, lotal unit revenue, acronaulical unil
revenue, the revenue/expenditure ralio, return on asscls, operating
(EBIT) margin, EBITDA margin, retum on sales and cash flow in
percent of tolal revenue.

Opcrating and (otal unit costs, cash flow in percent of lotal
revenue, operating and [ERITDA margin, the revenue/expenditure
ratio, return on assets and return on sales, all have significantly
improved after partial or full privatisation. Structural changes appear
lo produce improvements in operating efficiency and profitability.
‘I'he revenue-generaling ability regarding lotal unit revenue as well
as acronaulical unil revenue, however, appears to be reduced in
contrast 1o the period before partial or full privatisation. “This is in
line with the findings of the overall financial ratio analysis, as well
as the independent (-lesls, .

All paired-samiples test results are consisient with the outcomes of
the independent I-lests, although the total number of 12 significant
corrclations may appear Lo be comparatively low at first sight. it
needs Lo be emphasized, however, that this is due o the rclatively
small number of cases (and thus degrees of freedom) of lhe subsel.
Wherever no statistically valid relationship has been found, the
coefficicnt sign of any other ratio — indicating he direction of
change - is consistent with he results of the indcpendent (-tests
based on the lolal sample. The exception is the non-acronautical
share ol total revenue and (he return on net assets before interest and
taxes, for which the matched-samples tesls reveal improved ratios
after partial or full privatisation, as well.

4.2 Data envelopment analysls

The consistent lindings ol the two types of t-tests above are
conlirmed by total productivity measures in terms ol data envel-
opnment analysis as well as complementary regression analyses on
the respective DEA scores.

DEA relates to ‘best’” or ‘efficient’ rather than average perfor-
mance. In carrying out so-called dominance comparisons of the
production units’ inputs and oulputs, it applics a relative efficicney
concept, cfficiency is nol measured in absolule terms but in relation
lo the sample. The essential idea of DEA is to evaluate, how
cificiently each decision-making unit is handling the input/output
transformation process when compared to other DMUs cngaged in
that same pracess. .

A DMLU is Pareto-efMicient if it is not possible to lower any one of
its input levels without increasing at least another one of its input

1 Dug 10 its pseudo-partial privatisarion wnder the Ewrohub Lid BOT-scheme, Bivminghaw is considered parally privatised for the full period. Likewise, liverpool
is acpounted for as fully privatised for the entive peviod due fo the private secior's share of 76%. Because of data incomparability, Dusseldosf and l.uton are not

inchided for the full period under scrutiny and thus not in the before/afler design.
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Total cost 17.86€ Operatingmargin* [ ] 144%  25.7%
per WLU (i) * 14.35€ |
Operating cost 16.90€ EBITDA margin * ] 24.8%
per WLU (i) * _ - |13.02¢ ' | 354%

epreciation cost 2.08¢ Return on net assets 24.8%
r WLU (i) ° E | L75€ bef. interest and tax ° 25.1%
set utilisation * 35 Return on total 189%  180%
qW LU/ total assets) 3 revenue (ROS) *
otal asset 562 Return on shareh. 10.6%
over * i.492 funds (ROE) © | 15.3%
ll“ixed asset 1381 Net assets in % of 43.5%
rnover ° 780 total assets © 47.0%
otal revenue 19.53€ Debt ratio ° ] 56.5%
er WLU (i) * 17.25€ 53.1%
eronautical rev. 12.32€ Gearing © 309%
er WLU (i) * 10.79€ (debt/ equity ratio) 126%
Total rev. per currency 2922 Financial | 409%
unit shareh. funds © | 1252 leverage © 2%
Non-aeron. share 35.6% Cash flow in % of i | 19.3%
f total revenue © | 36.8% total revenue * |27.7%
“ommercial rev. per 7.36€ Investment coverage 1.551
AX (i) ° 691€ ratio (CF /capex)® | 1761
Revenue / 1107 Capital expenditure [ |50
I{penditure ratio * 1253 per PAX (i) © | 6.32€
eturn on total e P 2.4% Capital expenditure [ ]a09%
assets (ROA) * | | in% of'total rev. ° | 32.0%
Return on capital % Capital. e{(pendi.ture/ o e o0 3296
mployed (ROCE) ° Ji1.2% | depreciation ratio © |

‘ ey: I:| before privatisation
statistically significant
Qi) inflation-adjusted =

° not significant
indexed to 1995

: after privatisation

(95% level of confidence)

Figure 3. Results ol paired-samples t-lests.

leve|s and/or without lowering at lcast one of its outpul levels. This
means, a Pareto-efficient DMU will lie on the elTicient fronticr and
its l;Echnical efficiency will be one whether it is measured in the
input or in the output orientation. There are two basic models, the

CCR (Chamnes-Cooper-Rhodes) model which assumes constant
returns to scale, and the BCC (Banker-Charnes-Cooper) model
which is based on variable rclurns to scale. The latter one can
therefore be used 1o measure scale effects@,
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Table 3
Mean annual DEA scores (variable and constant returns lo scale)

[ 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990
VRS (BCC-i-Scores) 8262 . 8128 8111 7228 .7646 8391 8342 8084 7624 7675
CRS (CCR-i-Scores) 7053 6962 6685 5828 .6791 7865 .7843 7458 7003 6405
Scile Efficiency Scores® .8587 8591 .8327 8205 8924 9423 9448 9279 9249 8418
Notds: Due to datu incomparability. BER is included for 1994-1999 only: BRU [990-1997; DUS 1990-1995; LTN 1990-1997;
the 44 Group is excluded from sample averages to avoid double counting. ¢

* Sctile scores = CCR-i- aver BCC-i-scores.
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A has been used for @ number of differcnt airport studies. For
ple, Graham and Holvad("% used DIEA to compare the perlor-
ce of Europcan and Australian airports, whilst Pels e af02
sed on comparative European performance. A number of studies

been undertaken regarding US airports, c.g. Gillen and
1333, Sarkis('®, Bazargan and-Vasight'?, in the UK, Parkert?)
sed the performance of BAA airports whilst Holvad and

CGirahamt) investigaled a wider sample ol UK airports. It is a
comimon feature of this DEA work that it has been primarily based
on qlzys{cal measures and has not laken account ol unit input costs.

Inj this study, in contrast, the DEA scores — overall indices of
(in)dfficicncy of the individual sample airports relative 1o each other
—— gre exclusively based on financial variables. In principlc, ihe
factor inpuls can be measured in either physical or linancial lerms.
In this case, the lolal factor input was representcd by total costs
whicth included depreciation (o rellect the capital invested in the
prod
feve
thro
whig
foct

we which would assess ‘financial cfliciency’, physical
hghput measures such as lerminal passengers and air cargo
h would assess ‘physical efficiency’ or a mix of both. Since the
5 of the rescarch is on linancial performance, the (inancial
cffidicncy mode! bas been applied, measuring tcchnical input
cfTigiency based on financial input and outpul variablcs.

‘hese basic variables are preferred o ¢.g. principal component
analysis or using a common sct of weights, in order not to move
away from reality. ‘The rationale is analogous to the application of
raw [data as elaboraled on carlicr, which should be a prercquisite for
IDEA, as il is based on relative efficiency. Morcover, the input
oricnted approach addresses the concern that some airporls may be
faci{fg restrictions on i.e. the maximum number of aircralt and/or
passenger movements allowed under the respective local regulations,
or inay be expericncing di(ficulties in obtaining expansion
permission or in accessing the capital markets to finance investment
in ddditional facilitics, eventually requircd to copc with traffic
growth. The input orierted model also allows to determine the maost
productive scale size (MPSS).

Uhder variable returns to scale (VRS) of the input oricnied
Runker-Charnes-Cooper model (BCC-i-model), the analysis reveals
a general trend of small to medium-sized sample airporis (o operate
undér increasing relurns to scale (IRS), whereas airporls and airport
systéms with a Iraffic volume in cxcess of approximalely four
milljon terminal passengers per annum (mppa) seem (o operalc
under either constant (CRS) or decreasing returns 1o scale (DRS)
Moreover, frequency slatistics demonstrate that 59% of IRS versus
25% of DRS of the lotal sample arc found with airports below four
mppa. This indicates cconomies of scale regarding sample airporls
below roughly four mppa and diseconomics of scale beyond (his
threshold, where scalc inelficiencies were identilicd due to failure in
achipving the most productive scalc size.

Table 3 displays the DEA *financial ¢fticiency” scores ol the total
sample under VRS (resulting from the BCC-i-model) and under CRS
(resulting (rom the input oriented Charnes-Cooper-Rhodes or CCR-
i-model) as well as the scale scores or scale cificiency calculated as
CCR-i- over BCC-i1-scores.

uctive assets, Likewise, output can be cither measurcd by total

A scale efficiency value ol one would indicate there is no effect of
scale size on productivily, and the lower the value of scale efficiency
under one, the more adverse the impact of scale size. Whilsl the
average value of the scale efficiency is around 0.8-0.9, a detailed
anulysis of the airport sample reveals a lrend of decreasing scale
efficiency in parallel o increasing traffic volume, which is
consistent with {he findings regarding returns to scale (RTS).

In order 1o gain further insighl into comparalive airport performance,
the passenger-related group criterion was replaced with the degree of
privatisation in lcrms of publicly owned versus partially privatised
versus fully privatised aimports. The average scores per ownership group
lor each year based on the BCC-i-model are illustrated by Fig. 4.

Figure 4 clearly demonstrates higher efficiency in terms of DEA
for partially and fully privatised airports, which consistently achieve
higher scores, on average, than publicly owned ones. The exceptions
to this rule arc partially privatised airports in the fiscal ycar 1991,
when only Birmingham falls into this group. Furthermore, there also
appear Lo be differences between partially privatised and fully priva-
tised samnplc airports, as the scores are nearly always higher for the
Tully privatised airports, with the exception of years 1995 and 1996.

Since the DIEA results are overall indices of (in)efficiency of the
individual sample airports relative to cach other on an annual basis,
they could not be included in the tests of long-term group mcans.
Instead, the DISA scores have been validated by regression analysis
using the dummy variable ‘ownership’ as predictor. In addition, the
DIIA scores prior to and afler partial or fuli privatisalion have been
subjected o a regression analysis using the dummy variable
‘beforefafier’ change in ownership status as categorical variable (sce
Vogel lor more details).

Although regression does nol establish a causc-cffect-relationship,
it aclually allows to go onc step beyond the DEA results produced so
tar. The first regression model used DEA scores of publicly owned
and privatised samplc airports as dependent variables and ownership
structure as independent variable or predictor. The result shows that
DEA scores are highly significantly and positively corrclaled to the
owncrship structure of sample airports. The sccond regression model
used DEEA scores of the sub sct of nine airports expcriencing a
change in ownership as dependent variable and ‘beforc/afler’ partial
or {ull privatisation as prediclor or independent variable. The result
of the sccond regression analysis reveals that DEA scores of sample
airports experiencing a change in ownership structure are also signif-
icantly correluted with a change ffom public to privale ownership.
Improved DEA seores of ‘Ninancial efficiency’ for the time afler
partial or [ull privalisation reconfirm a posilive comelalion between
lotai lactor produclivity and ownership status.

This verifies the findings ol the data analysis and hypothcses
testing discussed above. DEA scores, of course, are merely indices
of averall performance on a highly aggregated level, while PFP and
FRA allow 1o isolale the laclors which make up for the performance
differences. The merit of DEA, in tum, is that it spares the dilficult
interpretation of a comprehensive sct ol indicators and ratios
assessing idividual arcas of the business.
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DEA Scores
095 - |
b |
90 - :
0,85 - JI
0,80 '
05 - |
0,70 - ’
0,65 |
1999 1998 1997 1996 1995 1994 1993 1992 1991 1990
{ - -® - Total Sample —O— Publicly Owncd —{3— Partially Privatised —— TFully Privatised
|® | 8262 | 8128 | 8111 | .7228 | 7646 | 8391 | 8342 | .8084 | .7624 | .7675
Q | 7716 | 7543 | 7700 | 6686 | 7265 | 8074 | 8107 | 7952 | 7577 7360
01 | 8043 | 7969 | 8342 | 8620 | 8431 | 8848 | .8384 | 7979 | .7248 7486
A | 9178 | 9059 | 8642 | 7784 | 8124 | 8918 | .8907 | 8493 | .78l 2 8645

Nolq;.' Due io data incomparabhility, BER is included for 1994-1999 only; BRU 1990-1997: DUS 1990-1995: LIN 1990-1997: the BAA Group is

e.rclftded Jrom sample averages to avoid double counting,

4.3 |General findings

Basg¢d on the DEA findings and in addition 1o primarily focusing on
ownership structure, sample airporls have also been categorised by
sizc!in terms ol the ten-year averages of terminal passcngers, as
displayed in  Tablc 4. Furthermore, thc four airport
groupings/systems, being Acroporis de Paris, Acr Rianta (prede-

cessbr of the Dublin Airport Authorily), BAA and the group of

Berlin airports, have been compared versus single airports.
Agcording to these resulls, airports below four mppa appear lo
enjoy scale effects in terms of comparative cost advanlages. Vhis
supports the DEA findings regarding returns to scale (RTS).
Revenue per WLU increases with size, which appears 1o be rclated
lo larger volumes of non-acronautical revenue, 3s acronautical
revehue per WLU actually declines with size. The resulling
opcrating profit or EBIT per WLU as well as EBITDA per WU
meagures seem (o be boosted by higher traffic volume, most notably
beyand 20m terminal passengers. By contrast, the balance sheel
ralios such as debt ratio, gearing, nel assels as a percentage of Lotal
assefs and financial leverage seen 1o reveal distinet differences and a
widg spread in terms of percentage points amongst the individual
sizc| categories as well as in relation to the sample mean. This
indigates different capilal structures and approaches to financing
productive asscts amongst the sample aimorts.
Iy order 1o explore the effect ol traffic volume and composition,
additional regressions have been run to test for correlalions between
airp
inicinational tenminal passengers as dependent  variables, and
‘ownership’ as predicior. Since no statistically valid relationship was
found on a 95% confidence level, it may be concluded that (raffic

it size in terms of total throughput or W1,Us and the share of

Figure 4. Mean annual DEA scores per ownership group (variable returns to scale),

throughput and (raffic mix do not exerl a crucial impact on the
results of the t-tests discussed above. Furthermore, no consistent
paitern has been detected in respect to airport systems, other than
that the BAA Group appears to operale more cost-efficiently in
comparison to ADP, ARI and especially BER™,

In general, lhe dala analysis reveals valid differences between
publicly owned and privatised airports, independent of traffic volume
and mix. Privatised airports do not form a homogeneous group but
reflect structural differences between partinlly and fully privatised
campanies. Distinet differences become manifest in operating
cfficiency, investment activities and corresponding asset utilisation, as
well as capilal shucture. Whereas privatised airports demonstrale
higher cosl efficiency, publicly owned airports generate comparatively
higher unil revenue. In terms of operating margin and RevEx,
however, the partially and fully privatised companies are ranked
higher, on average. The value driver scorecard in Table 5 summarises
the determinants of value creation of the 35 samplc airports —
strenglhs and weaknesses -— groupcd per ownership slatus.

The key drivers are, in tum, influenced by various factors, some
ol which are indicated in Tablc 5. As per the mechanics of the
‘airport value trec’, each of those has an immediate impact on the
return rate generaled by the airport’s assets and ultimately on the
prolitability which may allract investors. Retun on sales is primarily
dependent on operating efficiency, which is driven by revenue
generation and cost management and is also reflecied by the
EBITDA margin. Asset turnover is dependent on ‘swealing’ the
assels in terms of high asset utilisation or fuster growth in revenue
than assets. The product of return on sales and assct lurnover resulis
in the return on assets. The return rate generated by Ihe airport’s
asscls multiplicd by financial leverage, which is determined by

%‘?;
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Table 4
Unweighted means of PFP/FRA indicators grouped by airport size 1990-1999

Performunce Indicator

l’urlia_l Factor Productivily

‘Totdl cost per WLU (i) (€)

Opetating cost per WL (i) (€)
Depfeciation cost per WLU (i) (€)

Asset utilisation (WLU / total assets ‘000s)

- "l'otal assct turnover

Fixed assel lurnover

Total revenue per WLU (i) (€)
Aeronautical revenue per WLU (i) (€)
Nontaeronautical share of total revenue (%)
Conjmercial revenue per passenger (i) (€)
Revenue / expenditure ratio (RevEx)
Renjm on total assets (ROA) (%)
Opefating profit per WLU (i) (€)

Rcth on capital employed (ROCE) (%)

Fingncial ratios/indices

Operating margin (%)

EBIFDA margin (%)

EBITDA per WLU (i) (€)

Retdrn on net assets (before interest & tax) (%)
Retyfm on total revenue (ROS) (%)

Return on sharcholders’ funds (ROE) (%)

Net assels in percent of otal asscts (%)

Debi ratio (%)

Gearing (debt / equity ratio) (%)

Financial leverage (%)

Casf}i flow in percent of total revenuc (%)
Investment coverage ratio (CF / capex)

Tolal revenue per currency unit of shareholders’ lunds
Capijtal expenditure per passenger (i) (€)
Capjtal expendilure in % ol total revenue
Capltal expenditure / depreciation ratio

34 airports

APRIL 2006
‘Total PAX 4 mppa < PAX PAX
sample <4 mppa <20 mppa > 20 mppa

13 airports 15 airports six airports

1462 13-85 1495 1548
1337 12-80 13-66 1393
2:23 1-85 2-60 2:16
3200 29-00 3700 2700
0-47 0-42 0-51 0-47
0-94 079 1-17 073
16-10 15-60 15-93 17:55
221 997 8-94 818
4321 35-10 45-22 55-80
730 593 7-25 10-36
1-13 I-15 1.09 1-16
420 4-33 395 4:49
2-81 2:80 2:48 3-61
816 7-17 869 9-06
16-83 17.32 13-81 22-85
3122 2894 31-54 35.34
5-00 4-65 4.99 577
2521 14-50 33-61 2725
847 1077 4-61 1260 -
8-67 7-71 851 10:95
47.79 6012 3772 46-36
5383 44-58 62:55 . 53-64
21400 109-00 28200 268-00
31400 . 20%9-00 382-00 368-00
2286 22.38 22:34 25-09
1-18 1-35 1-09 1-00
1-84 1-23 2:23 2:15
6-25 417 7-74 614
3388 2750 42:15 2942
2:66 275 2-57 2:63

Notds: Due 1o data incomparability, BER is included for 1994-1999 only: BRU 1990-1997; DUS 1990-1995; LTN 1990-1997. The BAA Group Is
exclided from sample averages to avoid double counting. CI* = cash flow: capex = caputal expendiure; (i) inflation-adjusted = indexed to 1995,

capilal siructure, finally results in the return on equity. Tax-
dedictible interest expense lowers net income, thus decreasing
ROA. The use of debt, however, also decreases equity and as long as
equity is lowered more than net profit, ROE will increase.

To summarise, the testing of hypotheses reveals cconomically
meaningful and stalistically significant differences between publicly
owned and privalised airports. The latler group is nol a homoge-
ncods one but also shows structural differences between partially
and | fully privatised companies. Operating cfliciency, assel utili-
satign or capital produclivily, and capital structure are significantly
diffT;cm. Figure 5 illustrates the majer characteristics of the 35

sample aiports grouped per ownership crileria for the period 1990
thropigh 1999 inclusive.

1¢j visualiscs performance profiles based on a selection of key
valu.L: drivers identified for the samplc airports, grouped per
owngrship criteria. These profiles illusirate the marked ditferences
between sample airporls in terms of operating efliciency, as repre-
scmi;d by return on total revenue (ROS) and EBITIDA margins. Ihe
ratias of WLU 10 (olal assels and total assel wrnover primarily stand
for assel utilisation, while the Yatter onc also gives an indication of
the fevenuc-generating abilily. Capital structure is retlected by the
percentage of net assets (o total asscts and lnancial leverage.
Ap airport may wanl Lo increase acronautical charges and retail

penctration and/or decrease operating costs in order Lo improve its
margin Al the same lime, the growth in assets may be limited Lo stay
hehind increascs in demand. And thirdly, the optimum gearing of the
balance sheet may increase the retum to common sharcholders via
linancial leverage.

Regarding the capital structure and financing of their assets,
respectively, publicly owned airports appear to have a significant
advantage. Due lo their government-backed credit standing, (hey
appear lo be in a position 1o assume more debt relative to their
respective shareholders™ funds. This results in considerably higher
gearing and ullimately financial leverage, compensating for Lhe
comparalively fow ROA. Financial leverage is the usc of fixed
financing costs (in terms of inlerest paymenis) by the company; it is
acquired by choice and used as a means of increasing the return to
common sharcholders. Since the return on equity can be expressed
as (he product of return on assets tmes financial leverage, [ully
privatised airports cannot (ranslate their improved operaling
cfficiency into higher return ratcs on equity —- which paradoxically
are as attractive lo the prospective investor as low debl and gearing.

In this respect, the ‘hybrid' partially privatised airports appear (o
find themsclves in an inlermediale position, the most significant
examiple for this being an oulstanding 154% ROE pa. — as
opposcd Lo average return rales on equity of 7.6% for fully privalised

3¢
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Table 5
Value driver scorecard of sample alrports (unweighted means 1990-1999)

Key;value drivers/components Total sumple Publicly owned  Partially privatised Fully privatised

Operating Efficiency

@ Return on sales (ROS) 8-47% 5:96% 15-05% 11:32%
— Tljotal revenue/WLU (i) 16-10€ 1724 € 1867 € 12.84 €
— EBITDA margin 31-22% 30-50% 35:36% 31.23%
— Cash flow/total revenue 22.86% 21-69% 28-17% 23:39%
Assét Utilisation
® WiUlotal assels 32 36 30 25
— ljotal asset turnover 0-468 0-550 0-494 0-291
— Gapex/lotal revenue 33.88% 28-12% 3325% 46:19%
— Capex/depreciation 2:656 2:003 2848 3957
Capitat Structure
® Fjnancial leverage 314% 404% 228% 172%
~— Net assels/total assels 4779% 39:72% 51-03% 62.09%
------ Gearing (debl/equity ratio) 214% 304% 128% 2%

i 53-83% 62:52% 48.97% 37-91%

- l?el)l ralio

Nmérs. Net assels/total assets and debt ratio of total sample and publicly owned airporis do not add up to 100% due to different number of cases
(since for some years fotal assets equal toial liabilities with GVA and BSt): due to data incomparability, BER is included for 1994-1999 only;
BRU 1990-1997; DUS 1990-1995; LIN [990-1997: the BAA Group is excluded from sample averages to avoid double counting. (i) inflation-

adjiésted = indexed to 1995,

and 18:0% lor publicly owned sample airports. An investment in
[-"I‘Sji';' 100 cquitics, by comparison, generated annuai stock market
retugns ol 11-8% during the same period.

Alsa in terms of cost efficiency, revenue gencration and financing
of their capital structure, airports in mixed public-private ownership
appctar to combine the best of both worlds. Capital structurc is the
mixior proportion of a company’s permanent (long-term) financing
représented by debt, preferred stock, and comnion stock equity. In
vic\f of' the strong cash flows generated by steady growth in traffic
volume, and the considerable fixed asscls backing, airport
companies would generally secm to be natural condidates for
rciaﬁli:vcly high gearing!.#. [Figure 6 compares the markedly
diffdgrent long-term balance sheel structure of wholly and substan-
tally privaiely owned sample airports 1o the capital structure of
publicly owned airports, as well as the (otal sample.

The extent ol debt financing has importanl implications for the
ralc (ol return realised by stockholders. Firstly, the interest is tax
deduclible, and secondly the borrowing rale is usually different from
the fate carned [rom the investment in productive assels Generally,
whepever ROA exceeds the cost of debl, leverage is favourable since
it lojvers the weighted average cost of capital (WACC), represealing
the opportunity cost of the flinancial assels employed. Creditors,
howkver, will definitely fook to equity, (o provide a salety margin.
Thelhigher the leverage, as capital shifls from cquity towards debl,
the more they impose restrictions on the' borrower, i.c. working
capilal uses, capital expenditures for fixed assets and equity revolve-
menjs. At the samc time, debt is a lever thal can magnify both profits
and éosscs. And in a more volalile environmen, as.in the aftermath
of the terrorist attacks in the US of 11 September 2001, it may
incréase the potential for financial distress and Failuretsn,

Furthermore, any change in ownership towards the private sector, or
mare aggressive financial structures via leveraged acquisition financing,
is likely to create more credit raling volatility, and thus resirict the
feasible capital structure, The credit quality of the controlling share-
holders is of high importance for the rating of an airport. Therefore, the
operuting enlily in a transaction is frequently ring-fenced from a weak
contfolling sharcholder.  Alternatively, support lrom government
ownFrship will cnhance an airport's credit standing. The analysis of the

[

i

r
|
!

owners' creditworthiness in relation (o the airpont in question and their
ability 10 back up the airport’s credit strength is a standard procedure
will financial institutions and rating agencies07-3),

5.0 CONCLUSION

Most of the existing research in the area has focused very much on
technical or operating efficiency and productivity analysis rather than
linancial performance. While other studies with PFP indicators usually
include a limited number of financial ratios, rarcly have extensive in-
depth financial ratio analysis been carried out, nor have uestions of
capital struclure and the financing of assets been involved. In addition,
previous DEA research has almost exclusively been based on physical
input rather than financial variables, as with this research,

This study’s analysis of partial factor productivity and financial
ratios resulls in a detailed understanding of the financial performance
and the key success factors of the sample airports, as opposed 1o
earlier studies focusing on production analysis based on physical
wputs rather than on financial performance and profitability. In
particular, this asscssmen reveals cconomically meaningful and statis-
tically significant differences between publicly owned and privatised
airports for more than 71% of the 28 indices and ratios tested.
Furthenmore, it shows that privatised airports do not form a homoge-
ncous group bul indicales evident structural differences between
partially privatised and fully privatised companies,

The primary differences are reflected in the intensity and/or volume
of the key value drivers identified for the business: operating
elficicney, asset utilisation — in terms of phased investment, resulting
m increased traffic throughput — and thus capital productivily, and
capital structure. Regarding the capital structure and financing of
productive assets, publicly owned airports appear 1o have a significant
advantage. Duc to their, at least indirectly government-backed credit
standing, they appear 1o be in a position to assume more debt relative
to their respective shareholders’ funds. This results in considerably
higher gearing and financial leverage, compensating for the compara-
tively low return rate on assels generated by the business.

‘The aiready high pearing level of publicly owned airports may, in
turn, also be onc of the reasons for airport privatisations. Under the

5
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i T

; e ROS = — ROS

f[‘otal- Sample % Publicly Owned| 6%

l Airports .~ | Airports

Net Assets / % EBITDA Net Assets / . EBITDA

‘otal Assets Margin Total Assets \'. } Margin

48% 31% 40% (\ /. 31%

e

e
Financial /\‘___,.--}.-\ Asset

Financial /’.\ ; Asset
I Leverage Turnover Leverage Turnover
[ 314% 408 404% 550
1 [ 32 36
W1.U/Total WLU/Total
I Asscts Assets
r ROS | ROS
| Partially Privatised 15% Fully Privatised I 1%
Airports | ; Airports
et Asseis / | EBITDA | Nei Assets/ EBITDA
otal Assets | Margin Total Assets M argin
51% - ke \__,,,.-- Tl 35“/fl 62% \ 31%
~.
Financial / \.._.--—--.k\ Asset Financial -~ Asset
l.everage ' Turnover Leverage Turnover
228% 494 172% 291
30 125
WIL.U/Total WLU/Total
Assets Assets

Notjl: Unweighted means; due to data incomparability, BER is included for 1994-1999 only; BRU 1990-1997: DUS 1990-1995; LTN 1990-1997:;

the BAA Group is excluded from sample averages 1o avoid double counting.

Figure 5. Performance profiles of sample airports.

affotd to pul in additional funds to finance necessary capilal
invesiment to cope with medium to long-tern traffic prowth.
‘The increased operating cfficiency of Fully privatised airporis docs

not Fzsuh in higher retums on sharcholders’ funds. [n this respect,

i
Mailrlcht criteria of the European Stability Pacl, governments cannol

airports in mixed public-private ownership appear to find themselves
in ah outstanding position, translating into rather competitive return
raled on equily, as comparcd to alternative capital investments. In
termys of cosl efficiency, revenue generation, and financing of their
capilal structure, partially privatised airporls appcar 10 combine the
bestlof both worlds. A comparison of sample airports prior to and afler
paﬁ}‘a] or full privatisation generally confirms the above results in
terms of improved financial perfonnance with privatised airports.

'Tﬁis analysis has focused specifically on the relations between
airpEl privatisation and (inancial performance. Given its limitations,

several arcas had been explicitly excluded at the outset, which are off

interest for future research. These include the impact of service level
standards and economic regulation on ¢.g. operating costs and yicld.
Mortover, the above-described methodological limitations ol airport

benchmarking have (0 be borne in mind when interpreting the
findings. Notwilhstanding, the discussed PFP and FRA resulls,
including the analysis of capital structures, present a sound analytical
and decision-making basis for airport management to take advantage
ol strengths and correct weaknesses as regards operational cfficiency
and financial performance and to help make financing and investment

*evaiuations. Furthermore, DEA scores based on financial measures
can provide airporl management with a useful tool to identify their
relative position within their peer group. For the investor, whose
primary consideration will be profitabilily and market value, PFP and
FIRA arc useful techniques to provide indications of the relative attrac-
tivencss of an airpor! as a potential investment.

The asscl-intensive nature of the airport busincss requires the
constant ability (o atiract additional capital. ln principle, commercial
arports do have the potential to be run as profitable private
companies, From the investor's perspective, however, most of them
have a mixed track record in terms of retum rates based on underlying
profitability. What will ultimately determine successful management
in this industry is the ability to phasc capital allocation in such a way

3¢
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Fixed Fixed | Debt
Asscts Asscts| 38%
7% 91%
Shareh/
Funds |
62%
Cuir.A
23% CA 9%

Partially Privatised

Fully Privatised

Noty: Umweighted means; due to data incomparability, BER is included for 1994-1999 only; BRU 1990-1997; DUS 1990-1995; LTN 1990-1997;

the BAA Group is excluded from sainple averages to avoid double counting.

that 1il generates a maximum return, This requires thorough phasing of
major investiment spending projects and an optimisation ol the use off
debt| facilities and equity supply, in order 1o iimprove capital structure,
capifal productivity and ultimately sharcholder value.

6.0 OUTLOOK'

Confinued long-tenm growth in air transport demand has oul-siripped
the public sector's ability to support and finance associatcd airport
dev110|)mcnl during (he [asl decade. Thus, high expectations have
beed placed on airporl privatisation since the mid-1990s. In the
meaptime, it has actually taken various schemes and also allracted
new; previously non-aitport players to the market. These include
contfaciors and construction companies as well as institutional
inveglors and specialised equity funds. Scveral Curopean hubs and
also'regional airports have been partially or even fully privatised in
one [wiy or another and some arc listed on a stock exchange. The
majgrity of cases have been trade sales at CV/EBITDA multiples of
between 15 and 20 times, representing a significant premium to the
listed sector. In agreement with the findings of this study, partial
privatisation deals have also clearly demonstrated thal syncrgies can
be cfealed between public and privale aicport owncrshipti®a2,

“yen afler more than a decade, airport privatisation continucs to be
an imporlant issue. Europe is moving towards changing the ownership
strugture at individual phases in an evolution from statc-owned and
operated utilities to fully commercial private enterpriscs. I'he molives
are diverse but usually include the objective of enhancing operating
cfficiency and financial performance and — 10 a minor extenl —
increasing consumer responsivencss. The steady pipeline ol transac-
tiony, however, still has not yet malcrialiscd, although frcquently
anngunced over the last ten years. stiinates ol future aivport privati-
satiqn projects ranged well into the hundreds, but in the allermath of
global cconomic recession and external cvents like the tercorist attacks
on k1 September 2001, the Iraq war and SARS cpidemiic in 2003,
alTecting the aviation industry as such, the momentum has sfowed
congiderably. Ever since, no onc is rushing o the markelplace as

Figure 6. Long-lerm balance shesl siructure of sample airports 1990-1999.

towards the end of the 1990s. Also, somc previous dcals have nol
turncd oul as advantagcous lo the various stakeholders as originally
envisaged. There is still a high level of activity, but its nature has
changed with, for ¢xample, more cmphasis on sccondary sales and
public private partnerships. Frequently, the investors themselves are
also quite difTerent from carlier oncs and so are their expectalions.
And allhough passenger (igures rebounded strongly in 2004/05, (he
airport seclor needs 10 prepare for one of the industry’s biggest shake-
ups: Analysts agree that future traffic growth is likely (o focus on
mcga hubs handling the new super jumbo Airbus A380, Icaving other
operalors behind. And even additional traffic penerated by low-cost
carriers can hardly compensate for that in terms of profitabitity,
because of its narrow marginst43-46),

Whereas the trend of airport privatisation originating [tom Europe
led the industry Lo considering a shift to private ownership on a
worldwide basis during the sccond half of the ‘90s, recent intemna-
tional crises added 1o the temporary reservation of stralegic investors
caused by overheated markets and various difficullics due to the
complexily of the subject matter. Still, alongside traffic figures there
arc indications (hat private finance may rebound and the sector could
cxpericnce a new wave of privatisation. ‘The intention of several
govcrnments to pursue privatisation of their assets in order to finance
invesiment in additional infrastructure creales the appetite for new
airport deals. Macquaric’s acquisition ol Brussels airport (BIAC) and
the takcover of “I'BI plc by Abertis/Aena are prominent European
cxamples and additional projecls are under way or being considered in
Cyprus, Hungary, France, Slovakia, Houg Kong, India and Mexico.
Only recently, Australia’'s Macquarie  Airports  offered to  buy
Copenhagen Airports that valucs the Danish firm at $2-5 Lbn, to boosl
its global reach in a fast-growing industry. And the privale sector is
likely to participate in financing airport infrastructure as long as
returns are favourable in comparison (o altemative investment oppor-
lunitics. This, in lurn, requires fundamentally attractive deals and
requests governments and regulators to be commercially reasonable in
sctling cncouraging regulatory and transaction struclurest?43),
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APPENDIX

Definitions of performance Indicators and financial ratios

Performance indicators and financial ratios

Partial Factor Productivity

Inflation-adjusted lotal cost per WLU»
Infation-ndjusted operating cost per WLU
InA3tion-adjusted depreciation cost per WLU
Assél utilisation (capital produclivity)

“Told! asset turnover

Fixed asset tumover

InNation-adjusted total revenue per WLUJ
Infidtion-adjusted aeronautical revenuc per WLU
Nongaeronautical share of lotal revenue
Inflation-adjusted commercial revenuc per PAX
Revenue / expenditure ratio (RevEx)

Retyrn on total assets (ROA)

Retdm on capital employed (ROCE)

Fingneial Ratios/Indices

Operating masgin, profit margin

EBITDAC margin

Return on net assets (belore interest & 1ax, RONA)
Retyn on total revenue (ROS)

Rcu{rn on sharcholders’ funds (ROE)

Net pssets in percent of total asscts

Debi ratio

Gearing (debt / cquily ratio)

Fingncial leverage

Cash flow in percent of total revenue

Investment coverage ratio

Tolgl revenue per currency unit of shareholders’ funds
Infltion-adjusted capilal expenditure per PAX
Cap|tal expenditure in % of total revenue

Capijtal expendilure to depreciation ratio

Definition

Total cost divided by WLUSs (i)

Operating cost divided by WLUs (i)
Depreciation cost divided by WLUs (i)
Total WLUs divided by total assets in '000s
‘T'otal revenue divided by total assets

“T'otal revenue divided by fixed assets

‘I'otal revenue divided by WLUs (i)
Acronautical revenue divided by WLUs (i)
Commercial + Other revenue divided by total revenue
Commercial revenue divided by PAX (i)
Total revenue divided by total cost

Net income divided by lotal assets
Operaling profit divided by total assels

Bl divided by total revenue

LEBI'TDA divided by total revenuc

EBIT divided by nel assets

Net income divided by total revenue

Net income divided by sharcholders' funds
Net assels divided by lotal assets

‘I'otal debt divided by total assets

“Total debt divided by sharcholders’ funds
Tolal assets divided by sharcholders' funds
Cash Now divided by toial revenue

Cash flow divided by capital expenditure )
‘I'otal revenue divided by sharcholders’ funds
Investment divided by terminal PAX (i)
Investment divided by total revenue
Investment divided by depreciation cost

213

I\Woik load unit (WLU) = one 1erminal passenger (PAX) or 100kg of nir cargo; PEBIT = carnings beforc inicrest and 1axes; SEBITIDA = earnings belore interest,

1axes, depreciation and amortisation; (i) inflalion-adjusted = indexed to 1995
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