Policy Study

No. 124
Aucuat 1990

ATIRPORT PRIVATIZATION
What the Record Shows
by
Rokart W. Poole, Jr.

1. EXECUTIVE SUMMARY

Much of the debate over airport privatization has con-
sisted of unsupported claims--on both aides of the debata.
This paper reviews the racord of alrpert privatizatlon in
practice, to shed some light on the questicna most often
raised by proponents and opponents. A number of alrports
have beeh 5014, laazad, or maenaged under contract. Eoth
new terminals and antire new alrpnrts have been develcoped
by private enterprisa.

ong mlaim by proponents 1s that turning existing air-
portes inte for-profit businesses will stimulate creation of
new airperts. 1In fact, this is happening in Britain.
since privatizaticn of the major Lenden and Secettish air-
ports, one new private airport has opened, two othar naw-
airport prnjects have been announced, and major private-
gector éxpansions of other airports hava alac bean announc-
ed.

¢ther lesues abput which conflicting claims heve been
made ara addressed in this paper:

Capital Investment: Since privatization, Britain's BAA
has deubled 1ts anmial lavel of capital investment, modern-
izing terminals at Heathrow and Gatwick, building a new
terminal at Stansted, adding hotels at Heathrow and
Gatwick, and plamning construction of a high-spesd rail
lin= between Hsathruw and central Londen.

cost Savings: The avidence indicates that privati:a-
tion leade to lower operating ccata and greatar produc-
tivity. BAA output per amployee has incressed aignificant-
ly (while total employment has increased). And contractar-
operated Burbank ailrport has ocne ¢of the highest levels of
productivity ameng T.5. alrperts.

Pricing Policis=: Privatized airports might well shift
toward market pricing of services to airlines (landing,
parking, etc.), =similar teo BAA's practice. While this
could have dramatic effects on efficient use of airport ca-
pacity, analyals indicates it would have ninimal effects on
tlgkot prices,; mince airport costs are a amall fractien of
ailrline operating costs. Even if alrport charges to air=
lines were to donhle under privatizatisn, the impact on
fares would be only three percent.



Capltal Costs: Frivate firme aro able to buiild new
tacillities in as little as half the time of public-sector
projecte, wia simpiified procurement procecses and incentives
for lower costs. Filnancing cost= can be conpetitive with thoce
in the public gector, even if tax-exempt bonds are not avallable
to privatized projects. ‘

Noise Abatement: Private airport operators, both in Britain
and the United States, have an excellent track record in '
reducing noise expesure arcund airports, The ability to charga
neise-related fees for landings and take-offs provides a way of
both encouraging the use of guleter planee and providing funds
for nolse-mitigatlon efforts.

Serving Fassangarsz: customer satisfaction at BaA's airports
has increased since privatization, as has passenger spending on
goads and services. There is large untapped revenue potential
in airportz as shopping, recreation, ang business locations,
which the private sector would be likely to devalop.

Regulation: Because airports often have elements of
monepoely, soma have vrged that they ba regulated 1ike utilitias
{as the British are doing). Yet the PBritish failed to taks
advantage of potential competitieom ameny London-arez airports
and al=oc have less-powarful antitrust laws than the United
States. SHeveral indirect measures of this type may be
sufficient to deal with potentially antl-competitive behavior by
alrport companies, in preference to esstly direct regulation.
Pricing freedom, a ban on airline ewnership, competitive
divestiture in multi-airport metro areas, and vigorous antitrust
enforcemant should sufflce to keep entry open and pravent
nonopolistic practlcea by privatized airports.

One further issue is that of "taking profits off the
alrport." Those raising concerns about privatization have
sought to portray this as a departure from past FAA practice.

In fact, the FAA has permitted several cities and ona port:
authority to lease their airports to private firms, under
contracts in which those fiyms routinely make profits for thelr
shareholders. (Those alrports alse receive federal grants, just
like their govermnent—-run counterparts.) 5o there would ba
nothing new about parmitting private owners to meke profits from
ailrports.
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II. Criticisms of Froposed U.S, Airport Privatigation

in response to the controversy over Albany, New York's 1S9Eo
propesal to sall or lease itp alrport to a private consortium,
Transpertation Secretary Samuel K, Skinmer directed the Federal
Aviation administratien to have the issue addressad by the
Aviation System Capacity Task Force, headed by J. Donald Reilly,
The Rellly task force's Privatizatien Working Group split into
two factions on the issue, and was unable to reach an overall
ConsenElE .

The anti=privatizers, led by cartain alrline and privata-
plana {ganeral-aviation) imterests, argued that privatization of
alrports would ineresse costs te users and possibly restrict
access to general aviatlon. The other group, led by companias
interasted in being in the airport business, argued that
privatization would lead to efficianciss and to increased
investment in capacity additions.

fome degree of consensus was achisved, acknowledging that
private firms can and do legally manage and operate alrports
already, but that the issue regquires further atudy by the Faa.
It was zlsc agreed that the federsal government ought to continue
Lo ensure airport safety and access in the avent of
privatization, and that each preposad privatiration should ba
evalluated on it= own merits, with extansive ceonsultation with
user groups. :

In terms of the forms which privatlzation might take, there
wae general support for the ldea that private firms might
continue to manage ailrports under contract and to build and
oparate new airports "which lncreasa exicting capecity and do
net eliminate existing airports." But tha real stirking point
concerned the possible sale or long-term lease of exlatlng
ailrports, and creation of major new privataly owned terminal
facilities. (1) Thie type of privatization raises the two Xey
issues of tha "taking of profite off the airport," and the
protection of the public interest in the zirport.

Saveral submimsione to the Working Group advanced the
position that privatization (genarslly meaning the sale or long-
term lsase of axisting airperts) should only be considered 1f it
can be "proven to result in improved safety, greater efficiency,
and lower cogte for the sklpping and traveling public" (2} or
"Where it can be demonstrated that privatizstion will adad
capaclty and lower user cost" (3}, Opponents aleo raised
concarns over whethar private Firme would be able to deal as
wall as government with such ilssues a= noise and other
enviromental f{mpacts. &nd much concern was raigsed ovar the
menopoly aspects of airports in many clties.

While many of these polnts have baan elaborated in various
ways, tha foallowing ilat covers the major questions that have
been raized during the 1989-80 debates on thisz issye:

1. Would privatization lead to capacity-increasing
investment in alrports?



2. What evidance is there for lower uvparating costs apd
greater efficiency with private ownershlp and oparation?

3. wWhat impact would there ke on the prices charged to
airport users?

4. Would capital costs be higher, given lack eof access to
tax-exenpt bond funding?

5. How would private 2irports deal with noise mitigation?
€. Would privats operators provide bhetter or worse service
to airline passengere using thelr airport facilities?

7. What kind of regulations would be needaed to deal with
potential monopoly problems?

Much of tha debate has consisted of trading azllaegations back
and forth on both sides of sach of these questions. Yet for
each of these jssyes, empirical data are available from ths
privatized alrports desoribed in Section III. These data were
assembled by the Reason Foundation and are used to addrass theee
seven guestions in the following sactioms.

III. iirport Priwvatiration to Date

Five diffesrent forms of airport privatization have taken
rlace thus far: the male of exizting airports, long-tern leases
of airperts to private firms, contract cperation of airports,
creating new termninal facilities by bulld-operate-transfar
consortia, and the creation of new alrperts as private buasiness
ventures. Each offers lessons for US policymakers.

4. Bale of Existing Adrports

Thea best-kpnown privatization to date is undoubtedly the
British government's 1387 sale, via public stock offering, of
British Birporcts Autheority, now known as BAh., Tha COMpARY oWhs
and operates the three larga London airports (Heathrow, Gatwlick,
and Stansted) and the four main Scottish alrports (Aberdean,
Edinburgh, Glasgow, and Prestwick). The initial offering valusd
the company at 52.5 billienh, and hy spring of 1990, the market
valuation had grown to $4 killien. ’

Lees well-known 1ls a second British privatization, the
recent purchase of a 76% interast in Liverpool's Spaake alrpert
by British Aerospace for $21 millien, W%hile the airpurt
currently has only a emall degree of airline gervice (it la only
20 nlles from Manchester), BRe plens to turn the airport into a
$2 kiliicn waypert and industrial adrport, to hapdle the
expected continued growth which won't be abls to be accommodatad
at Hagthrow, Gatwick, and Manchester. Ita plan calle for new
terminals and runways designed to handle 200,000 air tranaport
movements (ATMs) per year. Bas will initially develop m
business park on 450 acres of the 4,000 availlabla acres. (4)

Several other planned alrpert szzles have been announced.
The Danish government plans to sell Copenhagen's Eastrup
airport, with the first 25% of the chares to be offered during
1990, The New Zealand government plans to sell its three
{already~corporatized) internaticnal alrports at huckland,
christchurch, and Wellington: studies are under way to work out
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the detalls. In addition, the fourth TLondon airport, Luten, has
been put on the market by its wmunicipal eowner; the Luton counsil
ie being advised by County NatWest, the banking firm which
matvaged the initial public offering of Bah.

Belgium has partially privatized the Brussaels airpert, by
setting up the Brussels airport Terminal company. BATC is 52%
owned by private investors (mostly banks) and 48% by the
government's afrport and airways agency. The agency contributed
the old terminals and land at the airpert, while the private
parties will provide the capital for a new, larger terminal.

The government may sell some of its 48% to the public, but nay
never own less than 30%.

A number of other govermments are considering selling major
commercial airporte. 2Among those studying the izeue are France,
Malaysia, Singapere, and Sauth Africa.

B. Long-term Leaces

Although no commercial airport in the Unilted States has yet
been sold tu private enterprisa, several =izeabls airports have
keen leased to private firms. :

Eickenbacker field in Ohile iz a former Air Force base which
has been converted to civilian nee. The land and fapilitiesm
have been leased for 70 years to Turner Censtructlon Coumpanpy.
Turner and Diverszified Investors oreated Bickenbacksr
Pavelopment Corperation to attract business investment for an
industrial airport concept. Their tiret pajor project was a $70
million hub facility for Flying Tigers (subsequently mothballed
following that airlime's merger into Faderal Express). Airpert
cperations are managed by Lockheed Alr Terminml, under a
sevearal-year management contract.

A second example of a long-term lease isx the Morristown, New
Jersey airport. TIn 1982, the municipality leased the airport
for 99 years to D. M. Alrport Developers, Inc., The compeny took
vver the alrportis debht, agreed to refurblsh the run=down
facllity, and contracted to pay rent plus a percentaga of
cartain =ales--in exchange for the right to develop office
facilities on the property. BAs a condition of the lease, the
city reguired D. M. to provide profeszional alrport managsment;
conzegquently, the airport is operated by Aveo Services. The
airport teday 1s so0lidly in the black, with some 250,000
genaral-aviation operaticns per year.

Ancther major general-aviatioh airport sperated undar lease
i= Teterbaro, New Jersey., Its owner, the Port Authority of Naw
¥ork & New Jersey, leased it to Pan Am World Services for 30
years in 1870. As is the case with Morristown, the lesesa {in
this case, Fan Am) nakes the relevant grant applications to the
Federal Aviation Administration (FAR), and both airports
routinely recejwve faderal grants, despite being operated by
private enterprisze under long-term lease agreements, World
Services pays the Port Authority an annual fixed fus plus a
percantags of the gross revenues, To the exteant that it kaaps
costs under control, therefers, World Sarvices keeps a '
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percentege of each year's revenues as profit.

Two airpeorts with commercial ajirline sarvice are alao
operated by the private sector under lease-management contracts.
Inm 1986 the city of Atlantic City signed lo=year lease
agreements (with the option for a 15-year extansion in oach
casa] with Pan Am World Services for the speration of its two
alrports, Bader Field and Atlantle City International. The
former has commuter airline operations, in addition to general
avlation, while the latter has bolth commuter and larger jet
alrliner operaticns (USAir PFokker 1008). &t atlantic City
Internatiomal, World Servicas i=s lemasing some 83 acres,
encempaseinyg the terminal, coamerclal aireraft apron, parking
lots, and other clivilian activities while the Fad (which has a
substantial facility at this alrpert} owns and operates the
actual runways and the tower. Under hoth leage agreamants,
Atlantic City receives sither a base amount or a parcentage of
the airperts' gross revenues, whichever is graater.

C. Contract Operation

The bkest~known U.5. sxample of a large airport being
oparated by a private firm is the Burbank Airpert in californiz.
owned by an alrport autherity of the citiez of Burbank, :
Glendala, and Pazadeana, the airpert has been operated sjince the
autherity's creatileon in 1878 by Lockheed 2ir Terminzl. Burbank
.ranks 5%th in =ize among U.S. airperts, as measured by annual
passenger enplanements. It recelves federal grant funds on the
same basis as other air-carrier airports, despite being operated
by a private contractor.

Saveral cther air-carrier airporte are ooerated by private
firms. Lockhesd also operates Stewart Intermational, a former
2ir Force base north of the New York ity metro ares, Its first
major commerclal carrier, which began service early in 1950, is
American Airlines. Both New York State (which ownes Stewart) and
the Faa ara encouraging other airlines to begin sarvice there.
In addition, the Westchester County/White Plains (MY) airport is
cperated undar contract by Fan An World Services. It ls searved
by several airlines, as well as bandling extensive genaral
aviation traffic, :

Contract cperation is aleo well-=knowm in Britain. Bah
{through its Airports UK subsidiary} operates the Biggin H11l1,
Exeter, and sScuthend alrports under contract; it alsoe recently
won a contract to operate the Gibralter ajrport.

0. Build-Operate-Transfer

The "Build-Operate-Transfer" (B-0-T) concept involves
government contracting with a private consecrtium to finence,
deszign, bulld, own, and operate a malor facility, with titla
eventually reverting to the government once the investment has
been paid for. Well-¥mown in the highway, bridge, and power
plant field for saveral decades, B-0-T has recently bkegun to he
usaed to c¢reate new ailrport facilities.

Torento'= Terminal 3 is the firet major project of this
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type. The team of Huang & Danczkay and Iockheed 2ir Taprminsl
are developing this $300 million, 24-gate terminal at tha Lestar
E. Pearson International Airport, whizh Lockhesd will then
cperate. The project includes freeway access roads and runway
improvemsnts, with a total cest of nearly $500 million.

In 1285, BARA joined Canadian 2irports, Led., a joint venture
with Toronto Dominion Bank; the Ontaric State Pension Board, and
g real estate group. In July 1990 they anhounced an utnsolicited
propesal to Transport Canade to finance, expand, and operate the
existing Terminals 1 and 2 at Pearscn International.

In Turkey, a Lockheed-led team {including several Turkish
firms) is developing a $200 milltioh lé-gate tarminal at ataturk
International airport im Istanbul. Upoh its 1992 completion,
Lockheed will operate both the terminal and the airpert jtself
undar contract. '

In England, a publie-private conscrtium called Puro-Bub has
been formed to develop and operate a large nevw terminal at the
Birmingham alrport. Similar consortia are axpected to dsvelop
the new alrperts in Hong Kong and Macao.,

E. Creating New airports

one of the basic premises of airport privatization as a
national peolicy is that putting existing airperts on a |
commeraial basis will attract investment imto the airport
btigine=ss, uvltimeately leading to the e¢reation of entirs new
airports. That prewlse 1 being borme ot in Britain.

The first such alrpert to be created opened its deors in
1387. Londen Qity Airport was created epecifically to servye
short-take-cff-and-landing {(£TOL) alrcraft, such asg ®he Dagh 7.
The %52 million preoject is located im the Docklande area of
London, the center of a 57 billien office and residaptial
davelopment area just eix milea from the City of London. Not
yet a commercilal succeas, the airport's fortunes depand on
attracting edditional alrline sarvice and obtaining parmissien
for operations by the BAa 146 jetliner in addition to the
turboprop Dash 7.

A second new alrpert project has besn announced for
Sheffield, in the MNorth of England. Budde Mining plans o
develop the £170 milllen airport, to begin constructian in 1992,
It will include a major businesa park adjoining the M1 motorway.
Budge has announced that the airpert will be managed by Airports
Uk, a suksldiary of Bhi.

Private firms are alse planning major proparty expangions of
twe cther British alrports. At Newcastle, Eurcpean Land plans a
$1.275 blllion business park and residential complex. And the
private cwner of Southampton alrpurt recently =old it teo BAR,
which plans o add a $500 million business park and hotel, aa
well as a building a new terminal and upgraded facilities,

Finally, plans were announced in March 1890 for a §13
billien privately buillt airpesrt on Crown land at the Thames
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estuary east of London. Covell Matthews Partnerchip
International conductad the feasibility study for an undisclosed
group of U.K. and internationsl investors. The airport would
provide major new capacity for the booming southeastern part of
England, and would alse break BAA's near-monopoly on
interneticnal airports in the greatsr London area.

In the sntire United States, thus far there has baan only
one new alrport created as a guasi-private prodject. Alliance
Airport, which opened in December 199%, was developed by the
Perot Group and the City of Fort Worth. The Perct croup
azsenbled the 3,400 acree of land and dedicated 418 acres to tha
City for runway/taxiway use, and the Fah provided a $31 million
grant for construction, and is providing the centrol tower and
landing atds. The remaining property is all privetely owned,
and ocffers direct alrcralft access te the airport's taxiways, 1If
desired. As an Tndustrial Airport, Alliance aserve=s business and
private aviation, relieving cengestien at DFW and Love Field.

IV, Capacity hdditions/Inveetment
‘A. Investment at Bak Airperts

The mast important evidensce on the cuestion of capital
investment comes from BAk, the only case thus far of large air-
carriaer pirports bajing sold to private investors.

Although Bad is privately owned, additions to landeide
{texrminals) and ailreide (runways) capacity in Britain recquire
govermment approval. In particular, airport capacity in the
Southeast of England {(London area) is governed by the
government's Traffie Distribution Rules {TDR=), establishad by
the 1888 Airports Act. Under these rulmes, there can he no
turther addition of internationmal paessnger service at Heathrow
and no charter flights at 2ll, and ne genaral aviation or cargo
operations during peak hours. The intent was to direct growth
to Gatwick, #nd later to Stanstad. %Whila the government is
coneidering changing or akolighing the TDRs, to dste they have
baen a major factor in directing BAA's investwmant declslons.

Overall, thé TDRs constrain the additien of any new runway
in the Southeast until sometime after 2003; instead, capacity
increages are being made on the landside. BAA opehad its new
Tarminal & at Heathrow in 1986, after which it refurbishad and
expanded Terminal 3. A second (Nerth] terminal at cGatwick wes
opened in 1988, and will be expanded in a second phase. A new
terminal is under development at Etansted, planned for opaning
in 1991, If it is expanded, as Bax plans, the Iondon alrporta
are expected to have sufficient capacilty through the lata 1950s5.

Figure 1 shows total BAM capital investment for the
finangial (fiscal) years ending March 34, 1980 through ls9n.
Capital spending has more than doubled in the thras years
following privatization. (5)

In addition to the terminal expansion projects noted above,
Bah ig al=o lnvesting in improved service to passengers. One of

8



the most dramatlec of these projects is the Heathrow Express Rail
Link. This L235 million project will =erve an estipated &
million people per year. Linking all four terminals with
dowhtown Londen's Paddington Station, the line will supplement
the congestad Plceoadilly Line {part of the London Underground)
vhich now serves Heathrow. 1Instead of nearly an hour, the new
1ine will cut the journey time te central Lenden to just 16
mirmmtes.

The project is a joint wenture between Baa and British Raill.
Bk is investing 80% of the cost, and will operate the trains
iteelf, using an existing BR main linz from Paddingten to Hayes,
near the airpert. The trains and staticn platforms are being
dasigned to accommodate people with luggage as wall as
wheelchairs. On-board display screens will provide daeparting
flight infornation on sutkound trains. fThe line is scheduled to
boa in operation by 1994.

BAR has also diversified into the hotel busliness. Baa
Hotels Ltd. plans to develop 10 hetele over the next five years.
Two four-star Sterling Hotels will open thie year, one at
Heathrow and one at Gatwick. Each will be connected by walkway
ts a terminal {Terminal 4 at Heathrow, Norih Terminal at
Gatwick)., And a medium-priced Harleguin Hotel 1s opening this
summer at Stansted.

E. Inve=ztment at Lease-Managed Alrports

Two ﬁrcminant examples of airports leased to private owners
are the buay general-aviation airports of Morristewn and
Teterboro, New Jarassy.

Morristown has leased its alrport to D.M. Rirport
Developars, Inc. sibce May 1982 (for a 99~year term), Under
municipal operation, the airport had consiztently operated at =
losa and was in run—down condition at the time of the agrecment.
During the first three years, D.M.'s cohtrect manager, AVoD,
carried out azn extensive renovation of the airpert, investing
some 350,000 In rebuilding and replacing the lnoperative
airport lighting system, resurfacing and grooving the nmain
runway, and rafurbishing the snow-removal and malntenance
wehiclas, {The alrport won the AAAE's Balchen Certificate in
Snow B Ice Remowval in 19B5.} In 1984-B5, with the aid of a
federal grant, the airport added a new holding apron te relieve
runway congeation, installed a wvilsual approach elope indicator
systam, and installed new signege. Today, the airport is
cansldered a model operaticn.

The Teterboro airport was lemased in 1570 by ite owner, tha
Port Authority of New York & Naw Jersay, to Fan hm World
Bervices, Inec. for 39 ysars. Since the lease was =migned in
1570, some $25.2 millicon has been inwvested in tha airport.
world Services invested §13.7 million of that tetal, comprising
9.5 millisn in new hangars and impreved facilities and %2.1
million as the aponsor's shars of federal grant-supported
atrgide improvemsnt=. Ancother $15.5 million has been invested
by tenants, primarily in hangar facilities. Under PA cperation,
Tetarboro had keen losing $200-400,000 per year. The ajirport
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haes cperated in the black since 1973, with World Servicss paying
the PR an anmual fee plus a percentage of the gresz revenusa.

C. Proposed Privata Investment at Albany Airport

The propesal by Lockheed Alr Terminal and British American,
Ltd, to buy or lease the Albany Airpeort involved a2 substantial
investment in incrassing that alrport's capacity. A two-phace
expansion of the small and inadeguate terminal was proposed,
bringing enclos=ed pessenger loading bridged (jetways) to the
alrport for the first time. The initial 27-gate addition {13
jatway gates and 14 commuter) would add 233,000 sg. ft. to the
existing terminal, as well as double-decking the arrival/
departure readway and adding a multi-leval parking facility.
The terminal expansion (phase 1) alone weuld ba s 5106 million
project, and would e completed within three and a half years.

LAT/BA alse propesed constructing a 250-room hotel plus
office, warshouse, and service~center facilities worth another
§69 million on airport property. 1In additien, SA propossed to
invest $75 millieon in office and rataill facilities in its
British American Plaza, adjacent to the airport.

V. operating Costs and Productivity

Does the private sector's need to earn a profit lead to
lower operating costs and increased productivity? Data are
available from Baa's exparience as an alrpart owner/operator,
and also from Lockheed Air Terminal's eyperiernce as & contract
operator.

Cne basic measure of productivity is output per amployee;
cutpat 1s often wmeasured by revenue generazted. Figure z ghows
BAM's labor produativity by this measura, both in nominel and in
real {corrected for inflation) terme, By sither measurs,
productivity increased sharply upoeh privatization in 1987,
though it had beean trending upward for tha pravious four years
as PBAA was getting ready to ke privatized. Flgurs 3 shows
another neasure of productivity: the number of passsngars
handled per employee each year. That measure, toc, has trended
Steadily upward-—while total employment has grown very slightly
since 1985

How well is BAA keeping its costs under control? Figurs 2
shows the trende in inflation-zdiusted operating expenses. Op a
per-enployea basis, these costs have gone up by 14.6% over the
past seven years—-an annual average real cost incremse of just
2%. On a per-passzenger baxis, however, operating expenses have
trendsd steadily downward, declining by 18% in real terms since
19E3.

In the United States, figures for contracter-operated
Burbank Alrport were compared with these of four other alrports
with comparahle passenger volumes. All five hava annual
anplanements of batween 906,000 and 1.9 million (sompared with
1.4 million for Burbank). &A= can be seen in Figure 5, Burbank's
mera than 18,000 enplanements per employea is three timas the
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FIGURE 3
BAA WORKFORCE and PRODUCTIVITY
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level of Tucscon's 5,833, and well above the levels of Rano,
Saframento, and Ssrascta alrports.

VI. Airside Revenues and Pricing Policy

Much eonecern hes baen raised in the U.8. airport privatize
ation depate that a privately cwned alrpert would drastically
raise prices to airlines, thereby harming either [or both} the
airlines and their passengers. Anti-privatizers generally cite
BiA's London airports, especially Heathrow, as 2 prime sxample
of how bkad privatization weould he.

L, BAR'S Pricing rolicies

Despite the common perception that BAA derives a majority of
its raverme from airline charges, since 1287 an increasing
majerity of its revenues have come from landside {"commercialt)
sourcas. Figure & shows the relative growth in the two types of
revenue since 10837 as of FY 19540, airsids revenues was down to
42% of the total. Clearly, there was significant untapped
potential for deriving increased reverue from cencessions,
rents, and services--and BAX hag begun tapping inte that
potential since vrivatizatien.

On an overall basis, BAR's revanue per passenger and rettantis
per air transpart movement [ATM) have trended upward both pre-
and peost-privatization, with a faster rate of growth (as
expected) since privatizaticon, as seen in FPigure 7.

gome U.E5. airlines have contended that airside charges at
Heathrow and Gatwick are excessive. Ipdeed, Pan American and
TWA have a long-standing lawsult against Biz and the British
goveriment over pricing at Heathrow. That action hae focused
considerable attentlon on the relative cost to airlines and
passangers of using Heathrow. BaA has compared landing feas,
passenger chargas, and aircreft parking charges a2t Heathrow with
these at cother large Eurcpeah airports. Holding traffic
constant at Heathrew's level, the results are ghown in Table 1,
based opn 1982 fee schedulew. {(F)

Table 1
Heathrow vs. Other European Alrporis
Blrpert Total Inttl, Charges
{pounds sterling)
Heathrow 119,300
Amgterdam 128,600
Copenhagen 146,100 (high est.)

141,100 (low eat.)

Frankfurt 152,500 {high est.}
152,600 (low =st.)

Paris [CDE) 121,200 (high est.)
113,600 {low est.)
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How do Heathrow's charges coppare with thosa of other major
Ug international airports? The most accurate and complete data
are provided by Avmark Aviation Economist's anpnual index of
airport charges. Table 2 shows the actual amounts for landing,
aircraft parking, and passzenger charges for three types of
airceaft at major U.5. alrports compared with Heathrow, for
international flights. Heathrow charges are bhased on a weighted
average of peak and off-peak charges; the U.S. charges include
the $3 ticket tax paid by departing passengers on international
flights, Hennedy 15 seen to be more costly than Heathrow, with
Chicagse's O'Hare coming in very close baehind.

Table 2
hvmark Comparison of Alrpeort charges
Aipport Do-5-340 A-30082 247-200B Index*
Heathrow 21,022 $2,339 $3,4840 111
Eermedy 1,134 2,763 4,451 130
O'Hare 786 2,200 3,433 98
LaGuardia E8E 1,523 -- 77
Hiami Sg9 1,594 2,559 73
Newark ) 543 1,443 2,820 70
los Angeles 257 722 1,155 32

*Index based on 20 major airports; 100 is avaraga-of all alrport
charges; data are for 19B8.

Underlving the charges made about BAhd's "excezsive' rates ig
some airlines' oppesition to the fundamentally different basis
on which BaA charges airlines and passengers for ite services.
BAA uses a modified form of marginal-cost pricing. In the late
19706 BAA changed 1ts depreciatieon policies from historic cost
accounting to a current-cost basis [(which increaged the value of
its asaets more than threefold). By the mid-1980s, well before
privatization, it had in place a policy of charging for landing
access on the basis of the value of the sarvice, rather than the
weight of the alreraft. These pricing policies include paak and
off=peak values for landing charges, aircraft parking charges,
and passanger facllity charges; peak values are based on both
tine of day and season of the yaar. Since 1985, there have also
been noise-related surcharges for noley (Stage I) aircreft and
rebates for guiet (Stage IIT) zircraft.(7)

In =harp contrast, many U.S. airports =z£ill follow what is
called a "residual cost" approach. Under this procedure,
airlines agree to pay only the residual of sach year's afrport
expensas not recovered from all other sources——primarily from
concasslon revenues. The nawer approach, callad "compensatory
negotiates in advance a set of alrline fmes and charges. Undsr
both approaches, however, landing faes are bagsed on airoraft
weight, which typically means that amaller plahes pay far less
than the valua of the service heing provided. In mddition,
virtually no U.5. airport chargaes higher prices at peak hours or
seasons, and very few charge differential feaee haged on holge.

Economists are virtually unanimous 1n endorsing marginal-
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cest pricing of the kind employved by BAR and me=t othar
investor-owned c¢ompanies with public-utility characteristics.
This kind of priclng promctes the most efflcient uee of atrport
resources, e&.d9., by providing incentiwves to shift scme :
operations out of congested peak periods or te lower-priced
reliever airports. This kind of price system alse generates
additional revenuas precisely at those points in the aviation
eystem which most need new capacity investment,

Protesting airlines fear that private airport operators
would price thelr services in s businessiike way, meaning
similar to the way BAA does business. But thelr claim that =z
switch to market pricing weuld have a large negative impact on
consumars is highly guesticnable.

B. Likely U.S5. Pricing Under Privatization

In a report commissioned by the Fah (but not yet published),
Gellman Research Asscociates glves an example of how privatiz-
aticn might affect airport pricing.(8) Basad on tha Rmazon |
Foundation January 1980 atudy's estimates of the potential
market wvalue of the top-50 U5 air carrier airports {9), Gellman
concludes that private owners would have teo racoup an average of
§9.15 per enplaned passenger in highey airside fee= and charges,
in order to justify paying acguleitien prices based on Reason's
t6l/anmual enplaned passenger rile of thumb,

Thic calculation assumes that the alrportsT landside (a.g,.
concession) revenues would not increase followlng privatize
aticn~-a dublous propesition, given the evidence from Baa's
experience discussed above. Ioading all the increase onto tha
airside, Gellman works out the numbers for =ix repreassntative
U.5. airports, showing that alrside revermes would have to
increase fron their curremt average of 25.6% of operating
revenue to a2 vhopping 62.4% of cperating revenue (compared with
42% for BAh). HNeedless to say, thie kind of number alarms
airlines and could he expected to alarm passengars,

Eut these pumbers need to be put intoc context, The first
three columns of Table 3 replicate data from Gellman's Tshla
6.1. TIn considering how charges might change under privatiz-
ation, we must first understand the total afirport and airways
{infrastructure) charges which passengers are already paying.
As Table 3 shows, the present BY federal ticket tax dwarfs the
current airside charges, on a per=-passengar basis. Togather,
these two charges amount to an average of 10.8% of the ticket
price at these slw airports.

Whnat would be the camparable Infrastructura charges undar
Privatizatien? Let ue make the worst-case assumption that
private airport operators would, on average, double the Feas
charged te airlines for landing and parking. In addition, as
Gellman notes, privatized airports would probably institute a
per-passengar charge (such ez the passenger facllity charge of
$3 recantly approvad by House Public Works and Transportation
Committes). The federal ticket tar is earmarksd for alrport and
airways purposes. Under the Reason Foundation privatizatisn
propesal, alrports which go private would lose their eligibility
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for federal grants end would therefure he granted a 50%
Thus, as Tabkle ¢ shows, passangers
using these siw airports after privatisation would pay an

reducticn in the ticket tax.

average ticket tax of §2,77.

Cvarall, therefora, the total

infrastructure charges per pacEenger womld be an average of

89,40 under privatizatien.

compared with Lo

8% today.

That ie 13.%% of the ticket price,
In other words, the lapding and
parking charges to airlines could ke doubled undsr privatization
with only a three percent inermase in ticket prices resulting.

This analysis puts airline objectiens to British-typs value-

of-service pricing in perspectiva.

There are significant

benefits from uwsing pricing to promote efficlent yse of ccarca
runway and terminal capacity, as explained in the Gellman
tepoart. In coneidering possible amall price increases to
passengers, policymakers must alse consider the benafits to
paseengere from the reduced delays and increased capacity
investmernt brought about by businesslike pricing of airport

services,
Tabkle 1
Alrajide Charges at Slx D8 Airpapes
Airgart Alrsige SEnplanements Aizeida Ticket
Hevena [1E9EE] Revenue, Tax
4 1=L-3] Fass.
cincin= &5, 0d0 2,798,488 31.35 637
Td :
Indian= E,5%2 2,565,944 2.82 7.38
opolie
orlands 12,811 H2,017,038 L.64 .18
Aaleigh= 6,271 3,7683,.18: 1.8% S.80
Durham
Kindi.~ 12,67 B,74%,41% 1.47 LN
g9t. Fail
palime/ 66,429 22,485,149 2.95 3,56
T, Worsh
Ararage: FL.P2 25.54
Table 4
Horst-Case Airside Charges Crde= 2rivatization
hirpart boublad Lok af Fagsa. Teksl
Aireide Tickat Faciliky Insra.
Chargas Tax Charge Costs
cincin- 52.70 2.54 93.o00 $8.33
=1 .
Indiati— E.04 268 300 1.3z
apalis
arlanis 3.08 3.08 3.00 9. 18
Ealaigh- 3.34 2.50 .00 2.24
tarnan
Mion. - 2.84 2.51 .48 B.8%
gt. Faul
prllaas 5.50 1.78 .00 IA.48
e .Worth
Avarage: %342 E3.77 £1.00 ES. 50
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VII. Capital Cocts

Ancther concern iz that the capital coste of privately owned
and operatsd airports will be higher than those of municipal
ajrport=. Bacauee the latber have accesz to tax-exenmpt
municipal bonds, it 1s asgumed that their interast expenses will
be less, and that therefors their capital costs will be lowmer.

It eeewms obvious that the exact =ame facility filnanced on a
taxable-debt basgls will cost nore over ite life tham if it were
financed on a non-taxable-debt Lhasls., But there 15 more to the
story than this.

A, Lower fonstruction fost

The first consideration is what ecapital costs will have to
ba financed in the firet place. In cother words, does private
ownership make any difference in the construction costs of an
airport terminal or ether facility?

The old adage that "time is money" is nowhars more trus than
in the field of construction. And in this respect,
privatization is already well-known for producing substantial
savings. Mumerous case studies in such areas as wastewster
traatment plants, highways, and correctional facilities
developed under Build-Cpsrate~Tranafer privatization plans heve
docunanted savings in development time of up te cne-half what
would have been required under traditional public-sector
procurenent metheds.

The proof of this mathed's cost-effectivenass is its
successful track rezord in numersus B-0-T projects around the
world., Inm the airport area, tha Terminal 2 preject in Toronto
is a gopd example. Transpert Canada has estimated that
conventional governmment procurement of this project would have
reguired geven years, from the go-ahead decision to cpening day.
The Lockheed/ Huang & Danczkay team's schedule, by contrast,
calls for just 3.5 years from start to finish, With cne year
leas in the actual construction eycle, this time =avings saves a
full year's interest on the construction funding. Eimiiar
savinge are ewpacted on the Tstanbul airport terminal project.

Ancthar eyample of time savings is the Perot Group's publie-
private partnership to develop Alliance Airport. From ground-
breaking to opening, the airport teock just over 18 and a half
menths to bulld=--the shertest time on reccrd. Pactoring in the
previous 18 months from original concept to groundbreaking, the
airport's total development tipe is just over three yeara——a far
cry from typical public-sector alrport projects.

A key element in both time and gost savinge is a tachnigue
known as "design-bulld.® The private fivm heading the project
agaenbles in advance a team of firms to design and build the
facility, often using fast-track schedulling in which certain
rha=az of de=zign overlap with the start of construction. The
wajor time savings mre dua to the elimination of the
conventicnal competitive-bildding process. This proceas, which
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is necessary in the public sector to prevent nnder-the-table
deals {which presumably would lead to hilgher coste than the
conpetitive process), adds lzrge amount= of time and paperwork
to the process.

By contrast, the private firm which owns and will cperats
the project has every incantive to obtain the best-price deal
{otharwiea it will get stuck with an overly costly--henca, lass-
profitable--project). Bukt it is free to do this by a process of
negotiation, generally invelving guarantees of cost and echedule
by the construction ceontractors. In addition, becauem the
contractors are invelved in negotiation during the design
process, the designers and the buildars can interact to develop
lower-cost solutions to various design problems, reducing the
munber of costly change-orders that would otherwise occour during
constriction. The owner can and does influance both the
designere and the huilders to cooperats in this fashion, in
order to held down total project costs.

5, Taxable vs, Tax-exempt Flnancing

Baoauee the private sector has atrong incentives to lowsr
the cost of construction, as well as to -develop the project in
conclderably less time, the total amount that must be finmnced
will genearally ba lower with a privatized projact., But what
akbout the financing coste?

Financial analysts such as Frank McDonough of Goldman,
Sachs, have pointed out that with all things considared, the
cost of money for puklic and private infrastructure prolects ie
approximately the eame. {10} HMHeDonoucgh points out, firs: of all,
that the after-taxz cost of debt to the private borrower is
generally less expensive than tax-évempt debt to the ounlcipal
korrower-—typically €.69% for the former compared with B8.05% for
the latter. The reason for thia iz that interest coste are
deductible to the private taxakle korrowar,

On the cther hand, the equity component of private proiectsa
i= expenslve, since private investors of risk capital reguire a
gubstantial rate of return on that kind of investment. Even
though equity is usually enly a small fraction (5=-20%) of the
total financing of a privatized project, the higher cost of this
component raises the tetal financing costs.

McDonough points sut that public-zacter projects also
includa what amounts to an equity component in their financimg
package==the debt sorvice regerve fund. He argues that tha true
cost of thia component (which ultinmately comes from aither
customers or general taxpayers) ls comparable to the cost of
private aguity. Hence, overall, private-sector financing ia
inherently less costly then public-sector financing.

There 1s, nenetheless, a widespread perception that public=
sector financing is Iess costly. To conpensate for this
perceivaed advantage, McDonough recommends modifying the tax code
to provide for accelerated depreciatlon for private
infrastructure projects and/or permitting transportation
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projects to be pligible for private-activity bonds in the tax-
exenpt market.

VIII. Heise Mitigaticn

Is the private sector less ahle to cope with the problem of
nolise impact on surrounding cotmunities? HNoise is both a
nuisance at commeon law and the Freguent object of specific
goevernmental laws and regulations. The avidence te dets
suggests that private-sector zirports cope with noilse at leactk
az well az public-zector airports,

In Britain, government ragulation of alrport nclse pra-dates
privatization. Under the aviation Security ket of 1982, the
Sacretary of State has powers 1o require airpert operators to
limit neise, or to mitigate ite effect. Britain's Southeaszt
airports have been designated for regulation under this actk,
Hence, regulations designate apprpach and departure pathe and
impose limit on night operations. In addition, paximum take-off
neise limits have been set for Heathrow and Gatwick, and are
planned for introduction at Stanstad as that ajrpert developg.
Heathrow and Satwick were aleo required to make nolse insuleption
grants to cartain nearby residences during the 198ds. In
addition, under the Land Compensation Act of 1573, each Eax
alrport i= liable to pay compen=ation for less of wvalue of
nearby properties due to certain additicns te the airports.

How has BAh responded to these reoalatiohs? Prisr to
privatization, as part of its cotmerciaslization, BAA adopted
naise-ralated surcharges znd rebates as part of its 1anding
charges. Specifically, since LF¥5 the oclder, noisier Stage T
aircraft must pay a 25% surcharge on all landing fees. and tha
guieter Stage III aircraft enjovy modest rebates on thoee feas.
In addition, sinee JFanuary 1987 Bak has offered to purchage a
limited number of properties near Heathrow and catwick which are
saveraely affacted by noise but which predate the qualifying
dates for payments under the Land Compeneation Act.

Figure 8 shows that ovar the past 15 yaars, the noise impact
of Haeathrow has steadily diminished, despite the continued
growth of air traffic. The figure shows the area, in scquars
kilometers, affected by nolse of a certain magnitude {using the
British Nolse & Humber Impact [WNI] system). In addition, the
numker of "nen-gompliance” incidente at Heathrow has decalined
sharply. In 187%, sauch incldents conetituted 1.7% of take-offs:
this number fell to 0.5% in 1984, 0.18% in 1986, 0.14% in 1957,
and 0,11% in 1984,

Similar progress has been shown by conktractor-operated
Burkank airport. The grant zgreement by whiech the FAA helped
fund the purchase of the alirport in 1978 =pecified that its
noise impast area could net increase in the future. In fact,
that impact e&rea has shrunk dramatically over the subseguent 12
yearsz, as shown in Figures %. The 403 acras of land impacted hy
noise levels of 70 degibels or higher in I%7E had decllined to
just 25.1 acras in 1989--a 93.8% reduction.
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The airiines agreed to a unigue neoise-contrel program, under
which non—5tage III aircraft were phased out by April 1987, 1In
exchange, the airport hae declined to impose slet restrictiecns
like those in effect at John Wayne airpert in Orange County and
the Long Beach airpert--both of which, like Burbank, are
surrounded by recidential areas. Thus, at Burbank from 1978 to
18E8 annual alr transport movements have increased from 34,385
to 43,825, Sespite the ban on non-Stage IIT aireraft. ©n the
kasis of this progran's success, the FAA has awarded the airport
a §2.5 million grant to begin sound insulation of nearby
schools.

Although the Burbank airport puthority and Lockheed Adr
Terminal did not use noise-related fees (a la BAR) to accomplish
the substantial noise reduction, they d4id use an economic
insentive--ne slot controls~-to win the airlines' approval of
the phase-out of noisy alroraft. Several cther U.S5. alrports
are moving in the directlen of economic incentives, as wall,

The Washington State legislature has considered a noise fes
ordinanse for the Seattle-Tacoma Interpational Airport and
Boeing Fisld. It would charge 325 for esach daytime landing or
takeoff and $50 for each such operation at night {after 11 P).
Etage IIT aircraft would pay only 20% of these amounts. 21l
revenues from the feas would go into a noisa pitigation accousnt
in the state treasury and be usaed only for that purposa. '

In November 1989 Palm Beach County adepted a noiea fee
crdinance for Falm Beach International. Stage I aireraft ars
already banned from the airport, so the main target of the faas
1s stage II planes. Daytime operations by these airoraft are
charged $13, while night landinge must pay $130 and night
takeoffs $1,300. Night operations by Stage III planes pay only
810, while davtiime Stage III speraticons regeive a2 ecradit, The
proceeds fron the nolse fees can be used only for nolse
mitigation and to pay for credilts to Stage II1 cperators.

It =eem= quite ¢lear, based on the foragoing, that private
gperatore of airports can operate aggressive nolse-contrel
programs. Hoise-relatad fees are already in operation in the
United States, =nd would be readily available as & tool for use
by private alirport owner-cparators. The privatm =actor's
exposurs to liability mctilons for noise Impacte provides a
strong motivation for it to act aggraessively onh nolsa
mitigstion. And noisa fees provide a powerful means of beth (1)
giving alreraft operatore econcmie incentives to alter their
operations, toward quietar aircraft, and (2) previding the
alrpart cocapany with revenue needed for noise mitigation
activities,

Indeed, the ability of a privatized airport to charge neoies
feas and fund compensation to those near the alrpert who are
impacte@ by noise may, over time, reduce community oppositien to
the airport's presenca and thareby make it sasier for capacity
expansicons to pecur. In addition, as the Gellman Resaarch
report suggests, a city which depends on a regular straan of
revenue from the airport {e.g., from property taxes) may be more
receptive to reguests for zoning changes and other permissions
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recmired for expansion. Privatized alrporte, in short, are
likely to be viewad as better neighbors than their non-profit
menicipally owmed counterparts.

IX, tuastomer Satistaction

liow do passengers fare in 8 privatized airport? are they
taken for granted and herded about like cattle? Aare thay
panpered and fusssed over, az valuzhles sustoners? We have
aiready meen that BAA is managing to dearive increasing revenue
from each passenger, oh average (Figure 7). But how do the
cuetomers faal about using a for-profit airport?

Bid bagan guarterly Fassenger Opinien Surveys in June 1583,
in the years when it bhad been turned inte & government
corperation and was expected to be self-supporting. In 1984,
two years after privatizatien, the freguency was changed to
monthly. Approximately 20 different zspects of airport service
are covered, with an emphasie on those areas over which BAR (as
‘opposed to airlines or customs/immigration staff) have direct
control. Reports of the survey results are circulated to
airport management, and targete are set for service lavals in
terme of customer satisfaction lsvels, as revealed by the
gurveys. The surveys are conducted kv BAA's in-house market
resaaroh group.

Figure 10 shows the results on an annualized basis, for the
financial years ending March 31, for the four principal services
which are monitored.(11) The figurs reports the percentage of
daparting passengers axpressing satizsfaction with the given
service. First, note that all the resulta show a slight upward
trend over the five=year period, with ne significant difference
before and after privatization. Assuming no changes in the
survey methodology before and after, it ceems e if
privatizatien has not interrupted the steady improvement in the
level of passenger satisfaction. Second, 1t can be sean that
Bk does a much better job with some services than with others,
While pazeengers are highly satisfied with thelr {nteracticns
with uniformed staff and with the terminals' cleanliness, some
15% are not satisfied with trolley (baggage cart) service, and
nearly 25% are not happy with the catering service, Clearly,
there ls 3til]l room for improvement im thes=e arsas.

No comparative survey data are evailable for major U.S.
alrports, so it i= not possible to say whether passengers using
JFK and LAY are more or less satilafied than those ueing Haathrow
and Gatwick. But the fact that BAL is devoting conamiderable
attention to curveying upwards of 65,000 custonmars sach month
indicates BAA'a seriousness, as the airport owner, about
pleasing the custoner.

Will private snterprise design airporte for greater customer
convenience and satisfaction? BAaA's developrent of a high-spmed
rail link teo centrzl London is one indication. The design of
Torcnto's privately developed Terminal 3 is another cage in
point. ZLockheed Air Terminal and Huang & Dancezkay are designing
it from The ottset to be user-friendly. already named Trillium,
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the terminal featurasz a Grand H2ll "totally dedicated te the
traveller's conveplence and pleasure," to guote the marketing
literature. Planned amenities inslude shopping {inciuding a
branch of Londen's famed Harrods department store}, dining and
hespitality outlets, art and cultural exhibita, apn attached
business complex, and an internatienal hotael.

While many U.S5. airports include advertising signs in
certain areas, others {(such as LAY} do not., As 2 commerciail
enterpri=e, Trillium ls keing designed from the outsat for
advertising displays, including the purchase of time on the
terminal'e own video network and the opportunity to sponsor
event= and esctivities within the Great Hall. Given the upecalz
nature of most air travellers, these advertlainyg opportunities
ara being marketed at premnilum prices to pelect advertisers,
While seome may cbjact to such commercialization, adverti=zing
serves to relieve the boredom of passentger time apent in
terminals, as wall as generzting revenune that--octher things
egual-—-will mean less pressure for increased rassengar fees.

Historically, passengers have been considered a captive
sudience, to be exploited by monepoly concessisnaires picked on
the rasis of which one provided the highest percentage of groes
revenue to the airport operator. "alrport food" ie synmenymous
with poor gquality at outragecus prices.

L preview of what would be likely to happen under
privatizaticon is beginning to occur at certain U.5, airports.
Those hub airports which are in competiticn with otherg——
especially gateway hubs competing for international business--
have hegun changing thelr concessicn policies, opening up the
business to a number of firms, both local operatore and
affiljates pf national chalna. &Among the pace-setters have heen
Boston, Miami, Seattle/Tacoma, and Ban Franciece. one of the
key findings ha= been that brand-name firms attract higher
volumes, permitting the airport to reduce the percentage of
gross revenue it takes. The result ie lower prices to consumers
as well ac increased ravenua to the airpeort.(12)

These limited experiments, both in Britain and tha United
Ftates, Indicate that ajrports present huge comwmercial :
oppertunities for the retailing of hoth goods snd sarvices.

Some 40% of all caviar sold in Western Eurcope 1 purchaged at
Heathrow, which 1s also heme to the world's highest-volume
Burger King. Recreational services--asuch as Denver and
FPitteburgh's new Tee-0ff and Take-0ff gelf-playing shops--are an
almost totally untappad market. Other sarvices, =uch as fully-
equipped business centers, conference facllities, and short-term
botel acconodatlons--are sorely lacking at mest airperts, Thaere
is tremandous scopm for entrepreneurship in this field, figuring
out additional human wants and £illing them, at a prafit.

The idea that U.S. airports are already fully exploiting
their commercial (landside) revenue potential is iaughable, The
cpportunity to sell goods and services to a virtually captiva
audience of upscale coneumers ie one that meny nmore companies
will pay dearly for.
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X, Price/Proflt Requlation
&. The British Model

In the 1985 Alrports act, which authorized airpert
privatizatien in the U.K., a regulatory framework was set forth.
It provides that any sirport with annual turnover of Ll miilion
or more ls subject to economic regulation of ite alrside
chareges, specifically aircraft landing, takeoff, parking,
servicing and passenger/carge handling charges. Exempted are
greundside activitias, including car parking and all
concessions. Devising and carrying out this requlatiop ie
aseilgned to the Civil Aviation Authority (Can).

In additien, the Act providee for a quinguennial review of
alrpeort practices and regulatien. Every five years, the QAR is
to ask the Monopolies & Mergers Comnission (MMC) to review the
rates charged by alrports and to exanine whether thure have hHeen
discriminatory or predatory prices, with respect to airiines,
other airports, or air travelers.

EBegidaz thesze two major fsatures, there areé savaral other
regulatory constraints. Firet, privately owned airports are
subjact to the U.K.'s genaral antil-monopoly legislation., At any
time {not just at five-year intarvale}, the MMC may review any
potentially abusive practice. In addition, although there i= no
private right of action in antitrust in Britain, privete parties
may make complalnts to the Chk, which may investigate them.
Finally, privake alrport companies ars alaso enbject (like any
other business) to the general anti-monopoly provisions of the
European Economic Community (EEC), specifically Article 86 aof
the Treaty of Rome which prohibitz "any abuse . . . of a
dominant position" by a firm.

At in the case of other privatized utiljties in Britain, the
requlators of BA3Z have rejected conventlonal U.5.-type public
utility regulation, which limitse the allowable rate of return.
Instead, the CAA subjects airports' alrside charges to prics
regqulation, under the RPI-minus-X formula (the retail price
index mirus scme factor). Whersas convantional rata-of=return
regulation provides incentives for over-invastment (in ordar +o
garn the allowable return on a higher rate base), inflation~
adjusted price regulation providee incentives for more-efficlent
gperation, since cest=reduction under a price ceiling translates
direstly inte higher profits. The British are using BPFI-mirms-x
type regulaticon in the privatized telephone, gas, water, and
alectricity industries, in additien to airport industry. During
the past five years, a number of state public utillty
copnissions have begun switching to this type of price
requlaticon for telsphone service in the United States, and tha
Faderal Communications Commission has used it selectively, as
wall,

B. Criticisms of the British Model

Many transportation eccriomists have criticized the BEritish
governmentts decislon to privatize BAa as a single company,
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rather than breaking it up, selling off the London airports as
separate, compating alrperts. Independent studies by the Centra
for Pelicy Studies (13}, the Adam Smith Institute (14), and the
Institute for Fiscal Studies (15) all racommended competitive
divestiture of the London alrports. FBut the British government,
realizing that it would prebably cbtain a higher =ales price by
gelling BAA as a single conpany, opted for the latter course.

To some extent, then, the "need" for economic regulaticn of
Lendon's airports is the result of an explicit government
decizion to forege putting the airports into competition with
one arother.

The British govarnment has also been eriticized for the way
1n which it ilmplienented the EPI-minu=-X formula in the case of
BAATs Londeon alrperts. While this type of price requlation does
promcte efficiency in operations, its overall valua depends
critically on the initial pricing structure making sense, prior
ta the start of anmual ragulation of the pernlittad increases.
in the Bih case, it was decided to usa the prices that were in
effect at the London alrporte at the time of privatization as
the base prices. As the Gallman report notes, "Thisz daci=ien
was taken despite the fact that there was substantial evidence
that the landing fee charges at both Haathrow and Satwick were
substantially below long run marginal costs." Mors
specifically, according to an analysie by David Starkie apd
David Thonp=son, landing fess ware tos high at Heathrow and about
right at Gatwick, but passenger fees and aircraft parking
charges at both airports were far teo low. {lg)

Gellman concludes that the British erred both in failing to
readjust airsilde prices before implementing RPT-minus~X price
regulation and in failing te sell the airports separately.. Both
declslons represent "missed cpportunitiass" to improve the
allocation of resocurces for greater economic efficiency. It is
important that the United States learn from the British examplie.

The Gellman report raises an additional criticism of the
RPI-ninus-X approach as applied to alrports, It peints out that
BAA's alrside and landsids services are complenents of one
anothar (i.e. demand for aircraft seats 13 closely linked to
denands for passenger sexrvices in the terminals). When a price
cap is applied to one set of services but not the other, a firm
will ralse prices in the unregulated sector (the landside, in
this ca=e} as a way of also limiting demand in the regutsastad
sactor. Henca, “the price cap may causs the airport cperator to
produce even less cutput than a2 monopolist; such an outcome
would be inconsfistent with lwproving economic sfficlency.

£, When Ie Regulation Nesded?

Traditicnal public utility theory argues that certain types
of Infrastructure (water, gas, electricity] are inharantly
monopolistic in the following sense. Since the larger they are
the lower their average ceost of serving each oustomer (sconomias
of geale), it is bettar to have one large utility serving a
givan locality than two smaller feach higher-cost) chas,
Eccnemists refer to this characteristie as exhibiting decl)ining

long=run averzge ¢osts as s5izZe increases. If this i= the cage,
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however, and the utility is operated for profit, its profit
wargin will increase without limit as it geks larger. Hence,
the historic trade—cff has been government regulation, to limit
monopollstic prices in exchange for obtaining the lowaer inherspt
ceosts of a large, single utility.

EBut do alrports actually meet these conditions for utility-
monopaly status? There is growing economic evidence that they
do not. The Gellman report summarizes research which indicatas
thet airports exhibit jincreasipg long-run average cosks.
Particularly where there are capacity linlis, sither in terns of
land-uee censtrainte or ATC constraints, it san be far more
expensive to add a runway at a IaBuardia or a Lambert Field (st.
Louls) or a DFW than to add start up a new airport on low-cost
land at the limits of the metro area,

Why don't we see such competitive entry? Gellman pointa out
that teoday's helow—onst gairpeort pricihg policies distort
econonic decision-making. Current prices charged to airlines
are very low: they do not reflect the very real delay costs at
many airports. In addition, they generslly de not reflect
current-value asset coets (which the builder of a new sirport
would have to take inte acoount). If current ajrport prices
reflected these costs, it would be far more feaslble for
entreprensurs to invest in starting up new alrports to relieve
today's capacity shortfall.

fiting the work of Brookings Institution eccnemist Steven 2,
Morrison and others, Gellman concludes that at large airports,
airside cperaticons exhibit increasing costs due te congestion.
As a result, Gellman concludes that the traditional publié
utility reason to regulate==in order to capture the benefits of
decreasing costs--is abszent in the airport industry.

Are there other reasens to regulate airports? The main
temptation of a monopolist 1s to limit its cutput, thereby
driving up its prices--which cupteoners have neo choice biit to
pay. How serious a datger would that be in the absence of some
fort of direct regulation?

Gellman concludes that if airports ars allowed te price
their services in accordapece with supply ahd damand—-i.a., tao
charge different prices at differant times of the day and to
dlfferent classas of usera, as the airlines do now under
deregulation--then the alrport company will have ho incentive to
restrict its output. It will maximize its profit via yield
maximization, just as the airlines do now by finse-tuning their
pricing to diffarent categories of user: tovurists willing to
accept restrictions in exchange for low prices, busineses
travelars needing to make reservations at tha last minute (and
therafore willing or needing to pay higher prices, atc.) '
Eccnomists agrae that this type of pricing gets the most use out
of the available capacity, whether that capacity is the numbex
of seats on an aircraft or the mmber of slots at an airport.

If, on the other hand, airperts ere forced to charge tha
sane price to every user (i.e., no peak-hour diffarentials or
off=peak discounts, not charging what the market will bear),
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then they will have an incentive to restrict cutput, drive up
prices and revenues, and earn monopoly profits. Paradowieally,
Fricing freedom leads to ordinary [compeatitive) profits, while
controlled pricing leads te monopely profit=, giving rize to a
cage for regulatien.

Gellman also points out a2 secondary cquestion: +he
distribution of the airport's profits. Under today's system,
airports' *profits" are unseen, but are eszentlally passed along
to the airlines in the form of below-market prices (since the
airport it=elf 1s not suppaszed to be showing a net profit, under
munjcival ownership and FAX grant assurances). Under a
privatized system, airpor:i profita would he explicitly seen.
-Goverrment could seek to limit those profits via regulation,
essentlally redistributing a partion of the profits to one or
more category of userz. But it would be economlcally more
efficient simply to tax the profits. The fedara) government
{(and moet state governments) would share in these profits wia
corporate inccome tawes, and local govermments would also enjoy a
new revenue stream from the annual property tax payments. The
public-sector goal of limiting excess profits could be met via
the tax system, rather than by explicit price or profit
regqulation. : .

D. Promoting Competition: Indirect Regulation

In their study of Pritish airport privatizatien, economists
Cavid Starkie and David Thompson review the disadvantages of
both rate-of-return and RPI-mipus-X regulation, pointing out
that both types of regulation intreduce distortiens into the
marketplace and both carry bhigh costs of admipnistration. Thay
conclude that "if reguiaticn is used only to supplement, as
hecessary, competitive forces, it is more l1ikely that the final
guteome will ha sfficient." They aleo note that "regulstion
which supplements competitien has the advantage of drawing upon
competing eourcas of information and cpinion," rathey than being
essentially dependent on information producad by the regulated

company.

Among tha most powerful forms of indirect regulation are the
antitrust laws. A5 noted earlier, in Britain thera is no right
of private ectien inm antitrust; all such complaints must be
brought by the government. By contrast, in the United States
any airline, competing airpert, car rental company, or paesenger

‘whe beliaved that a privatized airport's pricing or other
pelicies wars predatory, discriminatorvy, or otherwise anti-
competitive would ke free Lo sesk redréss in court under federal
and sztate antitrust lawe. ,

Wa tend to forgaet that the anti-competitive practices which
have grown up in today's government-owned airports are exempt
from antitrust laws, because of the governmental status of these
airports. Current cace law, kased on municipal ecwnership,
exenpts alrports from the essantial facility doctrine, which
weuld otherwiss make it the duty of an airport to provide
reasonable opportunities for new alrlines to epter., Likewlse,
majority-in-interast clauses in airline use agresments, which
can cut off ankry te newcomer airlines by giving incusnbent
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