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CHAPTER 1. INTRODUCTION

The linkage berween civil aviation sector and economic activity and its
catalytic impact on general development are now well recognised. In a 1998 smdy,
the Air Transport Action Group (ATAG) had estimated that the total direct economic
impact of aviation on gross world output would increase from USS1.36 trillion (tm)
in 1998 to $1.7 tm by 2010, 28 million (mn) jobs - including direct, indirect and
induced employment - are affected by the civil aviation sector. The International
Civil Aviation Organization (ICAQ) estimated” that $100 spent on air transport
produce benefits worth $325 for the economy, a hundred additional jobs in air
transport results in 610 new economy-wide jobs. The [CAQ study attributes over
4.5% ol global GDP to the air transport cmﬁmt of civil aviation. A DRI«WEFA
study’ of the impact of civil aviation on the U.S. economy in 2002, using a variety of
cconomic multiphers encompassing the direct, indirect and induced effects om related
industries for which civil aviation provides an enabling function, estimated a 9%
share of civil aviation in GDP, amounting to about $900 billion (bna) and |1 mn jobs.

The aviation sector in India’ is rapidly gaining importance, although its many
impacts heve not been rigorously quantified. It s cstimated that foreign exchange
transactions of $22.5 bn are directly facilitated by civil aviation and another $96 bn
indirectly through civil aviation services.” 95% of tourist arrivals are by air. Airports
facilitate growth of high-value and perishable trade; 40% of exports and impaorts in
India by value are camied by air. The sector might one day also serve (o routinely
provide connectivity o remoie arcas otherwise inaccessible by other modes of

transport.

! ATAG, “The Economic Benefit of Air Trangport™, 1998,

? ICAD brochaee, *Ecanmmic Contribigtion of Civil Aviation: Ripples af Prosperty, 2000,

' DRISWEF A, Ine., “National Ecoaomic Impact of Crvil Aviation™, July 2002

! The seviation secior in Isdia can be broadly classified it theee distinct fumctional segments: (i)
operations, incloding the activitied of Indian Alrflines (1A) and s whelly oweed subsiliany Allissce
Aar (AAN, Aar India AL, Pawan Hans Hellcopter and other private operators; (i) infrastracosre, wnder
the purview of the Almpors Asibority of India (AALE amd (i) regubition and development, the
responsdbility of the Directorate General of Civil Avation (DGCA) and the Burean of Civil Aviation
Security (BCAS).

* Unless otherwise referenced, the mumbers in this chapter are culled from the 2002-03 Anmzl Report
of the Ministry of Covil Awviatlon, the Tenth Five Year Plan docament and presentanons made io the
Commiitee by Ministrnes like Towrizm, organissiions Bke AAL and D{GCA, air transport operators and
varinus industry assocaations Llike C1 and FICCL




The Airports Authority of India (AAI) manages 122 airports, of which 94 are
civil airponts {including 11 international airports®) and 28 are civil enclaves at defence
airfields.” These airports handled over 4.4 crore (et.) passengers in 2002-03 (1.5 cr.
international and 2.9 cr. domestic). Domestic passenger traffic had increased £% in
2002 to 1.3 cr., despite adverse operating conditions, viz,, low load factors, high fuel
and insurance costs, ctc. International passenger traffic carried by Air India (AI) and
Indian Airlines (IA) also mcreased &% to 0.4 cr. in this period. Indian airports
handled close to a million tons (MTs) of cargo (0.65 MT of international and 0.33
MT of domestic) in 2003, a 15% increase over the previous year. Traffic and cargo
growth over 2002-03 to 2006-07 is forecast to be between 5-7.5% per annum for
domestic and intermational traffic.

The partial deregulation of sclected segments initiated in the nineties and the
conseguent competition has transformed domestic airline operations. Choice and
fight guality of service, especially on trunk routes, has increased dramatically.
Flexible tariff structures are making flying increasingly more affordable, Customer
interface and the guality of ancillary services are better. Innovative airline operations
models are being introduced. Cargo is governed by an open skies policy. Responses
of the govemment to economic exigencies have also paid dividends; its decision to
announce open skies for winter schedules has led 1o increased tourist arrivals, even in
a volatile intematonal environment, and there is now & clamour for extending this
policy for three more years.

Despite these advances, India has lost out in aviation; il has missed the mavel
boom of the nineties, ceded its natural geographic and economic advantages as a
cargo and courier hub to other countries and air travel still remains confined to a tiny
section of the domestic population. The share of India in total world aviation traffic
continues Lo remain minuscule. India accounted for a mere 24 lakh tounst arrivals in
2002, compared to 71.5 cr. worldwide and 13 cr. in Asia Pacific (a 0.38% share).
Worldwide, tourism accounts for 10.2% of GDP, while in India, it is just 4.8%. OAG,
a respecied industry information service estimates that while air seat capacity has
increased 485% in China over 1989-2000, in India, this has increased by a mere 40%.

¥ These are si Dethi, Mumbai, Kolkata, Chenmsi, Theravanamthaporam, Bangslore, Hyderabad,
Alhmedabad Goa, Amrigar and Gawahan.
" Of the aodal #00 airfields | airatrips in the country.



Total world scheduled passenger traffic was 161.5 cr. and cargo traffic by scheduled
arrlines alone was 30 MT. The 25 largest airports in the world® handled some 102 cr.
passengers and 1.1 cr. commercial air transport movemnents in 2002. Mumbai and
Delhi airports are ranked the BOth and 109th busiest airports, respectively, in the
world, in terms of passenger movement.

An efficient aviation sector 15 essential to support tourism, an industry with
immeense employment opportunity. Here, it is noteworthy that investment in tourism
mdustry would generate the largest number of jobs as compared 10 investment in
other sectors. Thus, an investment of Rs. 10 lakh creates ~

13 jobs in manufacturing
45 jobs in agriculture, and
£9 jobs in tourism.

Furthermore, tertiary benefits of tourism are significant as the trickle-down benefits
of the travel & tourism industry on the economy go far beyond what is apparent. The
Satellite Accounting figures of World Travel & Tourism Council (WTTC) suggest
that the $11.33 bn travel & tourism industry in India supported 523.8 bn in related

Barring a few airports, available infrastructure is under-utilised. The four
gateway airports account for 42% of revenue. There are a large number of airports
where full infrastructure is available, but only operate one to two flights a day; about
50% of AAI airports are not being utilised by airlines. Although little quantitative data
is available on Indian airports” performance parameters, casual empiricism suggests
that quality of service is severely lacking. International airports, the gateways forming
tourists’ first impressions of India, are sub-standard. Passenger amenities, conveyor
belt facilities, ctc. are, for the most part, an embarrassment. Grossly inadequate cargo-
handling procedures at airports result in delays of a couple of days in transit from one
terminal to another. Only ten airports made a profit in 2001, despite airport landing

¥ 14 {8 Marth Amerca, & in Borope and 5 in Asia,




charges having been increased threefold over the last 15 years. Airport charges’ in
Indin are 78% higher than the intemational average!

Clearly, the aviation sector In India is in crisis. Our airlines are bleeding, with
the public sector domestic camer having made a loss of about Rs. 350 cr. and the
;:ivi;te airlines too are reported to have incurred heavy losses in 2002-03, The average
age of IA's and AT's fleet is about 17 years, as compared to an age of 6-7 years
intermationally. Furthermore, Al cmploys 16,000-18,000 staff and IA has a staff
strength of 20,000, much higher in terms of passenger route kilometres compared to
international benchmarks. India has been losing (or, in occasional yvears, barely
managing to retain by dint of bilateral rights) market shares in terms of passengers,
aircraft and cargo volumes. The combined capacity of IA and Al actually contracted at
a 1.8% CAGR over 1997-2002, thereby restraining them from maximising the network
utilisation that is critical to airline profitability. Expectedly, India currently uses barely
40% of its intemational bilaterals. Costs of travel to and from India remain high,
which, combined with the inconvenience of procedures here, has effectively shackled
growih of air travel, '

The public sector ownership of Al and 1A, entailing multiple layers of extra-
commercial accountability and cumbersome procurement proceases, further hobbles
these enterpriscs and stifles both the commercial orientation and the agility required
for expanding in a competitive market. Labour policy inflexibility prevents effective
cost management. 1A’s share of the domestic market (in terms of route passenger
kilometres (RPK)) has declined from 100% in 1993-9%4 to 45% currently. Globally, as
& nule nfthn.ml:_l, carriers invest in capacity when load factors touch 70% of capacity. In
India, loads consistently cross this hurdle throughout the year, During the peak travel
months of October to March, intemnational passenger loads far exceed this level, as a
large number of travellers who have been off-loaded from flights from India during
peak season will testify. On the other hand, the constraints cited above contribute to
keeping domestic travel depressed, seats routinely go abegping on most routes, in furn
adversely affecting the financial viability of domestic camers. There is persistent
worry over the ageing fleets of the public sector cammiers and the management of air
traffic control systems.

¥ Compeising of lasding charges, rowe navigation fscility charges (RNFC) and cerminal navigation
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It is true that the proximate cause of the airlines” distress is tied to the difficult
nmes throwgh which the civil aviation industry, worldwide, 15 pmmg.“' But the
malaise is deeper in India. Over the years, the civil avizhion sector has been used often
1o dispense political patronage and the consequent meddling has adversely affected the
sector’s viability. The difficult environment for civil aviaton has exacerbated
distortions, inelficiencies and constraints for which government policics are also

responsible.

Current restrictions on the provision of ancillary services at airports (like
fuelling) give advaniage (o public sector undertakings, hinder competition and serve to
keep costs high. Private airlines are not allowed to establish hangars for major
maintenance overhauls at airports and consequently have to outsource mamtemance
activity to high cost locations abroad''. Vacillation over the privatisation of our
carricrs has seriously handered their growth and modernisation,

Discussion on privatisation of Al and IA is often centred on the need for
having government-owned national carriers. In this regard, the Committee has noted
that our own history half a century back, where a privately owned Air India had pride
of place in the global aviation community, is often forgotten. It might not be
appropriate therefore to discuss this issue as a matter of national prestige. Any airline
of India - public or private - emjoying a good reputation as an efficient carmier should
be as much a source of natonal pride. [t 15 also noteworthy that in a dymamic and
competitive industry like air transport, it is quite hkely that the incumbent national flag
carrier will cede the role (o other airlines thal emerge a3 stronger operators. The most
prominent example is the U.5., where American Aidines and United Airlines have
donned this mantle from erstwhile aichnes like Pan Am and TWA.

Giiven our size and strategic needs, a vibrant civil aviation sector is essental to
our cconomy as well as securty. Substantial data has been cited to indicate the
importance of civil aviation as an important segment of country's infrastructure. A
strong airlines system backed with 2 well-planned network of airports would be
valuable in any national emergency. It would not be appropriate, therefore, to view

Lamaling charpes (THLC).
* The ghabal airline indistry is expected 1o post 2 $6.% b leas in 2003,
" O presentatson 1o the Comimities,




civil aviation in India as a service for the elite and the rich. This approach, which
needs o be adopted in our view for fature planning, would require a thorough review
of the manner in which the burden of taxes and fees levied in the sector as well as the
sleps that are needed to encourage and support the growth of civil aviation in India

An onerous fiscal burden, arising from a view that looks upon the aviation
sector a8 ¢litist and hence, a milch cow rather than an engine of growth, is taking a toll
on air carmers. Excise daty on ATF is 16% and sales taxes on ATF for Indian camers
are on average 25%, resulting in a total mark-up of 45% on basic ATF prices.
Allowing PSU oil companies 1o levy high and arbitrary charges, by dimt of their
monopoly for supplying ATF, only adds 1o the burden. As a consequence, it is cheaper
for domestic travellers to fly to South East Asian tourist destinations rather than ones
within the country. (Sec Table 1.1)

Table 1.1; Alrfare from Delhi to Selecied Domesiic & Interaniional Destinathons

Round Trip

Delhi to Airfare
Goa Rs.20470
Cochin Rs.30,700
Colombo {DGCA Fare- Round Trip Excursion) Rs.17,355
Bangkok (DGCA Fare- Round Trip Excursion) Rs.25,170 =
via Chennai .
Bangkok (DMGCA Fare- Round Trip Excursion) Rs.17,980
Direct Code Share Flight

Note: Includes Pessenger Service Fee and Insurance Fee, as applicable.
Source: Indian Airlines
Financing has become a constraint as well. Airlines are a highly capital
intensive and risky business. Over the next 7-8 vears, Al and 1A will require a capital
infusion of Rs. 16,000 cr. and Rs. 10,000 cr., respectively, including an equity infusion
of Rs. 500 cr. and Rs. 400 cr."" Financing requirements of this magnitude require
access o investors with appropriate risk appetites, i-l.;:-, foreign capital and it is
precisely in this area that restrictions on foreign investment, especially equity, remain
the most onerous, The equity limit for foreign individuals and companies in
international services, for instance, is 26% and in domestic passenger transport, 40%."

¥ Earimare of the exiernal consultnts 1o AT and 1A
" The Tenth Five Year Plan, 2002-2007, “Presentation to the National Development Council”,
Fanning Commission, Mew Delhi, December 2002, Chapler £.3, pg. 784,



Complete prohibition of equity participation of foreign airlines in passenger air
wansport is. frankly, not to put too fine a point on it, wrational. There are other entry
barriers relating to licensing requirements, which amtificially serve to limit
competition.

In many countries with similar problems, deregulation and liberalisation af
aviation in the past decade has enabled them to hamess the positive effects of
competition. Recognising the need for expeditious redress of the above deficiencies,
this Commitiee was constitted by the Governmemt of India (vide order
F.No.Av.1301 1/02/2003-DT dated 21.7.2003) to chart a road map for rapidly
rationalising and reforming the aviation sector in India. The Terms of Reference (ToR)
are detailed in Appendix 1.

During the course of s deliberations, the Committee held extensive
consultations with many stakcholder organisations, a list of which is given in
Appendix 2. All these organisations have uniformly underscored the imperative to
lower aviaton costs and make ar travel more affordable so as 1o facilitate economy-
wide development in general and growth of travel & tourism industry in particular.
The Committee realised dunng these consultations that, while it is important to draw
on international experience of deregulation, with its range of allernatives and diversity
of institutional practices, there is a need to evolve structures that suit India’s specific
needs and realiies. The Committee found it wseful to view the aviation sector as
compnsed of two distinct and separate types of services. The first, the core of the
seclor, is 1o be operated as 2 business and run on commercial principles. The second
#ct, i consonance with socinl and distnbutive objectives, including conmectivity,

should be supported through direct and transparent subsidies from the government.

The Committee felt that, given the breadth of issues involved in derepulating
the sector and the complexity of implementation of the resulting recommendations, it
would be difficult to do justice to the issues in one Report. Hoary as the cliché may
sound, the Committee reiterates that the devil will lie in the details. Tt was therefore
decided that the ToR would be addressed im two pars: Part [ to concentrate on issues
that will impinge on the strucrure of liberalisation, and which will consequently have a
bearing on the Civil Aviation Policy (CAP); and Pant 1 will focus on implementation




1ssues, especially relating to coordination with other government departments, namely,
the Ministries of Finance, Defence, Home Affairs, etc. '

Although the Report is structured (for simplicity) in individual modules
dealing with options for reducing sysiemic costs, air transport services, airports, air
traffic control and the instiational framework, it is imponant 1o emphasise that the
individual avianon segments have to be viewed as an organic whole for achieving
system-wide efficiencies. The Committee is convinced that if India wants the civil
aviation and the tourism sectors to become the key engines of growth, every aspect
pertaining to the aviation sector needs to bé examined and expeditiously actioned
wpon. The most important of these relate to the sfate of our airports, airline
profitability, the high costs of fuel (including the fiscal effects on these costs), capacity
augmentation and the costz of security. In the radically changed, competitive (and
increasingly private sector dominated) environment that the Committee foresees as
emerging, it is imperative that the existing institutional framework be substantially
modified and some new imstitutions developed, with each of these organisations
having clearly defined, commercially-oriented and sharply focussed limited roles. The
Committee is of the firm view that we should have an efficient and vibrant civil
aviation sector comprising airlines, airports, air traffic control and cargo services that
match up to world class stndards and are intemationally competitive. Towards this
end, the Committee’s recommendations pertaining to vanous segments and
institational structures, taken together, provide a comprehensive approach that
balances the need for safety, viability and affordability. The integrated approach is
founded on four fundamental pillars. First, the Committee secks to establish a level
playing field for all operators and reduce the debilitating burden of an extortionate
fiscul regime. Secondly, the Comunittee seeks to increase private participation and
competition wherever possible by reducing entry barriers. Thirdly, the Committee
advocates adherence to stningent safety standards and, in the areas mot amenable to
competition, the use of contestability, with a sound regulatory oversight to prevent
abuse of market power. Fourthly, recognising that affordability and accessibility are
ofien conflicting with connectivity and need to be balanced with viable commercial
operations, the Committee suggests institutional mechanisms that transparently and
explicitly provide support for socially desirable but uneconomical services.



The structure of this Report is as follows, Chapter 2 explores options for
reducing the high systemic costs so0 as 1o make air transport more affordable and
enhance air connectivity. Chapter 3 outlines the rationale for deepening and widening
the ongoing process of liberalisation and privatisation of air ransport services in India
and delineates various policy measures necessary to accelerate these efforts. Chapter 4
examines methods of increasing efMiciencies of existing airports in India, including
accelerating the process of inducting private participation that is already under way.
Chapter 5 outlines the strategy for efficient provision of air traffic control services in
India, including associated issues such as financing and regulation. Chapter 6 outlines
an integrated instinutional framework that will be best suited to provide a seamless
uterface between the disparate activities and segments of the sector, as well as provide
effective oversight in the emerging liberalised environment. Chapter 7 summarises the
key recommendations. The Committee’s acknowledgements are contained in Chapter
.4



CHAPTER 1. IMMEDIATE CONCERNS AND REMEDIES

The civil aviation sector in India is facing a cnsis, as explained in the
previous chapler. The Committee is of the firm view that extricating the sector from
the current malaise requires a series of policy and structural changes, encompassing
all major operational segments and the associated regulatory institutions. Towards
this end, the Commitiee deliberated at length on each of the major operational
scgments, and drawing upon intenational experience and sound economic concepis,
has outlined a set of recommendations in subsequent chapters. The Committee,
however, recognises that implementation of broad policy and deep stroctural changes
is bound to take some time, whereas certain measures can be implemented relatively
quickly.

In this context, many persons and institutions forcefully argued before the
Committes that, at present, the civil aviation sector is viewed as a cash cow for
gamering revenues by the central and state governments and government-owned oil
companies. Inevitably, this has raised costs of air transport. Managing the sector in
this manner is unienable and incongruent with the government's avowed objectives of
making air transport more affordable, enhancing regional air comnectivity and
providing a boost to tourism. The Commitiee, based on its discussions with vanious
key stakeholders, has identified the scope for lowering systemic costs for the sector as
a whole, through mtervention in the following five arcas:

(a) Fiscal regime;

(b) Airport charges;

(c) Sourcing of ATF;

{d) Level playing field issues; and
(e} Interface with other Ministries.

2.1 Fiscal Regime

From presentations made 1o the E‘mnnittm," it is amply clear that the present
fiscal regime is rendering air transport unviable even in areas where it has
comparative advantage over other modes of transport. Presently the aviation sector is

" Presentations to the Commimee by Jet Airways, Air Sahara and the Ministry of Tourism,
Govwe rremeenl o Indes.
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subjected to a plethora of taxes, duties and fees, viz., excise duty and sales tax on
ATF, Inland Air Travel Tax (IATT), Foreign Travel Tax (FTT) and Passenger
Service Fee (PSF). Surprisingly, most of these charges are either set at very hugh
levels or inequitable across comparable services.

Excise Duty and Sales Tax on Aviation Turbine Fuel: In other countries,
while fuel cost is usually 10-15% of arrline operating cost, n India it accounts for
about 30% of the operating cost of domestic airlines. The average price of ATF for -
domestic airflines iz Re.19,E11 per Kilolitre (KL), as against the intermational average
of Rs.10,192 per KL. Even within India, domestic -::pnl.t;unpljril% more for ATF
than international operators (see Table 2.1 below). This is mainly due to the incidence
of high excise duty (16%) and high sales tax (average 25%; in some states as high as
39% (Kerala)) on ATF for domestic air carriers. In effect, on basic ATF price,
domestic airlines are required to pay 45% towards excise duty and sales tax,

Tahle 2.1: Price of ATF for Different Operators

e Rs. Per KL
| Type of Operator | Mumbai Delhi Kolkata | Chenmai | Average
| International Operators | 12,831 13,180 14,1594 12,453 13,160
| AUIA (Intemational) 16,027 15792 17,766 16,074 16,415
| Domestic Operators® 18,659 18,283 22 090 20,210 19811

* Includes domestic operations of [A
Source: Jet Airways presentation to the Commitiee
Clearly, high excise duty and exorbitant sales tax are adversely affecting the
viability of domestic airlines and affordabality of air transpon. In view of this, the
Commatiee recommends that excise duty and sales tax on ATF should be substantially
lowered. One way of achieving this could be to categorise ATF as “declared goods™
under the Central Sales Tax Act so that sales tax on ATF does not exceed 4%. In case
of smaller aircraft that are essemtially deploved to enhance regional commectivity,
povernments should do away with the existng discriminations based on the tvpe of
arrcraft and, accordingly, bring parity in the taxes on ATF for jets and turboprop
aircraft

Customs Duty and Sales Tax on AVGAS: Al present, AVGAS — which is
fuel for traimer aircraft at Fhyng Clubs - is subjected to a 20% customs duty and, on
average, a 25% sales tax. Given that intcrational prices are very high and, in any

11



case, the revenue yield is negligible, the Commiitee recommends that the import duty
and sales tax on AVGAS may be abolished to give a fillip 1o aviation training and
encourage flying clubs.

231 Other Tazes and Fees

In lddit'i_nn to taxes on fuel, the air transpon sector is subjected w [ATT, FTT
and PSF. The IATT — which is 15% of airfare ~ was introduced as a “Fuel Surcharge”
at the time of the first Gulf War, and has stayed on without any rationale,
Furthermore, since [ATT is charged on the ticket price, whenever ticket prices are
mmmmmﬁammu,mnmmm;n
Iu'lu{«_qow:r. airlines are required to pay full IATT on the ticket price, even in the case
of discounted (apex) fares and non-paying travellers such as airlines’ staff and
security Sky Marshals. According to an estimate,1$ through IATT and PSF,16 the
government is expected to collect Rs.1,000-1,100 cr. in 2003-04, and this constitutes
about 15% of the total revenues of the domestic airlines (Rs.6,500-7,000 cr.). Given
the government's aim to make air travel more affordable, the Committee recommends
that aviation-related taxes and fees such as IATT, FTT and PSF may be replaced with
a single, lower ad valorem sector-specific cess, say at 5% of actual airfare, and the
proceeds thereof should be ring-fenced ioto the proposed non-lapsable Essential Air
Services Fund (EASF, detailed in Chapter 3), to subsidise uncconomical but essential
air services including commercially unviable airports.

1.3  Alrport Charges

At present, airport charges in India are 78% higher than the intemational
averape and exorbitant in comparison to countries such as Bangladesh  and
Malaysia.'” (See Chart 2.1 below). Within Indis, at the 12 airports designated as
international airports, charges are 16-90% higher compared 1o other domestic
airports, contributing an additional cost of Rs.69 cr. per annum for all domestic
operators, The Commitiee recommends that airport charges should be substantally

"' Air Sahars presentation to the Committes,
"'P'SF' is charged &t the e of Rs 2N per passenger,
" Jet Airways presentation to the Commitiee,




brought down to levels comparable with neighbouring South East Asian and Gulf

countes.

Chart 2.1 Comparisen of Alrport Charges

Totsl Charges” per flight - So=ing F1T- T
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* Total charges inclode Landing Charges, Route Ravigatson Facility Charges and
Temminal Navigation Landing Charges

Sowurce: Jet Airways presentation to the Comemittes

24 Sourcing of ATF

Cumently, the govemment-owned ol companies enjoy exclusive privilege
over supply (domestic and imported) of ATF and control fuel hydrants and associated
infrastructure |ocated at the airports. All the three government-owned oil companies
continue to charge the same price.” Furthermore, an examination of the fuel price at
various points in the supply chain suggests that these companies may be overcharging
at the expense of air camiers.  The Commitiee is of the firm view that the monopoly
of government-owned companies in the supply of ATF is grossly incongruent with
the ongoing process of liberalisation in the oil sector, Accordingly, the Commiitee
recommends that airdines should be allowed to source ATF from the supplier of their
choice. In order to facilitate this process, the Committee further suggests that the
Amrports Authority of India (AAl) should offer o buy out the fuel supply hydrants
and associated infrastructure of the government-owned eil companies and provide all
oil compamies cquitable access to such facilities. Altermatively, the govemment-
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owned oil companies should be required to provide private oil companies access to
these facilities based on a “common user/carrier™ principle. In either case, given that
abuse of monopoly power cannot be ruled out, fuel supply infrastructure at airports
should come under the purview of the proposed Aviation Economic Regulatory
Authonity (AERA) (detailed in Chapter 6).

It may be well argued that the aforementioned recommendations of the
Committee to tum the awviation sector around are primarily focused on fiscal
concessions, This is largely true. Given that civil aviation is an internationally
contestable space, the Commiltee is convinced that it is imperative to adopt a fiscal
regime that cannot be completely out of line with international practices. Having said
that, the Committee also recognises that there is substantial scope within the sector
for improving efficiency. In fact, the thrust of the remaning chapters of this report is
on devising structural and institutional changes encompassing airlines, airports, air
traffic control services, with & view w catalysing efficiency gains, using a two-
pronged strategy of competition where feasible and economic regulation in the
residual arcas of natural monopaoly.

25 Level Playing Field Issues

As of now, Indian Airlines has some comparative advantages over ils private
sector counterparts. Among domestic operators, only IA is allowed lo operate
imernational services and provide third-panty ground handling services. In addition,
government and PSU employees are permitted air travel only by IA. The Commuittee
does not see any justification for these arrangements. The restrictions on travel of
government and PSU employees on private airlines should be removed. Furthermore,
since the sector has spare capacity in the domestic segment and under-capacity in the
international segment, and a substantive portion of the bilaterals are not being
utilised, it makes eminent sense o allow the domestic private carriers o operale

In this context, the Indian Airlines has submitted that allowing private domestic
air carmers to provide international services would severely dent their viability, which
is -h*.:idy under pressure due to various commercially unviable obligations imposed

" Air Sahars presentation 1o the Commatiec.
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on them on social conssderations. Un the other hand, various industey representatives
mcluding those from travel and tourism sectors have strongly argued in favour of
enhancing the capacity on international segment, by allowing the private domestic air
carriers 1o offer international services. While the Commitiee is sympathetic to the
plight of LA, it regards continuation of the current prolectionist arrangement as akin to
opaque cross-subsidisation and inefficient and hence, needs (0 be eschewed, Thus,
while recommending elsewhere that 1A should be compensated for its losses on
account of commercially unviable obligations imposed on them and to establish a
transparent mechanism to provide subsidy to support to operations on unviable routes,
the Commitee recommends that the private domestic air camiers should be allowed o
offer international services in an equitable manner.

In addition, considering the need to foster fair competition and ensure a level
- playing feld, the Committes recommends that the domestic private girlines should be
allowed Lo provide third-party ground handling services.

Greenfleld Alrports: Recently, the govermment has decided to review the
provision in the National Policy on Airpons, 2002, that “no greenficld airport will
normally be allowed within an acnal distance of 150 kilometres of an existing
airport.” The Committes endorses this amendment. Given the location-specific nature
of air travel, driven by a variety of considerations ranging from commercial to
cultural, and the significant sunk costs involved in erecting airport infrastructure,
girports enjoy @ natural monopoly. An effective way to contain such monopoly
power, a8 observed in several large cities across the world, s to allow the emergence
of new airports in the vicimity of existing ongs, The Commiltee, however, caulions
that the investment decisions regarding greenfield airports should be based on purely
commercial considerations. Accordingly, central and state governments may refrain
from extending concessions in general and subsidies in particular to greenfield
airports, which might impinge on the viability of existing airports.

L6 Imterface with asther Ministries

Efficient provision of air travel services requires effective co-ordination
between several organisations including Ministries. The Committee is particularly
heartened that various Ministries that interface with civil aviatiom are keen to
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cooperaie to streamline operating procedures and facilitate efficient flight operations.
In this context, the Committee notes that a high level inquiry committee chaired by
Shri R.C. Jain conducted a detailed study of the management of airports in India and
submitted a wide array of valuable recommendations, particularly focusing on the
need as well as scope for streamlining the activities of vanous organisations engaged
m the functioning of airports and for improving coordination between these
orgamisations. The Commitiee also sees immense potential for improving operational
efficiency of our airpons through effective inter-agency co-ordination and,
accordingly, proposes to address this i15sue in greater detail in Pamt Il Here, the
Committes sought to highlight certain issues thal require urgent intervention by the
Ministries of Home Affairs and Defence,

Ministry of Home Affairs: Any internaiional traveller to and from India can
vouch for the inordinate delays at immigration counters. These delays are attnbutable
to a lack of space and inadequate computerisation. In light of this, the Committee
suggests that at intemational airports, operators must ensure availability of more
space so as to enable the Minisiry of Home Affairs (MoHA) to locate additonal
counters and deploy more immigration officers.

Government has started issuing machine-readable passports only recently.
Even now, only 50% of the new passports are so readable. One reason mentioned for
this s that the passports issued by Embassies abroad are not machine-readable
because they do not have the necessary equipment. Even if all the new passports
were machine-readable, it would still take nearly ten years before all the old passports
are replaced by new ones; the validity period of a passport being 10 years. [f the
immigration process at airports is to be computerised, there has to be a vigorous
campaign for replacing all the existing old passports with the machine-readable
passparts. Simultaneously, all immigration counters at all the international airports
should have equipment compatible with the new process. Software packages for
advance screening of passengers have been developed in Australia and some other
countries, which are now being widely used. There is, therefore, no need for
reinventing the wheel. What is required is a determination to take up this programme
m rmassion mode within a fixed time-frame. Furthermore, the present practice of
deploying the mix of local police and 1B Staff at the immigration counters needs to be




reviewed, There is a need for a dedicated and specially trained staff directly under
the control of the Ministry of Home Affairs for manning the immigration counters.

Furthermore, the paperwork involved in immigration should be reduced in
lime with international practice - i.c., all outgoing passengers as well as incoming
nationals (Indian citizens) should not have 1o fill in an elaborate form, and incoming
foreigners should also be required to fill in only simple forms that are amenable to
easy and fast processing,

At present, all the costs pertaiming to the provision of security at airports is
being borne by the aviation secior. Recently, due to the rise in threat perception of
terrorism, security costs have escalated significantly. For example, inducting the
CISF in place of the state police has resulted in secunity cost increasing from Rs.85
er. to Rs.350 cr.  Here, it is noteworthy that following the Chicago Convention, the
government has the sovereign responsibility for secunty cover, for instance against
terrorist attacks. In light of this, aviation and airport security should be taken over
and funded by MoHA,

Ministry of Defence: At present, large parts of Indian air space are reserved
for defence usc, thereby restricting the choice of optimal routes for commercial
aircraft. This results in congestion of air-traffic on nammow comidors with planes
hawing to fly at lower altitudes and s0 consame more foel. In many airports, there are
restrictions on the timing of civil aviation movements. Furthermore, defence services
do not pay landing charges. In order to optimise the use of air space, the Committee
recommends that the povermment may consider the model followed in the U.S. and
many other countries, wherein the air space is permanently made available for civil
aviation and segments of air space are re-vested and made available to defence on
request. Defence services should also be required to pay user charpes as mutually
agreed upon for facilities such as runways. To facilitate effective co-ordination of air
space and cost sharing, civil and defence ATCs may be co-located where feasible (as

is the case in Branl),
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CHAPTER 3. AIR TRANSPORT SERVICES

This chapter cutlines the rationale for deepening and widening the angoing
process of liberalisation and privatisation of air transport services in India, and
delineates various policy measures that are necessary 1o accelerate these efforts.

11 International Trends

During the last two-and-a-half decades, worldwide, the air transport industry
witheéssed three major transformations. First, the mdustry substantially moved away
from govemment control and ownership towards deregulation and private ownership.
The ongins of this trend are generally attributed 1o the deregulation of the U.S. airline
industry in the late 1970s, which led to lower fares and higher productivity.” Spurred
by these benefits, several countries have purswed the path of liberalisation and
privatisation.”® This transformation also subsumed another trend of privatisation of
national “flag camiers” — that is, airlines designated by a country’s government to
operale intemational air services 1o and from that country — as evidenced in Australia
(Qantas Awrways), UK, (British Awrways), Germany (Lufthansa), Japan (Japan
Airlines), and Hong Kong (Cathay Pacific)”’ The second transformation pertains to
liberalisation of international air transport services. At the bilateral level, within the
wraditional approach of limiting the points served, capacity, number of airlines and
pricing, many countries have begun to incorporate greater flexibility or features of

* According to an estimate, berween 1975 and 1990, in the U S nirline industry, sverage vields per
paisenger mile — the average of the fapes thal passengers aciaally paid - declimed 30% in real inflstion-
adjugted tarms, and the savings 1o wavellers have boen in the range of 35 billion 1o 310 billion per year.
Compelled by the price competibon unleashed by deregulalion, carriers hive pul more seats on theis
planes = the average wenl up from 1369 in 1977 to 153.1 in 1988 - and succeeded wn filling & greater
perceniage of ihose seais - from an sverage of 32.6% in ihe ton years before 1978 to 61.0% in the
mwelve years afier. The dearmate move to hub-snd-spoke operations (m which an airlime rowles its
fights through ame ar several "hub” cities) has increased efficiency in & number of ways incheding
betier adaptstion of equipment 1o markets arsd offer of & wider vanety of destinstiona.

* s on date, abr tranapont indastry is fully privetsed in North America and the govermment-owned
mirlimes constitute bess thas |09 of the indusiry in South America. Furthermore, airlines are privately
owmed in countries as dissimilar as Australia, Japan, Hong Kong., China, Germany, Philippanes,
Bepublic of Korea and the UK., and parial privatisation s planned or i progress in Bangladesh,
lmakin, Malaysia, Papua Mew Guinea and Thailand.

¥ In several other countries, governments have substastially reduced their stake in the national
carriers, viz, Argestina (Aerolineas Argentinas), Chile (LanChile), Brazil (Varig), and MNetherlands
(LM

18



liberalisation. ™ In addition, various groups of countries have either entered into or are
in the process of forging full-market-access amangements covenng their member
coutitries. These arrangements are arrived at either on a regional basis — as in the case
of the EU, and the Andean Pact countries of South America® - or on a plunilateral™
basis. The third transformaton is the emergence of co-operative alliances between
airlines, encompassing a wide range of operational and commercial matters such as
code-sharing and loyalty prograimmes,

While pursuit of economic efficiency. is the prime mover underpinning all the
aforementioned transformations, the process of privatisation is also motivated by a
vancty of other objectives: (a) relieving the fiscal burden on account of h:l:l-‘.l-l'l'llﬁﬂﬂ
government enterprises; (b) using privatisation proceeds to reduce public debt: (c)
attracting local and foreign capital; and (d) transforming the erstwhile government
enterprises into more attractive albance partners.

3.1 Emerging Indian Scenario

Clearly, deregulation and privatisation is the way forward in air transport
services. [ndia too, taking due cognisance of this trend, has liberalised its air transport
services for private panicipation in domestic scheduled and non-scheduled passenger
services and in cargo services. In India, the Air Corporation Act, 1953 was repealed
in 1994, leading to the opening up of scheduled domestic air transport services in
India to competition and private participation” (see Box 3.1 below for the key
features of the current policy), Thanks to this liberalisation, between |994-95 and
2001-02, the domestic air transport industry has registered impressive growth on
several parameters including the number of awcraft-kms flowm (by 155%) and

 For instance, Awstralia, Hrunei Darzssalam, New Tealand and Singapere acuvely pursue [iberaloed
marked aocess i their gviathon agreements with other countries, whersas India has opened ity markets
Lo CAEGD OpCrating.

“ Since 1995, eight more srangements have emerped with 3 workdwide dispersion (four in Africa, rao
in (he Ametices, ong each in Asis Pacific and the Middle Esat], omd several potendial arrongesments are
reparted to be i the prpeline.

* I contrast w0 bilateral apreements nvolving two cowntries, plasilatersl agreements involve several
comnirkes, but mot as many & in multilsteral sgreements. [n 1999, a plunilsters] open skies sgreement
was 5igned between Brunei Darussalam, Chile, ¥ew Fralund, Singapore and the U5,

* Non-scheduled (air i) services were cpened 1o privale panicipation much carlier in | 986, und the
comesponding  puidelines have been swhseqeently modified severnl times. mcorporating greater
Mexibility 1o the privale operabors
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passenger-kms flown (by 76%).** In 2000-01, private operators carmied 48.2% of the
passengers and made available 43.7% of the seat-kms,”

L

L

Box 3.1: Key Features of the Current Policy Pertaining to Domestic Air Transport

Private sector is allowed to operate scheduled and non-scheduled services. ,
Operator should be a citizen of India or a company or a body corporate which is
registered in India and whose (i) principal place of business is in India; (i)
Chairman and at least two-thirds of its Directors are Indian citizens; and (iii)
substantial ownership and effective control are vested in Indian nationals.

The scheduled operators are required to follow route dispersal guidelines — an
administrative mechanism that was aimed al extending air transport services 1o
regions/routes that i3 not necessanly commercially viable.

Operators are required tw have a stipulated level of fleet size and subscribed
equity capital. For example, scheduled operators should have five aircraft (by
outnight purchase or through lease) and a2 minimum subscribed equity capital of
Rs.10 cr. (Rs30 cr. if operators have an awrcraft of maximum take off mass
exceeding 40,000 kg).

Foreign Equity participation up to 40% and investment by Non-Resident Indians
(NRIs) Overseas Corporate Bodies (OCBs) up to 100% is allowed, The
representation of the foreign investing institution/entity on the Board of Directors
of the Company shall not exceed one-third of the total.

Foreign airlines are not permitted 10 pick up equity. Foreign Financial Institutions
and other emtiies who seek o hold equity in the domestic mir transport seclor,
shall not have foreign airlines as their shareholders.

While fares are left to be determined by market forces, operators are given choice
regarding aircraft type and size.

Open skies policy for cargo services.

As regards safety and security arrangements, the operalors must ensure
compliance with the relevant regulatory requirements stipulated respectively by
the Directorate General of Civil Aviation (DGCA) and the Bureau of Civil
Aviation Security (BCAS).

33 Way Forward

Although progress thus far has been impressive, the existing policy leaves

substantial room for improvement in three directions, as detailed in subsequent
sections:

® More importandy, during 1994-95 o 2001402, the secior registered substantislly higher
Compoanded Amiual Growth Rate (CAGHR) i goveral key parameteérs, &8 compared to the CAGHR
during the decsds ending vwath 1994-95; e CAGR of alreraf-km fown meressed froem 1% 10 14.3%,
whereas the CAGR of passenger-km Nown increased from 0.7% 1o 8.4%.

 Jer mirways, the major privale air carrier, has grown from 4 aircraft | 24 daily Nighes, and 12
destinations i 1993-54, 10 41 awcrall, 250 daily fights and 41 destinations in Febraary 2003, and
schibgved am edtimate markel ibare of over 46% m 2002-01.
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(2} deepeming reform in the domestic air transport segment, through abolition
of route dispersal guidelines, removal of entry barriers and liberalisation
of investment norms for foreign equity investors and foreign airlines, and
encouragement of regonal air services, helicopter operations and general

avialion:
(b) extending the liberalisation process to the intemational air transport
scgment; and

(¢} privatisation of Indian Airlines and Air India.
33.1 Route Dispersal Guidelines and Essential Air Services

Like in many other countries, in India too, there are some routes which are
viewed as deserving air services on the basis of social, strategic or geographical
equity considerations, even though they might not be commercially visble. In onder
to ensurc availability of air services on such routes, existing policy requires all
scheduled operators (both public and private) to follow route dispersal guidelines.
According to these guidelines, routes are divided into three categories, and each
operator is required to offer at least 10% of its deployed capacity in Category I
routes™ for “uneconomical” Category Il routes connecting stations in the North-
Eastern region, J&K, Andaman & Nicobar and Lakshadweep. Furthermore, each
operator should deploy 1% of the capacity exclusively within Category [1 stattons and
50% of the capacity provided on Category | routes on Category IT1 routes (that is,
routes not included in Categories | & [1). Airlines are expected to cross-subsidise their
losses on commercially unviable routes under Categories 11 & 111 routes by profits
they make on other routes.

The current amrangement for ensunng essential air services suffers from
several limitations. To begin with, airlines often incur losses on Category 11 routes as
they are required to charge subsidised fares on these routes.”® Furthermore, shorer
routes among Categories [1 & [l are commercially unattractive in view of the
competition from alternative modes of transport such as rail and road. In any case,
major airlines with their fleet comprising larger aircraft (geared towards capturing a
share of the profitable long-haul trunk and regional routes with dense waffic) find it

® Category | compnses of routes dimecily connecting followisg city paire Mumbai-Bangalors,
Mumbei-Calewna, Muambei-Delhi, Mwembai-Hydembad, Mumbai-Msdras, Bumbsi-Trvandnom,
Calewits-Delhi, Calouita-Basgalore, Caloutia-Chennai, Delbi-Bangalore, Delhi-Hydesbad, and Delbi-
Chennai,
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sub-optimal to serve shorter routes, Normally, routes that are not found to be
commercially viable by major airlines can still be serviced by niche airlines with
appropriate aircraft. The experience of Vayudoot not only underscored demand for air
transpaort in small cities, but also that it can be successfully provided with the help of
small modem economical aircraft.'® Recently, Air Deccan - a private “no-frills”
airline — launched its service connecting Bangalore, Hubli and Mangalore. The route
dispersal guidelines may be inadvertently hindering the emergence of specialised
airlines with appropriate aircraft to cater to the regional and shori-haul feeder routes.
This 15 because given that the larger airlines are bound by the route dispersal
guidelines to operate a specified percentage of their deployed capacity on Category I
& I routes (regardless of the viability of such operations) they can (potentially)
undercut the specialised airlines on those routes.

In view of the above, the key 1o achieving the goal of expanding the reach of
air services in the country appears to be in abolishing the route dispersal guidelines.
Such a step would enable major airlines o focus their efforts on the routes of their
choice and, more l'.mp;nrtirltlj. create room for the emergence of specialised airlines to
service the remaining short-haul, regional and feeder routes. As regards maintaining
essential air services on roufes that are strategically important byt are commercially
unviable, the government should provide explicit subsidy support, preferably through
direct budgetary transfers or the imposition of a sector-specific cess or a combination
of both. In addition, such support should be allocated through a transparent process of
minimum sabsidy I:H'ntlli'l'liﬂ:.]1 Here, it is noteworthy that competitive Iz:nhrin; of
subsidy for maintaining essential air services is a well-established practice in several
countries, as it allows such routes to survive but on the basis of fair competition and
al the lowest cost possible to the tax payer. For instance, the Remote Areas Subsidy
Scheme (RASS) in Australia and the Essential Air Services (EAS) Programme in the

¥ =The Fulure of Civil Avistion in India: Struchare, Policy, Regalation and Infrastrocture™, National
Council of Applied Economic Ressarch, Mew Delhi, 2001.

“I‘Hlmﬂﬂtmr}lu palilical inbervention led Vayadoot to expand s services to unviable routes
amd, a8 @ consequence, o evenieal demiss

" In this comtext, it is nateworthy that the Tenth Flan document also suggests that & more sppropriste
way of servicing unviable routes would be teough minimem suhgidy bidding and that the subsidy
required for this may be fanded by & setting up o furd through contribstions made by operations in
brunk rowtes and supplemented through other mesns,
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U.S. are broadly based on minimum subsidy bidding.” (see Table 3.1 below for a
summary of key parameters of RASS and EAS).

Table 3.1: Comparison of Air Services Subsidy Programmes in Australia and the LS.

Key Parameter Australia U.S.
1) Mame of the scheme Remote Arza Service Subsidy Ezsential Air Services (EAS)
— .. Scheme (RASS) ..\ Programme —
2j In operation since Original scheme sincel957 1978

(christened as RASS in 1982-83)

| 3} Scope Exght air operators provading regular | 27 carmers;
weckly air services 1o approximately | 114 communitics
250 remode eoanmaEnities {July 2002)
| 4) Source of funds Budgetary allocation and User Fees | Budgetary allocation and User Fecs
5)P als mitiated by | Communities 4 Air Cammiers
6) Selection process Minimum Subsidy Bidding Minimum Subsidy Bidding
T) Duration of award Fixed term: usually less thian £ years | Reviewed every 2 years |

Sources: 1) Working Paper 54, Bureau of Trunsport and Regional Economics, Australia

(Web site: hetp:/'www bie. pov.au'docs wp S4/ch himl)

2) LS, General Accounting Office, Washington DC, 20548 (Ref.: GAQ-02-99TH

Essential Air Service)

Drawing wpon international experience, the Commintee suggests the followmng

combination of prnciples and sieps, (o meet the objective of preserving essential but

uneconomical air services,

First, the scope of Essential Air Service (EAS) objective (including the
pace at which it is pursued) must be congruent with the available quantum
of Mnances. In the absence of a firm link bereeen the cbjective and
resource avarlability, the essential service goals cannot be sustaned and,
worse, the entire initiztive may lose credibility, In other words, if adequaie
funds are not available, the scopi of the EAS may have (o be less
aggressive, I.e., target routes may need to be priontised.

Secondly, while arriving at a quantum of resources available for meeting
the EAS objective, all avenues of raising resources through direct user
charpes must be exhausted. Thiz iz necessary (o wean the tarpeted
segments away from the umbrella of subsidy support and, more
importantly, to mitigate the risk of subsidy being perceived as a perennial
entitlement.

Thirdly, the promise of support should be for a reasonable length of time,
and backed by a credible stream of resources, so that the service providers
can make their investment decisions with a greater degree of confidence.
Towards this end, the povernment may consider the creation of a non-
lzpsable Essential Air Services Fund (EASF), outside the Consolidated
Fund of India, and the Fund's management may be wested with an

independent board,

¥ In the EU too, similar approaches are used 1o preserve services om essential, bat useconomsical

LT

23




= Fourthly, the government may consider replacing aviation-related taxes
and fees such as IATT, FTT and PSF with a single, lower ad valorem
sector-specific cess, say at 5% of airfare, and the proceeds thereol may be
credited to EASF.

# Fifthly, the proceeds from the proposed privatisation of Airports may be
ploughed back into the sector, g, into the EASF, towards meeting the net
cost of EAS.

+ Sixthly, to the extent thai the central and state governmenis consider EAS
as an area of priority in general, they should augment the resources
through the general excheguer (as is indeed the case for other landable
objectives pursued by the governments). In a similar vein, the state
governments may contribute to the lowering of the net cost of EAS

through fiscal concessions, as for example, by exempting the EAS
operations from high incidence of sales tax on ATF.

e Seventhly, the funds from the EASF may be used to “purchase™ essential
air services through a transparent process of minimum subsidy bidding.
The Commitice n:w:nuu that the scope of EASF would include
uneconomical arports and Air Traffic Control (ATC) services (as detailed in
Chapters 4 and 5). Accordingly, the Committee suggests that all such services should
be supported through the proposed EASF - subject, of course, to a clear demarcation
of resources for differcat streams of support.

33.2 Entry Barriers

At present, domesti¢c mir transport operators in different segmenis are
subjected to a varying degree of requirements with regard to minimum fleet size and
subscribed equity capital. For instance, scheduled operators are required to have a
minimum fleet size of five aircraft (by outright purchase or lease) and a minimum
subscribed equity capital of Rs.10 cr. (Re30 cr. if operators have an aircraft of
maximum take off mass exceeding 40,000 kg). Normally, sech stipulstions are
justified on account of either safety considerations or 1o safeguard the interests of the
other stakeholders interacting with the operating entity; the capital adequacy
requirement imposed on banks 15 2 case in point. In the absence of a similar or any
other justification for imposing minimum size and capital requirements for airlines,
the Commutiee firmly believes that these issues should be left open for resolution by
equity investors (based on commercial considerations) and debt financiers (through
the usual due dibgence exercises). In view of this, the Commitice recommends that
requirements regarding fleet size and equity capital be removed, 50 as to encourage
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entry (and competition) and allow operators and financiers to make decisions based
on commercial considerations. In order to ensure that airlines operate on a level
playing field in fair competition with each other, it is imperative that all airlines
should be required to maintain accounts pertaining to their air transpont services
separately in a transparent mammer. To facilitate this progess, the Commitiee
recommends that all scheduled airlines operntors should be registered under the
Companies Act. In fact, this should be made as a'condition of license.

113 Investment Norms for Forelgn Equity and Foreign Airlines

At present, in the domestic air transport services, equity participation by
foreign individuals/companies is capped by a ceiling of 40%, and foreign airlines are
not allowed 10 hold equity investments either directly or indirectly. The current policy
further stipulates that ownership and effective control of the airline should be vested
with Indiun nationals and that the airline's Chairman and two-thirds of its Directors
should be citizens of India.

Admittedly, controls on foreign participation and ownership have been widely
prevalent in the aviation industry, and the ongin of this regime is generally attributed
to the Chicago Convention that created a legal system in which the citizenship of
arlimes was a critical component. Ofien, these controls are justified on the basis of
strategic and safery considerations. Even today, many countries - inchuding some
with a highly mature airline industry such as the U.S. — continue to take a particularly
aggressive stance with regard to national ownership and control requirements™ It is,
however, noteworthy that several other countries, driven by public benefit
considerations, are taking an increasingly liberal stance with regard to foreign
participation. For instance, an airline that has besn granted an Operating License by
any E.U. country is allowed o exercise traffic rights on virtually any route within the
ELU. and can set its own fares freely.’ Australia, on the extreme end of the

™ For instance, in the U.S.. non-U5, citizens may hold only up to 24.99% of the voting interest in a
LS, airfing and they cannod expect 1o be the chairman of the board or the president of & U5, airline,
Ewen in cages where the United Seate haz an open skies spreement with the homelsnd cousiry of the
invesbor, equity halding by the nos-11.5. citizen investor is capped by a ceiling of 49%.

*In 1993, 1he BEU. replaced nsvonal ownership snd comirol resirictions with the coscepl of a
“Commenily air carrier,” under which EU. asrlines mast be majorty owsed and effectively controlled
by E.U. countres and'or nationals of EU. countnies. Any airdine meeting these {(and specified financial
and safety) requirements must be licensed by the E.U. country in which it has its registered office and
principal plase of basimesa. (Source: “Furopesn Eaperience of A Tremapon Liberalisation™,
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liberalisation of domestic air services, allows foreign persons (including foreign
aitlines) to hold 100% equity in an Australian domestic airline, unless this is judged
contrary to the national interest™ Given the highly capital intensive nature of the
airlines business, liberal norms for foreign investment is a critical pre-requisite for
enhancing India’s airlines’ access 1o intermational capital flows. Equally imponantly,
the saze and spread of operations of foreign investors across the globe, endow them
with a higher nsk appetite to undertake large, long-term investments, which are a
hallmark of airline fleet expansion requirements. This equity infusion can be obtained
either through strategic investors (i.c., foreign direct investment (FDI)) or through
foreign institutional investors (Flls). Investment by a foreign strategic investor (i.c.,
FID), being primarily driven by the investor's interest in a long-term stake in the host
economy, has the additional advantage of providing a stable source of capital
Furthermore, FDI is likely to facilitate access to advanced technologics and cutting-
edge business practices as well as a superior understanding of sector operations,
especially in the intemational segments.

The Committee is aware of views that foreign equity investment (including
mvestment by foreign airlines) should be restnicted due to national secunity concerns
given the strategic nature of air services. We would like to disabuse this notion. The
ground reality regarding the more liberal foreign ownership norms in another
strategic sector in India, telecom (up to 49% FDI by foreign telecom companies),
buttresses our view that liberal norms for foreign equity investment should be
established in the case of air transpon services as well.

Furthermore, the Commiltee noted that even countries with stringent
requirements of ownership and control of domestic airlines by their citizens, do take a
liberal view regarding participation of foreign airlines, subject, of course, to the
overall limits on foreign equity investment and anti-trust provisions. In other words,
policies of many countries seem to acknmowledge the likely gains from equity

Information Paper. Worldwide Air Tramport Comference: Chollenges and Opportunities aof
Liberalization, Mootreal, 24 (o 29 Masch 2001)

¥ “hiline Mergers and Alliances™, Directorate for Financial, Fiscal, and Enterprise Affairs,
Commuihés on Compatition Law and Policy, OECD, Febrsiry 200
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participation by foreign airlines, viz, efficiency improvements and economies of
%

RO

In light of international experience and the advantages associated with foreign
equity participation, the Commitiee suggests that foreign equity investment norms
pertaining to both domestic and international”’ scheduled air transport services should
be liberalised, to allow up to 49% foreign investment. As regards investment by
foreign airlines, investment up 1o 49% may be allowed with the approval of Foreign
Investment Promotion Board (FIPB). In all other air services, ie,, non-scheduled
services soch as chartered aircraft amd helicopter operations, foreign investment
(including investment by foreign airlines) should be allowed up to 100%.

134 Liberalisation of the International Alr Transpart Segment

As highlighted in the earlier section on international trends, the international air
transpon segment is inexorably moving towards liberalisation, particularly at the
regional and sub-regional levels, Even within the bilaterals, which continue to be a
dominant form of regulating international air transport.”® manmy of the recent
agreements and amendments are reported to contain some features of liberalisation.
Many countries have unilaterally opted for liberal air transport policies, often based
on a broader perspective of national interest including economic development and
trade benefits.™ For instance, India has liberalised its air CAFgD SErvices segment
through a unilateral open skies 'pnﬁu;:].r_"' In light of this, the Committee recommends

* The ardine indusiry reaps ecosemies of scope when the cost of supplying two products jointly is
cheaper than producing ihem separately. These ecosomies ususlly relsie to the size of an airling’s
flight network. For example, adventising costs sre nol almed af & particslar roste, but ot the airline's
whale network. Large networks also give opporiunities for cconomies of scope i areas such as
frequem fyer schemes o genersie cumomer loyalty and compuler reservalion systems. n & simlar
vem, global allinces beiween twe alrflimes, ia particular these whose networks are comnplemesiary,
enbance efflclencies by allowing rationalisstion of the seiwork strochure snd grester exploitation of the
cost-5lde econombes of scope.

i molewarlky that the scope lor liberalisbng Dndea's imesnations] air sunaport segment with regaed
to certain ey sspects such a5 foreign ownership is kely io be lmmited by the balateral agreements i
has with othes coundries. For instance, mos countries - a8 for example, Australia, U5 and EL.
Countrics = continue o impose significant restrictions on foreign ownership and control, cabotage and
the right of establishment,

" During January 1994 1o December 2001, over 600 bilaterals were reportedly concluded or smended.
" “Liberalization of Markst Access”, (Presented by the Secretariafl, Worldwide Air Transpors
Conference; Challenger and Oppertunisies of Liberalization, Monireal, 24 1o 29 March 2003

* According o this policy, amy operator, including foreign operator, can operate any number of flights
by amy type of aircraft to any sirport having costoms and immiigratson facilitics without amy bilateral
pgreement. The operiors are fres o charge mates sccording 1o the demand and supply situsison,
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that India should pursue a path comprising of the following phases, for the
liberalisation of its intermational air transport segment.

In the first phase, private airlines based in India should be allowed to provide
mternational air transport services to and from India. As explained in Chapter 2, the
sector has got spare capacity in the domestic segment and under-capacity in the
micrmnational segment (particularly during the peak season), and we are presently
using barely 40% of our bilateral rights. In view of this, it makes eminent sense to
allow domestic private carriers to operate imternational services,

In the next pllﬁ, India should actively pursue the objective of complete
liberalisation of the international air transport segment through (a) secking more
hiberal amrangements under the bilaterals; and (b) emhancing full-access to wider
market scgments by joining a regional or a plurilateral group of countries with a
samilar agenda of liberalisation.

3135 Liberalisation of Chartered Services

The Committee takes note that chartered services are emerging as an important
scgmeni of air travel, offering fares that are subsiantially lower than TATA fares
According to the Bombay Chamber of Commerce and Industry, the chaner fare on
certam segments 15 Rs.25,000 lower per seat as compared to the IATA fare, indicating
that liberalisation of chartered services could offer substantial benefits to travellers.
Furthermore, it is reported that a sizeable portion of resident Indiams are cumently
availing chartered services by making internet bookings ex-UK, thereby depriving the
Indian economy of taxes on charter eamings and the retail travel trade of a significant
opportunity to increase their tumover and profit margins by offering comprehensive
wravel packages. With a view to benefiting consumers, enhancing tax revenues and
giving a fillip to the retail tavel trade, the Comminee recommends forther
hberalisation of air chanered services. Specifically, the Commitiee recommends
relaxation of restrictions pertmning o frequency and foreign ownership norms for
chartered operators. In addition, the Committee suggests that tounst charters should be

(Liberalizing Air Cargo and Tourist Charter Operations™, (Presesied by India), Worldwide Air
Transpor] Conference’ Challenger and Opporfumities of Liberalizanion, Montreal, 24 w 20 March
2003y
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allowed to take Indian Passport holders on board and also to carry a mix of foreign and
Indian passengers on domestic tourist circuits.

336 Privatisation of Indian Airlines and Air India

It is the feeling of the Committee that the management and personnel of both
Al and A have performed well in difficult simations and at difficult ttmes, In recent
years, they have been able to improve their performance in & more competitive
environment. The Commitiee i1s confident that, freed from the shackles that are
associated with governmental ownership, they have the inherent strength to withstand
competition and perform as world class airlines.

The profitability of both Indian Airlines (IA) and Air India (AI) has besn
under pressure. The external i:m'.lruhlnts to these airlines recommended carly
implementation of a strategy comprising of the following measures for tarning these
airlines around. |

{a) Capacity addition mainly through the acquisition of mew aircraft. It is

estimated that in order to be able 1o fund the envisaged expansion plans LA

would require Rs.18,000 cr. of investment over the next 6 years and Al
would require Rs. 16,000 cr. of investment by FY 10;

ib) Product improvement through a combination of service enhancement and
rationalisation of network and schedules;

(c) Operations improvement by enhancing employee productivity and
reducing procurement and channel costs; and

{d) Financial restructuring by way of unlocking value from non-core assets,

improving working capital scenario and optimal capital planning.

A closer examination of the factors underpinning these recommendations
reveals that both [A and Al suffer from similar limitations - inadequate capacity
addition, slow decision-making, low operational efficiency and low labour
productivity — which are largely attributable to their government ownership. In case
of |1A, government ownership imposes an estimated additional burden of Rs.55 cr. per
annum on account of serving commercially unvizble domestic routes’ In view of
this, unless [A and Al are freed from povernment ownership (and control), the
efficiency gains anticipated in the tumaround measures are unlikely to materialise,
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Such under-performance is likely to further accelerate the current vicious cycle of
poor financial performance leading to derailment of plans for capacity addition. All
this, in turm, adversely affects the growth and profitability prospects of these airlines.
Already, Mﬂm:mdﬂniﬂ%nfdﬁ:mmdﬂisﬂmﬁhlymfﬂhwmh
case entry into intemational air transport segment is liberalised (along the lines
suggested in Section 3.3.4 above). Thus, continuing government ownership of these
airlines is likely to dim their prospects of tumaround. In the mean time, it is essential
that Al and IA should be not constrained in their operations and in facing competition
on account of lack of capacity. Hence, the capacity acquisition plans of Al and 1A
should be processed in an expeditious manner,

Among the approaches that seem plausible” given the need to rapidly
improve efficiency, augment mvestment and limit government interference in
operations, the Committee is clearly in favour of earty privatisation and tansfer of
management control o (strategic) private investors. Viewed from this perspective,
the governmem's decision*’ to reduce its share (1o 49% in LA and 40% in AI)
through sale of equity to a strategic partner (26% in [A and 40% in AI), employees
and other investors seems, in prnciple, to be a step in the night direction.” However,
given the tepid response of the investors to the earlier privatisation efforts (both Air
India and Indian Airlines) and the continued poor financial performance of these
enterprises, in order 1o be able W attract strategic privale investors, the government

*! Presentation to the Comsmittee by the external consultants (M's A T Keamey) to LA and Al Earlier,
the Kellkar Commines also highlighted that LA"s aperations. on useconomic but socially vital rowies as
a key reason for its accumulated losses.

“ There are two broad categories of models for encousaging privale participation in sirlines. First
category comprisss of non-divestinge options such as management contracis and joinl ventures,
whereas the second category inchodes severl partial or complete divestitune options such as ssction,
pegotiated direct placemesl, management-employes buyoois, imtal public offering. and capilahsation
(privatisation proceeds sre ploughed back into the company). Even within divestiture options, several
varianes are poasible. To begin with, certain sctivitses of the girling which ane regarded as nan-cone — as
for example, ground hasdling, masndenance and aif carge operations - may be carved ouwl and
privatised separately. Altemnatively, povernment may resort (o partial privetization, with § view o
imject capital withowt losing wtal control. Malyasian airlines, Singapore girlines, and Philippine
Airlines have been parally privatised using this spprosch. Finally, tstal privaetisston options include
either culright &ale to one oF mane major investons (a3 in the case of Konean airlines) or trough share
isaiae [as in the wle of Brtiah Airsaya) or p combisstion af both

** Ministry of Disinvestment (weh site: hitp:aww divest nic.in‘psu-retumed htm)

* There has been strong precedence of airlines being privatised in phases. For example. Qantas
Airways was divesied in pwo phases — first, 25% of the awline was sold io Bniish Awremys m 1593 and
later i |995 remaining T5% was sold thoough s public floatsiion. Oiber amirlines which have been
privaissed in ranches inchude Al Cansda (flotsiton of 43% and 57% B two manches), Kenya Airways
[26% sale to KLM Adreays, followed by 31% Notation), and KLM (flotation of §1% and 26% in two
iranches).
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may need to consider enhancing the attractiveness of the privatisation offer. This
could be done inter alia through a combination of the following measures:

{a) Some financial restructuring. For example, LA should be compensated for
losges attributable to policy decisions such as provision of uneconomical
services in pursuit of the government’s social and developmental
objectives and the grounding of Airbus A320s in early 1990s; the
quantum of such compensation is estimated at Rs.400 cr® In a similar
vein, A should be compensated for the financial burden on account of the
Vayodoot merger. According to the Commitiee of Experts on Indian
Airlines (Kelkar Commitiee), 1996, the merger of Vayudoot with 1A in
May 1993, added a burden of about Rs.20 cr. per annum as operating

expenses and [A was also required to take care of Vayudoot's outstanding
liabilities 1o the une of Rs. 185 cr.

(b) Retaining profit-making activities such as ground-handling and
engineering services as part of the privatisation offer;

(c) Alleviating [A's social obligations through a credible mechanism of
directly and transparently subsidising essential but uneconomical air
services; and

{d) Liberalising foreign investment norms as outlined earlier.

In this context, the government could consider private placement of shares
with domestic fimnancial institutions (FIs) and banks, Given that domestic Fls and
banks have access to ample liquidity, shares of [A and Al could be sold to these
entities after independent valuation. Selected foreign institutional investors (FTls)
may also be invited to be part of this consortium. Although this approach does result
in reducing the government's share in ownership, the Committee recognises that
there are potential problems involving passive institutional ownership, apart from the
lack of precedent for this method. Under this option, given that the Reserve Bank of
India (RBI) regulations prescribe ceilings on investment in shares by banks, most of
the investment will, perforce, have to be by domestic Fls and Flls. However, even if
the government 15 a minorty sharcholder, management control, by default, may
remain with the government - thereby diluting the primary motive for the exercise as
argued above. An effective way outl of thiz predicament would be to allow the
institutional investors freedom to appoint a management team of their choice. The
imstitutional investors should subsequently be allowed to exit at their volition.

“ Presentation 1o the Cormmities by the external consaltants to 1A end Al
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317 Privatisation of Pawan Hans Helicopters Limited

Pawan Hans Helicopters Limited (PHHL) was incorporated in 1985 as a
Govemment Company under the Companies Act, 1956, Out of the present equity
capital of Rs.113.76 cr., Rs.89.26 cr. is held by Gol and Rs.24.50 cr. by Oil &
Natural Gas Corporation Limited. According to revised estimates, the company made
a profit of Rs.35 cr. in 2002-03.% The Committes is of the view that PHHL, which
caters mainly to the needs of the oil sector and charter services, has no justification 1o
be in the public sector. In line with the perspective that the govemnment should focus
oaly on policy-making functions and distance itself from the role of an operator, the
Committee recommends that the Govermment should disinvest in PHHL by inducting
a strategic partner and, thereafter, go in for an Inital Public Offer.

338 Regional Air Services

In order to improve air connectivity, operations to remote areas need to be
encouraged. Since the traffic on routes in these areas might not be adequate for air
transport operations to be economically viable, cerlain incentives will need to be
given for such operations.,

The Commitice deliberated a good deal on the desirability and feasibility of
giving specific incentives to low-cost, no-finlls scheduled mrlines. [t was recognised
that a general incentive for low-cost operators (similar o incentives for small scale
industries) might be counter-productive in the long run. Instead, it was felt that
incentives should be targeted towards small aircraft, which are more likely to be
deployed on regional routes. Accordingly, the Commitiee recommends that the use of
aircraft (including amphibious aircraft) having a maximum certified capacity of less
than B0 seats and helicopters may be encouraged through reduced charges for route

navigation service and landing.

In addition, state governments seeking to encourage sir transport operations in
remote areas should consider reducing the sales tax on ATF and AVGAS 10 the level
of Central Sales Tax, for all operators who provide air transport services on specified
un-served [ under-served regional routes.

* Spurcs: weew, pawarnhans comdprofile kim
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139 Helicopter Operations

Helicopter operations have the potential o improve connectivity in the country,
particularly in arcas where fixed wing operations are not feasible due to difficult
terrain or the absence of an airfield. Regulation of helicopter operations is presently
based on rules that are laid down for fixed wing operations. This inhibits full
utilisation of their capability and adds to costs. Hence, it 15 necessary that dedicated
operating procedures be developed by the DGCA for helicopter operations so that
they are not unduly stifled by the regulations designed for fixed wing operations,
which are of an entirely different nature. The current practice of combined provision
of infrastructure services for helicopter and fixed wing operations places the former at
a disadvantage. In order to overcome this limitation, separate operational areas
including helipads should be developed at major airports. This would also facilitate
faster movement of fixed wing aircraft as they would not be delayed by the slow
movemen! of helicopters. In addition, the incentives recommended for general
aviation (see next section) should also be extended to helicopter operations as well.

To encourage business and tourist traffic and wackle natural calamities, the
Government should consider licensing of heliponts by the private sector, subject to
prescribed safety guidelines, which could also be applicable to state governments for
constructing their own helipads.

3310 General Aviation

General aviation is an important element of the aviation sector, as it provides
basic trained manpower for scheduled airlines and coanectivity to small towns not
normally served by scheduled airlines, and helps to promote tounsm. (eneral
aviation also includes non-scheduled flying and training activities by operators /
schools authorised by the DGCA. General aviation operators usually cater to small
airponts and remote areas, which are not normally equipped with high technology and
capital imtensive navigation and other airport facilities. In order to encourage gencral
aviation, the Commitiee recommends the following incentives: reduced navigation
and landing charges, rationalisation of sales tax on ATF and AVGAS to bring it at par
with Central Sales Tax, waiver of the proposed sector-specific cess for subsidising
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essential air services, lower hangar charges at airports, etc. In any case, the total
amount of such concessions to general aviation would constitute a very small portion
of total revenue collection from the sector. Moreover, the aforementioncd
concessions would result in increased operations of small aircraft and helicopiers
including special flights for agnculral operations and industry and thereby help
compensile for the loss of revenue and may even result in additional revenue and
increased employment. -

33.11 Aviation related manufacture

Despite significant growth in the overall industrial” production scemario and
development of technology, manufacture of aircraft and civil aviation products like
components and spares for local use as well as exports, has been relatively quite low.
Consequently, most products and spares have to be imported. There is excessive
emphasis on the area of aviation operations thus neglecting the manufacture of
sviation products. There has been significant’ growth in petro-chemical and
automobiles sectors due 0 opening up of the economy resulting in increased
indigenous consumption of these products, quality standards and exports. Most of
these have been driven by ecomomies of scale. There has been some work m the
country on development of Light Combat Aircraft (LCA) and Advanced Light
Helicopter (ALH). Capacity also exists for attempting manufacture of smaller civilian
arrcraft. It 15 high time we made serous study of the possibilities of encouraging
manufacture of aircraft and products for the aviation industry. This could be
facilitated and encouraged by giving incentives for local design and development of
small aircraft and products that go-into aviation industry. Specific fiscal incentives o
the manufacturers of such products would enable them to make India a competitive
force in aviation-related mamufacturing industry.

The above approach would succeed only if' the gn:l'wth of the civil aviation
sector in India is actively encouraged. This is one more reason for giving greater
importance to the expansion of general aviation in the country.
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1.3.11 Safety and Economic Regulation

A growth strategy for the airline industry should necessarily encompass safety
and economic regulation.

As regards safety regulation, the Chicago Convention {1944) enjoins countries
w follow highest practicable degree of uniformity in regulations, standards,
procedures, and organisation in relation to (a) areraft maintenance and operations; (b)
personnel licensing; and (¢) arways and auxiliary services - as laid down by the
Intemational Civil Aviation Orgamsation (ICAQ). In line with this, the DGCA
regulates the airlines industry in India through a Safety Oversight System, covering
many aspects including personnel licensing, flight operations and airworthiness of the
aireraft. According to a Safety Oversight Audit of DGCA conducted by the ICAD in
1999 and a follow-up audit in 2001, the system cstablished by the DGCA for
certification and surveillance of the aircraft operations and air transport activities was
satisfactory and enabled the country to fully comply with ils obligations. While the
ICAQ's audit report indeed 15 a strong endorsement that India does have satisfactory
safety regulation, a study finalised in 2001 reported a prevailing percention in the
industry that (the current system’s) “extreme stringency as well as inability to accoum
for ground level realities has stifled the industry.™ The study further highlighted
that, according to a cross-section of professionals associated with the industry, the
DGCA hardly consults the operators and is not sensitive 1o the economic/'commercial
impact of it8 directives on operators. In order 1o alleviate this perception, the
Commitiee suggests that the safety regulation regime should be reformed 1o
incorporate & mandatory consultative process such as, for example, the Notice Pror o
Rule Making (NPRM) procedure followed by the Federal Awiation Authority
(FAA)*

As mlﬂuﬂs economic regulation, very few countnes, if any, resort to heavy-
handed practices such as controlling of fares and allocation of routes. In many
cOunIries, air ransport operators, particularly in the domestic segment, are allowed
freedom in setting their fares and choosing the routes that they would like to service.

1 wThe Futere of Civil Aviatien in Isdia: Smaciure, Policy, Regulation and lnfresinchere”, Matonal
Couseil of Applied Econeamic Research, Mew Delhi, 2001,

 Under NFRM, FAA lssues sotice 1o all aperatoss, givieg full details of regulations comemplased and
recuesls hear fieedback wirh regard 1o ihe sconomic/commercial impact of the proposed amangemenii.
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Many governments, at the same time, are acutely conscious that incumbent airlines
can - either alone or through alliances - potentially engage in anti-competitive
practices at several levels, vig,, hub & city-pair route (dominant operator can resort to
predatory pricing and, in case of hubs, to extortionary pricing of allied services) and
network (loyalty programmes for customers and travel agents and discriminatory
BCCESs to reservation systems). Acguisition of dominant contral over slols in capacity
constrained airports is yet another source of monopoly power for the airlines (sce Box
3.2 below). Given these avenues for anti-competitive practices, airlines are normally
regulated under the anti-trast laws of the respective countries. Furthermore, given the
dynamic and complex nature of the industry, competition authorities are typically
given significant discretion in imposing conditions on what would otherwise be anti-
competitive mergers and alliances and also over the remedies that can be requested as
a result of an infringement of competition law.” In view of this, in India too,
competition laws (and the Competition Commission of India) should be relied upon
1o regulate restrictive trade practices by airlines.

* For instance, ms part of the pre-conditions for British Airways (BAVAmerican Airlines (AA)
alliance, the Buropesn Comemliabon (E.C.) required the merging alrlises to give up & large numbear aff
slofs o competliors wishing o provide US -London services, b could not obtain slots dhrough
normal allocsiion mechaniam.
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Box 3.2 : Slots

| Ag mirports become congested, it is crucial for airlines to be assured of access
| to such airports by way of the right 1o take off and land at a panticular time of day.
Such rights, commonly referred to as slots, are normally provided on a first-come-
. first-served basis and subsequently “grand fathered”. The allocation of slots is
!-r:umpl:x matter because of the need to ensure compatibility between slots at either
! end of each particular route {and in cases involving multiple sectors, at each point on
the route). Allocation of slots periaining to intemnational routes is effected through
twice yearly slot allocation conferences that take place between members of the

International Air Transport Association (IATA), in accordance with procedures
developed by IATA. Airlines routinely exchange slots on a reciprocal basis and a |
seldom-publicised “fact” is that airlines may ask for, and receive, some financial |
consideration while exchanging valuable slots with less attractive slots. ll
E There 15 economic evidence that capacity constraint on slots and gates |
translate directly inlo markel power. For instance, m the U5, of the 43 airports
| which are classified by the Federal Avianon Authority (FAA) as “large hubs”, the
| fares are generally much higher at the ten airports which suffer from capacity
| constraints. Across countrics, a varicty of policies have been tned to prevent airlines
| from acquiring and strengthening a dominant position in slots, with mixed results.
| Under the slot trading system introduced in the U.S., the dominant incumbent airlines |
| have succeeded in increasing their proportion of the total slots, despite explicit
| provisions 1o ensure that slots become available 1o new entrants. Yet another
mechanism 15 “wse it or lose i"', which requires an airline to use a slot at least 80% of
the time or face having the slot revoked by FAA. A far more drastic mechanism
proposed by the Port Authority of New York and New Jersey envisaged a modest |
withdrawal of air carrier slots, not 1o exceed 3% on an annual basis, for reallocation |
to new entrants and small incumbents by lotiery.

In summary, it appears that regardless of the approach adopted for allocation
of slots, there is strong possibility for anti-competitive behaviour, since a dominant
operator would be willing to pay more than a competitor for acquiring valaable slots.
In due recognition of this reality, many countries rely primarily on competition law Lo
prevent airlines from attaining a dominant position in slots. '

Source: Asrling Mergers and Alliances, Directorate for Financial, Fiscal, and Enterprise
Alfairs, Committes an Competition Law and Policy, DECD, Feb 2000.
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CHAPTER4. AIRPORTS

Airports play a critical role in promoting trade, tourism and economic
development of a country. Airport operators are responsible for providing and
maintaining airport infrastructure, providing essential services, and allocating space
and resources among airlines. Operators’ recover the bulk of their revenues from
airport charges levied on airlines and also from commercial use of airport facilities.
Usually, the revenue obtained from commercial activities is significantly higher when
an airport s privately owned in comparison to when it is under pwrrmﬁl:
ownership. ™ :

India bas over 400 airports out of which the Aitports Authority of India (AAT)
manages 94 airports and 28 civil enclaves in military stations, The AAI was
constituted in 1995, to bring about wmtegrated development, expansion and
modemnisation of operational, terminal and cargo facilities at the airports in the
country. The AAI is also responsible for managing the entire Indian airspace and
provides air waffic services over this airspace and adjoining oceanic areas.”’

Although it might appear that India has considerable airport capacity, only 62
arporns are in use with the rest remaining inactive, Additionally, over 40% of the
passenger traffic is concentrated in the two main intermational airports at Delhi and
Mumbai, and as a result, the limited terminal capacity at these airports has led to
increased congestion, bunching of fMights and delays in passenger clearances. This
situation is exacerbated by outdated infrastructure, inadequate ground handling
systens and night landing facilities, and poor passenger amenities. The poor
utilisation of existng capacity has impeded development and growth of the sector,
and today only 10 airpons are profitable.”

While there have been a few positive developments through government efforts
in recemt years, viz. an increase in the number of international airports and
development of proposals for new greenficld airports in Bangalore and Hyderabad,
there is still plenty to be done. The privatisation proposal of the two major airports,

" 0. Betancor and B Rendeiro, “Regulsting Provatized Infrastructures and Airport Services”, Spain.

* The focus of AATL is recent years has been 1o increase the mumber of intemational airports, upgrading
air traffic controd systems 8 major alports and instisuting training programmes 1o improve employes
response and upgrade professional skills. (A AT web site)
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namely Delhi and Mumbai has only recently been cleared afler several delays. There
is an urgent need lo encourage better utilisaton of existing capacity through
incentives, add capacity at certain airports to case congestion, and improve overall
viability; something that a combination of fiscal burden and cumbersome government
regulations have hindered. Hence, the need for privatisation.

4.1 Private Participation: International Developments

Traditionally, all over the world, the airport sector has been under government
control. The move towards airport privatisation is a relatively recent phenomenon,
and was dniven by two key factors. First, due to continuous increases in passenger
traffic across the world, there was an urgent need to expand existing capacity and
invest in additional facilities. Governments were unable to undertake the necessary
investment as continued public financing of arport infrastructure was becoming
increasingly difficult, given the compeling needs for tax revenves, Secondly, the
declining level of operational efficiency and the apparent inability of government
operators to run awports in a cost-effective manner, made a strong case for mvolving
the private sector.

The Brtish Government decided to privatise the Brtish Airports Authonty
(BAA) in 1987 by opting for full flotation, While this is a rare and unusual case of
complete privatisation,” several govemments across the world introduced private
participation in the sector, and by 1995, some form or the other of private

participation was under consideration in over fifty-four countries.™

Privatisation of airports has been making rapid progress in Europe and Latin
America, with countries such as the US,, and those in the Middle East and Africa
prefeming a slower pace. Most countries in Europe have opted for ownership
divestiture (mostly partial) of arport infrastructure, whereas developing countries
have typically opted for concession contracts, long-lerm leases or management
contracts. The nature of privatisation depends to a large degree on govemment policy,

* Presemration of the Airports Aushority of Tndia to the Comminee, 2000-03,

* Dutside the UK., the most far-reaching privatisation program has been in Australia, where long-
term Jeases (50 years with an opiion to extend for omother 49 years) were offered for sale for 18 of the
22 yirpons operated by the cestohile Australian Federal Adrports Corporstion,

* ~Privansing Airposts — Options and Case Stodses™, Public Policy for the Private Sector, World Bank,
| G,
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the existing financial condition of the airports and the state of the capital markets. It is
appareni that there is no standard international best practice that is applied when
considering airport privatisation.  As described in Table 4.1 below, airport
privatisation largely falls in three categories depending on the degree of private sector
involvement. The following sections discuss various models, outlining relevant case

studics and present the benefits and drawbacks of cach madel.

Table 4.1: Options for Private Sector Participation at Airports

- Option 1 Option 2 Option 3
Allacation of
responsibilities
Ownerghip Siate Staie Privaie Sectos/ Mixed
Investment State Private SectorMixed | Private Sector
| Management & Operation | Private Sector Privite Sector Private Seclor
Common strategies for Service concessions | Build-operate-transfer | Wraparound additions
private participation Contractng-out (BOT) schemes Trade wales
Management contracts | Long-lerm leases BOT schemes
Multiple concessions | Master concessions Sirategic buyouls
A ” " Capital markets
Recent cases and Agroports Du Athens International Briush Airports
examples Cameroon, Cameroon | Aisport, Greece Authority, UK.
Santiago, Chile El Dorado Airport, Belfast International
Kai Tak Airport, Hong | Bogota, Columbia Airport, Scotland
Kong Stewarn Airport, NY Australia
Argentina

Source: Privatising Airports - Options and Case Stdies, Public Policy for the Private Sector, Workd Bank, 1996

4.1.1 Management Contracts

In the case of a management contract,”” the public sector operator continues 1o
own the airport infrastructure and is still responsible for operation of core activities
such as managing runways and air traffic control facilines. The private sector
operator manages airport assets such as passenger terminals and other activities for a
fee, which is typically linked to revenucs from these activities.™ This model of
private participation allows the privale operator to introduce best practices across

" Also referred to as Service Concession and Contractng Out

* An example of & management contract 15 evident in Cameroan, where the Government of Cameroon
creaied s independeni company, Asropons Du Camsroon, o aperaie 7 oul of the 14 airports in the
country for a fiflecn year penod. The company compnses a joinl venhure between Aeropons de Paris
{34%), Camercon Covernment (24%), with the remaining shares being held by aidine carriers and
financial institstions. Other examples of management contracis can be soen in Albanss, o the case ol
Tarang Airport. in Hong Kong for Kai Tak aiport, snd in Chile for the management of & terminal in
the internationsl sirpon in Sanblago.



arpont activities thersby increasing revenues and enhancing profitability of airport
operations. The drawback with this model is that the public sector operator still has
the responsibility of raising financing for investment in the awrpon infrastructure.

Management contracts have been used extensively in developed cconomies as a
mechanism for increasing the efficiency and cost-effectiveness of airports and airport
services. In developing economies too, where capital markets are often not developed
enough to undertake full privalisation, management contracts often serve as an
mtermediate mechanism to improve performance and profitability through private

sector management,

4.1.2 Concession Contracts and Variants

Concession contracts are an innovative amangement for awports that allow for
the benefits of private sector involvement without releasing ownership of a public
asset. Larger economic benefits generally can be obtained through such long-term
contracts, in companson (o shori-ierm management contracts, and as a result
concession agreements are becomung increasingly common, especially in less

developed countrigs, -

In the concession model (also known as a BOT scheme), controd of all or some
of the core assets of the airport is transferred to a private investor who is responsible
for financing investment and managing the operations of the airport for the term of
the concession, typically 15-20 years. The private operator usually pays concession
fees w0 the government through the concession period and in retum the private
operator gets all the revenues from airport operations and bears the commercial risk
for the peniod of the concession contract, after which it reverts (o the government. The
concession contract may be regulated in regard o prices being charged and the
quality of the services. A prominent example of a BOT scheme is the case of the EI
Dorado Airport at Bogota in Colombia {see Box 4.1 below).

*" The majority of airport privatisation projects have been carried out theough concession contracts

* Examples of BOT concesgions include a 30-vesr concession swarded to the Hochtief consortium to
Build and operate the new Athess (Spata) ampon asd a semilar 25-vear concsssion currestly tendered
by the Cypras govemmesd 1o build and operale new pasenger (ermsinals al Lamaca and Paphos
BipOrS
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Box 4.1: BOT Scheme: Fl Dorado Airport, Bogeta, Colombia

After deregulation of the Colombian air transport market in 1990, passenger
traffic had increased substantially (especially intemational air traffic), and as a result
the single runway at El Dorado reached its technical capacity in 1993,

The Government of Colombia, recognising the urgent need for additional
capacity decided 1o build a second runway through a BOT scheme. The BOT scheme
was considered for construction and maintenance of the new runway and maintenance
of the old runway. The concession was awarded in 1995 for USS 100 million o a
consortium comprising Ogden, Dragados and Conconcreto. The concessionaire was
expected to recoves the investment through landing fee revenues during the 20-year
concession period. As a rare case, the government assumed commercial risk through a
guaranteed level of minimum revenues which i1s not typically the case mm BOT
schemes,

Using the private sector to address the capacity constraimt has allowed
Agrocivil, the corporatised civil aviation authority to focus its imvestment on
increasing the level of airside operations and deal with safety issues and regulation.
Source: “Developing Best Pracuces for Promoting Private Sector [nvestment  in
Infrastrecture: Airports and Air Traffic Control®, Asian Development Bank, 2000

Long-term leases are vamations of comcession contracts, which typically
involve transferring the management and development of the airport to a private
operator for a fixed period while the government retains ownership of the airport.
Long-term leases tend to be longer than typical concession contracts and are usually
awurded for over 30 years, and can extend up to 50 or even 99 vears. On the expiry of
the lease, the management and operation of the airport is retomed to the government,
unless there is an option to extend the lease.” The U.S. has opted for the long-term
lease route in privatising Stewart Airport in New York. In 1998, New York State
opted to lease Stewan Airport for 99 years to a UK. firm, National Express Group,
ple. over four other finalists, having offered $35 million in cash up-front, plus a
percentage of airport revenues.

There is some downside 1o concession contracts/leases. First, the process of
conducting economic and technical studies and choosing a concessiondire can be a
complex and time-consuming process. Secondly, the concessionaire’s costs could be
inflated due to uncertanty of how compensation clauses at the end of the concession
will actually play out Additionally, the lack of ownership rights could make it
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difficult and costly for private investors to raise the required capital and may restrict
the private operator’s ability to operate independently.

4.1.3 Strategic Sale or Partnership

In the strategic sale ! parinership model, a privale company or consortium
acquites & stake in an airport or a state owned airpon operator. This option entails the
partial transfer of ownership to a stralegic investor in the private sector. The
government has the option of determining what propartion of private ownership is
required and the advantage is that the wansfer of ownership can occur in stages.
Strategic partnerships also allow the government to get access to pnvate capital and
thereby help to relieve financial constraints. The government benefits from private
sector decision making and involvement in management, which can have a direct
impact on operational efficiency.

A gimilar modei, also known as partial divestiture occurs when the shares of a
public owned airport or airport operator are sold to private investors, usually through
a flotation. An instance of a strategic sale is the case of Vienna Airport in Austria,™
which was onginally owned by the government, and is today partially privately
owned by Amsterdam Schiphol Airport, which has a share in the 48% stake that was
divested to the private sector.

This model has mainly been used in developed countries, where capital markets
are mature and there is a high degree of interest from qualified private investors, In
developing countries, a partial divestiture may not interest foreign investors, unless
mansgement 15 also ransferred.

4.1.4  Full Privatisation (Complete Sale)

Full privatisation involves the sale of airport infrastructure from a public
operator to & private entity/investor through a flotation or a trade sale. The privatised
entity is then wholly responsible for all airport operations and financing of any new
activities or investments. The British government kicked off the airport privausation

™ In the case of peivatisation is Australin, sirpors were swarded through o fifty-year lcase that has an
tn-busle optien (o renew fior anather 49 years.
** Betancor, ap. cir
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trend by announcing the public sale of the British Airports Authority (BAA), a
government agency that owned and managed seven of the country’s largest airports,
including London Heathrow, the world's busiest international airport. A phenomenal
|4 billion shares of stock were sold 10 2.2 million citizens in the imitial public
offering, and the newly privatised BAA (BAA plc.) remained as manager of the
airports. A single golden share was retained by the government and 25% of the equity
was reserved for employees. The Airponts Act also provided for the regulation of
BAA plc. in order to avoid any misuse of monopoly power.

A little over fifteen vears later, Britain's privatisation program has been a
success by every measure. As a private company, BAA has increased the number of
flights and passengers (its airports account for 71% of all passenger trafTic in Britain),
eamed higher profits, increased capital investmenis, and managed at the same time to
lower per passenger charges in real terms. Heathrow, for example, dropped from
being the 18th highest charger of airline fees in 1990 o 26th in 200,

4.2 Private Participation in Indian Alrports

As described in the introduction, India's airports wrgently need to improve and,
in varying degrees, undertake investments for capacity addition. In view of the
intemational expenence outlined earlier, the Commities ts in favour of encouraging
private participation in the awports and, where feasible, introducing elements of

Since air travel is predominantly location-specific and is driven by a vanety of
considerations ranging from the commercial to the cultural, and the huge investments
invelved, airports exhibit a strong characteristic of natral monopoly. Despite this,
there is scope for introducing competition in a vanety of ways. First, airpon
operators in developed markets can face competition from nearby airports, such as m
the case of London or New York, where more than one airpon services a geographic
arca and airlines and consumers have a choice between airports. Secondly, there 15
often scope in large hub airports for creating competition within an awrport, given the
numerous services provided by airports. For example, terminals could be given oul 1o
different operators who would compete directly with each other, and therefore price



services competitively.”' However, in India, given the traffic levels at most of the
destinations and the limited number of terminals even al major airports, there appears
10 be little scope for introducing competition any time soon through these methods.

Given the limitations in India’s airport infrastructure, a more suitable method
would be to introduce “competition for the market™ in airport services, where an
cXisting airport is given on a concession, through a competitive bidding process.
However, this essentially represents a case of a public monopoly being tumed over to
the private sector, and regulation is importam 1o ensure that the private sector does
not gouge airlines and passengers (detailed in Section 4.3.1 on Economic Regulation).
Within such concessions, one could introduce additional safeguards such as requiring
the airport operator to allow - either through concession or mandated free entry -
multiple third-party operators for certain commercial services such as ground
handling, cleaning and land-side services such as banks, foreign exchange counters

and restaurants.

Aganst the above backdrop, the Commillee sugpests a strategy for improving
the quality and affordability of airport services in India, in three broad areas, viz,
privatisation of existing airports, greenfield airponts and uneconomical airports, as
detailed in subsequent sections.

4.2.1 Privatisation of Existing Airports

The Cabinet has recently taken a decision on the long-standing issue of
privatisation of the New Delhi and Mumbai airports, and approved the proposal to set
up joint ventures for these airports where AAT will have 26% equity, and the private
partners will own the rest (74%).% In other words, the govemment has chosen to
ENCOUrnge p_rhrlte participation through a concession contract route, which has been

used extensively elsewhers.

' Prce competition in Tais sitaation is likely bo be moes efective when thene i unssed capacity. When
capacity levels are constrained, interdenminal competition s hkely 1w be less effective i sffecting
Frir.:u.. bul may ensare (it capscity s used effectively,

' The recent Cabimal degasion kas spproved the privatissiion of the sarpons through Lhe il veniune
route, where 4% will be held by the pervate seclor. Mone importantly, the govermment kas Bl
reginicied the level of foreign invemement, allswing wpio 74% foecign squity panicipation via the direct
approval noete. While initially the plan is 1o privaise Mombal and Delhi srponts caly, the medel of
privatisation sdopied at these airporte will provide the basis for privaieation of other sirports as well,
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This move towards privatisation comes as a much-needed impetus to the reform
and restructuring of the sector and is to be applauded. Private sector management is
needed for effective and nimble decision making and larger financing that the
government may not be able to provide. However, there are several factors that could
impact on the privatisation of these airports and therefore need to be addressed on a

prionty basis,

First, the Committes has noted (carlier in Chapter 2) that airport charges
in India should be substantially brought down to levels comparable to
neighbouring South East Asian countries. Such a benchmarking exercise
should be completed prior to the bidding process, as it would affect the
valuation of the concession,

Secondly, one of the key features of the current privatisation model
envisions the transfer of existing employees of AAI to the new privatised

joint venture for a period of three years so that there is no retrenchment.
The govemment should reconsider this decision and as an alternative can
choose o compensate these employees from the general excheguer
through voluntary retirement schemes (as il indeed has for some PSU
employees).

Thirdly, ai present, the AAL bears significant costs in providing sdequate
security for each of these airports, whereas the Commiiiee suggesied that
these costs should be borme by Mimstry of Home AfTairs. This should be
clearly settled prior to the bidding process.

Fourthly, there needs to be effective co-ordination and streamlining of
security, immigration, and passenger management services (i.c., check-in,
boarding, etc.) to ensure that the efficiency gains from private service
provision are not outweighed by delays in other government-run services.

Fifthly, there is the important issue of existing tenants who have occupied
airport space in the past, who may have 1o be relocated or compensated.
Lastly, it is important 1o ensure that the qualification criteria are not too
stringent, 80 as to limit competition in the bidding process, While it might
be desirable to attract private entities that have a strong track record in
airport management, these criteria may be limited to ensuring that one
member of the bidding consortiom has prior experience in managing
airports.

These issues if not handled effectively before the start of the bidding process
could derail the privatisation initialive on two counts. First, highly qualified
international bidders might choose not to participate in the bidding process, and
secondly even if the airport attracts qualified bidders, their ability to improve the
efficiency level of airport operations will be hampered.




Succesaful privatisation of these two airports, which account for over 40% of
mtal raffic will also serve the interest of promoting general aviation in the country
and will have spill-over effects into other airports, The same privatisation model can
be applied 1o other profitable airpons, once the four metros are privatised. In the
gbsence of private inferest in concession contracts for less wiable airpors, the
government miy consider the use of managemcnt contracis,

4.2.2 Greenfield Airporis

Recently, a greenfield airport has been promoted at Kochi, by the Government
of Kerala in the private sector. The Union government has also accorded in-principle-
approval for two new proposed greenfield airports near Hyderabad and Bangalore
with majonty private sector panicipation. In a major development, the Union Cabinet
in April approved the much-awaited amendments to the Airports Authority of India
Act, 1994, which will help to grant independent status to the long-pending Bangalore
intemational airport ;:m-jﬁcl.""i' The new international airport proposed at Shamshabad,
20 km from Hyderabad, is the other proposed greenficld airport.™

Recently, the government has decided to review the provision in the National
Policy on Airports, 2002, that *“no greenficld airport will normally be allowed within
an aenal distance of 150 kilometres of an existing amwport.” Given the difficulties and
delays associated with greenfield projects, the Committee recommends that the
government may focus its efforts on hamessing efficiency gains through better
management of existing capacity. W is critical that investment decisions regarding
greenfield airports should be based purely on  commercial considerations.
Accordingly, central and state governments may refrain from extending concessions
in general and subsidies in particular to greenfield airports which might impinge on
the viability of existing rirpons. Additionally, greenfield airpons that are envisaged

* Bangalore Intermational Airport Lid (BIAL) has reached consengu with the Ministry of Finance,
Cervernement of India on s concessional agreement for 30 years. [t has agresd to 3 concesssonal fee of
four percent of total annmal revenue, payable from the first vear of operution, The government will
evignd o grace p:rnd of 10 years, and the compasy will ﬂ:,rlﬂu fee from the | ith yesr nFupﬂlIh:u
tagether wath 10 percent of accunulsied fees. BIAL can pass on the fee Lo airport users &l any padet of
time, with the ivlervention of Lhe governnyent. Lemders an tse pregect have agreed to faciliate fimancial
cloqure in MNov, and commencemeni of wock m Dec 2006.

* The mirpar is & jeinl veniure between the Andhes Prudesh governmesi and the Airports Awthornty of
lmidia (AAT), with esch holding 13 per cemt eguiny. A priveie corsonium, led by GME Vasaw
Irfrasruchare Lid sed baleyais Airposs Holding Berbard, is holding 74 per cent halance,

47




to meet social/strategic considerations can be addressed through the proposed
Essential Air Services Fund (EASF) (Chapter 3).

There are many touris{ centres in Indin which EII'I. altract a large number of
infernational tourigts if they can be easily sccessed by chartered fights, The
Committee, therefore, recommends that the Government should actively encourage
ventures, including in the private sector, to set up small no-frill airports for catenng to
the needs of chartered flights. Similarly, ventures should also be encouraged to set up
heliports, wherever there 18 4 demand for such services.

41.3 Uneconomical Airports

The case for privatisation becomes exceedingly difficult when considering the
case for smaller uneconomical airports. These airports are typically loss-making and
serve social obligations of providing nation-wide connectivity, rather than presenting
profitzble investment opportunities, Countries have developed different mechanisms
to deal with what is commonly known as “essential air services”™ in order to provide
connectivity services 1o remote areas that might not be commercially viable, and are
unlikely 1o attract private investment.

In India too, a large number of airports do not generate enough revenue Lo
meeet their nperﬂi:nml costs and, as a consequence, the AAT is not in a position lo
upgrade existing small airports or develop new ones. Hence, financial support for the
development and maintenance of essential but commercially unviable airports will be
mecessary for some time to ensure adequate air connectivity throughout the country.
In this comtext, the Ministry of Civil Aviation should develop objective and
transparént cniteria for selecting airports that need to be provided with financial
support. _

In order to improve the efficiency of operations at selected essential but
commercially unviable airports, the government can award them to the private sector
wsing minimum subsidy bidding either through a one-time capital grant or annual
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pnym:nl.“’ Funding for such a subsidy programme can be met through the proposed
Essential Air Services Fund (EASF) which is deseribed in detail in Chapter 3.

4.} Regulatory Issues

4.3.1 Economic Regulation

Given the potential for abuse of monopoly power in airpont activities, the
airport operations should be kept under the purview of an indcpendent economic
regulator.

One of the areas that is most vulnerable to monopolistic behaviour is the setting
of overall airpont charges.® Merc the most commeon tool for regulating monopoly
power is price regulation. In the past, most countrics followed ICAQ and IATA
guidelines and essentially had similar pricing structures based on a landing fee
calculated according to aircrafl weight and a departure fee for passengers. However,
with increased private participation, this uniformity is likely to come under pressure,
as airporis look to increase efficiency in pricing. A good example of price regulation
is prevalent in the UK. and Awstralia, where they have adopted a form of multi-year
price-cap regulation, known as RP1-X regulation®’ which is applied to revenues from
airport charges. The price cap is 2 weighted tanff basket of annual changes in prices
for seronautical charges. The cap requires that the prices for these services should rise
by no more than RP1-X, where RP1 is the Retail Price Index (RPD™ and a factor X,
which is determined for a fixed period of time, say five years after which the level of
X is re-cxamined.”® This form of regulation provides a strong incentive for airpor
operators o reduce costs and has proved o be an effective method of regulation
provided it is coupled with extensive monitoring of service quality standards,

™ The aliematiee methed of busdling profiable srpons wilh usprofiable operatiens, as was dong in
Argenting, would bring in cross subsidies, and woold hamper the privatisation process of profitable
adrpodts
* Aimport charges are defined as charges bevied on sincraft operators in connection with the landing,
ﬁ.muum.ununm-w charged levied on alrpon passengers

The RPI-X regulation has formalised repulatory lag to give compamies incentive to operaie
efficsently in the imterval between reviews The idea is that a privite operator (s required 1o keep the
in¢regse in @5 pricss to less than the incressz in @ specified pnce index, 50 that pnces decline by X
fercent a year in real benms,

[ Endia, & eomparative messsre would be the Cossumer Price Index (CF)
*“ Economic Regulation of Australian Airports, Australian Pacific Airports Corporstion, April 2000,
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Fusther, to ensure that the operalor is not abusing its monopaly power in other
airport activities, the regulator can apply the principle of “single-till” regulation. This
method involves calculating the appropriate level of airport charges for an operator,
by deducting revenues penerated by the operator through commercial activities. The
single-till method has been applied both in the UK. and Australia. However, there is
an important concern that remains unaddressed in this method, namely, an
opportunity to the operators for cross-subsidisation or “price gouging” in some
commercial services.

Since, unlike most other regulated businesses airport operators often derive a
significant portion of their revenue from other commercial services (see Table 4.2
below), which mclude ground handling services and airport retail and rental services,
it is important to enhance competition in these areas.

Table 4.2: Revenues of London Alrperts (Figures in Million Pound Sterling)

== =

2001-02 Percent
Airport charges 511 9%
(rther operational Activities 794 K%
Mon-operational nctivities 19 | %

Motes: Aimport charges include runeays, taxiways, sirficld supervision and
emergency services. Other operstions] activitees relate w0 refuelling hydrnts,

- hectnicity, retail (commercial) property management, check-in, baggage ¢laim, car
parka, cie. Mog-operational sctivitiea predominant|y comprise sdvertising.

Souirce: “Heport on the Econommic Regulation of the London Airpori Companses”™,
BAA plc, October 2002,

There are two ways o increase compelition in these commercial activities.,
One approach, currently being considered in the UK., would be to adopt dual ull
regulation. This approach allows for separate regulation of airport activities and other
operational (ie., commercial) activities and therefore prevents the operator from
cross-subsitlising or abusing its monopoly power in both arcas. Aliernatively, another
method would be to provide effective competition by (a) requiring the operator to
issue multiple concessions in commercial services; ot (b) mandating free entry into
these services where possible. This provision, while ensuring that the operator is not
granted exclusivity over these services, is likely have a direct impact on the price that
the operator is willing to pay for the concession and should be clearly specified before
the bidding process is initiated.



Going forward, given the increasing level of privatisation, it is recommended
that the responsibility for ensuring the appropriate level of regulation be vested with
an indcpendent Aviation Economic Regulatory Authonity (AERA) as enunciated in
Chapter 6.

Another area of airport operations that requires regulation is the allocation of
slots for airlines. While slot allocation is camried out differently across countries, the
key is to ensure that the dominant airline, typically the national or incumbent airline
does not hold undue sway over the process and hoard otherwise under-utilised slots.
The introduction of a profit-maximising airport operator, as is the case that is being
proposed in India, will have strong incentive to extract the maximum revenue
possible from each take-off and landing, and will use careful price discrimination
between different carriers and routes. However, care needs (0 be taken to ensure that
smaller carriers are not excluded from airport slots and that there is a transparcnt
mechanism for slot allocation and the pricing mechanism for slots prevents hoarding
by dominant operators. For further details on how countries have addressed this issue,
please refer to examples in Box 3.2 on “Slots” in Chapter 3.

432 Safety Regulation

The role of the regulator in ensuring safety standards broadly consists of two
key clements. First, private operators have to adhere to safety and quality standards
laid down by the regulator, which needs to be monitored stringently, Secondly, in
order to reduce impact on passemgers, safety procedures should be streamlined
effectively with passenger services to ensure efficient functioning of airpons, The
DGCA has traditionally been responsible for the implementation and monitoring of
stipulated standards regarding the safety of airport and aircraft operations, licensing
of personne] and civil airports and it is recommended that this should continue.
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CHAPTER 5. AIR TRAFFIC CONTROL

This chapter delineates a strategy for efficient provision of Air Traffic Control
{ATC) services in India, including associated issues such as financing and regulation,
based on emerging trends in other countries. More generally, Air Traffic Management
Services (ATMS) comprises em route and airport air waffic control, airspace
management, communication, navigation and surveillance, contingency planning and
crisis management, agronautical & meteorological information, and search & rescue.

It is reported that under the existing arrangement, wherein both airports and
ATC services are controlled by a single organisation (Lg. AAI), ATC services often
remain néglected on account of inadequale attention from the top management,,
Hence, there is an urgent need to review the current practice and evolve an effective
mechanigm o provide ATC services that are commensurgle with the intemnational
best practices and standards.

£1 Internationzl Trends

Globally, Air Traffic Control (ATC) services have been considered part of
airport services and treated as a deemed public-service function, for reasons of safety
and security and, consequently it has remained under government control, Over the
last couple of decades, in the wake of an increasingly deregulated aviabion
environments and privatisation of state airlines and growth in the number of
independent and low-cost operators that followed, there has been an emormous
increase in demand for ATC to manage the increasingly congested airspace. Even as
the costs of safely handling increasing traffic levels have escalated,” the government
procurement processes have been found lo be rather restrictive and inflexible. This
has hampered the ability of the ATC service providers to acquire modern
technologies and equipment, and streamline procedurcs. Private airlines — the new
chents for ATC services — have very different concerns about cost and service levels
as compared to their erstwhile government predecessors. Furthermaore, in the context
of private provision of airport services, clubbing ATC responsibilities with airport
operations also raise conflict of interest issues, with consequent safety implications.

™ Here, it is noseworthy that effective provision of ATC services requires highly trained staff, complex
technnlogy, efficient management, and timely investments,
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Around the same time, there is increasing realisation that ATC services are distinct
from airport services and, accordingly, betier provided as part of an integrated
airspace management system rather than merely focusing on services at individual
airports.

Many governments have responded to recent developments by vesting ATC
services with autonomous bodies, with a view 10 according them financial and
operational freedom, and (o facilitate introduction of modern business techniques and
practices into these services” (see Table 5.1 below).

Table 5.1: A comparative profile of ATC Corparations

Country Corp. Nama  |Year Ownership ATC Funding
Source
Australia G, Mostly usar iees
Austria Gl B eer fees
Canada Mlial-for 00% user foes
wigal

Croch Rep. vl Maatly vanr (eon
Germnarny Gowt. 100% Losar fees
Iredand H00% usar fpes
Latvia E:: 180% unar fses
MNew Zeaand 100% usar fees
Porugal Gow. A00% user fees
Russin | inunum
South Afmca 00% unar loss
Swizariand' 00% user fess
Thailard' " 00 % uaer foes
Llicrairee h“‘ traneition
Lk Pariial ugar fees

s el privntsalian
Source: Based on Robert W. Poole, Jr. “Commercislizing Arr Traffic Centrol”™, Regalation, Summer
1997, updated with information available fom other ssurces
Niste: 1. Partial vser owmershap,

From the Table above, it appears that most of the countries that sought to
corporatise their ATC services have opted for a govemment corporation, with two

" The International Civil Aviatice Organization (ICAQ) argues that air navigation service providers
should, where # s (s the best interests of providers and wsers alike, be i up & independent bodses,
Howeves, [CAD also recognises that under the Chicago Convention, it i the state thet holds boik the
respo rasbilily fer providing an air svigstion ssrvice, and ensaring i & eafe.
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notable exceptions though. While the UK. chose a regulated for-profit corporation,”™
Canada setiled for a not-for-profit corporation owned by the users and governed by a
stakeholders® board (see Box 5.1 below).

Rox 5.1: Nav Canada

NAV CANADA is a non-share capital, private corporation which owns and
operates Canada's civil air navigation service (ANS). It purchased the system from
the Canadian government in November 1996 for $1.5 billion. Tts 5,500 employees
inclode air traffic controllers, flight service specialists, electronic technologists,
| operational support specialists and engineers. It provides airlines and aircraft
operators services related to air traffic control, flight information, weather briefings,
airport advisory services and electronic aids to navigation. The company's safety
performance is regulated by Transport Canada. In 2002, there were approximately 10
million aircraft movements associsted with NAYV CANADA area control centres,
control towers, flight service stations and remote acrodrome advisory services.

The company has no shareholders and is financed entirely through deht. NAV
CANADA has issued $2 billion in long term bonds at competitive rates, having got a
AA credit rating. The company has invested and committed close to $1 billion in
new systems and technologies since 1996 to modernise and enhance the delivery of
air traffic services. Tn accordance with the Civil Air Navigation Services
Commercialization Act, NAY CANADA operates on a break-cven basis. For fiscal
2001-2002, revenues matched expenses at $971 million (compared to $916 million

ﬂ]:mmm},hﬂhmmulypumﬂ:ﬂﬂmghﬁj:ﬁﬂlﬂ:hﬂnn of the
| company's Rate Stabilization Account, which is now in a $19 million deficit.

The company is governed by a stakeholder Board of Directors with
representation from the four founding members: airlines, general aviation, the federal
government and bargaining agents representing employees, The members'
representation on the Board is as follows: airlines - 4; gencral aviation - 1; federal
govemment - 3; bargaining agents - 2. These 10 directors then elect four independent
directors, and the Board appoints the President and Chief Executive Officer.

MNAV CANADA revenues essentially come from service charges paid by its
customers. These fees replaced the Air Transponation Tax (ATT) paid by passengers
on commercial Mights, The tax was abolished in 1998 &t which time the company

began to operate solely on the basis of customer service charges.
hmﬂlmmm“wm.u

While many of the aforementioned restructunngs are quite recent, Some gains
have been reported in several countries;” It is generally considered that separating

" A 46% suke in National Alr Traffic Services (NATS) was competitively bid in 2001, with the
government retaining a 49% stake and 5% being rewerved for an employes Trast, Here, il is noleworbsy
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ATC systems from govemment procedures while maintaining govemment safety
regulations works well. ™ For example, in its initial vear of operation in 1993, the
corporatised German Air Navigation Services (DFS) reduced ATC charges by 25%.
User charges in New Zealaund have declined by 30% in real terms since
corporatisation in 1987 Charges in Australia have fallen by 15% in real terms.™

Of crucial importance in a corporatised ATC structure is a workable system of
fees and charges. Most corporatised ATC entities, as evident from Table 5.1 above,
are funded through user fees. These fees typically melude em route as well as terminal
navigation charges™ and, in somc cases, specialised charges (e.g., aviation rescue or
fire fighting). User fees have mostly replaced the earlier system of ticket taxes. Given
the natwral monopoly characteristics of ATC services, these fees are regulated by the
respective econamic regulators.

52 Way Ahead in India

In India, ATC services, including equipment, provision, operations and
maintenance, had been vested wiath the erstwhile National Airports Authonty since
1986 and then transferred to the successor entity, AAL since 1995, With the advent of
liberalisation and privatisation, India, woo, is either already witnessing or likely to face
many of the concems that prompted other countries to restructure their ATC services,
viz,, additional investment to cope with increase m air traffic, modemisation,
unbundling of ATC from privatised airpon services and flexibility in procurement
decisions. In view of this, the Commitiee recommends that ATC services be hived
off from the cument jurisdiction of AAI and, in line with the international trends,
constituied as a separate corporate entity {say, ATC Corporation). The reality of
imminent privatisation of the two largest airports at Mumbai and Delhi should impart

ihai o for-profli corporation for ATC servicss hai raised questoni sboul & “aafety vermd proflis”
conflict and kas led to contreversy bn ithe LK _.

™ Om the other hand, acconding to the U.S. Mations] Ak Traffic Controllers Association (MATCA),
privatised ATC corperations (in Cansds snd the ULE_j required governmeni bailouts in 2000 and 202,
implying thai the prectice of independent ATC corporsfions may not be an effective opison, Such
conc|ussons, however, need io be tempered with the overall civil aviation envirenmeni in those yesrs.

™ The Respossibilities of Government in the Provision of Airports and Air Mavigation Services - A
Ferspecive, preseniation by Gunrar Fisnsson io the ICAD Avistion Symposiam 599, Reykjuvik, 17
Fovember 1599,

™ Robert W. Poale, Jr. "Commercializing Air Traffic Control”, Regulstion, Semmer 1997 and Civil
Asnation Mavigation Service Organisateon ({CANSO) webhgite, worw conso.org.

* Charged on a price per Lonne landed or a facior of wnne-kilamesers,
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a sense of urgency to this process. Given the systemic safety ramifications of ATC
services, though, it might be prudent at this junciore to preserve government
ownership of this corporation, while retaining the option of a joimt venture with
stakeholders in the future,

ATC services, like almost all other segments of aviation services, should be
subjected o safety oversight. Given the natural monopoly charactenstics of ATC
services = and a consequent potential for over-charging in areas with high traffic
dengity — the Commitiee recommends that they are also kept under the purview of the
proposed Aviation Economic Regulatory Authority (AERA).

53 Moeteorological Services for Aviation

The imponance of accuraté and timely meteorological information in ensuring
the safety, regularity and efficiency of air tramsport operations cannot be over-
emphasised, especially in India where adverse weather conditions such as monsoons
and fog during winter months can scriously affect air services.

Although the provisions of ICAD Annex 3 should form the primary basis for
provisions of these services, the Indian Meteorological Depariment should ensure that
flights are not disrupted for want of necessary meteorological information. In this
context, the Committee would like 1o make the following suggestions:

* There should be proper co-ordination between the IMD and the proposed
ATC Corporation, preferably in the form of an agreement.”’

= The IMD must provide weather information at the destination and
alternate stations before the flight departs the originating station.

* In terms of facilities, aigports with runways intended for precision
approach and landing operation shouwld have automated equipment for
measuring, assessing, monitoring and remote indication of weather data as
per ICAQ provisions. In a similar vein, IMD should provide wind shear
measurement devices at major airports in the country. The IMD should

™ Hers, it Ia noteworthy that until the 1970y, the Indisn Metearologicl Department (M) used to be 1
part of the Misistry of Civil Aviation.




also ensure that meteoralogical facilities match with the air navigation and

|landing facilities provided at the airports. For this purpose, a joint group of

representatives  from IMD, proposed ATC Corporstion, DGCA and

Scheduled Operators may be consttuted to coordimate planming of
meteorological facilities at vanous airports.

* Necessary meteorological services should also be provided for off-shore

There is dire need to manage air traffic with metgorological services in an

integrated manner. Present system of dual control results in diffusion of responsibility
and accountability leading to communication gaps and loss of efficiency. In order to
improve co-ordination, the IMD should depute trained metecrological personnel to
the proposed ATC Corporation. Such personnel should function under the
administrative control of the Officer-In-charge of the sirport. In addition, the ATC
Comoration could procure the metcorological equipment needed for aviation
activities. The IMD should continue to be vested with the responsibilities of training
and upgradation of skills of meteorological officers and also development of
procedures in accordance with the provisions of ICADQ,
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CHAFTER 6. INSTITUTIONAL FRAMEWORK

Aviation as a sector is different from other economic seclors, its operations
being an agglomeration of multiple distinet, yet intertwined, commercial functions in
different segments — for instance, airlines, ground handling, airport slot allocation, air
traffic control, remote area access, competition, safety, security, etc. Aviation
oversight functions are currently distributed between the Ministry of Civil Aviation
(MoCA), Airports Authority of India (AAI), Directorate General of Civil Aviation
(DGCA) and the Bureau of Civil Aviation Security (BCAS). This chapter develops an
integrated institutional architecture for these activities that is best suited for India to
provide imter alia a network with scamless interface in @ much more deregulated
aviation environment with the objective to preserve competition and facilitate
efficient and affordable connectivity while ensuring adherence 1o safety requirements.

A brief look at the institutional frameworks in selected countries with large
and well-functioning aviation sectors or those who have instituied effective
deregulation will help clarify the remarks that follow. This comparative picture is
given in Appendix 3. As evident from the Table, there is little uniformity in global
practices regarding the separation of institutional functions. While these practices do
serve to provide a guide to what a sensible instinational framework should be, the
Commitiee feels that it will be best to apply basic firsi-principles in a pragmatic
manner for evolving the right insttutional framework in India by mostly
incorporating elements of the successful features of foreign practices in an internally

consistent manner.

In light of interational experience and the road map suggested i this report
for liberalising the major operational segments of civil aviation, the Committee
envisiges the continved need for institubonal intervention in the following areas: (1)
safety regulation; (ii) limited economic regulation; (iii) essential but uneconomical air
services; (iv) management of bilaterals; and (v) aviation security. The following
sections recommend the institutions, existing and new, where such functions need to
be vested.
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6.1 Safety Regulation

Aviation safety is paramount and should take precedence over, if not over-
ride, commercial considerations in air traffic operations. As the table in Appendix 3
shows, safety regulation in many countries still vests with a unified regulatory
authority, for instance, in the UK., US. and New Zealand. On the other hand,
Australia has established a separate safety authority, but nol a separate aviation sector
regulator. In India, aviation safety is in the domain of the DGCA and it has
adequately established its credentials for this function though there is need to review
and streamline procedures. The Committee feels that it remains adequately suited to
fulfil its safety related tasks even with the likely increase in pressures and complexity
in & deregulated environment. It iherefore makes sense o contimue o vest the DOGCA
with the safety function, but take a good look at the rules and regulations governing
aviation safety with a view to bringing them up to date

The Committee would like to stress, however, that safety considerations on
the one hand and the associated investment on the other cannot be totally independent
of commercial considerations. Because of the hupe invesiment needed for upgrading
and mamntaining safety-related equipment, aviation stakeholders ought 1o have a say
in the decisions of the DGCA. In the US., for instance, the FAA [ollows processes
vig its Notice Pror o Rule Making (NPRM) for safety related decisions. The
Committee 15 concerned about an inadequate interface and interactions between the
DGCA and the relevant stakeholders. One of the arcas requiring close coordination
{with the proposed economic regulator) is oversight of charges for air traffic control
services, which have systemic safety implications. Hence, the DIGCA should initiate a
process of meaningful and transparent consultations with stakeholders, similar to
what other independent regulators undertake in their respective countries.

There is an urgent need to strengthen the DGCA, by ensuring that it is
adequately manned 1o regulate all important disciplines like airworthiness, flight
operations, monitoring air traffic control services, etc. While the airworthiness wing
of the DGCA is adequately manned with trained personnel, there is deficiency in the
case of personnel required for monitoring flight opemations and air traffic control

activilies.
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For monitoring flight operations, highly trained and experienced pilots are
required. Presently, line pilots of scheduled carriers are engaged by the DGCA as
Flight Inspectors, whose costs are bome by the airlines. This system does not work
well. Since the DGCA is constrained by the wage levels and retirement rules of the
Ciovernment, they have very little Mexibility in attracting suitable manpower., While
ICAD requirements stipulate maximum age of 60 years for active flying, many
countries employ mained pilots beyond the age of 60 vears as Flight Inspectors for
cammying out operational surveillance. In order to have an effective safety system for
flight operations, the DGCA also should be allowed to contract qualified pilots who
are either medically grounded or have attained the normal age of retirement from
airlines. Such pilots may be contracted up to the age of 65 years (63 years on initial
contract and 2 years extension) subject to fitness.

Currently, the DGCA hardly has any capability t0 monitor the air traffic
Emtmlu':l‘viu:l;ﬂl:rcIsmﬁngwhﬁmﬂmmlﬁdﬂnlﬁ:ﬂﬂﬂhmt_ﬂrj'mt
this job. As in the case of flight operations, here too, the DGCA may be allowed 1o
avail the services of experienced air traffic controllers (ATCOs) from the AAL who
are close to their retirement, through deputation or on contract basis. Additionally, the
DGCA. should appoint examiners, instructors, monitor air traffic controllers, as is
done in cases of pilots, from among the air traffic controllers of the AAI o carry out
routing training and proficiency checks of the ATCOs on behalf of the DGCA before
licences are granted to them. Such ATCOs should also carry out periodic surveillance
of ATC activities and be made responsible for implementing safety regulations in air
traffic control activities.

6.1 FEconomic Regulation

So far, economic regulation of the aviation sector has been, at best, an informal
exercise, with the AAT combining the functions of operator and regulator of airpons
and air traffic control services. This has involved an inherent conflict of interest. As
argued carlier in this Report, there is a strong case for establishing an independent
entity, viz, the Aviation Economic Regulatory Authority (AERA), to oversee and
deal with the natural monopoly and “common user/carrier™ segments of airports and
air traffic control. The scope of this oversight, which should be light handed such as
providing multi-vear price cap regulation, is provided in detail in sections 2.4, 4.3.1



and 5.2. As regards airlines, their anti-competitive practices can be checked through
competition laws (and the Competition Commission of India).

Given the proposed approach of encouraging private participation and also
regulating the sector through a light-handed, multi-ycar regime, the Commitice
foresees little need for an elaborate economic regulatory institation. Accordingly, the
Commitiee would like to suggest that the AERA may be established as a single-
member entity, supported by appropriate technical staff.

6.3 Essential but Uneconomical Services

The Committee recommends establishment of a dedicated non-lapsable Essential
Air Services Fund (EASF), outside the Consolidated Fund of India, to provide explicit
subsidy support for essential but uncconomical services including commercially
unviable airports. The modalities of this Fund, incloding the various possible revenues
for the fund, have been detailed in Chapter 3. In addition, the Commiltee suggests that
devolutions from the FASF should be made sccording to pre-defined, transparent
criteria and processes. Furthermore, the Committee recommends that the responsibility
of managing the EASF be entrusted to an independent board with representatives from
the Minisiry of Finance and aviation users. With a view to conserving resources and
facilitating effective co-ordination, the Commitiee recommends that, to begin with, the
Chairman of AERA may also be appointed chairman of the EASF Board. This
arrangerment, however, may subsequently be revised, and depending upon how the
workload actually evolves in future, the government may consider divesting the
respansibility of supervising the EASF to a separate, independent administrator.

6.4 Management of Bilaterals

Bilateral rights, Lg., the reciprocal arrangements for landing and parking rights
negotiated between countries, being considered a sovereign right, come under the
ambit of the Government of India, in line with intemational practices. Only Australia
has established an independent Imternational Air Services Commission to allocate
bilateral rights. The Commitiee recommends that, in India, negotiations of bilaterals
should continue to be a sovereign responsibility.
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6.5 Aviation Security

In the current security environment, a liberalised aviation sector will have to
weave the security requirement into almost all aspects of air ransport activities. The
AAIL currently pays significant amounts to the BCAS for security cover of its airport
equipment and installations. Following the Chicago Convention, the government,
mareover, has the responsibility for sovereign security cover, for instance against
terrorist attacks. The Commitiee feels that the BCAS™ should continue 1o remain the
nodal agency for aviation security, but the implementation of security functions in the
emerging environment has to be fine-tuned. A large part of this process is related to
coordination between senior managers of the respective amports and their
counterpans in vanous government bodies, especially the Ministry of Home A ffairs.
These issues are best handled as part of the implementation processes that will be the
subject of Part I1 of this Report. '

To recap, Table 6.1 gives a summary mapping of the vesting of aviation
funections with the envisaged institutions, as recommended by this Commitiee.

Table 6.1: Mapping of Oversight Functions in an [nstitutional Framework

£ DGCA AERA EASF [BCAS CCI
Alr tramsport | Safety v
Secunty 1 v
Unfair trade practices ¥
Essential air services | i
Aldrports Securicy v
! Safety 7
Abuse of monopoly power v
Uneconomical airports v
Air Traffic Abuse of monopoly power ¥
Coantrol Safory "
General Safery .
Aviation

Legend:

AERA: Avistios Egonoemic Regelutory Authoriy, [{GCA: Dereciosss Geseral of Clvil Avistion, BCAS: Buress of
Crvil Aviation Secwrity, EASF: Espential Air Services Fund, OCY Competition Commission of Tnda, MolCA:
Miisntry of Civil Avialioa

™ The Baresu of Civil Avistion Security (BCAS) is an sttached office of the Ministry of Civil
Aviation, keadgesrtered in Mew Delhd, beaded by a Commissionsr of Civil Aviation Secarity in the
rank of Director General of Police.




CHAPTER 7. STRATEGY AND SUMMARY OF RECOMMENDATIONS
7.1 Enhancing Affordability, Connectivity and General Aviation

The Govemment of India {Gol) aims to provide world class infrastructure
facilities and efficient, safe and reliable air services 1o meel the requirements of
domestic and foreign trade and wourism, and 1o meet connectivity requirements of
remote and imaccessible arcas an a prionity basis.” In line with this, the Commitice
has beem requested to address imfer alfin aspects such as (a) affordability and
connectivity in the domestic aviatiom sector; (b) development of regional air
connectivity within the country; (c) promotion of general aviation, and (d) aviation
training. In fact, these considerations have underpinned the Commintee's deliberations
on the various operational segments and institutions in the civil aviation sector, The
Commimee found it useful 1o view the aviation sector as comprising of two distinet
and separate types of services, The first, a core set of services, 1o be operated as a
business and run on commercial principles and the second, aimed at providing
connectivity in consonance with social and distributive objectives, to be supported
through direct and transparent subsidies from the govermment. The Committee would
like to highlight that recommendations in the earlier chapters, together, provide a
comprehensive strategy — consisting of the four distinct elements - aimed at making
air transport affordable and enhancing air connectivity across the vanous regions of
the country:

{a) Immediate measures that are aimed at lowering system costs of the civil
aviation sector. These measures imfer alia include: a liberal fiscal regime;
allowing airlmes to source ATF from the supplier of their choice; and
improving coordination with other Ministries such as Home Affairs and
Defence (Chapter 2).

(b} Encourage private participation and competition in air transport services,
with a view to lowering fures and, thereby, enhancing affordability. In this
regard, the Committee recommends the abolition of route dispersal
guidelines;, lowenng of eniry barmers; liberalisation of investment norms
for foreign equity and forcign airlimes; further liberalisation of the
international air transport segment starting with permission for domestic
private airlines to operate international services; ﬂrlr pnm‘tlm of 1A,
Al and PHHL; and concessions 1o regional air services, helicopter
operations and general aviation (Chapter 3). Facilitate prvate
participation in the provision of airport services 1o the maximum possible

™ Tenth Five Year Plan 2002-07, The Planming Commission, Govermment of Indza,
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extent, 50 a8 o cncournge aggressive pursuit of efficiency and facilitate
imvestment in additional capacity (Chapter 4).

ic) As regards ATC services, enhance operational freedom to enable rapid
adoption of modemn technologies, through unbundling of ATC services
from the AAl and vesting them with a government-owned corporation
(Chapter 5). Apart from safety oversight by the DGCA, in order to contain
the monopoly power of airports and ATC services, place these segmenis
under the purview of an independent Aviation Economic Regulatory
Authority (Chapters 4, 5 and 6).

{d) Establishment of an Essemtial Air Services Fund (EASF) to prowide
explicit subsidy support to essential but uneconomical services inchading
commercially unviable airports (Chapters 3, 4 and 5). Scope of essential
services sought to be supported should be congruent with the quantum of
funds available with the EASF. Trying to do “too much™ with “too little™
will undermine an otherwise laudable endeavour.

The Commitice believes that a concerted implementation of the above
measures would go a long way in lowering costs for theé commercial and general
aviation segments, thereby making air transport more affordable and its use more
widespread.

T2  TITmmediate Concerns and Remedles

Liberal Fiscal Regime: The governiment should substantially lower excise duty
and sales tax on ATF and abolish import duty and sales tax on AVGAS, Other
aviation-related taxes and fees such as IATT, FTT and PSF may be replaced with a
single, lower ad valorem sector-specific cess, say at 5% of airfare, and the proceeds
thereof may be ring-fenced into the proposed non-lapsable Essential Air Services
Fund. In case of sales tax, the government may consider categonsing ATF as
“declared goods” under the Central Sales Tax Act so that sales tax on ATF does not
exceed 4%. Furthermore, in case of smaller aircrafl that are essentially deployed to
enhance regional connectivity, government should do away with the cxisting
discrimination based on the type of aircraft and, accordingly, bring panty in taxes on
ATF for jets and tarboprop aircraft with maximum certified scating capacity of less
than 80.

Lowering of Airport Charges: The Committee recommends that asrport
charges should be substantially brought down to levels comparable with neighbouring
South East Asian and Gulf countries.




Freedom to Source ATF:  Airlines should be allowed 1o source ATF from
the supplier of their choice. In this regard, the Commitiee suggests that the Airports
Authority of India (AAI) should offer to buy out the fuel supply hydrants and
associated infrastructure of the government-owned oil companies and provide all oil
companies equitable access o such facilities. Alrematively, the government-owned
oil companies should be required to provide privale oil companics access 1o these
facilities based on a “common user/carrier” principle. In either case, given the
potential for abuse of monopoly power, fuel supply infrastructure at airports should
come under the purview of the proposed Awiation Economic Regulatory Authority
(AERA).

Ensuring a Level Playing Field: With a view to ensuring a level playing field
between Indian Airlines and domestic private airlines, the Committee recommends
the removal of restrictions on travel of government and PSU employees on private
wirlines. In addition, domestic private pirlines should be allowed to operate
international services and also be permitted to offer third-party ground handling
services. As regards greenfield airports, the Commitiee endorses the recent
government decision to do away with the carlier proposal of not allowing greenfield
airports within an aenal distance of 150 kilometres of an existing airport. The
Committee, however, suggests that central and state governments may refrain from
extending concessions in general and subsidies in particular to greenfield airports in
close proximity to the existing airports, which might impinge on the viability of
existing airports.

Ministry of Home Affairs: At intemational airports, the operators must
ensure availability of more space so as to emable the Ministry of Home Affairs 1o
locate additional counters and deploy more immigration officers. The computer
systems al airports should be upgraded within 2 one year lime-frame and the
government should ensure that all passports are mnhﬁMl:. Furthermore, the
paperwork involved in immigration should be reduced in line with intemational
practices. There should be a dedicated cadre of specially trained officers under the
direct control of Ministry of Home Affairs for providing immipration services. As
aviation and airporn security are sovereign responsibilities, they should be taken over
and funded by the Ministry of Home A fTairs.
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Ministry of Defence: In order to optimise the use of air space, the Committee
recommends that the government may consider the model followed in the U.S. and
many other countries, wherein air space is permanently made available for civil
avianon and segments of air space are re-vested and made available to defeace on
request. Furthermore, the defence services should be required to pay user charges as
mutually agreed upon for facilities such as runways. To facilitate effective co-
ordination of air space and cost-sharing, civil and defence ATCs may be co-located
where feasible.

73 Alr Transport Services

In the domestic air transport segment, route dispersal guidelines should be
abolished and airlines should be allowed 1o service the routes of their choice based
upon commercial considerations, Simulancously, the guvl:'m'run:rl should provide
explicit subsidy support = preferably from the general exchequer and supplemented
by a sector-specific cess of 5% on airfare and proceeds from the privatisation of
airparts ~ for providing essential, but uneconomical services, and award it through a
system of minimum subsidy bidding. Towards this end, & non-lapsable Essential Air
Services Fund (EASF) should be established outside the Consolidated Fund of India
and its management should be vested with an independent board. The government
should fully hamess the scope for recovering the cost of EAS operations, as far as
possible, through direct user charges. Furthermore, the state governments may
contribute to the lowering of the net cost of EAS through fiscal concessions, as for
example, by exempting the EAS operations from high incidence of sales tax on ATF.
In addition, the Committee recommends that requirements regarding fleet size and
equity capital should be removed, so as to encourage entry (and greater competition)
and allow operators and their financiers to make decisions based on commercial
considerations. Finally, foreign equity investment norms pertaining to both domestic
and intemational scheduled air transport services should be further liberalised, to
allow up to 49% foreign investment. As regards investment by foreign airlines,
investment up to 49% may be allowed with the approval of Foreign Investment
Promaotion Board (FIPB). In all other air services, i.c., non-scheduled services such as
helicopter operations, foreign investment (inchuding investment by foreign airlines)
should be allowed up to 100%.




The govermment should pursue liberalisation of the international air transport
segment in two phases. In the first phase, private airlines based in India - including
the existing domestic private airlines — should be allowed to provide international air
transport services to and from India. In the next phase, the government should seek
more hiberal arrangements under the bilaterals and enhance full-access o wader
market segments by joining a regional or a plurilateral group of countries with a
similar agenda of liberalisation,

With a view to benefit consumers, enhance tax revemues for the government
and give a fillip to the retail travel trade, the Committes strongly recommends further
liberalisation of air chartered services. Specifically, the Committes recommends
relaxation of restrictions pertaining to frequency and foreign ownership norms for
chartered operators. In additon, the Commitiee saggests that tourist charters should
be allowed to take Indian Passport holders on board and also 1o carry a mix of forcign
and Indian passengers on domestic tourist circuils.

As regards Indian Airlines and Air India, given the dire need to rapidly
improve efficiency, and to augment investment and limit govemment interference,
government should expedite the process of privatisation and transfer management
control to strategic private mvestors. Towards this end, povernment may consider
private placement of shares of [A and Al (after independent valuation) with domestic
financial institutions (Fls) and foreign institutional investors (FIls). This consortium
should be allowed to appoint a management team of their choice and exit at their

volition.

The Commitiee is of the view that Pawan Hans Helicopiers Limited, which
caters mainly to the needs of the ol sector and charer services, has no justification o
be in the public sector. Accordingly, the Committes recommends that the
Government should disinvest in PHHL by inducting a strategic partmer and,
thereafter, go in for an Initial Public Offer.

These recommendations relating to Indian Airlines, Air India and Pawan
Hans Helicopters will be in tune with the perspective that the Govermnment should
focus on policy-making functions and distance itself from the role of an operator.
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The Committce recommends that regional air services should be encouraged
by reducing route navigation and landing charges for helicopters and aircraft having a
maximoem certified capacity of less than 80 seats. The Committee also recommends
that helicopter operations and general aviation should be incentivised through reduced
navigation and landing charges, rationalisation of sales tax on ATF and AVGAS 1w
bring it at par with Central Sales Tax, waiver of the proposed sector-specific cess for
subsidising essential air services, lower hangar charges at airports, etc. Furthermore,
in order to encourage helicopter operations, the Commitiee suggests that the DGCA
should develop appropriate procedures for regulating such operations and that
scparate arcas including helipads should be developed at major airpons.

As regards regulation, the current safety oversight regime under the aegis of
the DGCA should be reformed to incorporate a mandatory consultative process with
key stakeholders. In order to monitor and checkmate anti-competitive practices by
airlines, competition laws (and the Competition Commission of India) sheuld be
relied upon.

74 Alrports

Given that the key concerns in the airports sector are inadequate management of
existing facilities and the need for additional capital for augmenting capacity, the
Commiuee recommends that the government may focus its efforts on early
privatisation of all airports. In line with this, the government should expedite the
proposed privatisation of Mumbai and Delhi airports and quickly start the process of
privatisation of other airports as well. The government should ensure that all potential
hurdles to privatisation such as redeployment of existing employees, bearing of
security costs, coordination between security, immigration, etc. and effective
relocation of existing tenants are dealt with effectively ex anie so that the
privatisation process is not delayed. At the same time, the qualification criteria should
not be 50 stringent 5o as to rule out otherwise competent bidders. The govermment's
aim of providing regional conmectivity, and ensuring the development and
maintenance of uneconomical airports can be met from the proposed EASF through
minimum subsidy bidding.




Economic regulation of airports is necessary given the potential abuse of
monopoly power by the airport operator, and should be vested with the proposed
Aviation Economic Regulatory Authority (AERA). Safety regulation is a key
consideration, and monitoring and enforcement of quality standards should be lefl to
the DGCA.

7.5 Air Traffic Control

The Committee recommends separation of ATC services from the AAI and
vesting them with a govemment-owned ATC corporation. Safety regulation of ATC
Corporation should be under the purview of the DGCA. In order to contain potential
abusz of monopoly power, the ATC Corporation should also be regulated by the
proposed AERA. In recognition of the importance of meteorological services in
providing effective ATC services, the Committee suggests that the IMD should
depute trained meteorological personnel to the proposed ATC Corporation. In order
to achieve effective ATC services, meteorologists should function under the control
of the ATC Corporation though they may be on deputation. Furthermore, ATC
Corporation could procure the meteorological equipment needed for awviation
activitics afler due consultation with IMD. The IMD should continue to be vested
with the responsibilities of training and upgradation of skills of meteorological
officers and also development of the procedures in accordance with the provisions of
ICAOQ,

T.6 Institutional Framework

Safety should remain the paramount priority of all entities. Given the technically
complex procedures relating to safety, there should be a specialised regulator
overseeing safety issucs, scparate from an economic regulator. The DGCA remains
well-suited for this function and should be tasked with safety regulation. Tt should,
however, reform its regulatory approach to enhance transparency and imitiate
consultations with aviation stakcholders In recognition of the urgent need to
strengthen the DGCA, it should be allowed to contract qualified pilots who are either
medically grounded or have attained the normal age of retirement from airlines. Such
pilots may be contracted up to the age of 65 vears (63 years on initial contract and 2
years extension) subject to fitness. In a similar vein, the DGCA should be allowed o
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avail of the services of expenenced air traffic controliers from the AAL who are close
to their retirement, through deputation or on comiract basis. Also, a scparate wing
should be created under the DGCA for licensing and supervision of air traffic
controllers.

Security issues will become more dominant in an increasingly liberalised
environment. The Committee recommends that the BCAS should continue to remain
the nodal agency for aviation security. Presenily, all offences relating to aviation
sccurity are being treated as offences under the Indian Penal Code. There are no
special provisions o tackle offences relating to aviation security. Hence, there is a
significant division of responsibility between the security set-up at the airports and
the local police. It would be prudent to have special powers for the BCAS and the
security forces providing aviation-related security. For this, the BCAS should be
vested with adequate powers by amending the relevant Acts and Rules, as required.

Segments of airports and ATC services, which have natural monopoly or
“common user'carrier” characteristics, should be subjected to independent economic
regulation by the proposed AERA. The Committce also suggests that the AERA
should use a light-handed approach such as multi-year price-cap regulation. In line
with this, the Committes recommends establishment of AERA as a single-member
entity, supported by appropriate technical staff. As the sector develops, the regulator
should gradually withdraw from supervision and cede oversight of anti-competitive
practices to the Competition Commission of India.

An Essential Air Services Fund (EASF) should be established to provide explicit
subsidy support to essential but uneconomical services including commercially unviable
airports. Furthermore, the Committee recommends that the responsibility of managing
the EASF be entrusted to an independent board with representatives from the Ministry

of Finance and aviation users. With a view (o conserving resources and facilitating

effective co-ordination, the Commitiee recommends that, to begin with, the Chairman of

AERA may also be appointed Chairman of the EASF Board.

Given that complete liberalisation of international air transport services is
quite & way off, the government will have to remain involved in negotiating bilaterals,
In this process, the government should ensure that such negotistions do not adversely
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affect the commercial viability of existing airports, or the vital mteresis of all the

mirlines of India,
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Appendix 1
F.No.Av.13011/022003-DT

Government of India
Ministry of Civil Aviation

“B* Block, Rajiv Gandhi Bhawan,
Safdarjung Airport, Aurobindo Marg,
MNew Delhi - 110 (003, Dated 21,7.2003

ORDER

It is recognized that aviation sector can be a catalyst for general economic
development of the country. Though there have been separate plans for developing
the airlines, airports etc., there does not exist a well-defined roadmap for the entire
sector. The Government has, therefore, decided to constitute 2 Committee  ~
comprising the following to prepare a roadmap for the civil aviation sector that will
provide the basis for a new National Civil Aviation Policy:-

1] Shri Maresh Chandra - Chairman
former Cabinet Secretary

(i} Shri Deepak Parekh = Mermber
Chairman, HDFC

(i)  Dr. Pronab Sen . Member

Adwvizer, Planning Commission
(iv) Secretary (Civil Aviation) - Member

{v)  Addl Secretary and Financial Adviser Member Secrctary

Minstry of Civil Aviation

L

1. The Committes ghall prepare a roadmap for the civil aviation sector covenng all
relevant aspects including the following:-

(i) Competition in the area of intermational and domestic airlines and the future
role of Air India Ltd. and Indian Aidines Lid.;

(1)  Restructuring of airports with a view to developing & world-class airport
infrastructure including one or more international hubs;

(i)  Affordability and connectivity in the domestic aviation sector;

(iv) Development of regional air connectivity within the country;
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(v}

{vi)

Mechamam for providing air service o interior arcas and operation ol
economically unviable but socially essential rontes;
Regulatory mechanism for technical and financial issues;

{vii) Upgradation of systems for air traffic control and meteorological information;
(vin) Promotion of general aviation;

{ix)
(%)
{xi)

Tao

o

Aviation security;
Aviation safety;
Aviation training.

The Committee may consultinvite any expert it may consider useful and interact
with institutions, individuals and organizations connected with or interested in
civil aviation.

The Commattee shall complete its work and submit its final report within three
months and may submit interim recommendations whenever fell necessary.

The non-official members of the Committee will be paid TA/DA at the rate
applicable to officers of the highest grade in the Central Government for attending
the mectings of the Comminee. The expenditure on this account will be met from
the TA/DA head of the Ministry of Civil Aviation. -

Sd/-

(B.K. Dhal)

Under Secretary to the Government of India
Tel 24640214

. Shri Naresh Chandra, Former Cabinetr Secretary, C-4/4053, Vasant Kunj, New

Delhi.

Shri Deepak Parekh, Chairman, HDFC Ltd , Ramon House, 169 Backbay
Reclamation, Mumbai 400020,

Dr. Pronab Sen, Adviser, Planning Commission, Yojana Bhawan, New Delhi.
Shri K. Roy Paul, Secretary, Ministry of Civil Aviation.

Shri V. Subramanian, AS&FA, Ministry of Civil Avianon,
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Appendix 2

LIST OF ORGANISATIONS AND INDIVIDUALS CONSULTED BY THE COMMITTEE

SN, DETAILS OF PARTICIPANTS DATE OF
MEETING

l. Preliminary discussions with Senior Officers of Ministry of Civil 7.8.2003
Aviation and various organizations/PSUs

2. | Presentations by : 14.8.2003
i) Chairman, AAl and other executives
n) DGCA
iil) Federation of Indian Chambers of Commerce & [Industry
{FICCT)
# Mz Ranjana Khanna, Director
iv) CII National Commirttee on Civil Aviation
+ Mr. Cyrus Guzder, M.D, AFL Ltd.
* Shri VK. Mathur, Chairman & Muanaging Director,
INAPEX Ltd
# Air Marshal §.5. Ramdas, Director, Blug Dart Express Ltd
s Shri Ravi Bhoothalingam, Chief Executive,
Manas Advisory Pvi. Lid
+ Lt General A. Natarajan, AVSM V5M, Adjutant General
#  Shn 5K Datta, Executive Director, Jet Airways
* Smt M. Roy, Dy. Director General, CII
{v) Former Secretaries, Civil Aviation (special invitces):
# 5Shn Ravinder Gupta
Shn Yogesh Chandra
Shn 5.K. Mishra
Shri A.H. Jung
Shri P.V. Jayakrishnan

- B W

3. Presentations by : 18.8.2003
(i) MD, Air India Ltd.

| (i) CMD, Indian Airlines Lid.

4. | Discussions on Repori of Mis A.T. KEARNEY, Consultant of AT | 28.8.2003
| and LA with Consultant & it other (eam members

5. | Mimistry of Tounism 15.9.2003
o Smi. Rathi Vinay Jha, Secretary 10,30 AM
* Mz Rashmi Verma, Additional DG
# Shn Amitabh Kant 1S

6. | Department of Commerce, Minisiry of Commerce & Industry 15.9.2003
+ Shri Vinay Bansal, Addl.Secretary 11.30 AM
¢ Shri D.K. Mital, Ji. Secretary

7. Central Board of Excise & Customs 15.9.2003
o Shri P.C. Jha, Ji. Secretary 12.30 PM

- ] M's Sahara Airlines 16.9.2003

+ Shn UK. Bose, Chief Executive Officer and other members 10,30 AM
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9, | Ministry of Home A ffairs 16.9.2003
» Shr K.P. Singh, Addl. Secretary 1130 AM
¢ 5Shri H.R. Singh, Joint Secretary (PM)

10. | Ministry of Petroleum 16.9.2003
o Shn Prabh Das, Jomnt Sccretary 12.30 PM
¢ 5Shri Ram Singh, Director (F), PPAC
¢ 5Shri E. Unnikrighnan, DGM (Planmng), 10CL i

11. | Ministry of Defence 16.9.2003
o Shn Ajay Prasad, Defence Secretary 230 M
(thers present:

» Shri Sri Krishnan, Executive Director (ATM), AAI
* Shr R.C. Khurana, General Manager (ATM), AAl
o Shri H.5. Khola, DGCA (Reid)

» Shri Satendra Singh, DGCA

12. | MVs Jet Airways 16.9.2003
* _Shri Naresh Goyal, Chairman and other members 330 PM

13, | M/'s Deccan Aviation Lid. 16.9.2003
* Capt. GR. Gopinath, Managing Director - 4.30 FM

14. | Indian Airlines Lid. 23.10.2003
»  Shri Sunil Arora, CMD, Air India & MD 11.30 AM
# Shri AK. Goyal, Director {Commercial )

o Shri G.D. Brara, Director (Store & Purchase)
* 5Shri H.5. Grover, Company Secretary
o Smt. Manjira Khurana, Director {Corporate Affairs)

15. | Mr. Ratan Tata 06.11.2003
Chairman, Tata Sons 03,00 PM

16. | Visit to Mumbai Airport 06.11.2003

10:00 PM

17. | MEA 21.11.2003
Shri R.M. Abhyankar, Secretary 11.30 AM
Shri Rajiv Sikri, Special Secretary =

18. | Indian Meteorological Department 21.11.2003
Shri 5. Kumar Das 1230 PM
Shri P. Rajesh Rao

Shri 5. K. Shrivastava




Table: Institutional oversight of aviation activities in selected countries

Appendix 3

=

of Camada

i ustralia

Civil Avialion Safety Aushority
| Mesiralian Transportaton

| Salety Bureau

Australin Consemer and
Compatition Cormmminnn
Dept of Trarspor & Regonal

=

Il Emationg Al S

| Canada

| Canadian Transportation
Agancy
Transporianon Splaty Board
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ATM
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Avlatien Sector P

Safety | Security | Bilaterals
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'ﬂ'ihi |
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| Wew Zealand

. Germany

LuftFabr Bundesand
(LBAYCKHE Aviaticn Authoriby)
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Abrlines | Adrports ATM 'll.‘.umpllﬂ_iu-rl; Safety I!-n.m Bilaterais | Essantial TrllﬂnﬂJ

sErYices

IL Agrreragtration [FAL|
2 | Mational T
| Sabely Board (NTSE)
3 Federal Trsds Commisssn
(FTC)

4 | De_ammaent of Trars, ortation

Sources: Websies of individual organisations and eahties.
enil:
Prrirmary area of cvarsight
Sacondiry aran of pyeight
Salety investigations aler accxtants
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