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1. Introduction

The charging system in the air transport sector is articulated according to three big cost areas, i.e. ground handling services, airport services and air navigation services. 

While the ground handling services market is largely deregulated (Directive 96/67/EC) and prices are determined on the market, airport and air navigation services are mainly regulated by EU and national legislation.

Airport charges are either set autonomously by airport authorities or defined through the process of commercial negotiation between airports and airlines where airport competition exists (generally in accordance with ICAO recommendations).  Airport charges are generally driven by cost recovery purposes, passenger generation / capacity utilisation, and in some cases management purposes (e.g. managing congestion and environmental impacts – noise) and competition. 
Airport charges vary significantly between countries and airports (even within the same country) and the relationships between actual costs and charges is often accused of lack of transparency. Cost recovery is a crucial issue: airport charges often do not allow a full recovery of the costs of service provision, and airports subsidise aeronautical charges with commercial revenues (this applies to regulated airports).
In the context of the European Single Sky policy, rules are also in place for both en-route and terminal charges. These charges aim at covering the costs generated by air traffic flow management and are collected by EUROCONTROL on behalf of Member States.

Pricing research in the aviation sector has not reached the maturity stage of other modes (see e.g. road and rail transport), and measurement of impacts and costs is still a debated issue. This has impacts on the range of pricing policies which are possible to adopt: for instance, new pricing mechanisms such as en-route charging, have not been studied also because en-route impacts and costs have yet to be accurately measured. 

Some of the research looking into the measurement of average and marginal costs in the transport sector and possible implementation paths for pricing reforms based on social marginal costs also looked at the air transport sector. Concerning costing, the objective of the UNITE (UNIfication of accounts and marginal costs for Transport Efficiency) was to support policy makers in setting charges for the use of transport infrastructure by the provision of appropriate methodologies and empirical evidence. Recent and more specific studies concern for instance the impact on the environment of Air Traffic Management (study by EUROCONTROL on the efficiency of actual routes and profiles flown in terms of distance, flight duration, fuel burn and costs to airlines and environment) and delay costs (study by the University of Westminster for EUROCONTROL, aiming at establishing transparent reference values, for the costs incurred by airlines as a result of airborne and ground delays). 
2. Brief history of the Expert Group
The Expert Group on air transport pricing has been formed in the spring of 2006. After an initial difficulty in getting involved the stakeholders, the group has been set up, and met twice since the beginning of the project. The EG leader ISIS benefits from the support of EUROCONTROL in the management of the Group.
The Group gathers 17 Experts (the full list is in the Annex), representing all the stakeholders involved: infrastructure managers (1 and 1 from the international organisation of infrastructure managers), airlines (2), civil aviation authorities (2), international environmental pressure groups (2), government (1), researchers (8).
The first meeting has been hold in Brussels on the 5th of May 2006 with the aim of providing an overview of the main issues and a state of the art. The following items have been proposed for discussion:

· Pricing for sustainability in the aviation sector: the position of the EU (Christophe Deblanc - EC).
· Pricing strategies: a review of recent research and experiences in air transport (Patrizia Fagiani - ISIS).
· The position of industry: 
· airport managers (Rolf-Dieter Rolshausen - Fraport AG);
· airlines (Daniel Salomon - Czech Airlines and AEA).
· Pricing in air transport: open issues (Phil Smith - EUROCONTROL)

The second meeting took place on the 29th of September in Brussels, and focused on cost drivers and costs calculation. The presentations given focused on the following issues:
· The IMPRINT-NET project: insights from the other EGs (Patrizia Fagiani - ISIS).
· The treatment of externalities in air transport (Ofelia Betancor - EIT).
· Cost drivers at airports (Stefano Baronci - ACI-EUROPE, Rolf-Dieter Rolshausen - Fraport AG).
The agendas and the minutes of the meetings are attached in the Annexes.

3. Summary of debate 

The present summary briefly recaps the main issues debated so far within the Expert Groups and the first conference. A more extensive report of the discussion can be found in the minutes of the meetings in the annexes. 
Pricing research in the aviation sector has not reached the maturity stage of other modes (see e.g. road and rail transport): in the air transport sector many are the open issues in terms of the debate, starting from the lack of a common agreement on the need of an action on pricing mechanisms to the methodological debate on the measurement of impacts and costs. In addition, there is a significant variability in the state of maturity of the sector across Member States (EU25). This state of play should be fully researched and understood before devising any pricing reform. 
Designing a pricing policy 

The group discussed about which pricing principle would best fit the features of the air transport sector, should a pricing reform be implemented. It is recognised that no one-size-fits-all approach can be identified, due to the very different situation of European airports in terms of ownership, performance, geographical conditions, etc.. Conceptually, long run marginal costs, covering capacity and operating expenditures, should be the reference, although it could be argued whether marginal costs are a feasible option for e.g. airports thinking to capacity expansion. All the attendants agree on the fact that, whatever pricing system is in place, it should ensure cost-relatedness, transparency, consultation and non-discrimination. The views on how far these principles are currently applied in practice diverge in the group.
A common understanding of cost drivers at airports is necessary to discuss about the appropriateness of current pricing schemes and possible directions of reform. Capital costs (including depreciation and interest) are the  major cost drivers at airports, and are fixed cost. Also labour costs, mainly driven by security, maintenance and even more by ground handling (in UK security costs are around 50% of operational costs), are relatively inelastic. Both labour and capital costs strongly depend on the local situation and differ within the EU from country to country but also in regard to the capital structure and credit rating of an airport.

Whether airport charges are (and are likely to be) among the main determinants of airlines’ behaviour or not, this is not agreed upon in the group. Researchers within the group highlight that the available evidence on airlines elasticity at airports is not sufficient to measure elasticity. Several factors can interfere with the measurement of elasticity to landing charges: at first, airlines pay a set of charges for using airport infrastructure, not only landing charges. Secondly, the lack of evidence is also due to the fact that the market is in expansion, and airlines might decide whether to allocate frequencies or not based on several factors, not only landing charges. In addition, for low cost carriers the relative weight of landing charges on operating costs can be sensibly higher, and reduction in charges can therefore drive relevant savings.
Externalities start playing a bigger role in the cost structure of both airport and airlines.
An important dimension of the pricing problem is the improvement of methodologies to assess externalities in the air transport sector. An overview of current practice and challenges in the treatment of externalities at airports highlights that noise, air pollution, global warming and congestion are the main externalities at airports and en-route. On the basis of a recent research taking into account 43 airports in Europe (DIFFERENT project), less than half has noise charges in place (46.5%), 10% charges congestion in some way (peak and off-peak charges) and 9% applies air emissions charges. 
Current valuation practices at airports are often based on avoidance costs rather that on damage (bottom-up) approach for noise and air pollution, leading to an inappropriate estimation of the social impact. In addition, there is not a proper evaluation of congestion, since peak and off-peak charges are generally only related to scarcity. Concerning air transport in itself, uncertainty in impact assessment is the main problem.
Global warming, air pollution and noise are deemed to be the most relevant externalities, and are currently on top of the EU policy agenda, while congestion and scarcity are deemed to be less relevant in the immediate since the EU is currently studying and identifying feasible market mechanisms for slot allocation, with the help of consultations with the industry. Research on transferability and generalisation of local externalities estimates is becoming very relevant (see e.g. the research project GRACE), considering the costs of accurate measurement on a wide scale. This does not apply to climate change, where the problem is rather that of having a robust assessment of the value of one tonne of CO2. 

Translating a good cost estimation into a charge requires that the charge is related to costs, transparent, non discriminating. In addition to this, several issues should be explored and have not yet found a consensus on. At first, is the current cost basis efficient? And if it is not the case, how can it be modified to better reflect social costs? For instance, for charging noise impacts  the approach of insulation-based charges should be replaced by an approach based on noise footprints (although it should be decided whether average or actual footprints should be charged). For what concerns congestion and scarcity, is slot auctioning a solution? Which is the most appropriate degree of variability of charges (e.g. take-off vs. passenger charges)? And is it fair to adapt charges in order to account to some extent for future capacity expansion?
Pricing as an instrument in the framework of a wider policy: the role of other tools

In general, the group tends to underline that in the air transport sector the role of regulation (e.g. on pricing) has not yet been defined, and that it must be understood whether a regulatory intervention is justified by the market positions. In addition, it should be understood whether the benefits outweigh the costs, and whether price monitoring could help reducing the costs of regulation. Regulation is in general not welcome from an industry point of view; the industry has just been deregulated and is on its way to develop well functioning market mechanisms and increased competition.
It should be discussed whether the establishment of an independent regulator (independent from governments as well as from owners of airport infrastructure) is a sensible starting up of reforms. 

The attendance agrees that in some cases a combination of “command and control” measures (e.g. regulation) and market measures (pricing) could be more effective than pricing alone. For instance, some air emissions (carbon dioxide) are already covered by emission trading schemes (ETS). Can an extension of the ETS be envisaged as to capture the remaining emissions and noise be captured in an emission trading scheme? LTO cycle and en-route emission could be treated with different instruments. 

A unified, EU level, mandatory charging system: a step forward?

The EC position is that there is a need for a EU wide framework to drive pricing reforms in the transport sector. The EU action would be oriented to providing common charging principles, namely: consultation as a main step of the decision making process, non-discrimination of air carriers, transparency, cost-relatedness, cost-efficiency, charges modulation and differentiation (demand management purposes). 

This position is however not shared by the whole attendance, with the industry generally feeling that the recent deregulation is on its way to develop well functioning market mechanisms and increased competition. Further work has thus to be done to identify the nature of the problems in the sector and which actor/s is/are the most appropriate to deal with them. 
For what concerns charge setting, airports would strongly favour local solutions on the basis of an assessment of social costs carried out through common principles. Their view is in fact that noise and environmental problems (except global warming) are rather local problems and freedom should be allowed to airports to find the most appropriate solution in terms of setting the balance between pricing measures and regulations. Local concerns and common principle (settled by the EU) should however find an appropriate equilibrium: the freedom of applying common principles in the way the most appropriate to local conditions must not lead to a sort of competition between airports in implementing the less stringent regulation to attract airlines (e.g. underestimating own external costs in order to achieve a better competitive position).

The industry and civil aviation authorities attending the group deem that a possible unification level could be that of unifying methodologies for cost estimation, rather that unifying external costs internalisation approaches. Possible alternatives to common mandatory guidelines could be explored, such as best practices and benchmarking. 
4. The way forward 

The two meetings and the conference highlight that there is still a considerable divergence of opinions about the need and the nature of an intervention on pricing mechanisms between all the stakeholders, including the EC. 

The original planning foresaw a third meeting focusing on implementation issues, enabling factors and barriers, with the following items: 
1. Last development for re-organisation of airspace and air navigation to meet capacity and safety needs: Single European Sky, Functional Airspace Blocks, etc.

2. Harmonisation and interoperability (e.g.: aircraft classification).

3. Choice of technology.
4. Procurement of investments in infrastructure and equipment (public, private, PPP) and cost recovery.

5. Acceptability of new charging schemes and attitude of air transport industry (lobbying, air carriers …).

At the current state of the discussion, it seems however that some of these topics would be felt as an artificial and pre-defined judgement that an action is needed, while this is not the common position of the group. It seems opportune that part of the following seminar is dedicated to consolidate the positions and verify the consensus achievable on some of the topics discussed.
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Report of the Discussion

The speakers introduced the discussion presenting the following issues:

· Pricing for sustainability in the aviation sector: the position of the EU (Christophe Deblanc)
· Pricing strategies: a review of recent research and experiences in air transport (Patrizia Fagiani)

· The position of industry: airport managers (Rolf-Dieter Rolshausen)

· The position of industry: airlines (Daniel Salomon)

The discussion which followed is summarised below around the main topics. 

The EU position

The EC remains convinced of the need for an EU wide framework to drive pricing reforms in the transport sector. The EU action will be oriented to providing common charging principles, namely: consultation as a main step of the decision making process, non-discrimination of air carriers, transparency, cost-relatedness, cost-efficiency, charges modulation and differentiation (demand management purposes). 

Cost-relatedness was already at the basis of the EC proposal of 1997, which failed. The issue of cost coverage (single vs. dual till) is however still very relevant for the success of any proposal.

Defining the aim for a pricing policy
Any discussion about possible reforms of pricing schemes in the sector must start with a definition of the objective pursued: at a higher level, pricing must be an instrument to achieve a higher level of welfare for society. This discussion is not about charges and the relations between air carriers and airports per se, but rather about improving the sustainability of the aviation sector both in its economic and environmental dimension.

Concepts and principles underlying pricing reforms must be however still discussed and agreed upon. Several questions arise on this issue: which objectives? Which welfare concept? Which pricing principle? Which costs, and calculated how?

The state of the sector: conflicting objectives?

Identifying management objectives of the various stakeholders present in the sector is a relevant step toward the definition of the features of a pricing scheme. This would allow to highlight major conflicts and how do they impact on prices. The results of a brainstorming session which took place during the meeting are reported below per each stakeholder category:

· Public authorities:

· Welfare maximisation

· Security and safety

· Ensuring fair competition

· Environmental protection

· Ensuring conditions for cost effective / commercial capacity expansion (e.g. planning etc)
· NGOs: 

· Having a transparent and non-discriminatory application of the polluter and user pays principle 

· Airports: 

· Full costs coverage including expansion to meet the growth in demand. 

· Transparency, non-discrimination, consultation with the users ( rather a way to achieve the above.

· Maximising return on investments (or reasonable return on investment, depending on whether the airport is privately or publicly owned)

· Dominant market power assessment by the competent authority

· Airlines:

· Following market demand expansion.

· A reasonable return on investments – included in fair competition, ensured through

· Market(-like) mechanism for price setting – cost reduction

· Fair and efficient allocation of risks and revenues (single till) 

· Regulatory framework ensuring fair competition within the aviation sector and between the modes.

· Efficiency 

· Consumers:

· Low prices

· Satisfying mobility needs (good accessibility, frequency, …)

· Transparency

· Security and safety

· Air Traffic Management:

· Transparency 

· Full cost coverage with a reasonable return on investments

· Financing capacity expansion

Capacity 

Capacity is still a major problem in the sector: high demand growth rates are expected, and the actual capacity is insufficient to deal with them. It is clearly said that the EU should be also active in the discussion on how to deal with this problem.

There is not a common understanding concerning the position of the EU towards hub strategies: for some attendants the statement that the EU has among its objectives that of increasing the competitiveness between hubs or between hubs and regional airports is not supported by official documents. 

Hubs are natural monopolists, since most airlines cannot move to regional airports. In fact it is often the case that investment costs to move to a regional airport are high but demand at the beginning is not high enough to ensure cost coverage. The situation is critical in some hubs, with conflicting relations between airports and airlines due to difficult conditions related to scarce capacity. 

There is abundant discussion around hub strategies: what do they imply in terms of pricing, impacts on capacity and environment. However, research on this domain is still thin. 

Capacity expansion and demand are strictly linked: high demand leads to the need to increase capacity, and expanding capacity has a feedback effect on demand, which can be generated by the new available capacity. Increasing (and accommodating) demand is critical for airports and airlines, but it has to be highlighted that from a social welfare point of view (welfare of the society as a whole) it is theoretically possible that lower levels of demand are compatible with increases welfare.

Some attendants raise the point that demand management and politically motivated traffic distribution measures may be a threat to free market play and that competition with other airlines, and with other transport sectors, matters. This discussion highlights the fact that there is not a consensus among stakeholders about the role of demand management.
Behind current charges

Airport charges are not set independently by airports, but follow (different) procedures, which are normally set at the national level and vary between airports and EU-member states. These procedures include a consultation with users (airliners). In addition, ICAO recommendations for airport charges setting have to be followed, but they are often felt by airlines as being quite unspecific and interpretable. Cost coverage of a very capital intensive business and other framework conditions (e.g. additional security measure and costs reflected through increased and/or new charges after 9/11) are the other constraints for charge setting. On this basis, and considering that there are no common rules at a EU level on charges or fees (security, infrastructure etc.), airports charge different level of charges: although the consultation with airlines is part of the charge setting procedure, often airlines feel that the charge is not transparent. 

The coverage of costs

Commercial revenues are fundamental to cost coverage in the airport business. The speed of transfer passenger, which is linked to how much time a passenger spends within an airport and therefore will more probable purchase in the shops, is an issue here. According to the point of view of airports, the pressure they often have to speed up the transfer of passengers hides the fact that the shorter the transit duration, the lowest the contribution to airports’ commercial activities. The point of view of airlines on this same issue, underlines that this is not proven, as there are minimum turnaround times and normally still a certain time for passengers to wait between flights. The location of retail might be a more relevant issue on this aspect, also considering that most airport have the highest revenue from shops in the security area. 

The definition of “bearing the full costs” for an airport is a very elaborated one: few airports cover their costs through airport charges only (dual-till), and many affirm that commercial revenues do contribute to cost coverage. It has to be mentioned that also on this issue the perspective of airlines diverge from that of airports: in line with what has previously been said, airlines underline how the statement above is to them a mere assumption from airports, since they find not transparent the airports costs and asset allocation at an individual airport.

The issue of the relation between transit traffic, commercial revenues and  cost coverage is again raised, and it is decided that it deserves more in depth discussion. 

An issue has been raised concerning prices to the final user: user perception is often that prices are too high (even though they do not cover airlines costs), also because airlines are often offering services which are not required by users. There is a question whether the issue of prices to the final user are relevant in the context of IMPRINT-NET, considering that the airline business is fully liberalised.

The role of regulation

There is a need to understand which is the most appropriate scope for regulation. A variety of approaches exist in Europe: in the UK, regulation on pricing applies only to few airports, and they enjoy a strong market power. In France there is a regulatory pluri-annual system which includes consultation with users and a strong role of the state. In Italy the level of airport charges is among the lowest in EU. Is there really a need for a strong regulatory intervention? While some participants think that a regulatory framework is in fact necessary (to prevent the misuse of monopoly power) others fear that a consistent EU wide regulatory intervention would affect business.

An inter-modal perspective

There is a need to open the perspective to what is happening in other sectors, both in terms of policy and in terms of research. A compromise must however be found between the need to have a coherent inter-sectoral framework approach and the attention which must be devoted to the specificity of the sector.

Conclusions and Open Issues for the next Seminar

Some issues have been identified as worth considering for discussion in the next seminars. For some of the items below, theoretically right answers cannot be calculated (e.g. cost functions, optimal level of  cross subsidisation from a social welfare point of view, etc.). This is a very relevant issue, since if basic data to calculate costs with a reasonable degree of approximation are not available, this must be taken into account when designing a pricing policy. The main aspects are reported below and will form the basis for the definition of the agenda of the next meetings.

1. Defining the objectives

a. Which are the objectives and which are the framework conditions?

b. Which major conflicts exist between stakeholders and how do they impact on prices?
2. Relating charges to costs: 

a. Cost functions can hardly be calculated in the sector and cannot therefore form the basis for the identification of charges. 

b. Full cost recovery: how does it relate with supply/demand mechanism? And must social costs be included in the cost basis?

c. What are the demand elements which can be introduced in cost based schemes?
d. How to deal with modal and trans-modal financial support - direct and indirect subsidies – in defining level of charges? Should it be deducted from the cost basis?

e. The issue of the relation between transit traffic, commercial revenues and  cost coverage is again raised, and it is decided that it deserves more in depth discussion. 
3. Defining the basis for a transparent pricing scheme:

a. Which cost items should be included? At what level of disaggregation? 

b. Do we know enough to calculate them? Which is the state of research (see e.g. GRACE project)?
c. Consultation/coordination requirements to achieve this? Can we try to examine how to implement this?
Some comments and open issues: 

· should external costs be included on a cost basis (noise, local air quality, climate change)?;

· capacity, scarcity, congestion: there is a need for a consensus on concepts!

· more research also on internal costs (e.g. research on true costs of delays – University of Westminster);

· the role of taxes vs. charges;
4. Differentiating charges:

a. Can cost-relatedness be achieved ensuring meanwhile the possibility of charges differentiation? 

b. How to draw the line between price differentiation and discrimination?

c. Which differentiation drivers to use?
d. Are specific charging regimes acceptable for special cases (e.g. special mark ups for congestion/scarcity)?
e. Slot allocation schemes to deal with scarcity.
5. Earmarking/cross-subsidisation between modes and within the same mode (e.g. airport-airport): should limits be set, and is it possible to quantify the most acceptable, appropriate, convenient earmarking percentage? 
6. Non-discrimination among transport sectors and within the aviation sector: what does it mean concretely?
7. Impact assessment.
8. How to measure efficiency?

9. Plan a discussion on inter-modal issues to have a panorama of what is happening in other sectors (e.g. a presentation on the Eurovignette).
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Report of the discussion

The attendance of the meeting was composed of representatives from civil aviation authorities, airports, universities and the environmental organisations. Airlines could not be present because of a concomitant meeting of AEA. During the meeting it has been agreed that the presentations and the report would be circulated to all the Experts (including airlines) and their comments included in the document, in order to guarantee an adequate representation to all the parties.

The meeting has been introduced by the Project Coordinator Andrea Ricci, who briefly recaps the outcomes of the discussion held at the first seminar and makes the point about the most recent updates at a EU level for what concerns both research and policy
. 

The meeting will focus on the identification of cost drivers and on the state of the art in costs calculation (with reference in particular to external costs). The Experts invited to give a speech on these topics are the following:

· Ofelia Betancor (EIT) on the treatment of externalities in air transport;
· Stefano Baronci (ACI-EUROPE) and Rolf-Dieter Rolshausen (Fraport AG) on cost drivers at airports.
The coordinator clarified that this meeting will try to shed a light on two aspects, which are separated though intimately related:

· improve the knowledge around cost drivers at airports;

· understand how prices are formed.

Concerning the first item, the coordinator underlines that transparency is identified in the Mid Term Assessment of the Transport Policy (MTA) as a first requirement to introduce an efficient pricing scheme in the air sector. The attendants agree that the very many factors affecting airports costs, such as geographical location, the initial infrastructure equipment and quality, operational conditions, etc. must be known to all the operators, so that the answer to the question “why are some airports more expensive than others?”, posed by the EC in the MTA, is transparent to airlines.

Dealing with externalities at airports
The presentation by Ofelia Betancor deals with the following topics:
· overview of current practice and challenges when treating externalities at airports;
· importance of market related mechanisms;
· interaction between externalities;
· new ideas or policy developments.
Concerning noise, the speaker clarifies that it is possible to estimate the economic impact of noise at airports on population through various methods, such as hedonic pricing and stated preferences methods. Hedonic pricing methods are based on the calculation of the change in the value of houses due to the proximity to sources of noise (noise depreciation index). Stated preferences methods are based on surveys made on the affected population to know how much money they would be willing to pay to reduce noise. 

A question is posed concerning the benefits of airports activities on e.g. economic growth, intersectoral spillover benefits, etc and how they can be accounted for. The speaker clarifies that these are not properly externalities, rather indirect effects, and are in general taken into account into project appraisal through economic models (such as e.g. general equilibrium models). 

Although very relevant in some cases, there is often a problem of allocation: can they be entirely attributed to airports or they depend on other factors as well (e.g. people arriving)? The speaker argues however that indirect impacts should not be included in the cost basis for setting charges. 

The most updated EU research on how to treat indirect impacts can be found in the FP6 projects IASON (http://www.wt.tno.nl/iason), TIPMAC and HEATCO (http://heatco.ier.uni-stuttgart.de).

A comment is made concerning the definition of externality itself, which depends strictly on how the boundaries of the system are designed. Although it is questioned whether this may be relevant or not for pricing purposes, the attendants feel that a clearer understanding of the question would be of help. The project coordinator shows a scheme describing how in the transport system social costs can be distinguished between internal and external.

	Social cost category
	Internal costs
	External

	
	
	“within” the system
	“outside” the system

	Direct costs
	Average private costs
	
	

	Congestion 
	Value of travel time
	Value of time lost by all other users
	Economic loss to non-users

	Accidents 
	Costs associated to average risk
	Costs associated to the incremental risk probability
	Health and other economic costs to relatives, friends and the rest of society

	Noise 
	Damage to user
	Damage to all other users
	Damage to non-users

	Air pollution 
	Damage to user
	Damage to all other users (including non motorised)
	Damage to the rest of society (environment, health, buildings, etc.)

	Climate change 
	
	
	Damage to society as a whole and to future generations

	Water pollution
	
	
	Environmental damage to society as a whole 


The speaker introduces the idea that externalities may interact: in particular environmental policies aimed at reducing negative externalities may have an impact on positive externalities such as the Mohring effect.

This idea is viewed positively by the Experts, who provide for other examples of interaction between externalities: for instance there is a trade-off between reducing noise impacts and reducing air pollution impacts at airports during take-off. In order to avoid noise, aircrafts should rise as quickly as possible. This however requires more energy and consumes more fuel. Therefore the impact on air pollution is higher, as well as costs for airlines.

To conclude the discussion about the externalities, an attempt is made to assess, for the main categories of external costs, their relevance for the definition of a charging scheme for the air transport sector and the state of knowledge about their estimation.
Global warming, air pollution and noise are deemed to be the most relevant externalities, and are currently on top of the EU policy agenda. Reliable estimates for marginal and average costs for these externalities exist thanks to the recent research, also funded by the EC through the Framework Programmes RTD
. However, how to go from a reliable cost estimation to an efficient charge is still a grey area.

Congestion and scarcity are two externalities which are deemed to be less relevant in the immediate for charging. The EU is in fact still studying and identifying feasible market mechanisms for slot allocation and is also consulting the industry on this issue. 

The project coordinator underlines that for what concerns cost estimation, considering that the costs of carrying out case studies is high, the research on transferability and generalisation of estimates generated locally is becoming very relevant (see e.g. the research project GRACE). This does not apply to the estimation of costs for climate change: in fact this impact has a global nature therefore the problem is not transferring estimates from one context to another, rather having a robust assessment of the value of one tonne of CO2. 

Cost drivers at airports

The presentation by Stefano Baronci (ACI-EUROPE) and Rolf-Dieter Rolshausen (Fraport) deals with the following topics:
· Cost drivers at airports

· Regulatory oversight

· Cost drivers for airlines  

Some discussion has been held concerning airlines’ elasticity to changes of landing charges. The speakers maintained that considering the low weight of landing charges over airlines’ operating costs (4% in average, EUROCONTROL 2006 data) and the fact that this percentage has remained stable and substantially unchanged during the last 30 years, it could be inferred that the change of landing charges is not among the main determinants of airlines’ behaviour, at least at major airports.

During the discussion the researchers reacted highlighting that the evidence on airlines elasticity at airports available so far is not sufficient to measure elasticity. Several factors can interfere with the measurement of elasticity to landing charges: at first, airlines pay a set of charges for using airport infrastructure, not only landing charges. Secondly, the lack of evidence is also due to the fact that the market is in expansion, and airlines might decide whether to allocate frequencies or not based on several factors, not only landing charges. In addition, for low cost carriers the relative weight of landing charges on operating costs can be sensibly higher, and reduction in charges can therefore drive relevant savings.
The attendance agrees that this is an issue which deserves further discussion, and that it is of utmost importance that airlines are involved in the discussion.

The airports and civil aviation attending the meeting agree with the speakers that capital costs are among the main drivers at airports. In Sweden airport charges are indeed based on capacity costs. Forecasts about planned investment on capacity are carried out, and charges are based on investment needs, actual costs and profit needs. The actual take-off charge also take into account the specific market conditions at the airport. At the LFV Groups airports (previously 17 airport in the range from approx. 100 000 to 19 000 000 passengers per year) the take-off charge is relatively small and therefore represents only a part of the revenue needed to cover the costs. Instead, the major charge is the passenger charge. This is due to the fact that airlines would like as much flexible costs as possible and as little fixed costs as possible for each flight. This is a trend throughout Europe which would deserve further discussion at the next meeting, since it makes the design of the passenger charge even more interesting than the take-off charge. 

Accounting for future planning expansion in charges is very important according to airports. Basing charges only on actual costs risks in fact on their point of view to cause problems in the future. Airports consider this practice as a sort of risk-sharing procedure with airlines. This practice could be called price profile or price smooth , in order to highlight that this is not really a pre-financing (i.e. the current user financing future capacity), rather a way of smoothing prices over time. The practice of pre-financing is however not accepted by airlines, who ask for more efficient financing practices for airports infrastructure expansions, possibly prescribed by EU legislation.

In the debate between pricing and regulation, it is underlined that regulation action will always have associated costs – regulation should only be used where the benefits from regulatory action can be clearly shown to outweigh its costs. The experience in Australia shows that implementing a light touch price monitoring system for charges at airports can help to minimise the costs of regulation, whilst still delivering positive  outcomes. In Australia in 2002 the Government introduced a reform of airport prices and put in place a price monitoring system for the major airports in the country lasting for five years. The scope was to be able to review the effectiveness of the regulation after a first period of implementation. This system has also allowed the government to be able to calculate ex-post the costs of regulation, and also to use these data to help solving conflicts between airports and airlines complaining for high prices.

In terms of identifying the most appropriate pricing principle to be adopted in a possible reform of airport charges, it is agreed that the choice would be very difficult, and that because of the differences in the positions of the airport sectors across Member States that there should be no uniform - one-size-fits-all - approach. Marginal costs are certainly not a feasible option for all those airports thinking about capacity expansion, and likely also for the others. All the airports applying e.g. rate of return regulations, are probably closer to long run average pricing, and long run marginal costs would probably be the criteria used by DG COM or a national competition authority wishing to test for predatory pricing.

From the industry point of view, certainly long run marginal costs, covering capacity expenditures  and operational expenditures is the basis.

Translating costs into charges: which costs to be included and how?
Researchers maintain that charges should be based on the costs actually imposed on third parties (the external costs). Once the total cost has been calculated (e.g. the total costs of aircrafts’ noise), it should be allocated according to the polluter pays principle. The allocation could however be not a straightforward task from a practical point of view, and is likely to have impacts on competition between airlines.

The airlines advocate that in any instances cost-relatedness of charges with the costs of facilities and services provided by airports must be ensured, and that price-based mechanisms (settled at a EU level) could be used to induce increases in efficiency at airports (e.g. price caps).

The definition of the cost basis for charges should also be made defining in advance whether provision of infrastructure and use of infrastructure must be both included or not. In fact, while there are robust reasons to say that the costs/benefits related to the use of the infrastructure should be included into a charging scheme, this is less obvious for costs related to infrastructure provision. 

The attendance agrees that in some cases a combination of “command and control” measures (e.g. regulation) and market measures (pricing) could be more effective than pricing alone. For instance, some air emissions (carbon dioxide) are already covered by emission trading schemes (ETS). Can an extension of the ETS be envisaged as to capture the remaining emissions and noise be captured in an emission trading scheme? LTO cycle and en-route emission could be treated with different instruments. 

The discussion concentrates then on how the cost basis for charges can be modified as to include social costs. Concerning noise, it is discussed whether noise charges should be based on actual aircraft noise footprints or not. In fact, noise footprints are likely to change during the year due to several contingent conditions, including the change of the route itself. Should then the charge change accordingly?

The experience at the Frankfurt airport is that actual noise footprints should not be charged due to their strict dependence on contingent conditions. In Frankfurt, noise footprints are detected, but then the determination of the charge is affected by factors which have a more “political” nature. In particular, noise charge has two components: the first is not related to noise costs, but rather is determined in relation to the overall charging policy of the airport, while the other is related to noise costs and specifically to insulation costs.

From researchers, suggestions come on how noise charges could be designed as to reflect noise costs despite their extreme variability, without forcefully adopting insulation costs-based charges. For instance, charges could be based on averages, rather than on actual footprints: the indicator of equivalent continuous sound pressure Leq (which is a measure of the average sound pressure level during a period of time) could be used, or 6-monthly or yearly averages.

Concerning congestion and scarcity, the discussion focused on the relationship between scarcity and congestion and on market based slot allocation as a way to solve scarcity problems. The relation between congestion and capacity is complex, since congestion is not only driven by airports management factors such as the use of slots, but also by demand factors (e.g. that fact that airlines operate in waves). Airlines have the interest in accommodating as much demand as possible and tend to push therefore airports to exploit capacity till the upper limit. The creation of a market for slots to help solving scarcity problems is an option which is strongly favoured by airports and civil aviation authorities. If primary auctioning of slots happens, then secondary trades can take place and the system could go towards an increasing transparency. However, it is underlined that devoting efforts to solve scarcity not necessarily leads to solving congestion problems: in fact it might happen that, if capacity is increased, a newly generated demand appears and congestion is not eased. 

A question is raised about whether the current cost basis for landing charges is efficient: landing charges are now calculated on the basis of aircrafts’ weight (MTOW), and privilege therefore smaller planes. Would it be more efficient if it could also take into account for delays? This is seen as an interesting problem, however there is a practical difficulty in sharing the responsibility for delays between airlines and airports. This would likely lead to great conflicts.

Accidents costs could also be included in the cost basis, if the degree of their “externality” can be calculated (based on the level of information of users).
Would a unified, EU level, mandatory, transparent charging system for the air transport sector, be a step forward or a step backward with respect to the current situation?

The civil aviation authorities and the airports managers share the view that a common understanding across the EU of the common goals of a pricing system, of the cost basis and of how costs should be measured and calculated would be welcome where the market conditions faced by airports require it. There is however not a consensus on whether it is actually the case (with airlines strongly advocating a EU framework on airport charges and CAAs maintaining that it must be discussed whether a regulatory intervention is actually justified by the market position, and also whether the benefits outweigh the costs and if there are any ways of reducing the cost of regulation).
Thinking to a possible future EU level framework for airport charges, it is most likely that it will be based on the polluter pays principle and that will take into account externalities. This must be done ensuring fair competition at a EU level in the transport sector and ensuring transparency in the cost formation process.

Many of the attendants feel it necessary to define what is meant by “unified”: it is in fact useful to distinguish between common methodologies for cost estimation and common methodologies for internalisation of costs into charges.

For what concerns charge setting, airports would strongly favour local solutions on the basis of an assessment of social costs carried out through common principles. Their view is in fact that noise and environmental problems (except global warming) are rather local problems and freedom should be allowed to airports to find the most appropriate solution in terms of setting the balance between pricing measures and regulations.

Local concerns and common principle (settled by the EU) must therefore find an appropriate equilibrium: the freedom of applying common principles in the way the most appropriate to local conditions must not lead to a sort of competition between airports in implementing the less stringent regulation to attract airlines (e.g. underestimating own external costs in order to achieve a better competitive position).

Flexibility should extend as to allow for instance an airport not to impose a noise charge at all, should noise impacts not be a problem in that specific case. Mechanisms such as for instance noise rebates could be devised. 

A possible alternative to common guidelines for the internalisation is that the EC identifies best practices at airports among which an airport manager can choose the most appropriate solution.

In this respect, the Swedish experience is important: noise charges are currently applied and are set as to cover the costs for noise measurement and insulation. There are now plans to change the noise- and emission charges. In this situation, they would welcome a clear picture of best practices in airports rather than a common framework of application. It can be observed that, in any instances, the definition of a practice as good or bad still requires that a common criteria is defined.

The researchers welcome the EC issuing recommendations on how costs should be calculated, but underline the importance that also principles behind setting charges (internalisation) on the basis of these costs are stated, in order to avoid too much diverse implementations at a local level. This is in fact what happened for instance in the rail sector, where the Rail Infrastructure Package
 stating the principles for the setting of charges for the access to rail infrastructure has found a diversified application at the national level.

Some attendants highlight that in other transport sectors the reforms started from the establishment of an independent regulator. The positions about the meaning of “independent” diverge: according to airlines, a regulator must be independent from airlines and airports, but could also be a government entity, while for CAAs the regulator should also be independent from governments.

The question whether we know enough to accurately calculate costs in a way that guarantees a minimum comparability and to allocate them in a transparent way is crucial.

Conclusions 
Externalities in the air transport sector start playing a more and more important role: global warming, air pollution and noise are on top of the EU policy agenda. Current valuation practices of externalities at airports are often based on avoidance rather than on damage (bottom-up) approaches for both noise and air pollution. The calculation of externalities en-route are still subject to uncertainties. Considering that the costs of carrying out case studies is high, the research on transferability and generalisation of estimates generated locally is becoming very relevant (see e.g. the EU funded GRACE project). Externalities may interact, and this have to be taken into account when a policy is designed.

How to go from a good cost estimation to the definition of a charge, is still an open issue.
The major cost drivers at airports are capital costs (including depreciation and interests), and they are fixed costs for airports. Labour costs are driven by security and maintenance and by ground handling (e.g. in UK security costs are around 50% of operational costs) and are relatively inelastic. Labour and capital costs strongly depend on the local situation and differ within the EU but also in regard to the capital structure and credit rating of an airport.
There is no consensus between airports and airlines about whether airport charges are among the main determinants of airlines behaviour or not. Research on elasticity do not provide sufficient evidence on this issue. Relative levels of airport charges at competing airports can however have significance for airlines.

Translating costs into charges: which costs to be included and how?
The fundamental principles at the basis of a charging scheme at airports are cost relatedness, transparency, non discrimination. Cost coverage is in addition fundamental to airports.
It must be discussed whether the current cost basis is efficient, and how it could be modified as to better reflect social costs. Concerning noise costs, charges should not be based on insulation costs, rather on noise footprints. Concerning congestion and scarcity, slot auctioning must be studied as a possible solution. 

The degree of variability of charges (e.g. take-off vs. passenger charges) is also relevant. 

The inclusion of the costs of capacity expansion into charges is a practice considered by airports as a sort of risk-sharing procedure with airlines. The practice of pre-financing is however not accepted by airlines, who ask for more efficient financing practices for airports infrastructure expansions, possibly prescribed by EU legislation.

Pricing in the framework: role of other tools
There is a role to play for an “independent” regulator. For airlines, the new authority has to be independent from airlines and airports, while CAAs recommend it to be independent also from governments.

Conflicting positions are also expressed on what concerns the role of regulation: a harmonised legislative EU framework on airport charges is needed according to airlines, while for CAAs it is necessary to discuss whether a regulatory intervention is justified by the market conditions.
Emission trading schemes (ETS) could be extended to cover the remaining emissions and noise.
A unified, EU level, mandatory charging system: a step forward?
A common understanding of goals, cost basis, costs measurement and calculation is welcome, where market conditions faced by airports require it. There is however no consensus on whether a EU regulatory intervention is actually required: airlines strongly advocate a EU framework on airport charges, while CAAs maintain that it must be discussed whether a regulatory intervention is actually justified by the market position, and also whether the benefits outweigh the costs and if there are any ways of reducing the cost of regulation. 
There is no consensus on whether a possible EU intervention should limit to unifying methodologies for cost estimation or should extend to unifying methods of internalisation of external costs into charges. Local concerns and common principle (settled by the EU) must therefore find an appropriate equilibrium: the freedom of applying common principles in the way the most appropriate to local conditions must not lead to a sort of competition between airports in implementing the less stringent regulation to attract airlines (e.g. underestimating own external costs in order to achieve a better competitive position).

A possible alternative to common guidelines for the internalisation is that the EC identifies best practices at airports among which an airport manager can choose the most appropriate solution.
� The attendants agreed that these minutes should have been circulated to representatives of airlines, who could not attend the meeting, to get their comments. Airlines’ position has been included in this final version of the report.


� The most recent policy documents are the following: Directive 2006/38/EC – 17 May 2006 (revision of EUROVIGNETTE), Communication COM(2006)314 – 22 June 2006 (Mid-term Assessment of the 2001 White Paper) and EC working document – June 2006 (Impact assessment of COM(2006)314).


� See e.g. projects UNITE (� HYPERLINK "http://www.its.leeds.ac.uk/projects/unite" ��http://www.its.leeds.ac.uk/projects/unite�), GRACE (� HYPERLINK "http://www.grace-eu.org" ��http://www.grace-eu.org�) and Friedrich, R. and Bickel, P. (eds.) (2001), Environmental External Costs of Transport. Springer Verlag, Heidelberg.


� Rail Infrastructure Package issued in 2001, including Directives 2001/12, 2001/13, 2001/14 and 2001/16.
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