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1. Background

Government is taking several steps to promote competition in various economic
sectors. As one of the measures in this direction, Indian Institute of Corporate Affairs
(IICA) an antonomous body working under the aegis of Ministry of Corporate Affairs
(MCA) nominated Nathan Economic Consulting India Pvt. Lid. (Mathan India) as
consultants to carry an in-depth competition analysis for the competition related issues
in the Civil Aviation Sector. The study aims to identify and analyse potentially
competition inhibiting provisions of statues, rules, policies and practices found within

the regulatory framework of India’s civil aviation sector.

The consultants, after studying various statutes, rules, regulations and practices
in the civil aviation sector and after consulting the various officers of the Government
and experts and professionals in the sector submitted its expert report of “Research
Study of the Civil Aviation Sector India” to the Government. A copy of the Research

Report is enclosed as Annexure - |

The study evaluated the rules and regulations that limit the number and range of
suppliers, limit the suppliers’ ability to compete, reduce the incentive of the suppliers
to compete and affect the investment in the sector. The study also compared India’s
current regulatory framework with pre and post deregulation of the United States of
America and Brazil as models of potential sector growth and future reform. The report
also presented the regulatory solutions of the European Union, UK, and Australia as

alternative models.

The repont offered policy recommendations that would minimize and in some

cases eliminate certain prevailing barriers to competition.

2. Critical findings of the research report
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Critical findings of the research report are

- Ensure competitive neutrality between private carriers and the national

carrier by

- Removing regulations ensuring preferential treatment of Air India with

regards to recapitalization;

- Removing regulations ensuring preferential treatment of Air India with

regards to flying rights’

- Consider reducing fleet and equity requirements for passenger air carriers by

looking at how India’s regulators reduced requirements for cargo carriers;

- Consider introducing an incentive-based route programme of servicing all

India’s airports;
- Consider introducing market-based tools in distribution of slots.

The reports recommended that formulation of a single civil aviation policy
taking into account the aforementioned recommendations would be a major step

towards ensuring competition in India’s civil aviation sector.
3 Response of the Ministry of Civil Aviationss

The recommendations of the study report cover a wide range of subjects that are
handled by various divisions in the Ministry of Civil Aviation (MoCA), in addition to
Directorate General of Civil Aviation (DGCA) and Airports Authority of India { AAI).
The Ministry of Civil Aviation felt that the recommendations made in the report were
worth examining to ensure a robust regulatory and policy framework that removes
barriers to competition, which is considered necessary for achieving higher levels of

efficiency in civil aviation.

Accordingly, a Committee was constituted under the Chairmanship of
Secretary, Ministry of Civil Aviation with all Joint Secretaries/Economic Advisor of

the Ministry and Director General of Civil Aviation and Chairman, Airports Authority
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of India as members to take a view on each of the recommendations. A copy of the

order constituting the Committee is enclosed as Annexure - IL

The Committee considered the Research Report in its meeting held on

30.4.2012. The following were present in the meeting:

a) Secretary {MoCA) = In chair

b) Director General, DGCA

¢) Shn M. Kannan, Economic Advisor, MoCA
d) Shri Asok Kumar, Joint Secrtary, MoCA

e) Shn Alok Sekhar, Director, MoC A

fy Shri Lalit Gupta, DDG, DGCA and

2) Mr. Ram Tamara, Director, Nathan India

Secretary explained to all the members of the Committee that the Expert Report
identified and analyzed the competition inhibiting provisions of various statutes, rules,
policies and practices found within the regulatory framework of India’s civil aviation

sector and made certain recommendations to address these issues to eliminate

prevailing barriers to competition.
4. Views Taken by the Committee:

Committee discussed the recommendations contained in the Expent Report and

took a view on each of the major recommendation as given below:

Issue I: Fleet and Equity Requirements

1.1 Fleet and Equity Requirements for Domestic Passenger Air Service:

Present Regulation:

India‘s Civil Aviation Requirement (CAR) Section 3, Part Il and Il mandates that a
scheduled service operator that applies to provide services using aircraft with a take-

of f mass of 40,000 kg or more must purchase or lease a minimum of five aircraft with
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start-up equity requirement of Rs 50 crore. Additionally, as an airline’s fleet grows in
increments of up to five planes, equity requirements grow by Rs 20 crore. With regards
to aircraft with take-off mass of less than 40,000 ke, the start-up fleet minimum
remains at five aircraft — purchased or leased — with the minimum equity requirement

starting at Rs 20 crore and growing by Rs 10 crore with every five additional aircraft.

For non-scheduled operators, the fleet requirements as stated in Civil Aviation
Requirement are minimal - requires possession of just one aircraft - there exist equity
requirements based on the number of aircraft owned or leased by the operator, which

create an additional financial barrier to entry.

Impact on Competition:

Given that the cost of entry into the civil aviation sector is naturally high, these
regulations unnecessarily raise barriers to entry. Therefore, fleet and equity
requirements instituted by these regulations limit not only the number of new market
entrants, but also the size of firms that enter, as they should possess enough capital to

fulfil these requirements.

Recommendation

The Report suggested that instead of fleet and equity requirements. new and incumbent
ailr carrier service providers can submit financial information which establishes their
financial viability and illustrates how they plan on succeeding within the civil aviation
sector. Financial disclosures of potential airlines should demonstrate the new entrant’s
knowledge of India’s aviation sector’s dynamics and adequate hguidity to cover

aviation business start-up and initial operational costs.

1.2 Fleet, Equitv and Experience Regquirements for International Air Transport

Present Reeulation

According to the Aeronautical Information Circulars No. 08 of 2009, a domestic

carrier that wishes to start international air carrier service must fulfil the conditions viz.
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possess a valid permit of operation, lease or purchase at least 20 aircraft and have at

least five years domestic scheduled transport experience.

Impact on Competition

Such fleet, eguity and experience requirements deter entry and thereby reduce
consumer choice of international passenger air carriers. Furthermore, the Open Sky
policy allows foreign airlines into India as long as they abide by Indian safety
regulations and are licensed by their home country, which may not require minimum
20 aircraft fleet size and five years operational experience. In effect, this policy creates
a two-tier competitive environment for international carriers - foreign and Indian -
putting Indian domestic carriers that want to provide international services at a

disadvantage.

Recommendation

The report suggested that the regulator may consider removing fleet, equity and
experience requirements for international carrier service providers. Specifically, equity
requirements should be replaced by requirements for camrier service providers to
demonstrate financial wviability, using India’s cargo service sector as well as

international practices as models of reform.

Views of the Committee. -

The Commiittee examined the issues highlighted by the Study Report. The Committee
ahserved that the Ministry is presently in the process of formulating Civil Aviation
Policy. The Committee therefore recommended thar the maiter would be reviewed ar

an appropriaie time while framing of the Civil Aviation Policy of the Government.
Issue II: Route Dispersal Guidelines

Present Regulation

Gol Order No, AV 11012/2/94-A regulates how a carrier service provider allocates his

fleet to various parts of the country. This regulation divides civil aviation routes into
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three categories. Category | includes the popular and extensively serviced routes
large Indian city hubs. Categories II and Il tend to be remote, relatively small and
unpopular service routes. This regulation intends to ensure adequate service to all

domestic Indian destinations by compelling Indian airlines to tly there.

Impact on Competition

While this regulation may serve a social need, economically it results in losses for
India‘*s domestic airlines, since they must allocate their scarce resource, aircraft, to
service routes that experience light passenger traffic. Air carriers flying to these
regions may not be able to recover the cost of operation. This redistribution implies
that airlines may need to take planes away from routes where sizable passenger
demand exists. This adversely impacts the entry of potential carriers, and their ability

to compete and respond to prevailing demand for air transport.

Furthermore, this rule also creates a disincentive to further expand an airline’s fleet
and service, as investment in new equipment and additional flights may not earn a
competitive rate of return due to the route dispersal guideline. Therefore, this
regulation indirectly limits the number of new market entrants to those capable of
absorbing this loss and staving in business. This mle indirectly skews the market

towards entrance of large firms possessing more resources.

Lastly, this rule also indirectly gives Indian international carriers an unfair competitive

advantage in the domestic market.

Recommendation:

The Report suggested considering phasing out compulsory government regulated route
dispersal and put out a call for input from stakeholders for different incentive programs

that will help create more air carrier traffic to smaller airports.

Views of the Committee.-

The Committee noted that with the objective of promoting regional connectivity and

expending air connectivity ta smaller cities. the Ministry of Civil Aviation, Government
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af India constituted a Committee. The committee examined the existing guidelines,
studied international best practices and has made recommendations for impraovement
in the system to improve connectivity to difficult areas of the country and submiited its
repart to the Ministry, It has been decided in the Ministry to seek the comments of
stakeholders before operationalizing the recommendations of the Report on Air
Connectivity. Accordingly, the the Ministry is in the process of consultation with the
stakeholders., Since the issue has alveady been put out for consultation amongst the
stakehalders, the Commitiee decided to await the outcome of the consultation process

before proceeding further on the issue.
Issue 3: Slot Allocation:

Present Regulation

In India, slots allocation is done in accordance with the [ATA worldwide slot
guidelines under which, an incumbent airline is entitled to retain a group of slots based
on historic precedence, if the slots in question have been allocated by the slot
coordinator to a passenger air carrier and have been utilized at least 80% of the time in
the preceding season. Furthermore, guidelines states that slots may not be withdrawn
from a carrier in order to accommodate new entrants. From the pool of available slots,
new entrants have access to only 50% of the slots. This is termed as grandfather type

of allocation of slots.

Further, in accordance with IATA guidelines, when airlines merge, the AAl applies the
‘use it or lose it" rule which allows a merged entity to retain access to all infrastructure,

including slots, controlled by the airlines prior to the merger.

B. Impact on Competition

These rules create barriers to entry for new entrants, thus limiting the number and
range of air carrier service providers. By keeping all allotted pre-merger slots, a newly
merged carrier has time to capture a greater share of the aviation market at the expense

of other incumbent carriers and new entrants.
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Slot allocation regulations also limit the ability of suppliers to compete. Application of

the ‘grandfather rule’ limits the ability of new carrers to compete for slots at different

Indian airports.

Recommendation

The Report recommended the regulator to consider seeking wide stakeholder inputs on
more efficient slot allocation procedures tailor made for India‘s civil aviation sector.
Revising the current system of slot allocation will help put airlines on more equal
footing when competing for slots, and create a framework of predictable and efficient

slot allocation outcomes.

Views of the Committee:

The Commintee considered the recommendations of the Report. The Committee
noted that MoCA is already comtemplating new policy guidelines for Slot Allocarion
and towards this the Ministry has alreadv started the consultation process in this
regard. Necessary action in this regard would be raken at an appropriaie time, while

formulation the Civil Aviation policy.
Issue 4: Airports

4.1 Privatization of Airpons

Current Status:

Indian airports fare poorly in terms of non-aeronautical earnings. A major reason for
low non-aeronautical earnings is that most Indian airports come under the Airports
Authority of India (AAl) and the Authonty cannot afford to invest much from its
scarce fund in these services. Therefore, to make Indian airports internationally
competitive, the government must attract private investment into India‘s civil aviation

infrastructure.

Impact on Competition
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Poor airport facilities stand in the way of sector and overall economic growth. Airports
with poor infrastructure will fail to attract both passenger and cargo carriers. If
passenger and cargo carriers cannot find additional satisfactory airport infrastructure
where they want to expand, carriers will not grow. Theretore, the lack of improvement
in airport infrastructure will stunt not just growth in the civil aviation sector but overall

economic growth of regions served by poor airports.

Recommendation

The report recommended allowing more private investment into existing alrports (i.e.,
authorizing Brownfield projects) that will inject much needed equity into India‘s civil
aviation infrastructure. Injecting private capital into existing airports will assist those
alrports in improving airport infrastructure as well as expansion projects needed to

meet growing passenger demand.

4.2  Concession Agreements between the AAl and Airport Developers

The ‘right of first refusal” granted in the Operation, Management and Development
Agreement (OMDA) gives first prionty to an airport developer already vested in one

alrport to develop and run another airport within 150km.

Impact on Competition

This may lead to one developer's dominance the city or region served by one existing

and future airports.

Recommendation

The report observed that keeping the ‘right of first refusal’ clause is important in order
for the AAl to attract a greater number of investors to new Brownfield as well as
Greenfield airport projects in the future. However, to even out the playing field
between airport developers bidding to partner with the AAl to improve existing airport
infrastructure or develop new airports, the report suggested considering creating a
sunset provision within the ‘right to first refusal’ clause. A sunset provision, once it

expires will help attract new investments into other airport projects, but while in force
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will also recognize and allow existing airport developers to obtain return on their

investment.

Views of the Commitiee:

The Committee considered both the recommendations at 4.1.A task force in
Planning Commission is alreadv looking at private investment in PPP mode. As
regards 4.2, the Commitiee however noted thar the Policy on Green Filed Airporis
already exist including Maodel Concession Agreement for Greenfield Airports. Hence

Necessary action in this regard would be taken ar an appropriate time.
Issue 5: Anticompetitive Behavior and Pricing

Current Situation

Within the past year, pricing in the airline industry has ranged from excessively high
prices to low prices potentially affecting the financial viability of the carriers as well as
impacting consumer spending on air travel services. While the excessively high prices
charged by the airlines seem to indicate possible coordination or cantel like behavior
among the operators, the abnormally low prices are indicative of another type of

anticompetitive behavior, 1.e., predatory pricing.

Impact on Competition:

While a cartel would erect barriers to entry into the market place. predatory pricing
itself makes it unprofitable for new entrants and thus limits competition. In either case
competition will be harmed. and the long term viability of the ndustry itself will be at

stake to the detriment of consumers.

Recommendation

The report recommended that in order to limit the temptation for cartel behavior, the
regulator needs to reduce barriers to entry, thus promoting a larger number of market
participants. Lower entry barriers and a greater number of market participants will

increase the incentive to compete and decrease the incentive to engage in carel
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behaviour. In order to monitor and track anti-competitive behavior within the
passenger carrier sector of civil aviation, the regulator may want to take concrete steps

to put together a framework for detection of anticompetitive behavior and institute a

deterrence mechanism.

Views of the Committee:

The Commiitee noted that MoCA has already commissioned a study on framing
af economic regulations on airline pricing. The Committee vequested DGCA 1o work
oul the modalities of putting in place a monitoring mechanism on airline pricing in
fndia. The Committee recommended that the study be examined once received by the

Minisiry.
Issue 6: Taxation and Pricing of Air Turbine Fuel (ATF)

Current Situation

India*s multilaver fuel taxation system which includes the central excise duty , and
sales tax levied by the state governments (varying from 4% to 30%), limits the number
and range of air carrier service providers and the ability of Indian carriers to compete

with foreign carriers providing international carrier services.

Further, within India‘s civil aviation sector, Indian ATF consumers® choice is
restricted to four suppliers. Three suppliers are state owned oil companies that enjoy
access to essential facilities within India‘s airports and maintain refinery capacity,
resulting in market dominance. The current structure of the Indian ATF market is

conducive to cartelization.

Impact on Competition:

The total cost of fuel does not just make it difficult for incumbent Indian airlines to
grow; high fuel costs also make it hard for new air carrier service providers to enter
India‘s civil aviation market. High fuel expenses prevent Indian airlines from buving
more aircraft and servicing more routes, which in turn contributes to overall market

growth. Furthermore, highly taxed fuel impedes the ability of India‘s international
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airports to compete and develop into international hubs for plane services such as

maintenance, fuel and re-hauling.

Recommendation

In order to monitor ATF prices and track anti competitive behavior, the report
recommended the regulator (PNGRB) to take concrete steps to put together a
framework of oversight. The framework should include provisions for monitoring,

enforcement and appellate activities.
Views of the Committee:

The Committee noted that a comprehensive study has already been conducted
on the issue and all concerned stake holders in the matter have already been requested
for taking necessary action in the matter. Further action would be taken based on their

response.
Issue 7: Preferential Treatment to Air India:
7.1 Preferential Treatment to Air India in Traffic Rights:

Regulation

According to the Aeronautical Information Circulars No. 08 of 2009 — Section 3.6,
operational plans submitted by the national carrier would be considered before

allocation of traffic nghts to other eligible applicants.

Impact on Competition:

This rule lacks competitive neutrality in assigning traffic rights. In order to increase its
customer base Air India will take the best available routes, thus maintaining an unfair

competitive advantage over other eligible Indian intermational carriers.

Recommendation

The regulator may consider abandoning preferential international route assignments to

the national carrier, which would allow private carriers to compete with Air India.
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Taking away Air India®s right to priority route assignments will also help other Indian

international carriers expand service to additional international destinations, leading to

expansion in the range of choices for consumers.

7.2 Preferential Treatment to Air India in providing access to Government Finance:

Present Eeeulation

Air Corporation Act 1953 - Section 10 provides a legislative framework within which,
the Government of India may provide funds for capital expenditures as well as

potential bailout funds for the national carrier — Adr India.

Impact on Competition

This regulation gives Air India an unfair competitive advantage, by creating a
framework through which it may apply for government financial assistance. The Act
lacks competitive neutrality with regards to airlines in terms of access to government

funds for capital expenditures and potential bailout.

Recommendation

Bringing in private players and capital to operate India’s national carrier will help
address some of the airline’s operational 1ssues, while freeing government funds for
other purposes. Partially privatizing Air India would create incentives for the carrier to
compete with other airlines, since Air India’s private investors would seek to

maximize return on their investment.

Views af the Commitiee:

The Committee considered the issues 7.1, The Commitiee noted that the
present policy of the Government gives only due consideration to AIR India in traffic

rights allocation and net the right of first refusal as mentioned in the Report.

However, the Commiriee felt that the Air Corporation Act, 1953 has already
been repealed. The Government takes decision regarding funding of Air India on merit

and as owner of the company.
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Issue §: Foreign Direct Investment in Airlines

Present Regulation

The Civil Aviation Requirements (CAR), Air Transport, Series C, Pant 11, Section 4.1.5
states that foreign equity in air transportation services is permitted up to 49%: while
Non Resident Indians (NRIs) / Persons of Indian Origin (PI1O) are permitted to invest

up to 100% in domestic air transport services. Investment by foreign airlines is not

allowed.

Impact

Access to a greater amount of foreign direct investment will help smaller firms satisfy
fleet and equity requirements and thereby enter India‘s civil aviation market. Thus,
access to foreign capital will help more new firms — which are not in the air carmer

provision of service business - pass the market entry barriers.

Further, the most knowledgeable investors are those firms with experience running
carrier services, however currently foreign airlines are not allowed to invest in India‘s
airlines. By setting out limits on foreign direct investment in Indian airlines, this

regulation ultimately limits the number and range of suppliers.

Recommendation

The reponrt recommended that allowing foreign airlines® FDI will likely benefit the
Indian airlines in the following ways: create the possibility of code-shares, optimal

utilization of the carrier's fleet, and increase in customer choice.

Views of the Commitiee

The Committer noted that allowing investment in Indian carriers by the foreign

carriers is already under active consideration of the Government.
Issue ¥: Procurement

Current Situation
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The tender process of the AAI lacks fair and adequate competition for goods and

services required by the agency.

Impact on Competition

AAl's procurement timeline in practice limits the number and range of equipment and
service providers supplying the Agency. Further, the eligibility criteria adopted by
AAI for suppliers limits qualifying vendors to only those that worked with government

transportation hubs, indirectly creating a group of preferred vendors.

Recommendation

The report recommended centralizing the procurement procedure and putting tender
announcements on an online searchable database which will create an efficient and
transparent procurement process. Centralizing India’s procurement for the civil
aviation industry will create a transparent and predictable procurement framework, as
well as help give more vendors access to all contracts related to the sector, thus

increasing competition for government goods and services contracts.

Views of the Commitiee:

The Commiitee was of the view that the recommendations of the Report in this regard
for centralizing the procurement procedure and putting tender announcements on an

anline searchable daiabase may be accepired for implementation.
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CONPIBES T A

1. Executive Summary

In accordance with the requirements set forth by the Ministry of Corporate Affairs of the
Government of India, this report aims to identify and analyze potentially competition inhibiting
provisions of statutes, rules, policies and practices found within the regulatory framework of

India’s civil aviation sector. This report hopes to assist the Ministry with the following;

a. Framing of the Mational Competition Palicy (NCP);

b. Formulating a strategy for competition advocacy with government and private sectors.

This report considered a wvariety of rules and regulations and picked out individual statutes
which we believe inhibit competition. The study mostly focuses on rules and regulations
guiding air carriers, briefly addresses taxation of airports, air turbine fuel, air carriers and

passengers as well as procurement by regulating agencies.!
All highlighted rules and regulations were evaluated according to the following parameters:

Regulations that limit the number and range of suppliers;

a.
b. Limit the suppliers’ ability to compete;

c. Reduce the incentive of the suppliers to compete;
d. Affect investment.

This report also compares India’s current regulatory framework with pre- and post-
deregulation of the United States of America and Brazil, as models of potential sector growth
and future reform. Furthermore, the report also presents regulatory solutions of the European
Union, UK, and Australia as alternative models. The report offers policy recommendations that

will minimize and, in some cases eliminate, certain prevailing barriers to competition.

IHowever, a tharough analysis of procurement procedures requires a separate report exclusively dedicabed to these specidic
regulations and their effect on comipetition of service and equdpment.
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CONPIBES TS

This report identified a number of rules and regulations which according to our evaluation
parameters inhibit competition within India’s civil aviation sector. In the next few pages, this
report will briefly list the regulation, its competitive implications and recommendation. Sections

beyond this executive summary will address each issue in more detail.

Civil Aviation Requirement (CAR) Section 3, Series C, Part Il sets out fleet and capital
requirements for scheduled air carrier service providers, while CAR Section 3, Series C, Part I11
sets out fleet and capital requirements for non-scheduled air carrier service providers. Fleet and
equity requirements create artificial barriers to entry into a sector which is characterized by high
natural barriers to entry. Based on intermational precedents of the United States’, Australia, and
European Union, as well as India’s experience of reform of the cargo sector, fleet and equity
requirements may be abandoned in favour of rules of financial disclosure that would help

establish financial viability of a new air carrier service provider.

Aeronautical Information Circulars (AIC) No. 08 of 2009 set out fleet, equity and experience
requirements for Indian domestic air carrier service providers that wish to begin international
air carrier services. These requirements serve as artificial barriers to entry and bias the civil

aviation market towards big airlines which already have economies of scale to qualify.

Furthermore, this regulation creates incentives for mergers and acquisitions of small air carrier
service providers by large service providers, resulting in a reduction in the number of
competitors. Finally, consumers who wish to travel intermationally will have fewer choices of
service providers. Based on experiences of the European Union and United States’, fleet and
equity requirements should be abandoned in favour of financial feasibility rules, while domestic

service requirements may be reduced to two years.

Government of India Order Mo. AV 11012/2,/94-A sets out service requirements for flight routes
for different parts of the country in order to ensure adequate service to remote areas. The route
dispersal regulation creates artificial barriers to entry for new air carrier service providers by
limiting their ability to compete and respond to changes in demand for air transport. This
regulation creates a disincentive for fleet and service expansion, as the service provider may not

get adequate return on his investment; due to government requirements to travel to low demand
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CONPIBES TS

unprofitable destinations. Based on experiences of Brazil, United States, and European Union,
route dispersal regulation may be replaced by an incentive or subsidy based program for

providing adequate service to all airports.

In terms of allocation of take-off and landing slots, India follows the Intermational Air Transport
Association (IATA) guidelines, which include the “grandfathering™ of slots, according to which a
service provider will control slots that he utilizes in perpetuity. The [ATA slot guidelines also
entail a ‘use it or lose it’ principle which adversely affects competition in cases of mergers since
the merged entity will retain slots based on historic precedence as long as they are utilized.
Application of the ‘grandfather’ rule limits the ability of new service providers to compete with
incumbent service providers at different airports, since the only slots that new service providers
can access are underutilized slots which tend to be at odd times and off peak hours. Therefore,
application of the ‘use it or lose it’ rule after mergers, limits the ability of other service providers

to compete with the merged service provider.

Based on experiences of the United Kingdom, United States, and European Union, India may
want to expand its slot allocation system to include more market based tools such as allowing
slot trading and auctioning off a fraction of underutilized slots by an independent authority,
modelling the process after the UK. Proceeds of the auction can be used to incentivise airports to

improve and expand available airport infrastructure.

The Operation, Management, and Development Agreements which privatized Mumbai and
Delhi international airports have a ‘right to first refusal’ clause. While this clause was intended
to attract a greater number of bidders in the privatization scheme, once the first generation
agreements with the abovementioned clause were signed, the competitive environment for
following generation agreements changed by narrowing the range and number of new
suppliers. This clause creates the possibility of a regional monopoly in airport development.
Studies of the United Kingdom and European Union indicate that airports are not natural
monopolies and can compete with each other. In order to compete with other Asian hubs,
privatization and development of new airports in India should have a sunset (expiration)

provision within the ‘right to first refusal’ clause.

The Aeronautical Information Circulars Mo. 08 of 2009 and the Air Corporation Act of 1953 give

preferential treatment to Air India, the national carrier, with respect to allocation of traffic rights
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CONPIBES TS

and access to government funding These regulations make it difficult for private airlines to
compete with the national carrier both operationally and financially. Furthermore, preferential
treatment creates disincentives for the national carrier to become a more efficient and financially
leaner service provider. In order to level out the competitive field between private service

providers and national carrier, preferential treatment legislation needs to be revised.

Furthermore, in order to incentivise Air India to become a leaner and more competitive service

provider, the national carrier may be partially privatized.

Civil Aviation Requirements (CAR), Air Transport, Series C, Part Il does not allow foreign air
carrier service providers to invest in Indian service providers. Since companies that are in the
business of air carrier services, understand the risks involved best, excluding foreign air carrier
service providers from investing into Indian air carrier service providers may negatively impact
growth of India's civil aviation sector. Currently, the Government of India is discussing allowing
foreign direct investment (FDI) by foreign air carrier service providers into Indian service
providers. Allowing FDI by foreign air carrier service providers into India’s civil aviation sector
would create the possibility of code-shares, optimal utilization of a carrier's fleet, and an

expansion of consumer choice.

The Airports Authority of India (AAl) Materials Management Manual 2010 mandates that
procurement tenders must have a period of issue of at least three weeks. Furthermore, the
manual requires that in order to supply the AAl with certain goods and services, the contractor
must meet certain operational and experience with Indian government transportation agencies.
In practice, some procurement tenders have periods of issue far shorter than the required
amount, which reduces the number of applicants, resulting in decreased competition.
Requirements for potential contractors to have minimum experience in working with other
transportation agencies, indirectly creates a list of preferred vendors and reduces the number of

eligible contractors.

Based on experiences of the Russia and United States’, government procurement of goods and
services should be centralized into a searchable database with public access. Furthermore,
application timelines for tenders should meet requirements set out by the AAl in order to allow

the greatest number of competitive bids.
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There are two pieces of regulation that are analyzed but do not have recommendations - Rule
160 of the Aircraft Rules of 1937 and Airports Economic Regulatory Order Mo. 13 2010-11. Cur

research has indicated that these two rules do not significantly impact competition.
Critical Findings
Owr research indicates that the following recommendations are the most critical:

i.  Ensure competitive neutrality between private carriers and the national carrier by;
a. removing regulations ensuring preferential treatment of Air India with regards
to recapitalization;
b. removing regulations ensuring preferential treatment of Air India with regards
tor flving rights;
ii.  Consider reducing fleet and equity requirements for passenger air carriers by looking at
how India‘s regulators reduced requirements for cargo carriers;
iii. Consider introducing an incentive-based route program of servicing all India‘s airports;

iv. Consider introducing market-based tools in distribution of slots.

Thus, formulation of a single civil aviation policy taking into account the recommendations

highlighted above would be a major step towards ensuring competition in India’s civil aviation

sechor.

Structure of the Study

The report analyses the abovementioned issues in detail. Section 2 serves as a brief introduction
to India’s civil aviation sector; Section 3 provides an overview of market structure of India’s civil
aviation sector; Section 4 identifies anti-competitive provisions and practices within the civil
aviation regulatory framework; Section 5 analyzes identified issues and compares India’s civil
aviation sector with other countries; Section 6 offers a set of conclusions and policy
recommendations; Section 7 briefly outlines other countries’ regulatory frameworks with respect
to the civil aviation sector and also provides a framework to address the issue of airline pricing;
Section & lists the stakeholders interviewed for the purpose of this study; Section 9 lists sources

of information used to compile this report.
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Thank you

The team compiling this report would like to thank the following government and private
agencies for feedback, meetings, advice and guidance: the Ministry of Civil Awviation, the
Airports Economic Regulatory Authority, the Association of Private Airport Operators, airline
industry experts, and CUTS Institute under the aegis of the Ministry of Corporate Affairs of the

Covernment of India.
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2. Introduction

A country's transportation sector plays an integral role in the growth and development of an
economy. According to the “Indian Aerospace Industry Analysis” report,” in terms of passenger
traffic, India is currently the ninth largest aviation market in the world. With regards to air cargo
tonnage, India leads the South Asian region -consisting of Afghanistan, Bangladesh, Bhutan,
India, the Maldives, Mepal, Pakistan and 5ri Lanka.®* Currently, India has 128 airports -

including 15 international airports.1

Ower the past ten vears the Indian civil aviation sector grew by 14.2% in terms of domestic
passengers and 7.8% in terms of air cargo (in CAGR - compound annual growth rate). In 2010-
11 six major Indian carriers with around 400 aircraft catered to 143 million passengers, including
38 million passengers that originated abroad.# In 2010-11, Indian airlines carried approximately
L& million tons of air cargo.” Further growth of the aviation sector between 2011- 2(M3 is

estimated at 15% 2

India’s civil aviation sector has evolved over time. On February 18, 1911 India’s first commercial
airplane flew between Allahabad and Maini. In 1912, India's first commercial international flight
operated by the erstwhile Imperial Airways took place and connected Delhi to Karachi and
beyond.* In 1932, |.R_D. Tata flew an air mail service airplane, after which Tata Airlines ventured

into scheduled” air transport services. 1!

At the time of India’s independence in 1947, nine air transport companies, carrving both air

cargo and passengers, operated in the country.’? To further strengthen the national aviation

¥ Indian Acraspace Industry Analysis", BEMOOS | larmary X001

*ioerld Air Cargo Porecast 3110117, Bestng <hétp:/ S wwewe bocing.comfcommercial fcargo wacl. pdi=

HTransportation in India®, Waord Bank

<http: Sevwew worldbankorg.in/ WESITE EXTERMNALACOUNTRIES SSOUTHASIAEXT S INDLIAEXTN fIL, contenth I [ : 22553850
pageFE: 1411 3F-pilPE 1411 2= theSite P K-R9E584, 0 htm] >

i

“Shrwed priorities failing airlines’ mergers: Experts”, Business Standard, 3 October 2001

* Trarspertation in India®, Waodd Bank

<http: Sevwew worldbankorg.in/ WESITE EXTERMNALACOUNTRIES  SOUTHASIAEXT S INDIAEXTN f,contenth I [H: 22553850
pageFE:1411 37 pilPE1 411 P - theSite P K258, 0 html >

i

#Adrparts te light up for 100 years of aviatbon®, Times of India, Mangalore, 15 Febroary 2011

<http: farticles. imesofimdia mdiatimes comy Al 10215  mangalone, 32544500 1_mangalore-airport-m-rovasudeva-flight=

Hir trarsport operations undertaken bebween bwo or mare places according to a published bme table or with flights so regular that
theey constitute a recognizably systematic series are known as scheduled air transpoent services

e India website <httpe/ Swwnwairindia.ch) joemla Sindec phpfoption=cem_contenté&task=viewda d=19%emid =45

ETranspart Corparation of India Limited website <http Swawse beiloom fecaaspiakr>
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sector, the Government of India and Air India - Tata Airlines was renamed Air India in 1946 - set
up a joint sector company, Air India International Ltd. In order to address the deteriorating
financial health of India’s civil aviation sector, the Government of India passed the Air
Corporations Act of 1953, which nationalized all carriers providing services within India‘s civil

aviation industry.

Up until the late 1980s, India’s civil aviation sector remained monopolized by India's
government owned airlines. However in 1986, the Indian government once again granted
permission to private sector companies to provide air taxi service. Additionally, India’s Open
Sky Policy of 1990 and the Air Corporations {ITransfer of Undertakings and Repeal) Act of
199414 further freed up India's civil aviation industry and eradicated the government carrier
monopoly. While these policy changes led to a dramatic increase in the number of private
airline carriers; due to viability issues, by the end of the 20th century all private air carriers,

except Jet Airlines and Air Sahara, exited the market.

In 2003 the introduction of a new type of airline service called low cost carriers - LCCs or no-
frills air service - by Air Deccan, reinvigorated India’s civil aviation sector. By bringing
competition into the Jet Airlines-Air Sahara duopoly, Air Deccan brought a new competitive
spirit to India’s civil aviation. Furthermore, introduction of low cost airlines also changed the
perception that air travel was reserved only for the elites. By 2007 mergers and acquisitions
became common in India’s civil aviation sector. Within a span of two years Air India and Indian

Airlines merged, as did Jet Airways and Air Sahara, and Kingfisher Airlines and Air Deccan.

Currently, India maintains bilateral Air Service Agreements {(ASAs) with 108 countries.!* While
72 foreign airlines fly in and out of India,'* four private domestic carriers - Jet Air, IndiGo,

Spicelet’” and Kingfisher - fly to 35 destinations in 25 countries 1® Air India, the national carrier

Ut gpecified that any carmer, beth Indian and foreign, which meet operational and safety requirements will be allowed to operate
scheduled and nen-scheduled carge services 1o and from any atrparts in India where there are custom and mmmdgration facilibies
anvailable

H Directorate General of Civil Aviation seebsite <http:/ f dgcanic.in/rules natleg-ind. htm>

5 Government to set up aviation university, says Vayalar Bavi® The BEcoromic Times 15 October 3001

<htip: feconomictimes indiatimes.com news  news-by-and ustry S transportation S airlines- <aviation f govemment - fossetaps
aviation-urdversity-says-vayalar-ravi/ arbicheshow /103521 £ s>

e |bid.

7 Shukra, Tarun *MNew intermalzonal flyving rights to boost local arlines” market share®™ Live Mint 23 langary 2001

<httpef Fwrvew liveminteoen/ 2001 A0 £ 23228958 S M ew -intemabional -flying-right htonl 2d =1
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maintains a number of intermational routes: seven destinations in Morth America, nine
destinations in Europe, 12 destinations in the Gulf, two destinations in the Middle East, two
destinations in Africa, and 13 destinations in West and East Asia. 19

Recently, India’s Ministry of Civil Aviation hosted 65 Intermational Civil Aviation member
nations {ICAQ) at the 4% International Civil Aviation MNegotiation Conference (ICAN 2011)
during the week of 17 October 2011. The conference provided a forum for nations to amend and

modernize existing ASAs. While India’s international carriers lobbied the Indian government to
allow them to run more flights to Oman, Saudi Arabia and Hong Kong, representatives from the
Persian Gulf lobbied the Indian government for additional seats 20

Table 1: Developments in the Indian Aviation Industry

.'.
1911- 1934 - 1548 - Joink 1986 -
stock Co-Air .
Imidia’s Eniactime Permissian
First nt of ::dmtiﬂiﬂ granted o Airpaorts
Commerci Adrcraft Guvzﬂ-ul'llfﬂha Private air taxi Authority
Act and Air India opersiars

1932 - Tata 146 -
Lad B
s Adrlines
started mad
Taka mﬁ.'r
Airlines ""[ |

EARLY MARKET DEVELOFPMENTS

As India’s civil aviation sector developed and evolved over time, in order to guide market
participants the Ministry of Civil Aviation and Government of India periodically responded to
new industry challenges by setting up and amending existing regulatory frameworks. Until 1994
the Directorate General of Civil Aviation (DGCA) controlled every aspect of flying including the

- Gavernment o set up aviaton university, says Vayalar Bavi® The Booromic Times 15 October 3001

<httpef feconomictimes indiabimes. com ew s, news-by-md ustry S transpoertabion faiclines- f -aviation/ goeemiment - lo-set-up-
aviation-urdversity-says-vayalar-ravi/ arbchesbow /1035221 £ cons>

A Inddlia website < htpe/ fhome.airindia.ing SBOAMS, Webpages! Destinations aspx "MID= 26>

1 ki,
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licensing of pilots, certifying aircraft and issuing all rules and procedures governing Indian
airports and airspace. However, in 1994 an Act of Parliament established the Airports Authority
of India {AAl)20 This Act gave the AAl the power to manage all national and international

airports and administer every aspect of air transport operation through the air traffic control.

In 2008, the Airports Economic Regulatory Authority of India Act established the Airports
Economic Regulatory Authority ([AERA) of India. AERA regulates tariffs and other aeronautical
charges, as well as monitors airports’ performance standards. Within the Indian context of
airport regulation, AERA takes the following things into consideration: airports are natural
monopolies; airports are public goods, both in the case of Brownfield and Greenfield airports the
Government of India has made land available for acquisition, often under the Land Acquisition
Act, to airport developers at a very low cost.Z Lastly, the same Act established the Appellate

Tribunal which handles appeals from service providers and consumer groups.

“ Airports Autherity of Indiace hitp: /S wewew aad.aeref public_notices faaisite_test fongn.sp >
2 Feedback from AERA Secretary Shri Sandeep Prakacsh, Mesw Delhi

1
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3. Market Structure and Competition Issues

According to economic theory, market structures range from a perfectly competitive market to a
monopoly. A perfectly competitive market is one where there are numerous producers selling
the same product or service to a very large number of customers. Each producer supplies the
good or service to a fraction of the market and hence does not have any influence on the market
price.® Competition among the suppliers drives the prices down to a point where they just

recover their average cost,

On the other hand, in a monopoly there exists only ome producer/service provider. The
monopolist has the ability to set the price by restricting the output. ® This in turn results in the
consumers being worse oft than in a perfectly competitive market where consumers enjoy the

benefits of competition among the producers.

A market structure that falls between the two extremes - perfect competition and monopaoly - is
an oligopoly. In an oligopoly there are few suppliers who control a significant share of the
market. Pricing in an oligopoly falls between a perfectly competitive market where the market

players have no pricing power and a monopoly where a single producer can fix the highest price
possible, subject to demand.

Competition in an oligopoly can lead to two outcomes. Producers can engage in ‘ruinous
competition,” to the detriment of all of them, or set output and prices taking into account the
market conditions and the reactions of their competitors. The noncompetitive outcome of an
oligopoly is cartel behavior, i.e, when producers/service providers explicitly agree to coordinate

their output and pricing decisions to mimic the behavior of a monopolist.

There are no civil aviation markets in the world that could be characterized as a perfectly
competitive market. Generally civil aviation markets exhibit either monopolistic or oligopolistic

market characteristics. The Indian civil aviation market post deregulation can be characterized as

an oligopaly.

5 Shepherd, William G, The Econemics of Industrial Organization: Fourth Edition, Prentice Hall 199%: p 38
W bid: p. &5
U hid: . 41.
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Keeping in mind the characteristics of the oligopolistic market structure, the regulator of such a
market needs to engage in positive regulation that both creates a level competitive playing field
and mitigates anti-competitive behavior of market participants. In order to mitigate anti-
competitive behavior regulation should ensure the reduction of artificial and natural barriers to
market entry, to the extent that this is practically possible. Furthermore, the regulator would

need to ensure that regulation does not create artificial barriers to entry.

In order to monitor firms’ behavior, assess whether or not anti-competitive behavior is taking
place, the regulator needs to put in place a system that allows the agency to collect and analyze
market information. Lastly, the regulator needs to install regulatory mechanisms ensuring

transparency in behavior of market participants.

India’s Civil Aviation - Market Structure

India’s civil aviation sector is much younger than other modes of transportation, and its market
structure has changed frequently over the last few decades. India's civil aviation sector evolved
from a market tightly controlled by the government with two air carrier service providers to a
relatively competitive market with a somewhat small number of domestic and international air

Carriers.

Some features of India's civil aviation sector include a large number of consumers (passengers
and cargo), a relatively small number of airlines with significant market share, significant cost
barriers to market entry, differentiated services, and competitive firms affecting each other's
business decisions. These market characteristics indicate that India’s civil aviation sector has an
inherent oligopolistic market structure. Since within India’s civil aviation sector, economies of
scale and scope exist; in order for each market participant to break even, the firm must achieve a

minimum efficient scale of operation.

12
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The key characteristics of India’s aviation sector are as follows:

Figure 1: Markel Share by Airlines

B Adr IndiafDonvestic) m Indigo

B G Adr W Spicejet

m Kingfisher H Jet
Source: DECA

1. A small number of large carriers such as Air India, Go Air, Kingfisher, IndiCo, Spice Jet, and
Jet dominate this industry. Currently, India’s civil aviation sector is made up of just six
domestic air carriers with each maintaining a market share of at least five percent. The top
four firms’ concentration ratio adds up to 81.3% and the Herfindahl-Hirschman Index (HHI)
stands at 1,905. A high four firm concentration ratio and HHI above the 1,800 benchmark,
indicates a high degree of concentration within the industry. This type of market
concentration can be defined as a tight oligopoly, where India’s four firms hold more than

H0% of the market share 2

2. Barriers to market entry in India’s civil aviation sector include a high mortality rate within
the airline business with respect to both regular and low cost private carriers. Additionally,
during the gestation period, a private carrier needs adeguate staying power to buy aircraft
and capacity in order to absorb initial operating losses. Furthermore, to succeed, new market
entrants must be able to absorb market entry costs (sunk costs? in nature) and withstand the
incumbents’ response to the entry of a new competitor. Other important barriers to entry

include capacity and investment constraints, as well as the absence of a level plaving field or

3 Shepherd, William G, The Economics of Industrial Organization: Fourth Edition, Prentice HallT99%: p 16
T A sunk cost is a cost that has already been incurred and that canrat be changed by any decision made now or in fuhare.
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competitive neutrality with respect to the national carrier which impedes the private

carriers’ freedom to compete on a route.

India’s civil aviation sector is a differentiated oligopoly with a few firms providing services
different enough - in terms of quality, frills offered, and frequent flver programs - for each

firm to have some control over the price of their service. The strategy of each firm depends
on the behavior of rival firms.

14
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4. ldentification of Anti-Competitive Provisions and Practices

This section of the report identifies anli-compelitive provisions and practices, and lists their polential

effects on competition within this sector.

Hame of the
Section/clause number
aw/regulation/
8. Mo and text Effect Impact
1. Civil Avialion Section 3.2
Fequirement
Before the Scheduled The civil aviation sector is | Limits the number or

Section 3.
Series C, Part 11

Operators Permil is
issued, an applicant
shall have:

3.2.1. Paid up Capital
for new applicants for
which the applicant
shall submit a
certificate from the
banker or chartered
accountant to confirm
the paid up capital of
the company:

{i} Airlimes operating
with aircralt with take-
off mass equal to or
excesding 40,000 kg.

aj up Lo 5 aircrafl - Bs
50 croves

b} [or each addition of
up Lo five aircraft,
additional equily
investment of Bs 20
crores will be required.

{ii} Adrlines operating
wilh aircrafl with take-
off mass not exceeding
40.000 kg,

already a capilal intensive
sector and a0 a minimum
paid-up capital
requirement for issuance
of an operational permmit
resulls in a higher entry
cosl, thus limiting the
number of aircrafl
operators present within
the sector. This particular
barrier to entry is an
important reason for the
presence of few firms in
Lhe civil aviation sector.

Thee muinirnum five aivcrafl
fleet requirement Lo start
carrier aperations
indirectly resulls in the
entry of only big corporate
firms into this secltor. The
fleet requirement is a
major deterrent to entry,
because it imposes an
additional cosl that is
unrecoverable, reducing
Lhe numnber of new markel
entrants, thus reducing the
posaibility of a larger
number of markel
participants within the
industry.

range of suppliers.

Limit ability of the
supplier to compete.

Eeduces incentive of
suppliers to compele.
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a) up o 5 aircraft - Bs
20 crores

b} for each addition of
up Lo five aircrafl,
additional equity
investment of Es 10
crores will be required.

3.2.3 A fleat of
minimum five
aeroplanes or five
multi-engine
helicoplers either by
outright purchase or
through lease.

Civil Aviation
Fequirement
Section 3,
Series C, Part
1

Section 4.2

An applicant for the
grant of an non-
scheduled® operator’s
permil shall:

a) be in possession of at
least one aircrall, either
by cutright purchase or
on lease {without
crew], which shall be
registered im India and
shall have a valid
Certificate of
Adrworthiness® in
Mormal Passenger

Category.

b} have a minimum
Paid Up Capital as
given below:

Fleet Strength
Minimum Faid Up

By requiring paid-up
capital, this regulation
creates a financial entry
barrier for new entrants
into the mon-scheduled air
tramsport sector, thus
reducing the number of
nom-seheduled air
transport service
providers.

Limits the number or
range of suppliers.

Limit ability of the
supplier to compete.

Reduces imcentive of
suppliers to compete.

Ehonescheduled akr ransport services ane those where time schedules are not published and passenger bickels are not issaed
TDirectorate General of Civil Aviation weebsite <htp: ) fdgea ndein frules/ car-ind . him>
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Capital (Rs. in Crores)
{i) Upto 2

aeroplanes helicoplers
=200

{ii} Between 3 and 5
aeroplanes, helicoplers
- 500

{iii} Between & and 10
aeroplanes;
helicopters - 10,00

{iv]) Above 10
aeroplanes ) helicoplers
- 15.00

Apronautical
Informaticon
Circulara Mo,
(i of 2009

Section 2.1

Arny Indian air
transpaort underlaking
shall be eligible to
apply for operation of
international
scheduled air transport
services, if itis in
poEsession of:

{i} a valid permit for
operalion of scheduled
air ransport services

{ii}y a minimum of five
vears experience of
continuous operation
of domestic scheduled
air ransport services
and

{iii} at least twenly
aircralt in its fleetl

These requirements creale
barriers Lo entry for
domestic operators that
wish to expand their
carrier services into
international air transport
arena. Fleel siza
requirerments incur a large
start-up capilal cost.
Domestic operators are
worse of[ because while
their entry is restricted due
b these eligibility
conditions, the scope of
foreign operators’ services
Lo and from India has been
steadily expanding.

This policy works as a
barrier to entry for small
domestic operators who
wish to provide carrier
services internationally
and biases the markel
towards big airlines which
already have economies of
scale. Furthermore, this
rule incentivizes mergers

Limits the number or
range of suppliers.

Limit ability of the
supplier to compete.

Reduces imcentive of
suppliers to compete.
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and acquisitions of small
air carrier service
providers by relatively
large operators which
creakes a relatively small
number of markel
participants amd
eventually impedes
competition.

Acronautical
Informaticon
Circulars Mo,
(i of 2009

Section 3.6

Due consideration
shall be given Lo the
operational plans
submitted by Malional
Aviation Company of
India Led (WACIL is
the national carrier
formed by Air India-
Indian Airlines merger)
before allocation of the
traffic rights to other
eligible applicants.

This rule gives preferential
treatment o Air India
under certain
circumstamces by refusing
permission Lo other
eligible operators to fly
internationally to a place
where Air India is a waell
ealablished service
provider. Such preferential
treatment may reduce Air
India"s owerall losses, bl
Lhe rule creales a lwo Lier
svstem of allocation of
international traffic rights;
with preferential
consideration of Air India
[ollowed by consideration
of private carriers.
Application of this rule
potentially gives unfair
competilive advantage to
Air India while operating
on a specific international
roube, which limils carrier
options available Lo the
CONSLIMET.

Limit ability of the
supplier to compete.

13
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Covernment of
India

Order Mo, AW
1101272 /94-A

The aperator will
deploy on roules in
category - 11 al least
10% of the capacily e
deploys on routes in
category - | and of the
capacity thus required
to be deploved on
Category - Il routes, at
least 10% would be
deploved on services
or segments thereof
operaled exclusively
within the Morth-
Eastern region, [ammu
& Fashmir, Andamamn
& Micobar and
Lakshadweep.

The aperator will
deploy on roules in
Category - 111, at least
50% of the capacity he
deploys on routes in

Category - L.

This roule dispersal
puideline limits Lhe
operators’ ability te choose
routes where carriers can
capture Lhe mosl rents
[rormn service, as they are
required by this
povernment order o
operate in regions which
may nol be econcmically
viable.

The volume of tealfic to
Category 11 and 11 roules
is smaller than to popular
destinations in Category [
Operaling a large airceaft
Lo service relatively un-
popular and small routes
is economically ineffickent,
while acquiring smaller
aircrafl just for these
routes would imply a
higher capital cost of entry
into the civil aviation
markel.

Additionally, new entrants
who want to provide air
carrier services only on
these small regional routes
would need o compele
with large established
firms that are obligated by
law Lo provide services on
these routes, thus creating
further barriers to markel
entry for small regional air
CArTiers.

Limits the number or
range of suppliers.

Limit ability of the
supplier Lo compete.

Reduces imcentive of
suppliers to compele.
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Covernment of
India

Order Mo, AW
TLI272 7944

A service operated on a
category - | route as a
part of intermaticnal air
service will mol be
reckoned [or the above

purpose.

This rule provides
incentives [or existing
Indian intermational air
carrier service providers to
count Category 1 roules -
in cases when there is a
stopover of an
international flight in one
Indian city before
proceading to a final
Indian destination - as part
of their international
operation, thus reducing
Lhe carrier’s overall
responsibility in servicing
Category 11 and [11 routes.
This puts exclusively
domestic Indian air carrier
service providers al a
compelilive disadvantage
a5 they cannot avoid
servicing the other two
categories of destinations
based on Lhe entire volumse
of Category | roules, in the
samwe way as their
international Indian air
carrier compelitors,

Limit ability of the
supplier Lo compele.

AIE
Corporation
At 1933

Section 10

{1} All nion - pecurring
expendilure incurred
by the Central
Covernment for, or in
connection with, each
of the Corporations wp
1o the date of
eslablishneent of that
Corporation and
declared to be capital

Adr India, India’s national
airline, has less incentive
Lo compele as it gels
preferential treatmsent
froamn the Indiam
government.

MAir India has an unfair
competitive advantage
over privale carriers, since

Reduces imcentive of
suppliers to compete.
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expenditure by that
Government, shall he
trealed as capital
provided by the
Central Governrment o
that Corporation.

{2) The Cenlral
Covernment may
provide any further
capital that may be
required by either of
Corporations for the
carrying on the
business of the
Corporation or for any

purpose conmected

Therewith om such
terms and conditions
as the Central
Covernment may
determine.

private carriers do not
enjoy the same kind of
povernment supporl, thus
they are unable to compete
with Air India on equal
Lermis.

Given the comparatively
large size of India’s public
carrier combined with
preferential trealmsent
dispensed by the
povernment, Lhe carrier
has no incentive bo become
leaner and mvore efficient
in order Lo compele with
private carriers.

Procedure
Manual
Directorate of
Informaticon

Chapter 8
(Procedure Manual

Directorale of
Information amd

India’s use of the
"grandflather” rule to
distribute airport slots to

Limits the number or
range of suppliers.

and Begulation | Regulation 2010} incumbent and nwew air
- 2010 carriers creates a barrier Lo Reduces incentive of
{in accordance entry for new carriers. Use .

) j ] . suppliers Lo compele.
with ITATA Section 7.1.1 parts e, . of the "wse it or lose it" rule
world slot g (IATA guidelines) post-merger of v carriers
allocation inhibits the ability of
guidelines incumbent and new
Edition) carriers b0 compete with

the merged entity.
Section 4

The Civil 4.1.5 Foreign equily in | [nflow of both investment | [nvestment issue
Auoviation air lransporialion and techmology is crucial

Fequirements
(CAR), Air
Transpart,

services is permitied up
1o 49% . Mon Resident
Indian (MR} / Person

for development of civil
aviation in India.

n
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Series C, Part 11

of Indian Crigin (P10
is permitled to invest
up b 1007% in domestic
air lransport services

Foreign direct investment
[FDI} policy in terms of
exclusion of [oreign
investment adversely
affects development of the
saclor.

10.

M-
enforcerent of
the Materials.
Management
Manual-2005

State and
Central
Covernment
Fuel Taxes

Section 10.10.5.1
Adequate notice should
be given for sale of
tenders. Likewise,
sulficient time should
also be given o the
tenderers Lo subrmit
their bids after the date
of sale of tenders i
closed. Ordinarily
pericd of sale of tender
should not be less tham
three weeks, However,
in case of exigendies,
thiz period can be
reduced as per
discretion of authority
compelent Lo award

Excise Duty, Sales Tax
levied ko the state

governments (varving
belween 4 and 30%)

From Lhe temders for
goods and services
awarded details as seen in
the AAL websile, some
tenders appear to have
been issued for a period of
just a day, with othess for
periods less than three
weeks — a Tninimiuam
pericd required by the
Materials Mamagensent
Manual. Short duration Lo
apply for a temder reduces
the nurmber of applicants
leading to decreased
competiticn.

Additionally, tender rules
for providing different
goods and services 1o the
AA] require a mininmwm
amount of experience
working with other
ransportation agencies,
which indirectly creales a
list of preferrad
contraclors.

Aviation turbine fuel
[ATF} is excessively priced
and taxed has adversely
impacted the health of
[idia’s civil aviation
aeclor.

Limits the number or
range of suppliers.

Limits the number or
range of suppliers.

Limit ability of the
supplier Lo compele.
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13

Section 2.3 Other
Material Investments

Orperation, Right of First Refusal The “right of first refusal Limits the number or
Management gives priority to a private | range of suppliers.
and airport developer to
Development engage, design, construct,
Agresment finance, u:-peralre, ttgnage. Reduces incentive of
between the develop or maintain a .

_ _ o suppliers to compete.
Adrporis second alrport within a
Authority of certain distance from the
India and Delli Brownfield airport. ™ This
International rule gives first priority to | Limit ability of the
Airport Private an airport developer supplier to compete.
Limited already vested in ome

airport to develop and run
another airport within a
specified distance fromy the
already operational
airporl, creating a regional
monopoly on alfport
operation and
development.

B Operaton, Management and Development Agreement bebween the Airporls Authority of [ndia and Delhi Intemational Adrpart
Private Limied <hitpg Swoww aal.aeroy righttoinformabion ! OMDA_DIAL. pdi=>
U Operation, Management and Development Agreement bebween the Airperts Authority of India and Delhi Intemational Adrpoet
Private Limied <http Swwew aalaero) righttoinformation ! OMDA_DLAL. pdf>
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5. Analysis of the ldentified Issues

[n this section, competition impeding issues are discussed in depth. In addition, these rules and
regulations are compared with those in the United States, the Uniled Kingdom, and the European
Union. As a developing economy, India’s civil aviation sector may benefil from positive and negative
regulatory experiences of these countries’ large developed civil avialion sectors - “standing on the
shoulders of giants” o craft and reform the country’s civil aviation sector in order lo encourage
growlh and competition. Furthermaore, in order to compare and contrast India’s civil aviation sectos
with a developing country’s path lo industry liberalizalion and growth, this reporl uses the de-

regulation experience of Brazil's civil aviation sector, whenever applicable.

5.1 Fleet and Equity Requireiments

511 Fleet ond Equity Begquiremesnts for Dosnestic Passenger Air Service:

AL Eegulation

[ndia’s Civil Aviation Requirement {CAR) Section 3, Part 1T and 1l mandates that a scheduled service
operator that applies o provide services using alrcrafl with a lakecll mass of 40,000 kg or more must
purchase or lease a minimum of five aircraft with start-up eguity requirement of Rs 50 crore.
Additionally, as an airline’s fleet grows in increments of up to five planes, equity requirements grow
by Fs 20 crore. With regards to aircrafl with take-off mass of less than 40,000 kg, the start-up [leet
minimum remains at five aircrafl - purchased or leased - with the minimum equity requirement

starting at Rs 20 crore and growing by Rs 10 crore with every five additional aircrafe

For non-scheduled operators, the fleet requirements as slated in Civil Aviation Requirement Section
3, Beries C, Part Il Section 4.2 are minimal - requires possession of just one aircrafl - there exist
equity requiremsents based on the number of aircraft owned or leased by the operator, which create

an additional financial barrier to entry.

B. Impact on Compelition

Given that the cost of entry into the civil avialion sector is naturally high (even in the absence of fleet
and equity requirements}, these regulations unnecessarily raise barriers to entrv. Therefore, fleet and

equity requirements instituted by Lhese regulations limit not only the number of new market

vl Aviabion Reguirement Section 3, Series C, Part 11 = Sections 5321 and 313
M
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entrants, but also the size of firms that enter, as they should possess enough capital to fulfill these

requirernents.

[ncumibent market participants are cognizant of these barriers, thus their business decisions take into
account a reduced chance of mew markel compelitors thal may potentially enter and reduce the
incumbent carriers” market share. Since all market participants will likely come Lo similar
conclusions, incumbent markel participants will feel no urgency to change their prices, services amd
busimess models. In the case of India’s civil aviation sector, there are relatively few market
participants, who are fairlv large service providers and are generally familiar with their competitors”
strategies, lactics and pricing. Without new and unfamiliar competitors entering the market, there
exisls no incentive to change the way these established airlines operate and therefore, customer

service and choice are adversely affected.

C. Comparison-International and Cargo Beculations in India

[ countries like Australia, the European Union and the United States, the fleet requirement is
minimal [one aircrall) and equity requirements do not exist; rather [nancial viability of the potential
entrant is taken into consideration.? For example, the US Federal Aviation Administration (FAA)
requires financial information regarding assels and liabilities, ongoing litigation, insurance policy
information, as well as a six month plan of operation™ from applicants for the Air Carrier
Certificate ™ Similarly, both Awustralia and EU require no fixed paid-up capital; potential market

entrants must only provide information on the firms” financial background.

These international regulations are similar to India’s operational requirements for cargo air carriers.
An Indian company thalt wants o engage in providing air cargo carrier services needs a minimum of
one plane - leased or purchazed - and has to submit details of proposed operations, a project
feasibility report, proposed financial structure, peool that the applicant firm can run air cargo services
on a suslained basis, and a timeline of the firm's proposed realization of various stages of the project.
The Civil Aviation Requirement Section 3, Series C, Part [V, states that barriers to entry for cargo air

carrier services have been removed.

According to AERA's assesament of the size of India’s civil avialion sector, the minimum fleet

requirernents were introduced lo ensure that only viable carriers enter the markel; compelilion

5 The Anrescure gives details of the civil aviation regulabions of these countries
Hhoc, Mo, 28154, 62 FR 13254, Mar. 19, 1957, 62 FR 15570, Apr. 1, 1957
¥ This Adr Carrier Certificabe kegally permits a company or individual to operabe an aireraft in the LS
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within the seclor was nol a priority al that time.® However, there are instances in other countries

where a viable airline started its operation with a single aircraft.

Case Study: Ryanair

Historny

Eyanair started s operabions in 1985 with the Byvan family's share capital of just £1 and 25 staff and
one 15 seater aircralt careying people from Waterford in the southeast of Ireland to London Gatwick.
In its firsk vear Bvanair carried 5000 passengers on one route that the company serviced. [n 1986, with
just a yvear of experience, Ryvantar competed with British Airways and Aer Lingus” high on the Dublin-
Londaon route by introducing two dé-seater turbo prop aircrafts in this route and offering lower fares.
This starbed the first fare war in Europe.

Today, Ryanaie operates more than 1400 fights per day from 44 bases and 1100+ low fare routes
acroas 27 countries, conmecting 160 destinations. Ryanair operates a fleet of 250 new Boelng T37-800
atrcraft and employs over 8000 people and expects o carry approcimately 73.5 million passengers this
fiscal year.

Strategy

Rvanair's a low cost carrler business strategy, based on United States’ Southwest airlines low cost
model, allowed the firm to maintain a profit maegin via reduced operating costs. Evanair began
operations using a leet of one type of arrcraft which allowed for econormies of scale in scheduling and
tramning crews, maintenance, and stocking of spare parts. Currently, the company is diversifyving its
fleet by introducing new alrerafi

Eyanair also uses point to point secondary arrports for it services. Secondary aleports offer lower
landing and gate fees than larger tradittonal airports. Since secondary atrports tend to be less
congested, this allows for a greater turnarcund and aircraft utilization time. The company gives
special focus bo on-time departure because i means maximizing aireraft wtilizatbon. Furthermore,
secondary  alrports welcomed  the business brought by Ryvanaie, which the awline uwsed to
megotiate favourable access fees, thus reducing operating costs further.

Siccess

Byvanatr's success sbory lbes not in s capital or fleet strength but il understanding that consumers
desire fast and nexpensive transportation. Thas, Bvanair teansformed the industry business model] by
affertng " no feilla” services to consumers.

In conclusion, Evanair created a strategy that drastically differed from established market plavers such
as British Adeways, Lufthansa and Abr France, which infused fresh competition into the European civil
aviation seckor.

Soweroes: Ryamaair Website, Byammr Case Study Amalysis, 19 Femiany 2008 ead Branar Marked Buster™ by Manpreet Désalia

- Mecting with AERA Secretary Shri Sandeep Prakash, AERA Offices. Mesw Delhi, 4 Movember 201
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0. Recommendation

While minimum [leet and equity requirements, with respect o air carrier service providers are one
way of assessing the firms” viability in the market, we suggest an alternative approach. Instead of
fleet and equity requirements, new and incumbent air carrier service providers can submit finamcial
information which establishes their linancial viability and illustrates how they plan on succeeding
within the civil aviation sector. Financial disclosures of potential airlines should demonstrate the new
entrant’s knowledge of India’s aviation sector’s dynamics and adequate liquidity to cover avialion

business startup and initial operational costs.

Az in the United States”, UK Europe, Australia in order to demonstrate viability potential air carriers
in India should disclose assets, liabilities, past and ongoing litigation, and operational insurance.
Furthermore, mew market entrants should also submit a concrete six month or yearlong business plan
detailing how the firm plans to finance ils operalional expenses. Lastly, India’s cargo seclor

regulations can serve as a model for reduction of artificial barriers o entry in the industry.

5.1.2 Fleet, Equity and Experiesice Requiremends for Intermational Air Transport

A Eegulation

According to the Aeronautical Information Circulars Mo, 08 of 2009, a domestic carrier that wishes to
start international air carrier service must [ulfill the following condilions: possess a valid permil of
operation, lease or purchase ab least 20 aircraft and have al least [ive vears domestic scheduled

lransport experience.

B Impact on Compelition

Such fleet, equity and experience requirements deter entry and thereby reduce consumer choice of
internaticnal passenger air carriers. For example, from 2004 to 2010 the Indian government raised
capacity entitlements. for international carriers four-fold; however, Indian carriers were unable to take
advantage of this ircrease, because these carriers did not have enough planes - as required by Civil
Aviation Requirements (CAR) - while foreign carriers such as Emirates benefited from this policy

tremend ously 7

7 Sargak, PR India te talk 1o 40 countries an bilateral air serviee pacts™ Live Mint 7 October 2011
<httpef Swvew liveminteoen,/ 3001 10A0ZHAR AT f India-to-talk-to-40-coumnes html=
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Consumers choose from a limited number of passenger air carriers and if thev find their current
airline service provider unsatisfactory, their choice of another service provider is constrained by the
relatively small number of carriers. For example, currently, a passenger who wishes to {ly directly Lo
Paris chooses [rom Bwo inlernational carriers: Air India and Air France. Jet Air has thus far
unsuccessfully sought flving rights to Paris from the Indian government.® Furthermore, due to
prevailing market conditions, these incumbents have lower incentive - than their domwestic
counterparts in other countries - to significantly change their operalions in order o maintain their

customer base as well as attract new cuslomers.

Furthermore, the Open Sky policy allows foreign airlines into India as long as they abide by Indian
safetv regulations and are licensed by their home country, which may nol require minimum 20
aircraft fleel size and five vears operational experience. In effecl, this policy creates a lwo-tier
competitive environment for international carriers - foreign and Indian - putting Indian domestic

carriers that want to provide international services at a disadvantage.

. International Comparison

[n Australia, the United States, and the European Union, a carrier needs to show financial viability
and eperational income to implement the firm's business plan; no explicit equity or fleel requirement
exists. For example, in order to provide intermational air carrier service, a US carrier musl only
comply with the air traffic rules of the forelgn country, the pertinent US. airports” rules, and other
regulations related to safely and environment. ™ EU regulations4" require an operational history of

only bwo vears. 4
0. Recommendation

The current state of the civil aviation sector im India indicates that air traffic has increased
considerably in the past few vears and removing historic barriers to entry would infuse competition
into the sector and expand the provision of air carrier services as recommended by Naresh Chandra
in his "Compelition Issues in Civil Aviation sector” report 4! Therefore, the regulator may want Lo
consider removing [leet, equity and experience requirements [or intermational carrier service

providers. Specifically, equity requirements should be replaced by requirements for carrier service

3 Jhid.

Haoc. Mo, 28154, 62 FR 133554, Mar. 1%, 1997, 62 FR 15570, Apr. 1, 1957

24 September I8 Begulation (BC) 1008720058 of the European Padiament and of the Council

il Spe Annexure 1 for details

i2* Repart OF The Committes OncA Eead Map For The Civil Aviation Sector”, Mind=try of Civil Aviabion, Covernment of India, 3006
af Movember 2000
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providers to demonstrate financial viability, using India’s cargo service sector as well as international

practices as models of relorm.

5.2 Rowte Drspersal Guidelines
AL Eegulation

Government of India Order Mo, AV T1012/2/%4-A regulates how a carrier service provider allocates
hiz fleet to various parts of the country. This regulation divides civil aviation routes into three
categories. Category | includes the popular and extensively serviced roules - large Indian city hubs.
Categories Il and 11 tend to be remote, relatively small and unpopular service routes ¥ This
reégulation intends o ensure adequate service o all domestic Indian destinations by compelling

[ndian airlines to fly there.

B. Impact on Compelition

While this regulation may serve a social need, economically it results in losses for India’s domestic
airlines, since they must allocate their scarce resource, aircrall, to service roules that experience light
passenger traffic. ¥ Afr carriers flving to these regions may nol be able Lo recover the cost of operation.
This redistribution implies that airlines may meed o lake planes away from routes where sizable
passenger demand exists. This adversely impacts the entry of potential carriers, and their ability to

compete and respond Lo prevailing demand for air ransport.

Furthermore, this rule also creates a disincentive to further expand an airline’s fleel and service, as
investment in mew equipment and additional fights may nol earn a competitive rate of return due Lo
the route dispersal guideline. Thus this formla that sets out standards for compulsory service Lo
underserviced destinations reduces the competitive drive of incumbent airlines. Before entering the
markel, polential air carrier service providers must consider the effect of this loss due Lo government
re-allocation of air carrier service on their viability as a service provider. Therefore, this regulation
indirectly limits the number of mew markel entrants Lo those capable of absorbing this loss and
staving in busimess. This rule indirectly skews the markel towards enteance of large firms possessing

IMare FeSOUrtes,

# Category |incdudes comparatively popular ard high density rouates: Mumbai:Bangalore, Kolkata:Delhi, Dethi-bdumbai, Kolkata-
Bangalore, Mumbai-Delhi, Kolkata-Chennai, Mumbaik-Hyderabad, Tielhi-Bangalone, Mumbai <Chenrai, Delhi-Hyderabad, bumbai
<Trrvandrum, Delhi<Chermar Categery [ routes conresct stabions in the Mordh-Eastern regron: Jamma and BEashmir, Andaman and
Micohar, ard Lakshadwerep. Category 1L ircludes all smaller cities that are rot listed in categaories | and 11

4 Shah, Mancy “Competition lssues in the Civil Aviabion Sector” Conmpetition Commission of India July 2007

<httpef Fwvw ool gavan images,/ media f BesearchBeports ! F1_ManovShah_ 300801 110X pdf>
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Lastly, this rule also indirectly gives Indian international carriers an unfair competitive advantage in
the domestic market. Indian internatiomal airlimes such as Air India, Jet Airways, IndiGo and
Kingfisher provide both international and domestic service. International [lights operated by Indian
firms conmect in many hubs of India. These kinds of flights originating in a foreign destination,
connecting in a Category | hub in India and moving on to another Indian city or vice versa are
categorized as entively international [lights. However, local legs - for example a flight leaving [rom
Chennai stopping over in Delhi and continuing on to Frankfurt - do not necessarily have entire
planes full of international passengers. Counling the entire trip as an international flight lowers an
[ndian international carrier’'s volume of teaffic to Category 1 thus also lowering the carrier’s

responsibility - in terms of volume - Lo service Category 1T and III routes.

. International Comparison

i. United Stiates

The United States stands as a good example of a civil aviation sector functioning under regulation,
followed by de-regulation and market re-alignment. Prior to 1978, the US Civil Aeronautics Board
assigned air routes as well as determined which new air carriers gained entry inko the civil avialion
market. After the Board's dismantling which led to the elimination of markel entry barriers, the
Unibed States civil aviation sector underwent a market-based re-structuring, where unpopular routes
were abandoned by large air carriers, bul were picked up by new and smaller regionally based

CArriers.

To guarantes that all small and rural airports get a minimal level of scheduled service from cerlified
air carriers, the Alr Deregulation Act of 1978, created the "Essential Alr Service Program,” which is
currently funded by the United States Congress through budgel appropriations of the Federal
Aviation Authority 45 4 Currently, the United States Federal Aviation Authority, which is part of the
Department of Transportation, subsidizes commuter airlines which provide carrier services Lo
approximately 140 rural destinations, which otherwise would not receive any scheduled air carrier

services 47 The Uniled States civil aviation market realignment together with subsidies from the

45 * Ezsemtial Air Service: Changes in Subsidy Levels, Al Carrier Costs, and Passenger Traffic” United States Gereral Accounting
Office (GACY April 2000: p&. < htip:/ fostpoweb.dot.gov Saviation ©-50% 20mole_filesf A0S 0EAS. pdf>

# Tao keep up with rising subsidy costs, Congress passed the Eural Service Survival sct of 1996, which instructed the EAS program
to be funded from fees assecssed on intemational aircraft fving over but not landing or taking off in the United States. However,
none of these *overflight fees” were collectied due toa successful challenge of the fees” legality by foreign aidines in LS cowrts.
{Source: GAQ, please see above citalion]

A7 Ezsential Air Service Pregram” US Department of Transportation: Office of Aviabon Aralysis 19 July 2010

<httpf fastpraeb.dot.gov Saviabion, x S0% Mrole_files, essentialairservice htm>
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“Essential Air Service Program”™ resulted in geographic coverage of the entire country without the

government’s need Lo assign specific routes.

ii. Enropeen Lnion

The UK and Ewropean Uniom alse have regulations that provide incentives for carriers to service
routes that the government believes to be underserved. The government can designate a roule as a
Fublic Service Obligation (P50) route. Designating a route as a PSO will help the regional authorities
and airport to attract an airline which will agree to provide adequate service Lo the region in
exchange for a negotialed package of operational and financial incentives. Public Service Obligation
(P50 legislation® is used by ELJ member slales to enable carrier service on roules which cannot

sustain commercial air service on their owrn.

To receive the PS5O designation, the route must satisfy the following conditions: the route must be
located in a “peripheral region”, "development region” or “thin roule to any regional airport’, and it
musl be "vital 1o economic development of the region.” Furthermore, the imposition of the PSO must
ensure "adequate” provision of scheduled services taking into consideration: the public interest, olher
forms of transport, air fares and conditions, and the combined effect of all airlines operaling or

intending Lo operate on the roule.

When no airline is attracted to this PSO-designated route, a European Member State may also offer
incentives in the form of an open public tender to operate carrier services. A contract resulling from a
successful bid would outline minimum service requirements, fares, a possible subsidy from the
Member State which would take into account cost and revenue generated by this service.
Furthermaore, the ember State may limit access on the PSO route to one airline for a period of up o

three years.?®

The Member State also has the right to ring-fence slots al airports on the P50 roule, to prevent the
chosen carrier fromy using slots from a FSO route Lo service allernative destinations, thus abusing its
position of power. For example, designating the London - Inverness (and Highlands and lslands)
route as a PSO increased passenger traffic o and from London and made it easier for passengets

from [nwverness Lo both connect to London and travel o other destinations beyvond. Before the FSO

& Council Begulation (EEC) Mo, 240892 of 25 [uly 1992 pn access for Commiundly air carriers o intra-Comamumnity adr routes.
Eegulation (EC) Mo, 1008, 2H8 of the Eurcpean Parliament and of the Couril of 24 Seplember 2008
7 ki,
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designation and regular carrier service, a minimum eight hour train ride was the only travel option

open to Inverness passengers.

The European Union also allows airport operators to tap inte the Route Development Fund - funded
by regional bodies - which can be used 1o provide incentives to carriers Lo initiate new routes in the
form of package discounts on airport charges and marketing support. To gain access to the Route
Development Fund the operator must show that these services will be bemeficial to the region’s

overall economic development by encouraging inbound tourism or new husiness !
ili. Brazil

Lastly, Brazil's civil avialion de-regulation and development presenls a good example of how a
developing nation wsed liberalization policies to develop its civil aviation sector. The early ninelies
brought aboul continuous liberalization of Brazil's civil aviation sector. Brazil looked at other
countries” air transport markels and recognized the fact that the civil aviation regulation in place
hindered the development of a competitive markel and prevented air carriers and airports from
supplying services efficiently * Brazil's Ruling 340/GM5 of 1 June 1991 created new rules for
establishment, approval, modification and cancellation of regular domestic routes.s* Law 1118270005
further freed the domestic air carrier service sector, granting the rightl to providers "to explore amy
routes upon prior registration at Agencia Nacional de Aviacao (Brazil’s Civil Aviation Authority) og
AMAC, exclusively observing the operational capacily of each airport and rules on adequate services
provision issued by ANAC™™ ANAC follows the following criteria wilth regards to allowing an
airline operate an existing route or create a new roule: properness and convenience of the route and
lime, productivity rates, punctuality and regularity of the air carrier in demestic and international

operations, markel concentration index, and economic Iea.f.:il:nllilj.-'.E’F'

The second set of reforms with respect to roule distribution in Brazil, allowed markel parlicipants to

take over the distribution and creation of new routes with ANAC as a government partner which

=4 CAP 54 UK Begional Air Services A Stady by the Cvil Aviaion Authoeity™ Civil Aviation Auathority 24 February 200G

<httpef fwww maa ok docsd 33 CAFSLPDF>

I Cuidelines on the application of Articles 92 and 93 of the EC Treaty and Article 61 of the EEA Agreement o State aids in the
aviation sector” European Regions Alrline Asseciation < hitpy fwwwoeraa org ssues/ governmenit-affairs 62%-stabe-aid -for-
adrpert-inancirg-and -reute-start-up-aid-to-airfines>

2= Regulatory Performarce Report 20087 AMAC AGENCIA MACKHNAL DE AVIACAC CIVIL [Brazil's Civil Aviation Authority) <
hitpef Fware Larac.gov_br) portal S bemvplates /ity Portal f arg #relatorio_anac_ing pdf=

“ [algado, Lucia H. , “The Begulation of the Adrdine Industry in Brazil® American Lasw & Economics Assodation Annual heetings.
Berkley Eloctronic Mress A5

= * Regulatory Performarce Report 20087 AMAC: AGENCIA MACIKONAL DE AVIACATHCIVIL [ Brasil's Civil Aviabion Authority) <
httpe £ Fwnvew 2arac.gov by portal f emplates  hibmygy Portal farg frelatorio_anasc_ing. pd >

¥ bid.
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oversees Lhe feasibility and safety of route expansion. This liberalizalion of access to routes in Brazil
by the Government of Brazil led to the expansion of the ability of incumbent and new air carriers (o
compete due o the new freedom Lo choose from existing routes oF working with ANAC 1o develop
new routes, thereby using their available [leet to maximize return on their capital investment. This
new freedom resulted in the expansion of Brazil's civil aviation market, increase in compelition
belween air carriers, passenger and cargo choice, and consumer welfare™ Furthermore, it is
important to note that Brazil's civil aviation sector exhibited significantly faster growth than the

nation's entire ecomomy.®
0. Eecommendation

Consider phasing oul compulsory governmenl regulated route dispersal and put out a call for inpul
from slakeholders for different incentive programs that will help creale more air carrier traffic lo
smaller airports. Recently, the AAI considered a number of proposals for such incentive programs
from air carriers.® Input from India’s civil aviation stakeholders can generate an alternative solution

on how 1o ensure service to all of India’s operational and future airports.

Furthermore, the United States” experience of deregulation in 1978 can serve as a model of how all
routes received adequate service with limited government involvement. The "Essential Air Service
Frogram” provides subsidies to air carrier service providers thal ageee to fly o underserviced
airports. However, government subsidies are expensive solutions. Economic theory states that once
instituted subsidies tend to weaken the subsidized market participants’ incentive o cut costs and are
difficult 1o eliminate, because those benefitting from government subsidies would lobby against

elimination of those sources of income.

Another model 1o consider is the European Union, which alsoe provides incentives Lo attract carriers
to routes to underserviced airports. While the United Sates’ “Essential Air Service Program”™ does
not limit the time which the carrier will benefil from incentives Lo fly to wnderserviced destinations,

the European Union Public Service Obligation regulation limits the time that incentives will be

* Consumer welfare refers to the individual benefits derived from the consumption of goods and services. In theory., individual
welfare is defined by an individual's owmn assessment of his, her satisfaction, given prices and income. Fxact measurement of
consumer welfare therefore reguines information aboul individual peeferences. Source: OJECD Clossary of Stabistical Terms).
7 Salgada, Lucia H. , “The Regulation of the Addine Industery in Brazil® American Law & Economics Assodatian Annual Mectings,
Rerkley Electronic Mress 305

Das, Dabrata “Eegional Rowtes: the next big thing? The Himdu 18 Seplember 20171
<httpf Swvw thehird ubusinessline com  industry-and-ceonomy Segisies article 24633 24, eoe>
* Shepherd, William G, The Econemics of Industrial Organization: Fourth Edition, Prentice Hall199%: p 416
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provided to a participating carrier. Conversely, Indian route dispersal regulation does not provide

significant incentives to Indian carriers Lo fly to underserviced areas of India.

The Indian government may wish consider incentives bevond reductions of airport fees of
underserviced airports,® eg., such as providing limited route service subsidies. This can have
significant positive social impacts, such as crealing economic opportunities for people living in
underserviced regions and Improvements in conmectivity belween rural airports and Indian hubs,
While addressing a social need, limiting the duration of the subsidies will help limit the expense by

the government.

5.3 Slot Allocation

AL Eegulation

[n India, AAl and DGCA allot slots in accordance with the TATA worldwide slot goidelines ®
According to the JATA principles of slot allotment 7.1.1 Sections e and [, an incumbent airline is
entitled to retain a group of slots based on historic precedence, if the slots in question have been

allocated by the slot coordinator o a passenger air carrier and have been ulilized at least 230% of the
time in the preceding season. 2 Furthermore, Seclion g states that slots may not be withdrawn from a
carrier in order to accommodate new entrants.® From the pool of available slots, new entrants have

accesa to only 30% of the slots.**% This is termed as “grandfather™ type of allocation of slots.

Furthermaore, in accordance with IATA guidelines, when airlines merge, the AAL applies the "use it or

lose it" rule which allows a merged entily to retain access to all infrastructure, including slods,

controlled by the airlines prior Lo the merger

B. Impact on Compelition

These rules creale barriers bo entry for new entrants, thus limiting the number and range of air carrier

service providers. By keeping all allotted pre-merger slots, a newly merged carrier has time Lo

Al Materials Management Mamual = 2(HI5

<hbtpf SFeeww aaiaere righttednformation MATERLALS_MAMAGEMENT_MANUAL pdf=

A IATA Waorldwide Sot Guidelines" LTATA August 2001 < hitp: £ 800168 119 219 UserFiles/ Filef weslot-g pdf =

22 A per LATA regulation, ina year, there are bwo seasons of & months cach for slot utilizahon summer season and winler scason.
This pudeline is abided in India. Source Procedure Manual Directorate of Regulahors & Information, Government of India Office
af the Director General of Civil Aviation, pold)

5 JATA Warldwide Slot Guidelines” 1ATA August 3001 < http: S80S 119.219 ) UserPilesy Filef wslot-gpdf =

&4 |hid.

w5 Slots used less than Bl% of the Hmes ina season - winter or summer - are categorized as underutilized.

= Feport af the Sub-Croup on Infrastructure Desvelopment for Civil Aviation [for formulaton of 196 Five Year Plan|, p 7
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capture a greater share of the aviation markel at the expense of other incumbent carriers and mew

entranis. 7

Slot allocation regulations also limit the ability of suppliers o compete. Application of the
‘grandfather’ rule limits the ability of new carriers to compete for slols at different Indian airports.
Underutilized slots only free up every six months, Furthermore, slols that are utilized 800% or more
during an assignment season by a carrier are controlled by that carrier service provider the [ollowing
season. Slots that meet utilization requirements tend ko bring high revenue and as a result of the
“grandfather” rule are mol available to new carriers, thus limiling the new air carriers” ability Lo

compete on lucrative routes and maximize new carriers” reburn on investment.

[n the "Competition and Eegulatory Deficil Civil Aviation Sector in India™ report, the author points
to the “use it or lose it” rule application - al times of mergers and acquisitions of India's domestic
airlines - as another compelition impeding slot allocation procedure. = Application of the “use it or
lose it” rule [ollowing a merger of two air carriers limits the ability of other carriers to compete with
the merged carrier. While this "use it or lose iL” rule is not inherently anti-competitive, the application
of this rule at the tinwe of mergers and acquisitions of Indian airlines resteicts the supply of slots for all

carriers.F¥

More specifically, according to the “use it or lose it” rule, post-merger slots of bolh merging
companies stay with the merged entity and slots are only returmed to the unallocated slot pool i the
merged airline fails to wtilize individual slots. Underutilized slots tend to be at odd times and not
peak hors, Since the number of slots controlled by an air carrier is positively correlated with market
power, the merged air carrier can potentially increase its market power since the firm controls all
slots of the previously independent carriers, thus giving the merged air carrier an unfair compelilive
advantage over other alr carriers.”™ Therefore, airline mergers creale an artificial scarcity of slols and

restrict competition.

Lastly, while teading of slots between carriers is allowed by the JATA guidelines, provided that the

member country creates regulations guiding such activities, ™ this activity is not legal within the

¥ Kacker, Mukesh “Competition and BEegulatery Deficit in Civil Aviation Sector in India™ CIRC

<htrp:f Fwww oecd orgy dataoecd B2 56, 495401 2. pd =
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# Jhid.

A remy, Achim, Tegner, Henning “Secondary Markets for Bunsay Capacily™ Berlin University af Technology
<http Swvewimprint-co.org) publec S Papers/ IMPRINT _Cremy&e Tegner. pdf=

T bid.
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[ndian regulatory framework. ™ Slot distribution amd assignments in India, while guided by the [ATA
are managed by separate agencies including the DGCA, AAL Bureau of Civil Aviation, which all
conrdinate with individual a:irpnrls.'-"-" Regulatory overlap exists; as a resull it is difficult to distill a
clear and uniform slot allocation policy.™ The resulting regulatory overlap and lack of a clear policy
hampers the ability of incumbent and new markel parlicipants o compete due o a lack of a

predictable path of outcomes.

. International Comparison

While the United Kingdom and European Union recognize and apply [TATA slot allocation
guidelines, the United States does not, due to anti-trust reasons.™ The UK,™ United States™ and EU™
all allow slot trading with financial incentives - the EUJ amended its legislation with regard to slot
trading on 30 April 2008.™ While slot trading is not a perfect solution, allowing slot trading creates a
markel-based structuve within which carriers can seek bo oblain access (o the besl slobs in order Lo

serve thelr customers.

However, slot trading with financial incentives sometinmes leads o instamces of hoarding, since
positive correlation exists between the number of slots a carrier controls at a particular airport and
thal carrier's market power at that site® Taking the negative outcomes highlighted above into
consideration, allowing a limited supplyv of slots to be traded creates more efficient oulcomes than

government assignments of slols every six months.

72 Meeting with Satyan Mayar, Association of Private Airport Operators Office, Mew Dielhd, 21 Movember 2011

7 Dasgupta, Faramita, Ponmaluri, Baj, and Allamraje, Asheita “Competitton lssues in the Adr Transport Sector in India®
Competitiom Commission of India <htp: f wiew ool gov.ing images media foompleted # trarsport_2HE08211533734.pdf=

7 Kacker, Mukesh “Competition and Begulatory Defecit in Civil Aviation Sector in India® CIRC CLUTS Institute

<http: v oecd org dataoecd ¢ 8756,/ #46953401 2. pd f>

7 Borfield, Keith [editor), Bass, Tom, Humphreys, Barry, and Starkie * A Market in Airport Shobs” Institute for Economic Adfairs
AN =http Swwew slobtrade.aeraf library TEA %2008 % 08 8arket % 0In 20 Airpon % 28 ats. pd =

# Council Eegulation (EEC) Ma 95,/93% of 18 [anuary 1993 on comman rules for the allocation of slots at Commaunity alrports

7 Federal Aviation Fegulabons, Title 14: Acronautics and Space, Part 93, Section 221

* Ihid.

= Airport Shot Allocation: The Commisswon clarifies the evisting rules” Furopean Commission, Brussels 50 April 208

<httpef feuropacw rapid / pressBeleases Achon doPreference =177 08,/ 672 & format=H TM L &kaged =Melanguage=EN&guil anguage=c
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= ey Achim L, *Price-cap regulation of airports: single-nll versus dual-till”, Berlin, 15 March 2005

<httpef Fwesw fepoup.ptfoanfererces f eaneB005/ ed_rom )/ Session %2007 LG/ caerny. pdf>
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L Europeen Union and Linited Kingdom

UK regulation guiding allocation of slots differs from the EU, because the UK created an independent
slob coordinator which runs auctions of a share of underutilized alot=.5 UK slot allocation works in
the following way: according to IATA slot allocation a guideline, the UK applies both the
‘grandfather’ and "use it or lose it’ rules. The wnderulilized slots go back to a general pool where 50%
of these slots are distributed among new markel entrants, while the remaining 50% are auctioned off
among incumbent airlines. Auctions create an additional market mechanism for maximizing slot
capacity armong carriers. While both slol trading and auctions benefit and encourage compelilion
bebtween incumbent carriers, new market enteants are barred [rom participaling in the auction and
trading of slots. Ultimately, slot auctions create a more dvnamic sl utilization mechanism, with
competition for available slols among incumbent air carriers, resulling in slot allocation efficiency

gains.
ii. United Stiates

Within the United States” Department of Transportation, the Federal Aviation Authority oversees slol
allocations. Federal Aviation Regulations, Title 14: Aeronautics and Space governs how slols are
allocated to air carriers. The following criteria are evaluated: the tvpe of service the carrier provides -
national, commuler, or international services - if the carrier existed prior to December 16, 1985, il the
airport in question has been designated as a “high density airport” or part of the "Essential Air Service
Program’ and according to bilateral agreements with other countries. Although the United Slates
does not apply JATA slot allocation guidelines, FAA regulation does apply "grandfather” tvpe rule
with respect to legacy carriers at the time of the initial slot allocation.® FAA regulation allows slot
trading which may or may not include financial incentives, but unlike the UK, slot auctions in the US

are not legal 8%
1ii. Brazil

[nitially, Brazil used Ruling 569/GM5 of 5 September 2000 1o Instilute two criteria with respect Lo

allocation of slots: whether the distribution of slols increases passenger choice and emcourages

# Airport Coordination Limited: i responsible for dot allomtion, schedules facilitation and schedule data collectson at a large
number of vared airports and, in addition, provides a wide range of servios to the aviation industre, <httpey Swwnwaclukorg) =
& Federal Aviation Fegulabions, Title 14: Acronautics and Space, Part 93, Section 215

“ Kepplmger. Gary L. " Federal Aviaton Administration = Authoaty o Auctien Adrport: Arrival and Departure Sleds and o Betain
and Use Auction Proceeds” United States’ Govermmment Accountability Ofifice 30 September 2008

<httpef Fwvew crowel Leom  POFS Pederal- Aviation- Ad mindstrabion-Authonty-tos Auchon- Adrport-Arrival-Departure-Slats. pdf=
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competition between air carriers. This ruling also instituted control over how many slots and air

carriers can hold individually or collectively; carriers holding more tham 37% of slots used at a

particular airport lost possession over slots bevond the abovementioned limnit*

Later, ANAC Resolution 002 of 3 July 2006 provided the implementation of two distinct cvele grids:
incumbent airlines already operating at an airport would be granted B0% of available slots, while
new entrants access the remaining 20%.5% Brazil's approach also creales entry barriers for new
competitors in congested airports, grants grandfather rights to imcumbent air carriers, and by
assigning a small share of slots to mew enlrant carriers, limits the number or scope of carrier service

suppliers &

[ 2008, Brazil presented a mew drafl resolution with regards 1o slot allocation based on airlines”
operational efficiency based on the carriers’ delav, flight cancellations, and operational safety
records ¥ However, in a speech on 15 March 2011 in Sao Pavlo, Giovanni Bisignani, Director General
and CEC of IATA at the British Chamber of Commerce, highlighted that 13 of Brazil's 20 top airports
continue o experience bolllenecks, slots are not available when required, and overall airporl
infrastructure remains in poor shape® indicating that slot allocation mechanisms in Brazil are still in

need of improvement.
. Becommendation

The regulator may want bo consider seeking wide stakeholder inputs on more efficient slot allocation
procedures tailor made for India’s civil aviation sector. Revising the current svstem of slot allocalion
will help pul airlines on more equal fooling when competing for slots, and create a framework of
predictable and efficient slot allocation culcomes. While no perfect government or market-based
solution for an efficient slot allocation syslem exists, introducing a variely of markel mechanisms into
the process has vielded more efficient resulls in the United States, United Kingdom and the European

Uniorn.

i Sal gada, Lucia H. |, " The Begulation of the Addine Industey in Brazil® American Law & Economics Assocatian Annual Mectings,
Berkley Electronic Press 3005

i = Regulatory Performarce Report 20087 ANAC: AGERCLA NACIONAL DE AVIACAO CIVIL (Brazil's Civil Aviation Awuthority) <
hitpef Fwnarwe Larac.gov_br) portal S emvplates/ hitmy Portal farg #relatorio_anac_ing pdf=

& hid.

 Ibid.

# * Remarks of Giovannd Bigignand at the British Chamber of Commerce, Sao Faule” IATA 15 March 21

<httpef Fwwwdataorg/ pressroom S speeches ) pages, 200 1-06-15-00_aspoc>
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[ndia’s civil aviation regulator may corsider looking to the UK framework for slot allocation as a
model. Using the UK model would create more efficient outcomes for slot allocation, while keeping
the “grandlather’ and "use it or lose it rules in accordance with the TATA slot allotment [ramwework.
Furthermore, the regulator may consider allowing the trading and auctions of underutilized slots
throwgh an independent coordinating agency. Slot trading, while not a perfect market allocation
mechanism has helped relieve some of the congestion experienced in busy alrports of the ELL UK,
and United States. Howewer, the United States “first come first served” system, resulled in high
congestion rates, longer waiting times, and taxi times ® Studies have shown that as demand for air

carrier services increases, congestion costs and resulting overall wellare is nol optimized. ™

While auctions in the UK are still closed to new entrants, auctioning will spur competition between
incumbent carriers, resulting in efficiency gains. The UK Civil Aviation Authority's position is that
slot awction proceeds should be made available to fund expansion of additional capacity in airports -
spending on physical infrastructure or mitigating the environmental impact of operaling an airport. ¥
[ndia may also consider opening up funds from slot auctions 1o provide airport developers with
partial recoup on investment in airport infeastructure, thus incentivizing operators Lo invest in
further expanding airport infrastructure. This would lead to increased carrier service, decreased

airport congestion, and growth of the civil aviation industry.

3.4 Airports

52.4.1 Economic Begulation of Airports end Airpert Fee Asceszment

A Current Situation

The Indian press recently reported on a developing conflict regarding the regulation of airpogts.
[ndia’s Ministry of Civil Aviation stated that it will soon create new guidelines that will spell oul a
specific framework [or economic regulation of future airports. The new guidelines, once
implemented, may creale a two pronged economic regulatory framework - one applied Lo existing
airports and one applied to airports built in the future * Mew guidelines coming from India’s civil

aviation ministey will not just create regulatory conflict between the Ministry of Civil Aviation and

# Cohen, Jeffrev P ard Coughlin, Cletus C “Congestion at Airports: The Economics of Airport Exparsion” Federal Beserve Bank of
Sk_Los bay f une 20012

“ Cremy, Achim L ard Tegner, Hennig “Secondary Markets for Bunway Capacity™ Berlin University for Technodogy 15 hday 2002
A *Introducing Commercial Allecabion Mechanisms The UK Civil Aviation Authority's Kesponse to the European Commission’s
Staff Warking Faper on Slot Feferm™ UK Civil Aviabion Authority MNovember 2004: Section 18, p 5.

“Shakla, Tanan * Acra-govt conflict may get worse” Livebint 6 October 2001

<httpf fepaperlivemint.com SCArticlelmage aspyPartcle=06_10_ 30100 _ 0 3demade=1=
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the institution created in 2009 to regulate airports - AERA - bul will also undermine AERA's

authority and create a climate of uncerlain oulcomses for airport operators and investors.

B Impact on Compelilion

While India’s Ministry of Civil Aviation did not release any details of these proposed guidelines, the
announcermnent created uncertainty within the business community. Some airporl development
investors argue that regulations on building Greenfield airports® - Lo, new airports which are built
from scratch in a new location and are operated entirely by a private entity or through a public
private joint venture — are clearly defined; and AERA is responsible for interpreting how tariffs are
levied on different airporl services. In the wview of investors, in the past the Agency has lacked
predictability in its interpretations.® This lack of clarity on economic returns as well as conflict
between regulatory and collection authorities creates varied oulcomes, reducing the number of

potential investors attracted Lo Indian airporl projects.

Furthermore, in October 2011, the Indian ministry of civil aviation sent a note to the Prime Minister's
office atating that “the present regulatory approach of AEREA is not conducive for the healthy growth
of PPF mode airports.” Additionally, India’s ministry of civil aviation also proposed creation of a
new regulatory framework for fulure airports ™ Both of these evenls creale uncertainty within the
civil aviation sector. Conflict between regulatory agencies and other branches of the Indian
government, regulatory agency overlap,™ as well as between business interests and the government,

creale a markel climate where businesses are hesilant to increase imvestment

C.  Airporl Fees
The Airports Economic Regulatory Authority of India Order No. 13 of 2010-11 is missing from the
matrix highlighting anti-competitive provisions and practices within India’s civil aviation regulatory
framework in Section 4 of this report. According to the two airporls” concession agreements, Delhi

and Mumbai airport fees are assessed according to a hybrid airport fee system, while all other

“Suresh, Padmalatha “Creenfueld sirport projects = ime for private-public parmerships o ake off” The Business Standard 29 July
05 <http: Swoww thehind ubusinessline ing 2005, DF # 29 storkes," 200507 29001 3080, kit =

i Shukla, Tanan * Acra=gowt conflick may get worse” Livebing # Octaber 2001

<httpef fepaperlivemint.com S Articlelmage aspy Paricke=06_10 31002 made=1>

= Shukla, Tanan * Acra tells government (s not against private airports’ inderests” Lieebing 2 Oclober 2011

<httpe Swwew liveminbeomn/ 2001 1002230542 Acra - tell = governmient-itSE1 7 him| Th=H=>

= Shukla, Tanan * Acra=gowt conflick may get worse” Livebing & October 2501
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airports fall under the AERA single till assesament system in compliance with the abovementioned

COrder Mol 13.

Furthermore, this act takes agreemsents with Delhi and Mumbai International Airports into
consideration with respect to a different fee assessment method. While this approach is not uniform,
world experience shows thalt other countries have taken this type of mon-uniform approach. For
example in Germany Frankfurl and Dusseldorf have different regulatory fee assessment methods,
Furthermore, within the European Union, Heathrow, Brussels, Frankiuet, Munich, Amsterdam and
Zurich all calculate airport fees differently.® Therefore, fee assesament schemes (it different
considerations of airports and may not significantly impact competition belween airports, as in the

case of the European Union.

5.4.2 Pripalization of Airparis

A Current Situation

Fresently, there are just five private airports in India. Furthermore, Indian airports fare poorly in
terms of non-aeronautical earnings. According o the report, " Alrport Privatization in India - A Study
of Different Modes of Infrastructure Provision”, a major reason for low non-aeronautical earnings is
that rost Indiam airports come under the Airporels Authority of India (AAT) and the Authority cannol
afford to invest much from its scarce fund in these services.™ Therefore, o make [ndian airpogts

internaticnally competitive, the government must attract private investment inte India’s civil aviation

infrastruclure.

B. Impact on Compelition

Poor airport facilities stand in the way of sector and overall economic growth. Airports with poor
infrastructure will fail o attract both passenger and cargo carriers. If passenger and cargo carriers
cannot find additicnal satisfactory airport infeastructure where they want to expand, carriers will not
grow. Both carge and passenger carriers contribute to positive economic growth of the civil aviation
sector, local and intermational trade, as well as bringing more business and leisure Lo the regioms
served by particular airports. Therefore, the lack of improvement in airport infrastructure will stunt

nob just growth in the civil aviation sector but overall economic growth of regions served by poor

airporls.

" Feedback from AERA Secretary Shri Sandecp Prakash, AERA, Mew Dielhd
wl:lhri. Manuj “Adrpart Privatization i Irdia = & Stody of Different Modes of Infrastructure Provision”, Faoalty of Management
Stadies, Undversity of Dedhi, 2006
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. Eecommendation

Allowing more private investment into existing airports (e, authorizing Brownfield projects) will
infect much needed equity into India™s civil aviation infrastrecture. Injecting private capital into
exisling airports will assist those airports in improving airport infrastructure as well as expansion
projects needed 1o meet growing passenger demand. Private capital injected into different Indian
airports will alse create more inter-airport compelition within India and the region, since different
airport investors would base business decisions on atlracting more air carriers and passengers 1o their

airport, thus maximizing their investmendt.

5.4.3 Concession Agreements heliveen e AAT and Airpart Developers

AL Eegulation

The “right of firsl refwsal” granted in the Operation, Management and Development Agreement
[OMDA) gives priority to the incumbent private airport developer lo engage, design, construct,
finance, operate, manage, develop or maintain a second airport within a distance of 130 km!™ from
an existing airporl, !0 if that developer's bid falls within 10% of the highest competitive bid for an
undefined period of linke in the future 1% This rule gives firsl priority to an airport developer already

vested in one airporl o develop and run anotber aisport within 150km. 10

B. Impact on Compelition

Market behavior dictates that, an airporl developer will seek Lo maximize his investrment inte already
existing infrastructure and will attempt to expand his investment into new infrastructure. A vested
airport developer will nol want another competitor developing a neighboring airport which will
directly compete with its airport. Therefore, a vested developer will utilize the "right to first refusal’

to develop a neighboring airport if the firm possesses or can access requisite funds. This may lead Lo

one developer's dominance the city or region served by one existing and future airports 1™

0 hleeting with Satvan Mayar, Associabion of Private sirport Operatars 21 Movember 2001

#hid.

0 Fanday, Ajay. Moerris, Sehastian, G, Raghuram “Strocharing FPPs in Aviation Sector Case of Delhi and Mumbal Adrport
Privatization” Indian Institute of Management Ahmedabad <herp: )/ Sinfrastnscture. gov.iny pdiyf case-stud v-fimal-251 000 pd =
I'ﬂ"'ll.-'h:r:l'.|r|.;i; with Satyvan MNavar, Association of Private Airpert Operators, New Delhi 21 MNovember 2001
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Additionally, studies hawve shown that airport competition is possible in one region and benefits air

carrier service providers and passengers, 1S

The ‘right of firsl refusal” limits the range and number of suppliers after the first generation of
concession agreements has been signed. "™ While the ‘right to first refusal” was included in concession
agreements o atleact a larger number of bidders for the privatization of Mew Delhi and Mumbai
airports, once Lthe firms that won the respective bids signed this first generation of concession
agreements, enforcemsent of those agreements narrowed the range and number of new suppliers

willing to bid on other Brownfield projects.

C. International Comparison

Studies have shown that airports are not necessarily natural monopolies and are able to successfully
compete with each other, as in the case of alrports in the United Kingdom and the European Union ¥
Competition exisls belween regional airporls, where the airports can be physically close - [or
example in the same ity or within a few hours’ driving distance.™ In Asia, Kuala Lumpur, Hong
Kong, Bangkok, and Macao compete for hub traffic. "™ Private capital injected into different Indian
airports will create more inter-airport compelition within India and the region, since different airport
investors would base business decisions on attracting more air carriers and passengers o their

airport, thus maximizing return on their investmend.

0. Eecommendation

Keeping the right of first refusal” clause is important in order for the AAL to attract a greater number
of investors to new Brownlield as well as Greenfield ainport projects in the future. However, to even
out the playing field between airport developers bidding to partner with the AAL to improve exisling
airport infrastructure or develop new airporls, consider creating a sunsel provision within the “right
to first refusal’ clause. For example, the “right o first refusal’ in the concession agreement would last

a number of years in order for the developer which signed the agreement to collect adequate return

e Srarkie, David “The Arport Industry ina Competitive Environment: A Unied Kirgdom Perspective” Discusson Paper Mo
ANE1E July AR QECD and Intematonal Trarsport Porum

<http Swwwinternab onaltrarspectfonam.org)j e/ discussionpapers DP 281 5. pd =

= rperation, Management and Development Agreement between the Alrports Auathority of India and Dedhi Interratioral Airport
Private Limied <hitpg! Swowew aalaeroy righttoinformabion / OMDA_DLAL. pdf>

¥ Sparkde, David “The Arport Indwstry in a Competitive Environment: S United Kingdom Perspective” Discussion Paper Ba.
AR5 July 3008 OECD and Intemational Transport Fonam
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on his infrastructure investment. A sunset provision, once it expires will help atiract new investments
into other airport projects, but while in force will also  recognize and allow exisling airport

developers to oblain return on their investmerl.

5.5 Anticommpetitive Beliavior and Pricing

A Current Situation

Within the past vear, pricing in the airline industry has ranged from excessively high prices 1o low
prices potentially affecting the financial viability of the carriers as well as impacting consumer
spending on air travel services. While the excessively high prices charged by the airlines seem 1o
indicate possible coordination or cartel like behavior among the operators, the abnormally low prices

are indicative of another type of anticompelitive behavior, e, predalory pricing.

Cartel behavior in the airline industey is not uncommeon. There are natural barriers Lo entry owing to
the high level of investments and liquidity required to cover startup and high operational cosls that

limit entry and protect the functioning of a cartel. Furthermore, regulations relating to fleel and

financial requirements, and slot allocations further prevent entry and could increase the likelibood of

cartel behavior.

Cne problem that the airline industry in India is currently facing is the abnermally low prices thal are
affecting the financial viability of the airlines. For such pricing by am airline to be construed as
predatory however, the following conditions have to be mel: the prices must be below average cosl;
there should be exit of competitors from the market; and the airline should have a mechanism by

which it can recoup the losses suffered in the short-run.

While a cartel would erect barriers to entry into the market place, predatory pricing itself makes it
unprofitable for new entrants and thus limits compelition. In either case competition will be harmed,

and the long term viability of the industry ilsell will be at stake to the detriment of consumers.

B. Eecommendation

In order to limit the temptation for cartel behavior, the regulator needs to reduce barriers to entry,

thus promoting a larger number of market participants. Lower entry barriers and a greater number of
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market participants will increase the incentive o compete and decrease the incentive Lo engage in

cartel behavior 110

[ order to monilor and track anti-competitive behavior within the passenger carrier secltor of civil
aviation, the regulator mayv want to take concrete steps to put together a framework for detection of

anticornpetitive behavior and instilute a delerrence mechanism. Specifically, the framework should,

[a) Clearly define pricing that the regulalor construes bo be anticompetilive, be it excessive pricing or
predatory pricing. The definition should be based on practical issues and realities facing the industry,

nol conventional "text-book” definitions.

(b} ldentify empirical (model driven) benchmarks to compare the market prices with.  The
model fmodels that are developed for this purpose should be based on economic theory, market
realities, internalional pricing practices of airline markets that are similar Lo India, and historical data.
A key step in determining the benchmarks is the identification of the data and also the reporting
requirernents.  In other words, the regulator will need bo identify the data that markel participants
will be obligated to submit such as capacity utilization, number of filled seats, prices of tickets;

periodicity 17 at which data should be collected; as well as sampling criteria.

[c} Specifv deterrence mechanisms that are practical to implement. This includes developing a system
by which the activities of the airlines are monitored, enabling transparency of ticketing and pricing
practices of airlines, defining investigative powers and powers W impose punitive measures in the
case of anticompelitive behavior. 2 India’s civil aviation regulators may want o consider adopting a
aystem of oversight similar to the one developed in the United States, where information of every
tenth ticket sold by a US carrier must be submitted to the regulator, giving the regulator a view of
developments and tremds in the sector. The Research and Innovative Technology Administration
[RITA) at the US Department of Transportation collects and analyzes this data.' Eesearch into the
functions of this organization and legislation that governs ils activities can serve as a model [or

creation of a monitoring mechanism in India.

e gy e would like o emphasize that analysis of whether o net India®s air camriers. have or are engaging incartel behavior remains
autside of the scope of this paper

1 Perindicity = how frequently one needs o collect data.

U3 The vl of thee regulator should be defined in such a manrer that regulatory powers of the Compeibon Commission of Irdia
{CCD are taken inte accound, and the role plaved by the Aviation regulator complements the rede of the CCL

13 Besearch ard Innovative Technology Admidnistration [EITA}, US Department of Transportation

<httpef Fwase. bis.gov S programs/ aidine_information sources |/ >
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5.6 Taxation and Pricing of Air Turlvine Fuel (ATF)

A Current Situation

[ndia’s multilaver fuel taxation system which includes the central excise duly , and sales tax levied by
the state governments {varying from 4% to 30%), limits the number and range of air carrier service

providers and the ability of Indian carriers Lo compete with foreign carviers providing international

CArrier services.

Furthermore, wilhin India’s civil aviation sector, pricing of ATF is determined by a small number of
suppliers. Indian ATF consumers’ choice is restricted to four suppliers. Three suppliers are state
owned oil companies that enjov access o essential facilities within India’s airports and maintain
refinery capacity, resulting in market dominance. Similar, to the passenger service providers' market,

the current structure of the Indian ATF market is conducive Lo cartelization.

B. Impact On Competition

i. Enlry Barrier

The total cost of fuel does not just make it difficult for incumbent Indian airlines to grow,; high fuel
costs also make il hard for new air carrier service providers to enter India’s civil aviation market.
Before entering India’s civil aviation market, a potential market entrant must consider the price of
fuel, how the price of India’s ATF moves, and the effect state and central government Laxes will have
on the firm’s overall operational expenses. Additionallv, the potential enirant firm needs Lo

determine whether or not it can absorb such fuel expenses both in the short- and long-term.
i Adverse Impact on Financiel Health of Aivlines

High fuel expenses prevent Indian airlines from buving more aircrafl and servicing more roules,
which in turn contributes to overall market growith. Currently, fuel expenses make up approximately
40°% of India’s operational expenses. ! For example, seeking o reduce operating costs, Kingfisher
Aidrlines, an air carrier which has been canceling flights due to financial difficulties, has applied to the
Director General of Foreign Trade (DGFT) for an import exernmption on ATF. If Kingfisher Adirlines is
successful in obtaining this exemption, the firm is likelv to save 25-30% on state level ATF laxes,

which mav reduce the carrier’s operaling expenses and improve the firm's financial outlook.

1= Cost of ATF in India”™ Federatian of Indian Aidines <httped Swwow fiaimdiaing Cost_of_ATF htm>
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However, India’s Petroleurn Ministry has indicated that it plans to reject the DGFTs proposal for the
import exemption, leaving the number of ATF suppliers to Kingfisher Airlines the same. 115 According
to one of the nlerviewed experts, Indian airlines pay the highesl taxes in the world on Aviation

Turbime Fuel {ATF).
ili. Coumprelilion among Airparts

Furthermore, highly taxed fuel impedes the ability of India’s international airports o compete and
develop into international hubs for plane services such as maintenance, fuel and re-hauling. Due Lo
the high cost of aviation turbine fuel, Indian airports lose this type of business bo regional hubs such
as Singapore, Kuala Lumpur and Bangkok, 't which in turn reduces the airports” ability o grow,
improve existing infrastructure, and positively contribute to the overall growth of India’s civil

avialion sector.
i, Adverse lmpacl on Consiimters

Furthermore, high cost of fuel also hurt the consumers, because they lead Lo less choice of [lights and
higher airfares as airlines will atternpt to pass on high fuel costs o passengers. Since all Indian
airlines are subject lo the laxes, economic theory suggests a pass-on rale of N/ N+, where N is
the number of sellers. Therefore, high cost of fuel do not just hurt airlines they hurl passengers who

pay the pass-on cost of ATF.

. Imternatiomal Comparizon

Brazil’s air carrier service prowviders faced similar issues with respect lo paving [or relatively
expensive and highly taxed ATF. Brazil's cargo and passenger carriers spent between 37 % and 50%
of their operational budgets on the cost of jel fuel,*® hurting their ability to compete with foreign
airlines. Brazil like Imdia, a crude oil producing country, had the prevailing ATF price about 14%
higher than the rest of the region. A recent study concluded that Petrobas, the stale run oil company,

was over-pricing ATF at approximately $400 million dollars each vear "

155l min may reject ATF imiport move® The Financial Exprese 12 December 2001 <hitpe fwewew fimancialespress com' news foil-

mdrmay-reject-ab-importmone S 5RGT 4 1>
e * Fieral lssues”™ Federabion of Indian Airlines <hbip: /S wsew fadndiacing fiscal_issues bim =

The formulae have been derived using a cournot aligopoly maodel, “Passing the buck: the passing-om defence in cartel damages

cases,” Agenda, Owera, August 2007

HE [bad.

5~ Bemnarks of Giovanni Bisignani at the British Chamber of Commerce, Sae Paule™ [ATA 15 March 2011
<httpef Fwwwdataorg/ pressroom S speeches pages, A 1-06-15-00_aspoc>
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However, Brazil eliminated the FIS/COFINS tax on jet fuel for international flights in Januwary 2009,
The annual savings to Brazilian air carriers providing international services amounted to 5100 million
dollars each vear. Ultimately, the Brazilian government started laking action to help alleviate those

challenges, thus supporting the competitiveness and fnancial health of the country’s air carrier

service providers.
0. Eecommendation

[ order to monitor ATE prices and track anli competitive behavior, the regulator may wish to lake
concrele sleps o pul together a framewaork of oversight. The framework should include provisions

for moniloring, enforcement and appellate activities.

The regulator may wish to further investigate India’s ATF price structure by comparing price
components such as fuel taxes and add-on charges to neighboring countries, as well as over a period
of time. Tt would be useful for the regulator Lo have benchmarks that can be used to detect deviations
in ATF prices from what would be reasomable given the global movement of crude prices, and
demand and supply factors that affect the price of ATF. In this regard a formal empirical model of
ATF pricing could be used to forecast prices based on reascnable assumplions. In order Lo
operationalize such a model based approach, the regulator should ascertain the data that would be
required, the source of the data, the pertodicity, and methodology of collecting it including sampling

criteria {where appropriate).’2?

With regards to laxation of ATF, the regulator may consider analyzing the taxation regime in relalion
to how taxation impacts the financial health of India’s civil aviation industry as well as the industry’s
competitiveness regionally and globally. The regulator may wish to look at ATF taxation in India and
compare this regime with compeling hub countries isolating best practices which can be applied o
[ndia. Lastly, to ensure greater success in negotiations between national and state governments with
regards to taxation of ATF, it is important to also investigate and report on how reductions in state
level ATF taxes can lead o stale governmenis reaping economic benefits of local job creation within
the sector, growlh of businesses associated with the sector, as well as economic development

resulting in more business and leisure traffic to the State.

12 Perindicity = how frequently one needs to collect data.
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5.7 Preferential Treatuent to Air India

5.7.1 Preference in Traffic Bighls

A Eegulation

According to the Asronautical Information Circulars Mo, 08 of 2009 - Section 3.6, operational plans
submitted by the national carrier would be considered before allocation of traffic rights to other
eligible applicants. Thus, other carriers which salisfy fleel and equily requirements will not get Lo

compete for traffic rights equally with Air India.

B. Impact on Compelition

This rule lacks competitive neutrality in assigning traffic rights.' In order to increase its customer
base Alr India will take the best available routes, thus maintaining an unfair competitive advantage
over other eligible Indian international carriers. For example, Jet Airways’ inability 1o secure traffic
rights to operate a flight to Paris, because Air India was exclusively awarded traffic rights to that
destination, ' lustrates how consumer choice is adversely affected by this regulation. Currently, Air
[ndia and Air France are the only two service providers on the route. Thus Air India’s privileged
position pis-i-vis olher Indian international airlines puls limits on the other carriers’ ability Lo

compete.

. Recommendation

The regulator may consider abandoning preferential international Foule assignments o the natiomal
carrier, which would allow private carriers to compete with Air India. Taking away Air India’s right
to priority route assignments will also help other Indian international carriers expand service o

additional international destinations, leading to expansion in the range of choices for consumers.

4 Pradeep MehtaGSeoretary General. CIRC), Design Warkshop for Secter Shudics, Minstry of Corporate Affairs, Seplember 2011
B Ehukra, Tarun “Mew international fiving rights to boost bocal aidires’ market share” Livebdint 23 January 2011
<httpef Fwrvew liveminteoen/ 2001 A0 £ 23228958 S M ew -intemabional -flying-right htonl 2d =1
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572 Acoess fo Governmien! Finance

AL Eegulation

Air Corporation Act 1953 - Section 10 provides a legislative [ramework within which, the
Government of India may provide funds for capital expenditures as well as potential bailout funds

for the national carrier - Air India.

B. [mpact on Compelition

This regulation gives Air India an unfair competitive advantage, by creating a framework through
which it may apply for government linancial assistance. The Act lacks compelitive neutrality with
regards Lo airlines in terms of access o government funds for capital expenditures and polential
bailout.)® Since this rule gives preferential treatment to Air India before other private airlines,
competitive neulralily in access o government funding does not exist, resulting in a lack of a level

playing field. 12

Therefore, poor business decisions of Air [ndia are not punished by the market in the same way as
poor decisions of oller private air carriers. Bad business decisions of all privale air carriers are
punished by holders of the firm’s debl; Alr India is only accountable to the Indian government. This
social safely net reduces Air [ndia’s incentlive o compete in the same wayv as other private Indian
carriers. Maintaining the viability of the national carrier is very important, however preferential

treatment reduces the national carrier’s incentive to compete and make sound business decisions.

. Recommendation

Bringing in private players and capital to operate India’s national carrier will help address some of
the airline’s operational issues, while [reeing povernment funds [or other purposes. Parlially
privatizing Air India would create incentives for the carrier to compele with other airlines, since Air

[ndia’s private investors would seek to maximize return on their investment.

3 Pradeep MehtaSeoretary General. CIRC), Design Warkshaop for Secter Studies, Minstry of Corporale Affairs . September 2011
128 [hid
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5.8 Foreign Direct Inves biment in Airlines

A Eegulation

The Civil Aviation Requirements (CAR), Air Transport, Series O Part 11, Secltion 4.1.5 states that
foreign eguily in air transportation services is permilted up Lo 49%; while MNon Resident Indians
[MEIs) f Persons of Indian Origin (P10} are permitted to invest up to 100% in domestic air transpoet

services. Investment by foreign airlines is not allowed.

B. [mpact

Access o a greater amount of foreign direct investment will help smaller firms satisfv fleet and equity
requirernints and thereby enter India’s civil aviation markel. Thus, access to foreign capital will help
mote mew firms - which are nol in the air carrier provision of service business - pass the market entry
barriers. Furthermore, [oreign firms that may want to start or partner with an existing Indian
domestic carrier and have access W ample capital which could satisfy government requirements may
not operate an Indian carrier with 51% of the polential carrier owned by Indian citizens. The most
knowledgeable investors are those firms with experience running carrier services, however currently
foreign airlines are not allowed o invest in India’s airlines. By setting out limits on foreign direct

investment in [ndian airlines, this regulation ultimately limits the number and range of suppliers.

. International Comparison

[ndia is not unique in requiring significant ownership stakes by citizens or overseas Indians in ils air
carriers.  The Ewropean Union, Australia and United States also have domestic ownership
requirernents. Some of the reasons stated for these upper limils on foreign ownership include public

OF securily interests. 15
0. Recommendation

Eecently, India™s ex-Civil Aviation Minister, br. Vyalar Ravi, stated that the Indian government is
considering recommendations of the Department of Industrial Policy and Promotion (DIPFP) which

suggested allowing foreign carriers to obtain stakes in India’s domestic airlines.'** A proposed cap on

ECarson Dylan, Faroug Madine, Shepherd Justin, “Global FIX Trends an International Trade and Investment Policy Capstone
Project”, The US. Department of Commeroe Interrational Trade Admirdgtration , 17 April 20049

<htipf felliobt gwueduf assets) docs S acad /itipf global FDI_commerce_ita. pdf>

2= dprlines shares rally as mandster says FDI is urder consideration”™ MDTY Frofit 19 October 2011

<httpef fprofitndiv com) news, show # adrlines-shares-rally-as-minister-saye-fdi-is-under-consid eration- 183702 >
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foreign airlines” FDM up to 24'%,1%7 which prevents a foreign airline’s control of the Indian airline, will
likely benefit the Indian airlines in the following wavs: create the possibility of code-shares, oplimal

ulilization of the carrier’s [leet, and increase in customer choice,

5.9 Procurement

A Current Situation

The tender process of the AAl lacks [air and adequate competition [or goods and services required by
the agency. For example, according to the Central Vigilance Commission [CVC), the limited tender
enquiry {LTE) types of tenders need o have wider, fair and adequate competition belween
contractoras. The Commission feels that it B important for the AAL o provide sulflicient timwe of
around 3-4 weeks [or tenders to be open o contractors (4-6 weeks in case of Advertised /Global
tenders), except, in cases of recorded emergencies. During emergencies, the Commission maintains
that reasonable timwe should be permitted for bidding and tenders should be sent by faster means like
apeed postffax 12 The AAI Materials Management Manual - 2010 further supports this requirement
bw statimg that the validity of the tenders normally should be 90 days and the ordinary period of sale

of tender should not be less than three weeks, 12%

An analysis of the AAL website!™ indicates that there are cases of open, global and LTE tenders
wherein the time provided for bids is shorter than timeframes stipulated by the CVC and the
Materials Management Manual. It is also observed that there are certain experience and operational

requirernints which have to be met by the potential government contraclors.

B. Impact on Compelition

According to AATL's website, some tenders [or goods or services give approximately a month or more
for contractors to submnit bids, while some tenders last only one dav. Bids that last only a few days
ensure that an extremely small number of contractors will bid for the particular tender. Furthermore,

the majority of bids that lasted a few days resulted in a single bid - resulting in an un-compelitive

5 *Tough operating conditions o put off overseas players: [et” CHBC 21 October 21

<httpef Swvww.moncyconiral.com )’ newsf business S toug hoperatingeenditiontopubaffove SE2515. html=

2 Central Vigilance Commission's [(CVCs) Observations™ Indian Irstitute of Materials ard Management

<htrp:f Fwww dmmoorg knowledge_bank/ 10_central-wi gilancecommission-ohservationuly_ hitm>

Al baterials Maragement Manual - 2006

<http: Swoww aai.aerog righteinformation MATERLALS_MANAGEMENT_MANUAL pdf=

Y Al Terders:

<httpe S0, 145,14 1162 femsf ContractAwardScarchBeportPaspaloc AlLL&dep= AL L& ranmdecf =L ot=&ort=Es INR ) &crm=Unitd
af=dat=>
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bidding process. Thus, AAl's procurement timeline in practice limits the number and range of

equipment and service providers supplying the Agency.

(Mher procurement issues include operational requirements for service providers, For example, a
firm that wants o provide and operate vending machines for AAL must provide proof of at least
three years’ operaling experience in airports, bus stations and ferry terminals. This requirement limils
qualifving vemdors to only those that worked with government transportation hubs, indirectly
creating a group of preferred vendors. Another example includes requirements for the provision of
maxi-taxi services o AAl controlled entities, where the Indian government sets a minimum [ive

vehicle requirement for operators, limiting the number of service providers based on fleel size.

. International Experience

The United States government places all goods and services procuremsent conlracts on an online,
publicly available, and searchable database. Potential vendors register as contractors and search for
goods and services announcements on this centralized database. Vendors may also access closed
contracts in order o see the types of services the government needs and learn how o bid successfully

in the fulure.

Furthermore, the Russian government is also moving in the same direction by developing a
centralized online registey which gives users real-time access and tracking of every open tender and
ten vear historical database of closed tenders. The decision of the Russian government o move Lo this
ayslem stems from economic waste. Last year, Russia's President Medvedev noted that annually the
Russian government loses aboul 530 billion US dollars to through of economic waste stemming from

procurement of goods and services from the privale seckor.¥

0. Eecommendation

Centralizing the procurement procedure and putling tender announcements on an online searchalble
databasze (as done in the United States) will create an efficient and transparent procurement process.
Centralizing India’s procurement for the civil aviation industry will create a lransparent and
predictable procurement framew ork, as well as help give more vendaors access Lo all contracts related

to the sector, thus increasing competition for government goods and services contracts.

 hedvedew secks teeth for anti-carruption drive” BusinessiNew Eurepe (reprinted in Johinson’s Bussia List) 230 March 2011 =
httpe £ Fwvewe odiorg S russiaf johnson ! russia-comaphon-med vedev A5 ofm =
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510 Exemption Rule
A, Current Situation

Fule 160 of the Aircraft Rules, 1937 is missing from the matrix highlighting anti-compelitive
provisions and practices within India’s civil aviation regulatory framework in Section 4 of this report.
This rule grants the Indian government the power Lo exemnpl any aircrall, either wholly or partially,
oF a person or an organization from the operation of the Aircraft rules. In addition, the Directos
General and other officers of DGCA have inherent or delegated powers under 5.0, 726 and 5.0, 727
for granting exemplion from specific provisos of the Alrcrafl Rules. Since Z007, these discretionary
powers have been exercised in eight instances, granting exemptions on isswes related to authorization
of Aircraft and Systems Testing Establishment (ASTE) pilots to fly aircealt that was not entered in the
aircralt rating: allowing low flving of aircrafl al 60 meters Lo carry oul airborne geophyvsical surveys,

and in other similar situations.

B. Possible lmpact on Competition

Exercising the powers granted by this law thus far has had no apparent impact on the compelition of
the zector per se. The language of the law is non-discriminatory, bul no significant “fire-wall”
between safely and economic regulatory oversight was observed where the Director General can both
izsue instructions bo aircraflt operators concerning safety and economic practices. Thus there exists
potential conflict where regulatory oversight of economic and safely activities may influence each

ather.



CORFIDENTIAL

6. Conclusion

[n accordance with the requirements set forth by the Ministry of Corporate Affairs of the Govermment
of India, this report analyzed competition inhibiting provisions of slatutes, rules, policies and
practices found within the regulatory framework of India’s civil aviation sector. This report broadly
analyzes India’s civil aviation seclor, while recognizing the necessity thal deeper assessments of each

sub-sector of India’s civil aviation must be undertaken individually.

While assessing India’s civil aviation sector’s regulatory framework, cerlain provisions that limil
competition within the industey came 1o light. All regulations were analyzed and categorized by
looking at whether or not they limit the number and range of suppliers, limit the suppliers” abilily to

compete, reduce the incentive of the suppliers to compete, and affect investment.

Based on the analysis of the preceding sections of this report we recommend creation of one single
civil aviation policy. This civil aviation policy should aim to reduce artificial barriers o entry such as
fleet and equity requiremnents. It should have clear delineation between regulatory authorities that
oversee aclivities in this sector, which would result in clear and predictable regulatory oulcomes.
Furthermaore, il should include a framework for monitoring anticompetitive pricing behavior within
the sector. Additionally, this policy should aim to create a more level competitive field between
[ndia’s private, national and fereign carriers. It should also aim to inttoduce markel mechanisms and
incentives inloe the distribution of slots and dispersion of routes. Lastly, this policy should aim 1o
altract grealer private investment into India’s airports and improve the competitiveness of the

government procurement process within this secltor.

7. Annexure
71 Annexure A: General US, Australia, and EU regulations

Safety regulations make up the bulk of the US, Auwstralian, EU and Indian civil aviation regulatory
framework. Safety regulations include safety requirements for aircrall, all pieces of equipment that
need to go into the plane, all equipment maintenance, as well as lraining requirements and licenses
required for [light staff such as pilots, ground crew and flight attendants. Environmental regulations
include regulations that minimize the airline’s physical and noise pollution. Lastly, the finamcial
viability of the polential market entrant is reviewed by the appropriate regulatory agencies. Prior Lo

1978, the Civil Aeronautics Beard {CAB) controlled civil aviation in the US, The CAB awarded routes
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o individuwal airlines, determined which new carriers enter into the civil aviation market, and
regulated passenger fares. The Airline Deregulation Act of 1978 dismantled artificial barriers of entry
into the United States” commercial airline market, which resulted in increased competilion between

airlines, ultimately benefitting consumers 1%

While the US Federal Awviation Administration (FAA) requires certain financial information feom
applicants for the Alr Carrier Certificate, which legally permils a company or individual to operale an
aircraft in the US, no specific fleet or equily requirements exist. The required financial informaltion-
showing assets and liabilities, ongoing litigation, insurance policy information, as well as a six month
plan of operation establishes the financial viability of the business , the air carrier service provider.
[f a United Slales air carrier service provider wanls to operate internationally, in addition o US
regulations, the US government requires for the operator o comply with air traffic rules of the

foreign country, and local airport rules, 1™

Auwstralia®s Civil Aviation Act of 1988 Section 28 paragraph 1A also requires an applicant to present
financial background information as a criterion for granting an Air Operator Cerlificate. The financial
position of the applicant is evaluated alongside other certificate criteria. To apply for an international
license Australia requires foreign shareholders o not hold more than 49% of the total value of issued
share capital of the national airline, at least two-thirds of the Board members must possess Australian

or Mew Zealand citizenship and the airline operation base must remain nalional.

Furthermore, wilth regards to a foreign operator that wants to fly inlo Australia, the carrier must
submit a copy of any air operator’s cerlificate or a different document establishing the same crileria
izsued by a civil regulation authority in the country out of which the air carrier operates, and salisfy
additional conditions put forth by the Australian Civil Aviation Safety Authority (CASA). The
application must include the air carrier’s proposed route and all points to be served, aircralt type and
sealing configuration, frequency of service per week, code-share arrangements details, date of
commencement of service, and passenger fares. With regard to financial requirements, the carrier

must provide a business plan and resources available to implement this plan.

The European Union also takes the carrier’s fimancial health as one of the evaluation criteria for

carriers applving for permission 1o fly belween member countries. In the European Union in order

wopddige, Asd “Deregulaion and lis Corsequences™ LS Centennial of Flight ©ommdssion
<htipef Swvwew centenndalofflight gov )/ essa v/ Commercial_Aviaton Dereg, Trard him>
U, M 28154, 62 FR 13254, bar, 19, 1997; 42 FR 13570, Apr. 1, 1997

M0, Mo J8154, 62 FR 13254, Mar, 19, 1997; 42 FR 15570, Apr. 1, 1997
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for an air carrier o provide services within the Community, the principal place of business must be
located within a2 Member State, the carrier must owmn or lease one or more aircrafll, and the service
provider's main occwpation must be operaling air carrier services. With regards to finamcial
information, according to the 24 September 2008 Regulation (EC) 1008/2008 of the European
FParliament and of the Council on common rules for the operation of air services in the Community;
an applicant must provide information regarding the linancial health of the firm, especially
information of the first bwo vears of operation, as these first two years provide a good picture of the
carrier’s viability within the civil aviation sector. Furthermore, Member States and /or nationals of
Member States must own more than 50% of the air carrier service provider and effectively control the
enterprise directly or indirectly - except as provided in an agreement with a third country to which

the Cornmunily is a party.

Lookimg at civil aviation regulations of the European Union, Australia and the United States of
America, the post markel deregulated US has regulation which establishes the lowest barriers Lo
market entry, while maintaining the most concrete and clearest set of linancial viability requirements
that am air carrier service provider needs to submit to the FAA, In terms of comparison of regulatory
frameworks and models of potential geowth for [ndia, using the US as a model makes the most sense.
The US is not only the most free civil aviation sector, but also attracts 40% of all commercial traffic

and remains the largest civil airline market in the world.!?®

7.2 Annexure B: Comparison of Indian Civil Aviation Regulations with the United States

The following sections explain the aforementioned issues in detail. Additionally, the regulatory
izsues identified as potentiallv impeding competition within the aviation industry are also compared
with regulations in other countries - United States of America (USA), Australia, UK and the
European Union (EU). To find more information on the abovementioned countries’ regulatory

frameworks, please refer to the information owtlined absoye 1%

U N plkova, Madezhda, “LLC Impact on US Airport Business™. German Airport Performance GAP Praject 9 February 2001 <
hittpe £ Fwowew, garsenline. dey Dewndsads 1102097 Y edkeva_Low_Cost_ USA pdi>

1500 ANnesLne.
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A rrcraft Acrodynamics and Design Group, Stanford University website
<httpf fadgstanford edu faa2dl Sintrof airlineindustre . kil >
1" Trangportation in [ndia®, World Bank

<htrp: Ferww worldbankoorg.in  WESITE EXTERMAL ACOUNTRIES  SOUTHASIAEXT S INDLAEXNTH £ contenthd D8 : 22553850
pagePK: 1411 37-pilPR 1411 X -theSiie P KP5S8 0 hEm] =
WD Traffic Data for US Aidines and Foreign Airlines US Flights: Total Passengers Up From 2008, Seill Beloswe 2008%, US
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<http:) S bes.gov )/ press_releases/ 2001/ b7 _11 pdf, bee 7_11_pdf>
¥ Transportation in ndia™, World Bank
<http: Fwrww worl dbankoorg.in  WESITE EXTERMA L ACOUNTRIES  SOUTHASIAEXT S INDLAENTH £, contenthd Db : 2235 53850
pageFE: 1411 3F-pilPR 1411 2 -theSite P B-E95584 0 htm] =
Wharr Group Acrospace Online website <hitpe/ Swww bga-acrosecbooomy FrontPa ge himl =
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8. Stakeholder Interviews

ii.

iii.

Vi

vii.

viii.

Shri Sandeep Prakash, Secretary Airports Economic Regulatory Authorily, AERA Odfices,
Mew Delhi (Meeting on 4 Movember 2011 and written correspondence on 7 Decernber 2011)

De. Masim Zaidi, Minister of Civil Aviation, Mew Delhi (Meeting on 9 Decembrer 2011}

Mr. Kannan, Economic Advisor, Ministey of Civil Aviation, New Delhi (Meeting on
2 Maovember 2001 and 9 December 20011

Shri Dhanendra Kumar, Chairman Committee for Framing of the National Competition

Policy, Ministey of Corporate Affairs (Meeting on 4 Movember 2011}

Mr. Satvan Mavar, Secrelary General, Association of Private Airport Operator (APAQ), Mew
Delhi (Meeting on 21 Movember 2011 and writlen correspondence on November 25,2011}

De. BV, Damodharan, Advisor Regulatory Affairs Association of Private Airport Operator
(APACH, New Delhi (Meeting on 21Movember 2011}

Shri Mavneel Sharma, Divector CIRC, Ministry of Corporate Affairs, Mew Delhi (Meeling on 4
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Government of India
AT oA JareT
Ministry of Civil Aviation

No. AV 13030/152012-ER “B" Block, Rajiv Gandhi Bhawan
New Delhi, dated 17.04.2012
ORDER

Sub:- Constitution of a Committee under the Chairmanship of Secretary, Civil
Aviation to examine the recommendations outlined in the Study Report on
competitive framework of Civil Aviation Sector in India.

Ministry of Corporate Affairs conducted sector-wise in-depth studies to identify
situations which bring out instances of distortions and inhibition of competiion. M/s
Nathan Economic Consulting Pvt. Litd., who conducted such study for Ministry of
Corporate Affairs on Civil Aviation Sector, submitted its research report (A copy of the
report is enclosed).

2. The report identified and analysed potentially competition inhibiting provisions of
various rules and regulations in Indian Civil Aviation Sector and has made certain
recommendations that will minimize and in some cases eliminate barriers to competition.
The recommendations cover a wide range of subjects that are handled by various
divisions in the Ministry, Directorate General of Civil Aviation (DGCA) and Airports
Authority of India (AAIL).

-

3. It has been decided to examine recommendations made in the report with a view to
consider making changes in the policy/ regulatory framework wherever appropriate so
that barriers to competition are removed and higher levels of efficiency in civil aviation
sector achieved. Accordingly, it has been decided to constitute a Committee with the
following composition:

)] Secretary (Civil Aviation) - Chairman
i) Director General of Civil Aviation - Member
1) Chairman, Airports Authority of India - Member
iv)  Joint Secretary (P) - Member
V) Joint Secretary (5) - Member
vi)  Joint Secretary (A) - Member
vii)  Economic Adviser (Civil Aviation) - Member

Contd. ..



wr?re

4. The Terms of Reference (TOR) of the Committee:

The Committee shall examine each of the recommendations of the report
and take a view on each of them.

5. The Committee shall complete its work within four weeks from the date of issue
of this order.

6. This issues with the approval of the HMCA.
5. Venkata Ramana)
Under Secretary to the Govt. of India
To,
The Chairman and Members of the Committee

Copy to

Shri Deepak Khare, Scientist * F* |, NIC with a request to upload this order on the
website of the Ministry.



