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Abstract

Over the last few years, the European liberalization and deregulation processes
have involved all aspects of the air transport activity, producing significant
change to the supply side of the air transport market. All the European air
companies have tried to expand their market share, efficiency, and above all,
they have tried to specialise their activity focusing on specific demand targets.
As a consequence, even airports have had to change their management activity,
increasingly modifying their strategy to attract new carriers and plan new
goals, such as, for example, increasing accessibility.

The aim of this work is to analyze the Italian air transport market after the
deregulation process, and its implications for airports, in particular in periph-
eral areas such as Sicily. This paper is set out as follows. After the introduc-
tion, the second section illustrates the consequences of airline liberalization on
the Italian market. The third part describes the regulation of airports. In the
fourth section, we examine the influence of the low-cost experience on airport
competition. The study ends with a look at Sicilian airports. The conclusions
provide indications useful to authorities who need to make decisions regarding
the enhancement or construction of new regional airport infrastructures.



1. Introduction

Public intervention in the transport sector is a widely debated theme in the lit-
erature of economics. The frequent occurrence of competitive situations in-
compatible with the requirements of an efficient allocation process for eco-
nomic resources caused by a high degree of concentration in the industrial
market, the social relevance of the investments that need to be made, the wide-
spread presence of externalities, the inefficiency of the market structure,
which, in turn implies “low efficiency-oriented” industry, are the main causes
contributing to greater public sector involvement in the transport sector.

Since the early days, the European air transport sector has always been sub-
ject to tight control from the economic and social points of view. In other
words, for economic, political and social reasons, European air transport has
developed within a monopolistic and heavily regulated system, with the na-
tional companies enjoying a high degree of government protection.

Only in the late 80’s did Europe see a process of gradual liberalization'
which began to allow the operation of competitive mechanisms in terms of the
contestable market, according to the theoretical approach developed by Bau-
mol, Panzar and Willig (1982) and on which the deregulation of U.S. air trans-
port has been based.

In Europe, the will to benefit from the great potential of the free market has
led, on one hand, to a trend towards a progressive reduction of “red tape”, thus
favouring the free interplay of economic forces, while on the other hand, there
is greater involvement of venture capital in activities predominantly carried out
by public companies.

The deregulation of the aviation market is a process that involves the area
of travel itself, mainly the carriers, the area concerning slot allocations” and
airport charges’, as well as the ground handling market®. Indeed the “regula-
tory asymmetry” between infrastructure activity and flight activity in the strict

1 The “deregulation packages” were released by the European Commission in 1987,
1990, and 1992.

2 In the European Union this area is disciplined by Regulation EC No 793/2004 of the
European Parliament and of the Council of 21 April 2004 amending Council and
Regulation (EEC) No 95/93 on common rules for the allocation of slots at Commu-
nity airports, OJ L 138, 30.04.2004, p. 50-60.

3 In the EU this area is disciplined by Directive 2009/12/EC of the European Parlia-
ment and of the Council of 11 March 2009, OJ L 70, 14.03.2009, p. 11-16.

4 In EU this area is disciplined by Council Directive 96/67/CE, O J L 272, 25.10.1996,
p. 36-45.



sense, may jeopardize the achievement of the main aim of deregulation, which
entailed developments in air transport and a higher degree of economic effi-
ciency. For this reason, airport facilities in Europe have also been affected by
processes of deregulation and privatization with different degrees of depend-
ence on local situations.

In summary, the deregulation of air transport has increased airline competi-
tion and placed airports in a competitive environment (Barros, Dieke, 2007).
Here, we aim to analyze the case of the Sicilian airport system.

2. The air transport liberalization process and management
of airports in Italy

In the air transport sector, travel activities can be regulated according to three
principles, based on differing interpretations of the relationship between air
space and the national territory. In fact, international air traffic can be regu-
lated by multilateral national agreements, bilateral national agreements and
bilateral agreements at regional level.

Multilateralism is based on the “open skies” principle whereby the legal
status of the skies can be equated to that of international waters (Turco Bul-
gherini, 1984), in which shipping is free.

“National Bilateralism” is the practice whereby the negotiation concerning
air transport should take place between pairs of States, where the principle of
full sovereignty of the State prevails over the airspace above its territory.

With the development of new economic areas and supranational policies it
1s now possible to draw up agreements not only between individual countries,
but also at a broader level. In Italy, the process of liberalization of air transport
has followed the same route as Europe’s, but even if domestic legislation has
substantially acknowledged the provisions of the European Union, the growth
of a competitive market has been slowed down due to the paucity of private
capital in the airline industry.

In January 2009 the privatization process of the main national carrier, Ali-
talia, was completed. It should be noted that in the field of airports, full priva-
tization is not easily achievable, and particular problems concerning airport
management and plant capacity allocation mechanisms come to light in the
field of air transport infrastructures.

At the moment, the Italian legal framework envisages different manage-
ment patterns for the airport sector. These are the “total management” pattern
where, upon payment of a fee, the aerodrome and air terminal, in other words



the total airport infrastructure, are entrusted to a dealer for a period of time not
exceeding forty years. In this case, the concessionaire is responsible for ground
handling, the construction of new infrastructures and the ordinary and extraor-
dinary maintenance of the existing ones. The second kind of airport infrastruc-
ture management pattern, known as “partial management”, makes the public
administration responsible for the management of the infrastructure, while the
air station and the land side services are entrusted to a concessionaire.

Finally, in “direct management” the air carrier deals with the ground han-
dling directly, while the public administration handles all the activities con-
cerning new buildings and the maintenance of airport facilities.’

Of course, the total management contract is the most attractive for the air-
port handler; for this reason, in view of a more open market; we can assume
that at national level other forms of management will gradually disappear.

Traditionally, Italy’s airport infrastructures have been considered as public
interest goods, and have therefore been entrusted to companies whose capital is
largely owned by the State or local authorities, with heavy consequences on
financial and operational performance.

3. The regulation and deregulation of airport infrastructure

Transport infrastructures needs to be regulated not only to avoid market fail-
ures, but also taking into account political and social considerations.

Sometimes, the State may act in response to requests for protection coming
from groups with an interest (such as enterprises, consumers, etc.) which push
the Government to adopt specific measures.

From a regulatory point of view, the notion of essential facility falls within
the scope of article 82 EC Treaty, which generally pre-empts the possibility of
abuse of a dominant position in all situations where you can “limit production,
or market opportunities, damaging the consumers”.

In Italy, the aviation authorities identify four types of players that interact in
the aviation sector and which may be subject to a system of privatization and
liberalization: the airport concessionaire, the air carrier, also when it performs
ground-handling services, and finally, air traffic control and supervision
(ENAC). Flight navigation control is not included in this list, because it is con-
sidered that this activity must remain under the direct public control of a na-

5 Law 537 of 24 December 1993, concerning ,,Integrations to Public Finance*; Ministe-
rial Decree 521 (Minister for Transport and Navigation) of 12/11/1997 , implementing
law of 24/12/1993 no. 537; Directive of Minister for Transport of 12/9/2007.



tional body (ENAYV) for safety reasons.

For the regulation of air transport terminals, different solutions have been
identified, ranging from direct management and administration to private man-
agement that can be carried according to specific taxation and administrative
regulations ordered by the public authority.

In Italy, direct management is the formula used for most airports. After an
initial phase when management was entrusted to the Ministry of Transport, it
was preferred to transfer these competencies over time to specially created
public companies which were later transformed into joint stock companies, the
majority of whose capital is wholly, or partly, controlled by the State or local
authorities.

Although airport privatization is now common in Europe, very few airports
in Europe’s peripheral areas are private (Halpern, Pagliari, 2007).

Nevertheless, the air transport sector deregulation process could lead to an
improvement in the use of public and private resources if certain basic condi-
tions are met.

Firstly, we must outline that the objectives of the deregulation of business
travel are different from those pursued by the recovery of the market economy
in the airport sector, particularly in the field of infrastructure investments. In
this context, indeed, the processes of deregulation must create the necessary
conditions so that private companies can be persuaded to invest their capital in
the implementation and management of airports.

Besides the presence of a current or potential demand, the construction or
enlargement of an airport also requires a real prospect of investment recovery
comparable in terms of timing and risks to the alternatives offered by the fi-
nancial market. To this end, the system of rules imposed by the State consti-
tutes a basic element on which the profitability of investments may depend,
and therefore acts as a catalyst for new capital needed by the infrastructure
supporting aviation activities.

Therefore, since air transport requires a huge amount of capital to construct
the infrastructure, upgrading the market economy through deregulation can
only be achieved by attracting private capital for projects to develop new air-
ports or the expansion of those already in operation.



4, The impact of low cost airlines on the organization of the
terminals

Analyzing the territorial distribution of airports in Italy, we can see how the
location of these infrastructures has been dictated by military requirements or
the desire to provide an airport site for all urban centres.

Transformation has occurred relatively recently in the air transport sector,
from an economic, regulatory and environmental point of view, and has re-
vealed new needs regarding both the territorial distribution of airports and in-
frastructure capacity. The qualitative and quantitative adjustment of airport
capacity has only occasionally led to changes to the infrastructures with a view
to creating new sites or to a substantial expansion of existing ones.

The reduction of administrative burdens in the air transport market has
shown itself to be an innovative element consisting of a strong interest by air-
port companies in meeting the needs of airline companies for services offered
by the airports they manage. Recently, we have noticed that most interconti-
nental airport sites have adopted management strategies aimed at substantially
matching the supply of services to the needs of the major international carriers,
where regional airports tend to reinforce relationships with low cost carriers
through commercial partnerships.

In this area we have to include the theme of the role of airport infrastruc-
tures in supporting local economies, and in particular in supporting the eco-
nomic integration of peripheral areas. The traffic of goods and passengers is
certainly a factor that acts positively on competitiveness and local develop-
ment, improving economic, social and territorial cohesion.

The deregulation of air transport in the EU has enabled the birth of new car-
riers, some of which have developed their own networks concentrating on
some airports which, even in comparison with the main currents of traffic,
have the advantage of a good degree of capacity still available and an excellent
potential in terms of catchment areas. In this regard, it should be outlined that
the increase in traffic in the peripheral airports has not entailed the reduction of
the flow of goods and passengers to and from the main airports. In other
words, the strategies adopted by low cost carriers have shown, also in Italy, the
potential of the air transport market, which is not exploited because of the lack
of competitiveness in comparison with modes of surface transport.

The traffic data (Histogram 1) for the period from 1999, when the low-cost
market was just starting out, to 2007, the year in which the phenomenon be-
came well established, show that the smaller airports made the most significant
increase.



Histogram 1 - Variations in Passenger Traffic in Various Italian Airports (1999-2007)

W Variations in international traffic 1998-2007

@ Variations in national traffic 1998-2007

Data Source: ENAC (Ente Nazionale per I’Aviazione Civile)

A further confirmation of the role played by the low cost supply in enhancing
the secondary airport phenomenon comes from an analysis (table 1) of the per-
centage composition of the national airport traffic served prevalently by liner
services.



Table 1 - Figures for the Air Traffic Composition for Various Italian Airports

(Years 2004 and 2007)
TOTAL
AIRPORT PASSENGE
RS 2004
ROME CIAMPINO 2,540,854
BERGAMO ORIO AL
SERIO 3,312,550
ROME FIUMICINO 27,608,482
PISA 2,013,293
VENICE 5,838,008
TREVISO 884,268
CATANIA 5,075,433
MILAN LINATE 8,944,991
PALERMO 3,758,285
NAPLES 4,608,083
FORLI 808,031
ALGHERO 991,633
MILAN MALPENSA 18,421,598
BOLOGNA 2,867,315
OLBIA 1,532,717
BARI 1,722,523
TURIN 2,612,459
BRESCIA 339,034
BRINDISI 753,706
PESCARA 329,711
GENOA 1,041,000
TRIESTE 638,529
ANCONA 497,306
CAGLIARI 2,271,829
VERONA 2,612,459
LAMEZIA TERME 1,265,153
FLORENCE 1,483,938
TRAPANI

LOW COST
PASSENGERS
2004

2,298,457

2,172,702
795,124
927,323
601,899
808,133
709,038
867,664
444,981
554,352
517,705
345,386
152,899
125,302
125,223
222,033
247,661
175,009
156,243
175,934
148,655
111,040
105,329
0
32,917
0

3,710

LOW
COST %
2004

90.46

65.59
2.88
46.06
10.31
91.39
13.97
9.70
11.84
12.03
64.07
34.83
0.83
437
8.17
12.89
9.48
51.62
20.73
53.36
14.28
17.39
21.18
0.00
1.26
0.00
0.25

TOTAL
PASSENGERS
2007

4,933,487

5,226,340
29,726,023
3,002,621
6,268,649
1,328,318
5,370,411
9,692,652
4,246,555
5,083,675
621,228
1,068,015
21,619,797
3,954,544
1,761,888
1,951,936
3,300,378
225,470
817,312
333,036
1,070,448
665,426
469,700
2,464,084
2,933,672
1,341,936
1,518,960
313,798

LOW COST LOW
PASSENGE COST

RS 2007 % 2007
4,858,991 98.49
4,431,414 84.79
2,523,739 8.49
1,854,719 61.77
1,542,715 24.61
1,292,985 97.34
1,692,754 31.52
1,111,747 11.47
1,278,638 30.11
1,222,624 24.05
588,551 94.74
489,578 45.84
1,965,240 9.09
463,077 11.71
387,792 22.01
507,503 26
319,807 9.69
148,697 65.95
249,607 30.54
177,575 53.32
176,624 16.5
123,037 18.49
112,446 23.94
156,223 6.34
208,877 7.12
226,921 16.91
58,936 3.88
32,321 10.3

Data Source: Conto Nazionale delle Infrastrutture e dei Trasporti (Italian Transportation Account)

Furthermore table 2 shows that the low-cost phenomenon in Italy is better de-
veloped for international flights. This is for two reasons. Firstly, since the ma-
jority of low-cost carriers belong to other European countries, they plan their
flights to provide a higher frequency of connection to their bases, and sec-
ondly, this type of offer is more inclined to meet the needs of tourist traffic

which is price sensitive and whose destination is mainly abroad.

LOW
COST

A % 2004-
2007

8.03

19.20
5.61
15.71
14.30
5.95
17.55
1.77
18.27
12.02
30.67
11.01
8.26
7.34
13.84
13.11
0.21
14.33
9.81
-0.04
2.22
1.10
2.76
6.34
5.86
16.91
3.63
10.30



Table 2 — Italian Market (Passengers 2006): Low Cost Carriers (%) vs.
Full Services Carriers

National International Total
Services Passengers . Passengers . Passengers .
(Figure) 7 (Figure) 7o (Figure) /o
Low-Cost 7,055,349 13.39 21,349,971 30.37 28,405,320 23.10
Full
Services 45,622,940 86.61 48,942,052 69.63 94,564,992 76.90
Total 52,678,289 100.00 70,292,023 100.00 122,970,312 100.00

Data Source: Conto Nazionale delle Infrastrutture e dei Trasporti (ltalian Transportation Account) and ENAC (Ente
Nazionale per I’Aviazione Civile)

There are different reasons why low-cost carriers prefer smaller airport fa-
cilities. The main ones depend on the potential of the catchment area, on the
absence of congestion phenomena, prices, and on the characteristics of the air-
port’s management (Potter, Warnock-Smith, 2005).

Deregulation and the economics of low cost airlines have led to a market
orientation of European airports.

It should be noted that for a short time most of the airport management
companies focused their management efforts on non-flight-related activities in
order to improve financial performance. In Europe, the share of commercial
revenues (non-flight-related) of the total has grown in recent years, reaching a
value close to 45% and in some cases, generally at the larger airports, even at-
taining a value close to 80%. This is due to the prevailing trend of managing
commercial activity efficiently in order to achieve an increase in the profitabil-
ity of management as a whole. Furthermore, the increased time spent by pas-
sengers in the airport, caused by more security checks after “11 September”
has led to an increase in spending in the shops located in the terminals.

This trend has transformed the traditional airport management model, based
on the relationship between the airline company and the airport, into a more
complex model in which passengers and the operators of commercial activities
play a primary role.

In this scenario it is necessary to reflect on the changes introduced in civil
aviation by the development of the low cost phenomenon that resulted, at the
same time, in a considerable development of the smaller airports as well as in a
decrease in flight-related revenues. In fact this relatively new type of carrier
has created a sort of competitive mechanism, not only in the field of business
travel, but also in the terminal activities segment, which has resulted in a re-
duction in the cost of services provided by airport operators interested in at-
tracting new traffic.



The low-cost phenomenon has contributed to the growth of smaller air-
ports: for example Stansted and Luton airports have been chosen as bases, by
Ryanair and easylJet respectively.

Low-cost carriers, in particular the larger ones, diversify their supply of
services focusing their network on different secondary airports, which are the
main source of traffic. This leads to a clear asymmetry between the two part-
ners, that benefits the airline company in terms of bargaining power (Barbot,
2006). This situation, together with a low tendency to spend which character-
izes this type of carrier, means that the increase in airport traffic volume result-
ing from the use of airports by low-cost airlines is not translated automatically
into an increase in revenue, as shown by Francis and other Authors (Francis,
Humphreys, Ison, 2004).

In addition to exercising considerable market pressure in order to ensure
that the rights granted for landing, departure, parking and admission of the air-
craft are included, unlike full service airlines companies, the low-cost ones
don’t require high value added services, such as reserved areas for business
traffic, acceptance and service for high quality luggage or special equipment
for embarking or disembarking passengers. In order to maximize the efficiency
of resources, the low cost airlines use the airport space for a time which is
lower than full service carriers. According to these considerations it is clear
that low-cost traffic is translated in an increase in revenues for the company
only in large airports, which means that marginal costs are limited. For these
reasons, several airport companies have stipulated very beneficial agreements
with carriers operating in the low cost segment. But it is crucial that the excess
capacity characterises both the segment of aeronautical activities and non-
aeronautical services, otherwise the marginal cost of the entire production
process could be higher than its marginal revenue, with obvious negative con-
sequences on the budget of the airport company.

5. The liberalization effects in an Italian region: the Sicilian
airport system

In order to assess the effects of the liberalization of airport services, we have
analyzed the cases of the three Sicilian airports: Catania, Palermo and Trapani.

In the Sicilian airport system, 1995 saw the introduction of one component
of deregulation: it was agreed to adopt a new formula for an administration
closer to the private logic, even if the management’s ownership has remained
essentially public. As we can gather, from the data shown in Histograms 2 and
3, this transformation has not had much influence on the results achieved in
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terms of traffic; the increase is in line with the national figure. The change in
the legal form of airport management has not resulted in the adoption of more
aggressive strategic decisions to acquire new traffic, because management con-
tinues to adopt local government policies.

From the perspective of the breakdown of the different traffic flows, as is
the case for all airports (with the exception of Rome Fiumicino and Milan
Malpensa), including the airports of Catania and Palermo, about 80% of the
total passenger traffic is determined by movement at national level.

Histogram 2 - Total National Traffic at Sicilian Airports
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Data Source: Conto Nazionale delle Infrastrutture e dei Trasporti (Italian Transportation Account)

Histogram 3 - Total International Traffic at Sicilian Airports
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The clear dominance of international traffic, although attributable to the low
socio-economic integration of Sicily within the European Union Area, is an-
other consequence of operational decisions, scarcely attentive to the recovery
of competitiveness of airports. In addition, the deployment of hub and spoke
networks catalyses passengers on the international flights of the major airlines
to hub airports, which are not found in Sicily.

Relatively recently, the development of the low cost segment has allowed
us to capture new flows of traffic between airports in Sicilian and some Euro-
pean capitals.

Fig. 3 shows clearly that, by 2002 traffic on international routes had in-
creased in scale. It should be noted that this increase relates to real increases in
the volume of demand and is not a simple shift between domestic and interna-
tional flights.

Another relevant fact that must be properly interpreted relates to the differ-
ence in the volume of traffic handled in the three airports. Catania has a higher
traffic volume than Palermo, because its catchment area includes the popula-
tion present in six of the nine provinces of Sicily. In addition, the province of
Catania is characterized by commercial and industrial development which is
more florid than in the province of Palermo. This airport is more attractive for
airlines, particularly because of the highly profitable type of traffic.

This factor, exogenous to managerial skills, has enabled the airport man-
agement company of Catania to obtain better terms in its relationship with the
airlines which are willing to pay higher charges. Finally the characteristics of
the catchment area have allowed Catania airport to obtain the largest share of
public funds intended for the regional development of Sicilian airport infra-
structures.

6. Policy implication and conclusion

The analysis of low-cost carrier choices and airport choice factors show that an
important element is the performance of non-aeronautical activities (Potter,
Warnock-Smith, 2005). Firstly, the low-cost segment, whose philosophy is
based on the total absence of ancillary services, is essential for good catering
and shopping centres inside the airport. In addition, where there is good non-
flight-related revenue, the airport management companies have low aeronauti-
cal charges.

The special features that currently characterize the market for airport ser-
vices, for the management company interested in making agreements with low-
cost companies, require a detailed knowledge of costs and revenues from busi-

12



ness activities, with particular attention to non-aeronautical ones.

Indeed, such agreements can lead to an increase in airport profits if the air-
port fees can be settled so as to ensure a cash-flow adequate to recover all the
costs supported to adapt the whole infrastructure, the handling services and the
air navigation services to the rise of commercial traffic.

These considerations must be taken into account when we plan investments
in the airport sector, as in the economic analysis undertaken to evaluate the
implementation of a new airport in the peripheral area of Agrigento in Sicily.
The strong tourism in the area may not be sufficient to generate a volume of
traffic that can financially sustain the massive investment needed for the reali-
zation of the structures.

13
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