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Abstract:

This paper aims to derive lessons and best pradiioen the different European experiences by vigwasues
from a public transport authority perspective. Theart of this paper is a survey of European aiviser
procurement authorities. We discuss the authoripesspectives on why they fund a PSO includingelijk
future funding trends and investigate various asped the procedures connected with the PSO process
(transparency of the subsidy amount, risk shariniy Whe operator, incentives for operator, vettfgthe
operator and use of specialist advice). This pasy explores various aspects of the obligatioribaaities
impose upon routes and operator (e.g. maximum $a@al discounts, ticketing, timetabling, sizeaotraft, air
cargo requirements). A particular interest of thpgr is connected with the authorities’ interesnarketing the
PSO as well as with the authorities’ perspectivgpmmoting and enjoying sufficient competition hreir PSO
tendering exercises. The derived lessons from tHeekperience are discussed in the light of thee us
assisting policy makers in promoting and draftihgit own regional air transport programs (e.g.,R)sor in
further developing existing schemes such as thed®eir Services Subsidy Scheme in Australia.
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1. Introduction

Air services are often regarded as public goodsrdagions where they are not
commercially viable resulting in public interestgroviding or subsidising these services. As
airlines around the globe find it increasingly itfit to generate sustainable profit margins
(mainly because of the sharp increase in fuel §08t$s ever more important to remote
regions, where passenger and cargo air transpoiteis essential for the social and economic
development of the region, that such air services supported by public funds. If
governments, public transport or regional authesitprocure such transport services (as
opposed to producing them internally), a contrdctuationship between a principal
(transport authority) and agent (operator) exiBepending on the set up, these schemes can
differ substantially in their motivation, effectivess and efficiency. In Europe the chosen
approach is to procure public service obligatioBQR air services, but even though Europe is
renowned for its harmonisation aspirations, therprietation and application of the PSO air
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service mechanism differs substantially acrossEhmpean member states. Although this
brings its own difficulties for the stakeholdersatved, such heterogeneity is positive for the
purposes of this paper which is to learn from Ipeattices of procuring such services and to
derive lessons for the Australian approach to plbfunding air services to remote regions.

The remainder of the paper is structured in 4 sesti Section 2 provides some
background on the Australian and European appro8eltction 3 details the empirical
application, the results are discussed in sectiand some conclusions are presented in
section 5.

2. Setting the scene

Despite the austerity measures in some countries Ifeland), public support of air
services to remote regions is a growing phenomésea for example the recent proposals in
Russia) and can be found in many countries aroo@dlobe; the most noteworthy being the
United States (e.g. Matisziw et al., 2012), Can@lg. Metrass-Mendes et al., 2011), India,
Australia (e.g. Merkert and Hensher, 2011), Norwegland and many member states of the
European Union (e.g. Merkert and Williams, 2010)tHis paper we are most interested in
the European case as we aim to draw some lessamsHurope for other countries, such as
the similarly federated structure of Australia.

The Australian Remote Air Service Subsidy SchemASE®; as one of four pillars of
support for air transport in Australian remote o#gi) is interesting, in that, similar to the
European model, it provides selected airlines witfixed-term (natural) monopoly on the
specified routes. In addition these carriers rexeirect subsidies from the Australian
Government through their air service contracts. R®&SS contracts govern scheduled
weekly air transport services to 252 remote comtiesiin Australia throughout Western
Australia, Northern Territory, Queensland, Soutlsthalia and Tasmania. The RASS scheme
covers 10 geographical regions in Australia and2@i2 a total of five operators were
contracted by the Australian Government. As theee anly five operators across the 10
regions, two of them operate RASS air servicesanenthan one region. Although there is no
competitionin the market, there is in principle competititor the market; operators are
selected through an open tender process in acamdeith the Commonwealth Procurement
Guidelines. The RASS contracts specify the pronisibboth passengers and cargo (such as
fresh food, or other urgent supplies) to theseoregi and although mail is also carried on

these flights, the latter is governed under a sgpagontract with Australia Post. Although
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regions and airports can apply for RASS schemegration, the funding comes centrally
from the Australian Government, which is a keyeatiéince with Europe.

In Europe the chosen approach is to procure pushelicice obligation (PSO) air services,
but its interpretation and application differs dainsially across the European member states.
Member States may impose PSOs on dedicated roithsy feel that air services are vital
for the economic and/or social development of #ggans these routes serve and that without
subsidies and/or regulatory measures to proteant the satisfactory scheduled air services to
these regions would be maintained. Although the besnstates must respect the conditions
and requirements set out in Article 16 of the AenSices Regulation 1008/2008, the
interpretation of the “air service adequacy” deead the judgement of the Public Transport
Authority imposing the PSO. As a consequence asal laécause of geographical differences
across the EU (e.g. Greece having many small island hence potentially many qualifying
regions) there is substantial heterogeneity andalamze of application between different
regions across Europe (EU) in terms of the prowigib PSO operations (e.g. Williams and
Pagliari, 2004). For example, in Norway and the ttautes serving the Shetland Islands in
Scottish PSO operators use rather small aircrgdtdwide the vital air services to the remoter
communities in these regions. In contrast in Frameany PSO routes are served by big
aircraft such as A320 or even Boeing 777-300ERypbdcause these routes have high traffic
in the summer months. Since these routes are aftencompeting with ground transport,
previous research has extensively focused on whetbhme of these PSO routes are
legitimate (e.g. Gordijn and van de Coevering, 2@6more recentlBrathen and Halpern,
2012, highlight the social and economic benefits of B$®Europe) or rather a product of
market protectionism (e.g. Merkert, 2011) and logbyup intervention.

In terms of existing empirical literature, thergapr to be two strands. One is interested in
the cost/benefits of supporting such services. €abet al. (2011), for instance, found that
subsidies paid to Spanish PSO operators result arkeh distortions, and Calzada and
Fageday (2009) revealed that Spanish PSO routehwlenefit from price discounts given to
island residents, exhibit higher prices but simitagquencies than the rest of the routes. The
other strand is primarily concerned with the e#fiaty of the operators and ways that would
help to make the transport contracts and eventtialyoperations of PSO air services more
efficient. With that regard Merkert and Williams0{D) found in their cross-country study on
the efficiency and practice of European PSO airatpes revealed that operators that are in
an early stage of their contracts are, accordirtheo findings, more efficient than those that

are close to the renewal/re-tendering phase of twitracts. This indicates that there are
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insufficient incentives to improve efficiency bedoretendering occurs. This phenomenon
may be a result of the too little competition atd@st non-existent cross-border competition
for the PSO contracts during the mandatory tendepirocess. This can act as a salutary
reminder for Australia (and other countries) as #astralian system does not have
significant inter-state competition for the marlether. As the European PSO operators’
experiences pointed to contract attributes being gfathe problem in terms of inefficiency,
Merkert and Hensher (2011) analysed European arstiraian public air service contracts.
Their results suggest that Australian contracts rave only simpler and clearer, but also
perceived by senior airline management to be mongptete. In addition, there appears to be
more trust between Australian carriers and thelevant public transport authorities
compared to the European counterparts, which sesaliower transaction costs for the
Australian carriers. In sum, we find that the Biterre has recently been well developed along
the lines of PSO operators’ efficiency analysis, gost cost/benefit evaluations and
contractual analysis as well as the operators’peets/e with regard to their contracts and
their relationship to the transport authorities. alVthas been missing, however, is the
authorities’ perspective and their motivationsgoocuring PSO air services. This paper aims
to address this area, and makes use of the hetmibgef the European system to highlight
best practices by analysing the different viewsfapphes of the analysed European countries

and their procurement agencies/authorities.

3. Methodology and sample

As the prime interest of this paper is to derivestens from the views/perspectives of
Europe’s PSO aviation transport authorities, weemttbk a survey and contacted all of the
authorities who get involved in PSO procurementhia relevant member states. In order to
identify the routes, contracts and responsible attes we first carried out a document
review and analysed all tender information fromrdgent past that was publicly available.

We then contacted more than 30 transport authem@tiel as a result identified some 20 of
them as PSO sponsoring authorities (the IcelandadRAdministration being responsible for
PSO air service procurement in Iceland is a go@igte of the how diverse the responsible
authorities across the member states are, whicanisadditional observation from this
research). The next step was to identify and engatfethe person within those sponsoring
authorities, who is actually responsible for aitdPfrocurement/development. We took that

step very seriously, as it is often a very spe@fcson who undertakes this role and who is



-5—

therefore in the position to respond to our questiaccurately. Whilst initially we
interpreted, that the public transport authoritiese secretive (as one might expect given the
perceived lack in transparency and level of subsidnvolved), through the very time-
consuming respondent recruiting process (and tlesm evore time consuming post-survey
follow up emails) we concluded that it was rath@nguage barriers and the difficulty of
identifying/tracking down the responsible PSO persn each of the PSO procuring
countries, which made our task more difficult. Omeehad overcome these two hurdles, the
respondents were actually surprisingly eager t@ leeld very interested to receive the
promised summary of results, indicating an inteiresthat their colleagues elsewhere around
the EU were doing. Only two authorities refusedctonplete the survey claiming it was
policy not to respond to such external enquiriesline with our pre-research undertakings
we have made efforts to generalise the answersiexrs and to remove any local references
that might easily identify the specific author @partment of a comment or practice.

In terms of the survey content, we asked the redgais 30 (primarily closed) questions
that we aimed at identifying current practice andws on future developments in the
following five areas (for the detailed questione s@pendix A):

* Output/Routes, Subsidies, Justification of programm

» Procedural questions on their PSO programme

 Common PSO contract specifications

* Marketing efforts and route development aspirations

» Operator selection criteria and competition

The survey questions have been developed in codisibo and tested/piloted with various
stakeholders of the European PSO aviation scegkiding both transport authorities and
senior regional airline management (in fact, onthefauthors used to be commercial director
of a European PSO airline). The survey was evegtaatried out in early 2011.

Regarding the sample it is noteworthy that ten EdnMer States (Finland, France,
Germany, Greece, Ireland, Italy, Portugal, Spaimed&n and the UK) and two European
Economic Area countries (Iceland and Norway) cutyeimpose PSOs, with France and
Norway accounting for around one half of these. Ndge surveyed authorities from all of
these states and have received valid responseslfsgparticipating authorities, which when
combined manage 91 PSO contracts, as shown in Tabds detailed above, because of
language barriers, difficulties tracking down tlwerect person (in cases where we could not

get through to the person responsible for PSO eavices we aimed for the head of the
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authority to reply) and restrictive authoritiesfarmation sharing policies, we were unable to
obtain responses from Spain, the Azores, Greea#ti§t central government and some of
the more obscure French PSOs run by island or CaawbCommerce entities. We feel,
however, that our sample provides good diversityype and geographic coverage of the
continent allowing some significant patterns to egee

Table 1 illustrates that some authorities are nesiade for more than one PSO route. As
we felt that we could not ask these authoritiesdmplete a survey for each individual route
(in the case of France that would be 21 surveysybked them to use their judgement and
generalise on their practices. A key implicationtloé multi-route responses is that certain
answers needed to be viewed by weighting basetleonumber of managed contracts, as the
patterns do change, often significantly, when tisghting exercise is undertaken. In much
of our discussion we, thus, present both un-wedyhted weighted summaries of the data.

Table 1: Sample of participated authorities

Procuring authority Country Routes
Finnish Ministry of Transport and Communication |&imd 1
French CAA - Air Transport Directorate France 30
Bavarian Ministry of Trade, Infrastructure, Trangpo

and Technology Germany 1
Thuringia Ministry for Construction and Transport e@any 1
Icelandic Road Administration Iceland 7
Galway County Council Ireland 1
ENAC - Air Transport Development Division Italy 7
Portuguese Civil Aviation Authority Portugal 1
Argyll and Bute Council Scotland 1
Irish Department of Transport - Airports Division reland 6
Combhairle nan Eilean Siar (Western Isles Council) cotfand 2
Orkney Islands Council Scotland 1
Shetland Islands Council Scotland 1
Trafikverket Sweden 9
Welsh Assembly Government Wales 1
Ministry of Transport and Communications Norway 21

Luftfartsseksjonen / Civil Aviation Secti
Total (16) 11 91

Note that some PSO contracts cover more than arne.ro



4. Results

Despite the heterogeneity across the analysed Eamopountries (resulting from both
geographical variety and difference in the inteigsien of the PSO mechanism), we find
interesting patterns in the perceptions of thespart authorities that have participated in our
survey. In this section we discuss the responséisearansport authorities broken down into

the five key areas of our survey.

Output/Routes, Subsidies, Justification of programm

As PSO air services often involve not only regulataut also financial public support and
hence the internal justification of any PSO prograris a key question (value for money).
For that reason, we started our questionnaire thigh question and asked the authorities to
rank different potential justifications for the P$@gramme under their control. As shown
in Table 2, although the results show that the maistification differs across the

participating authorities, there is a trend towardse key justifications.

Table 2: Results regarding main justification for PSO pezgme

Category Lifeline  Tourism Regional Accessto Accessto an Increasing the Other

Services to the Development an onward onward hinterland
(ensuring  remote domestic international  reach of the
modern region hub for the hub for the national /
life) remote remote regional
region region centre
Mean 4.27 4.67 3.53 4.6 4.93 4.53 5.73
# 1 priority 5 4 3

Note: We employed a seven-level Likert scale (1trimportant, 7=not relevant)

The results shown in Table 2 suggest that publicaities see PSOs primarily as serving
two separate needs. For really remote or isolatednaunities delivering lifeline services
(most often selected as number one priority) whealsure modern life (access to health,
social services, administration, education, vigitinends and relatives) is seen as critical in
these communities. Other countries see the PSOgmwge primarily as a means to underpin
economic and regional development (on averagedbedzore and therefore on average most
relevant to the authorities) in the selected comitias That “Increasing the hinterland reach
of the national / regional centre®, was ranked las third most important justification, is
somewhat unexpected. However, upon reflectiondairsbe interpreted in the way that some

countries have very strong and centralised capitads, and ensuring modern and civilised
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life requires, from their perspective, that theirtlping citizens can get to these centres of
administration, culture and sophistication. Theeottelling response is that for all options
(including “providing lifeline services”) the authtes selected surprisingly often “Least
relevant”. This also becomes apparent through teans of the responses being for all but
one category higher than 4. This indicates thahaities usually justify their PSO
programmes typically with one particular objectaiei and that sub-objectives or the
combination of categories play only a very minofteran the justification process. In
retrospect we wonder whether these justificatiomkich can involve significant public
spending, were based upon any objective studiesevaews, or whether they were the
conclusions of common sense analysis by the officthe inheritance of previous regional
legacy practices, or the effective lobbying by esgntatives of the beneficiary regions.

In terms of expectation for the future, we were estmg that most authorities would
indicate a reduction of their spending on PSO aivises (given the on-going austerity and
recent example such as the substantial cut in AS®ervice funding in Ireland). It was
therefore surprising to see that 5 authorities veetaally planning to increase their spending
on PSO air services above inflation, 3 would insesidin line with inflation, 3 would leave it
at current levels and only 5 would reduce it. If weigh this by the number of contracts, it
would still be 15 contracts for which spending wbtise above inflation but for the majority
of contracts (34) the authorities are expectingchange in public spending. This is an
interesting finding illustrating the enduring impanmce of PSO air services in Europe.

Slightly less positive is the authorities’ forecagten asked whether any of their routes are
under threat of termination as six authorities arew this question with yes. Given that
these were the authorities who control the largeg@@ammes (in total they manage 56
contracts), it is however hardly surprising thatsoof the routes in their portfolio, but not
their programme as a whole, is under threat of iteation. Overall, therefore the future looks
buoyant from an authorities’ perspective regardifigopean PSO air services. A most
revealing answer from the authorities was in reéplthe question on whether they see any of
their routes becoming ready to move to free madkestubsidised solutions. All authorities
indicated that this would not be the case in thredeeable future. Although the legislation
holds out the hope that PSO status may be onlydeampand that some routes will move to
unsubsidised or unprotected status — in realitgpunsoring authority is currently expecting
this. This also underlines the point that no authofeels their PSO routes status is
borderline. Of course the Irish case is one wh&®d%have been cancelled, because of an

austerity agenda and improved and acceptable atieertransport modes. Tellingly, none of
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the cancelled routes now support a free marketdedbeé air link with Dublin after

cancellation. Regarding contract length it is exgeéc¢hat nothing will change, as along with
EU legislation, the authorities plan to tender cacts that will be between three to four years
(85% of routes; however, that two authorities ofdtadshorter periods and one for a longer

period surprised us).

Procedural questions on their PSO programme

This section of the survey aimed to reveal insightfetails regarding the authorities PSO
procedures including the transparency around thardimg process, risk sharing with the
operator and incentives for operators. As subsiftie®SO services have been the centre of
much political debate, we were surprised that naisthe authorities indicated that the
subsidy awarded to the successful bidder woulddbgally available as shown in Table 3.
What is usually not published are the bids of theuecessful bidder, although four (small)
authorities indicated that all financial aspectdidf for PSO-routes are made public after the

contracts have been awarded, which in their viesugss transparency in the tender process.

Table 3: Summary of main positions to transparency of slybsi

No we don't publish (but No we don't publish, but it Yes we publish because of the
declare to EC), because of is available under freedom requirements of transparency

commercial confidentiality of information request with public funds
Transport 5 4 7
authorities
Routes 11 39 41

Our results indicate further, that there is a Splitesponses on whether the subsidy as
such is guaranteed (assuming satisfactory perface)aor reduced dependent upon audited
performance of the operator. It is interesting ée shat the authorities’ interpret the rules
differently with regard to what is actually beingreed at the time of contract signing. What
we tried to tease out is whether the subsidy ammutite maximum that will be paid if the
operator can demonstrate that they need it allyhather the subsidy will be reduced if the
operator performs better than their financial pcogns at the time of bid. Particularly when
the responses are weighted the pattern suggestthéhdarge PSO programmes tend to the
maximum subsidy interpretation of the legislatidine level of subsidy is then fixed at
commencement or linked to inflation over the cocttpaeriod for most authorities. As the
maximum length of a PSO contract has recently lee¢ended (EU legislation) from three to

four years, predicting costs of various aspects tbeome more difficult indicating an
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imbalance of risk with regard to costs that therafme may endure, and that the sponsoring
authority will underwrite. Only a minority of tendeseem to accept a first year subsidy
request, which then can be changed from year to y@sed upon inflation or other agreed
criteria. Most authorities indicated strong intériesbudget certainty at the outset of the PSO
contract with a wish for no unexpected or unplansefisidy changes. This position is
reportedly very off putting for operators (confirchBy five operators) when there are no fuel
price adjustors (and allowance for other cost e outside of the air operator’s control)
built into the PSO air contracts, as is common $OB for other modes of transport, and in

nearly all other aviation contracts.

Common PSO contract specifications

Most sponsoring authorities (14/16) try to influencavel affordability by specifying a
maximum fare. However yoweighting the replies we reverse the picture tosaxtent (39
routes without a cap), suggesting that in soménefiarger PSO programmes (possibly more
concerned about regional development than lifdlimes) the affordability issue is less key. It
would be interesting to examine in more detail hthe operators use (or misuse) this

additional freedom in their pricing, on what essaht are monopoly routes.

Table 4: Summary of what maximum fares include

Airport Passenger Luggage Credit Date Name  Priority In-flight

taxes taxes charges card change changes boarding refreshment
payment flexibility
charges
Authorities 10 9 7 5 3 1 1 2
Routes 36 30 34 36 3 1 1 8

Note: The option “Other” was not selected by anyhefrespondents

Among those authorities who specify maximum fatbsye is a strong view that these
fares must include primarily airport and passerntg&es, but a significant proportion also
includes other aspects as standard, as shownlen4alAs free market aviation continues to
disaggregate/unbundle the fare there is therefaendency for established PSO routes to
continue with practices that are becoming less conpiace around the industry. One
potential unintended consequence of these requiismes the complexity this can
inadvertently impose on a bidding airline which slomt have the capability to easily cater

for these additional impositions in their IT ancking systems.
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Table 5: Summary of type of fare concessions that the P<p@sify

Pensioners Student Other Discounted Local None  Other
and social (advanced residents specified
child booking)
Authorities 5 6 1 2 6 7 1
Routes 31 61 21 2 41 21 30

Similarly, although not unexpected, the typical P8Gntract also includes various
requirements and types of fare concessions thgtrarspecified by the authorities. Beneath
the maximum fare price it is then left to the dedmn of the operator to offer further
discounted fares. That PSO contracts are pre-gpedif the authorities to support particular
socioeconomic aims is similar to general publias$gort policy. What is different in the
aviation context is, however, for local residentsttee remote end of the route to enjoy
favoured treatment, particularly in the larger pepsgmes (on not less than 41 routes).

Elaborating the complexity and IT/booking systenquieements identified in Table 4
further, we find it interesting that most auth@®irequire from the selected operator have an
online booking system (10 authorities), that thayehtheir flights displayed in a GDS (8
authorities, but 76 routes) and also that they lzawvmterline arrangement with an operator at
the connecting airport. We do understand that tlsgseifications are aimed at providing
onward connectivity beyond the hub destination afgb in providing visibility for the
destination on a world-wide basis. From anothenipoi view, however we also see a danger
in the requirements, that they represent a poleniarket entry barrier (as substantial
investments, mainly of time, may be required to -qegotiate such arrangements
speculatively in advance of completing an air ofmeis. submission, for what are often very
thin routes).

Another aspect of contemporary debate, not oneilation to PSOs, but also in the low
cost carrier context, is that of financial supp@nt the form of discounted airport charges)
from regional airports to airlines. This is potafiti an indirect (semi-visible) way of
subsidising PSO air services and our results shatvauthorities are aware of such practices
primarily at remote (4 authorities) and regionalparts and less so at major airports (2
authorities). However, a detailed analysis shoves the extent of discounting increases in
the larger programmes (33 routes to remote airpamts 31 routes to main airports are
potentially supported by the airports). With morenital government planning and
intervention the larger PSO programmes appeargarerthat airports play more of a role in
helping facilitate the air services. Problematic policy makers however is that as more

major airports enter private ownership is it leéksly that they will be financially indulgent
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in supporting their remote or PSO routes. Forainseé Cardiff Airport offered discounted
charges on the first round of the new Welsh PSGOistiney dropped this discount in future
rounds.

Regarding aircraft and timetable pre-specificatibie view of the authorities varies
slightly, but all of them try to essentially achéethe same goal; that of securing minimum
service level requirements. In this context forrapars, the two most important criteria are
size of aircraft/capacity and airport infrastruetuifhe absolute minimum aircraft size we
found specified was an eight seater, but for marniaities the minimum aircraft specified
is a pressurised 30 seater. Airports infrastructoag dictate possibilities as some airports in
remote regions have very short runways and inferionway surfaces and can only
accommodate particular aircraft, such as the Bahtr. For timetabling the obligations set
by the authorities vary depending on the underlypbgective of the PSO. For instance not
many authorities insist on a weekend operatiomoaltjh a 7 day / week role in supporting
tourism and VFR traffic is often recognised. All@$ontracts and authorities recognise that
the minimum service aim that is to facilitate a 'dayork for travellers at each end of the
route wherever possible.

In addition to passenger service obligations, vge akplored the aspirations of economic
development and the delivery of lifeline servicewxd ahe apparent lack of interest or
awareness of air cargo in the PSO specificatiody @mee authorities indicated that their
PSOs would a carry significant air cargo and maWfhen taking the weighted results into
account the results show even less interest inaago suggesting the big PSO programmes
consider air cargo even less than the small PS@ramumes. Only 10 routes specify cargo
requirements in the PSO tender, which is surprigsiagnitially our presumption was that
authorities would be interested to improve econsma islands by say combining mail,
newspaper, ad hoc freight and passenger servicéiseoone flight. There is little evidence
this is happening, although from personal expedgemne know some of the smaller Scottish
Isles such as Barra take mail and newspapers oR3keflight. On the larger routes we find
no evidence of the freight integrators (DHL, Fed&x.) or postal services establishing

regular contracts with PSO services.

Marketing efforts and route development aspirations
Marketing a PSO route is in our view essential@ealiop the route in a business that benefits
from tourism and other factors and thereby can imecanore commercially viable.

Interestingly, nine of our 16 analysed transpottharities did not specifically require the
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operator to market the PSO route. This suggestsnthay sponsoring authorities presume
that the operator will market the route anyway, datnot concern themselves with this
aspect of fulfilment. Even more interesting is thileat 15 out of the 16 authorities know that
their operators spend less 5% of the public supfuorthe route on sales and marketing,
which suggests that overall not much focus is edpdnn terms of developing the route. This
appears counterproductive as any success in bgittm patronage on the route has a direct
impact on the subsidies required into the futurae @oint worth considering is that the
sponsoring authority, rather than the air operatogctually often better placed to invest in
marketing. These days much tourism marketing is westination marketing rather than
route marketing, and an airline with a temporargyspnce on a route will find it difficult to
take a long term view of the destination. At theyvieast partnership marketing should be
encouraged between the air operator and the athleztwlders in the region.

Another aspect worth considering in this matteénasy do airline franchisee’s account for
their marketing spend. Small franchise partnerafer groups will in effect have much of
their marketing done under the parent brand, antl paly their marketing contribution
through their franchise fee. Yet another facethas tssue is how does an airline account for
its marketing effort in its tender budget submissilh it enters a large amount for marketing
it could lose the tender, because it requests tochrsubsidy. If it earmarks a small amount
for marketing, it maximises its chance of succesthe tender, but the marketing effort will
therefore tend to be under-resourced by these laéitms. None of these tendencies augurs
well for the long term health of the route. Onewis that the authority should recognise that
it is in effect sponsoring the marketing and thahiould more consciously take control of (or
at least an interest in) this budget. This woulditahally have the benefit of putting all
respondents on a level playing field, and allow e¢lxercise to be properly resourced for the
long-term good of the route. Under one scenasaatithority could specify in the tender that
the air operator should have a marketing budgett ¢dast €XX, and the tender submission
should specify how they will effectively spend it.

In terms of route development and revenue growth &lso interesting to consider who
receives the net benefit if revenues are aboveetesubmission projections. One potentially
perverse aspect of the way some PSO contractseargned is that the operator receives no
additional benefit from above target performanag. &other way the operator bears all the
downside risks and none of the upside rewardstHaravords the best margin the operator
can enjoy is what is predicted in their bid. Agaio, incentive to make this route a success

story (over and above of the fulfilment of the tendubmission revenue projections). The
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response of respondent authorities is somewhatueagimg for operators, as reportedly

many authorities do find ways to inject incentinéithe system either by sharing the upside,
or by letting the operator completely retain thsults of their above target performance, as
shown in table 6.

Table 6: Summary on who receives benefit once revenuedseatender projections

The The sponsoring authority ~ Both Other

operator via reduced subsidy parties
Authorities 7 4 5 1
Routes 42 10 39 1

It is noteworthy that some of the authorities whim @ benefit by having to pay less
subsidies and enjoy all the upside rewards, ex@thithat their hands are tied by the
legislation. In these cases the authorities indtdhat they are aware of this weakness in
their contracts; leaving operators with no incemtte grow the route; and yet portrayed

themselves as powerless in the face of their ladailsors.

Operator selection criteria and competition

Regarding the selection of operators we find griesting that pre-screening processes before
full tender and formal operator audits after setecbut before the formal award are rarely
used by our analysed transport authorities (botls applied by three authorities). The two
aspects checked within the submission tender doctsnage the operating licences and some
light financial fitness criteria (in line with Elegislation). What appears to be much more
common is to use specialist aviation or other chiasts in the selection process (8
authorities did so for their in total 76 routesheTlarger PSO authorities one might think
would have more internal expertise to manage thecgss without specialist help.
Nevertheless our weighted results suggest thdatiger authorities actually rely on specialist
help more than the smaller. It would be interestmdind out if those authorities, who had
used consultants, were satisfied with their adsieg the hand holding they received.

With respect to the level of competition for the@®utes, 13 authorities (controlling 83
out of 91 contracts) indicate that there is nofisight competition. When asked what the
authorities would do to increase the number of &iddfor their PSOs, the majority of
authorities indicated that they see the EU Jouasatheir marketing effort. We find this
unconvincing and argue that, if as has been acledyeld subsidies will be reduced where

there is real and keen competition, then it shtw@ldvery much in the sponsoring authority’s
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interests to do all they can to increase compaetitiyom operators we know that if the first
time they hear about an opportunity is when readibgut it in the EU Journal then it is
invariably far too late to bid. With only four weekypically to respond there is not enough
time for research, source local suppliers and agval winning strategy. Nevertheless, it is
likely much of the ‘competition’ in effect happemdormally. Often there is an obvious lead
contender and maybe one other aspirant who willtiir luck. However many other
operators will have given the opportunity a curstomgk before deciding against bidding.
Although this suggests that there is more competithan the formal final line up, it is still
worth stressing that the authorities could do noranprove the competition for, and hence
the efficiency of, their routes (in line with Merkend Williams, 2010). The EU could help
the process by creating a more user friendly dawbécurrent, and more pertinently, future
tenders listing current operators, current airctgfies, route passenger numbers, dates due
for re-tender and re-award, and the sponsoringspram authority and their contact details.
Currently much cross boundary research is requbgdoperators to find this sort of
information that could be readily centrally comgdileAdditionally transport authorities
should be prepared to host meetings with poteffiitaire bidders between tender rounds.
Alternatively open days are another way to impr@egnmunications between transport

authorities and prospective operators.

5.Conclusions

This paper set out to learn from the European pramisauthorities perspectives and to
derive some recommendations for the various stdélel® Some general observations can
be made that have emerged despite the heterogaiditg European PSO approaches and
that are therefore useful to any PSO context, tholy Australia. Based on the analysis
undertaken, we believe that it is most importantniake the entire PSO venture most
attractive to operators (incentives to grow patgaanore equitable risk sharing, removing
unnecessary or outdated complications and speifitsaetc.). This should result in higher
levels of competition, which is to be encourageattipularly at the cross border level. The
performance of the PSO contracts should be mowitereh a view to route improvement and
hence eventually less public intervention and supgde authority’s understandable wish
for budget certainty is perversely likely to haveveral unintended effects. The tender
competition is likely to be reduced because ofhigher risks involved. Counter intuitively

asymmetry of risk results in increased subsidy bsedhe operator will err very much on the
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side of price safety with regard to assumptionsfuel costs, airport charges, currency
fluctuations (with the US dollar being so importanaviation) airport rentals and suchlike.

In our view, it is important that the authoritigsosild change their perception and see that
the route does not ‘belong’ to the operator butdbgs’ to the authority. This in effect would
have substantial positive impacts on long term diraqy ownership and strategy and would
result in the authority retaining marketing respbitisy, specifying marketing budget or
fostering partnership marketing (e.g. subcontrgctio economic/tourism development
agencies or taking a keener interest in the winraimgoperator's marketing strategy, and
making this a declared part of the section crijefide authorities should also become more
pro-active (i.e. in bringing down real and percéiventry barriers) in between tenders, as
once a tender is published it is too late for tagk& preparing/strategy and attracting new
entrants. In order to increase competition themkhbe maximum transparency (in areas
such as current subsidy levels, and details ofptlegious tender bids) in order to facilitate
competition/level playing field and the authoritissould signal openness to new aspirant
operators (not just the incumbent, who know dohbythave come to know every well). An
approach that has worked for railways is that autibe could own assets/aircraft and lease
them to the operator, which would bring down marketry barriers. If that is not feasible,
then the authorities could opt for longer PSO @i to allow operators to achieve a
sufficient return on investment. Authorities shoiidany case accept that they must share
future price uncertainties with operators in ortteeimprove both, competition for contracts
and operators’ efficiency. In our view, transpoutherities should get the benefits of any
growth on the route when retendering and allow ajoes to enjoy some profits/incentives
for making revenue progress in the shorter ternnduhe PSO contract period. A consistent
and more transparent framework, with an activeraiséd information gathering/providing
European secretariat is currently missing. A beti@hange of PSO success and best practice
across the continent could also ensure all autdsriinprove their game. Indeed we contend
that global comparisons could be instructive amdkaen to foster such further studies.

It seems to us that operators should challengesthadard local contract as local
interpretations are not consistent across the H@y Khould in particular seek fuel price
adjustors and other cost / risk sharing measurgsf(gure airport tax and rental increases) as
well as realistic ways to grow the route with theharity’s cooperation.

Local airports should be mindful of their regiom@lonomic development role and not just
balancing of the airport’'s books within their peet®er fence. Major airports should consider

slot access of their regions/domestic market (®gtHation might be wise to avoid the
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possibility of eventual legislative interventiof).addition it is important to align the airports
and transport authorities objectives, which in tigeshould be straightforward as many of the

airports are in public ownership, but is much kess$n practice.
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Appendix A

The following set of questions shows the templagt we used in our survey:

Output/Routes, Subsidies, Justification of programm

o0k w

Which PSO routes is your department responsibl for

Prioritise, in order of importance, the main justtions for the PSO programme under your control
(use numbers 1,2,3 etc)

Is your spend on the PSO programme set to risallanfthe coming years?

Are any of your PSO routes under threat of ternmmé&t

Are any of your PSO routes ready to move to freekataunsubsidised solutions?

How long is your next batch of PSO awards goingedor?

Procedural questions on the authority’s PSO program

7.

9.

10.

Do you publish the subsidy awarded to the succkebifder? Please explain your rationale in the box
provided.

Do you publish the subsidy bids of the unsuccedstiders? Please explain your rationale in the box
provided

How flexible is the subsidy amount agreed in threlts?

How does the subsidy change from year to year?

Common PSO contract specifications

11.
12.
13.
14.
15.
16.

17.
18.
19.
20.

Does your PSO specify a maximum fare?

Please tick what the maximum fare includes (varad-ons)

What type of fare concessions does the PSO speRiggxe tick all relevant

Do you require your selected operator to have ¢uaronline features)

Do airports offer discounted charges to PSO ses%ice

If you specify a minimum sized aircraft, what isuyoationale? Please express in terms of comfort,
capacity, passenger acceptance or other criteria

What timetabling requirements do you specify (eegrly in the morning and evening for commuters)
If you specify a weekend timetable what is youiorsdle? (leisure, tourism, friends and family etc )
Does your PSO route carry significant air cargo auad?

Do you require the operator to have any minimungeaapacity?

Marketing efforts and route development aspirations

21.
22.
23.
24.

Do you require selected operators to market the RB@s?

Typically what percentage of the subsidy do opesad@clare spending on sales and marketing?
If revenue is above tender projections, who receitie benefit?

Put another way what incentive does the operatee tmexceed their tender income projections?

Operator selection criteria

25.
26.
27.
28.
29.
30.

Do you have a pre-screening process before fullaeh

If you have financial fithess criteria please sumisgathe main areas of concern or interest
Do you formally audit operators before award?

Do you use specialist aviation or other consultém&sdvise you in your selection?

Do you have sufficient competition for your PSOtes?

Could you summarise any efforts to increase thebaurof bidders for your PSOs



