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Long-Run Growth and Prosperity for the Airlines

The outlook for longer-term investment in this
industry is widely agreed to be somewhat discouraging.
The equipment expansion required to meet all of the
demands for more service will most likely require
doubling the number of airplanes purchased fecuswmension.
With increased costs for expanded service, this investment
in new equipment will not, however, be forthcoming
because regulated prices will not be high enough to
cover these increased costs. The CAB by equating regulated
prices with past costs holds down the expansion of revenues
to levels too low to cover the increased costs of much

more service.

Passage of the Administration's airline regulatory
reform bill this session would have eliminated these
artificially-low limits on revenues. Where individual
airlines would make the higher cost investments to meet
expanded demands, then fares would increase. The limits
on the increases would not be regulatory constraints, but
those inherent in competition from other airlines in the
market place. Predictions of both private and government
analysts reveal sufficient internal and market sources
of funds to finance full expansion if rates of return

rise to 10%-12%, which are levels fully in keeping with




competitive market conditions but twice as high as is

being realized sekesscwiewsssak for regulation.

In the absence of regulatory reform, the "way out"
of a capital shortage is to subsidize investment in the
regulated firms. This has been done in the railroads,
and is beginning to occur under the price freeze in

regulated natural gas. The effects on the industry are

usually to carry it through a year or two of crises, but

to make it dependent on Federal funds in the long-run.

The firms obtain funds based on past sales or past

investment, so that market shares are frozen. Only proven

technology is purchased, so that innovation as well as new

competition are dampened. Finally, political considerations

enter the investment decisions so that service is expanded

to advance regional or pressure group interests.

Although the use of the sales tax for equipment
expansion is not the last step in industry dependency
on government, it clearly is the second step. Now the
industries' revenues are controlled to the disadvantage
of service expansion. As a consequence, costs are to
be reduced by the use of the pool of tax funds for

equipment expansion. But then both revenues and costs
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are controlled and thereby are politicized. If railroads



and natural gas are earlier examples, then the results
by the early 1980's will be government participation
in all of the important decisions on production, sales

and distribution by private firms.

The alternative to regulation and subsidization
is to reduce the regulatory controls so that changes
in costs and demands for service can work through the
system. This reduction has been proposed in the Adminis-
tration's air bill, as well as in bills offered by the
CAB or by a number of congressmen. If greater uncertainty
results from reduced controls, or if there are costs of
transition, these might be dealt with by a selective
policy of assistance designed to ease these costs while
holding up investment. But the direction of policy
inherent in a reform act next year would be towards less
control for this industry, not the increased control

inherent in the proposed pool of tax funds.
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THE SECRETARY OF TRANSPORTATION
WASHINGTON, D.C. 20590

MEMORANDUM FOR THE PRESIDENT:

Because of the concern among some members of your

- senior staff about my proposed aviation noise reduction and

aircraft replacement program, I would like to propose a compromise
solution, which, although less satisfactory from my point of

view, would enable you to resolve this continuing disagreement

and would enable us to proceed with our statutorily mandated
requirements to address the aircraft noise problem.

Under my proposed compromise, the Department of
Transportation would issue a noise policy in September without
any specific provision for financing., ' The policy would include
noise requirements for existing aircraft to be phased in over
a six to ten year period, a timeframe substantially longer than
the four years proposed by EPA or the five years proposed in
pending legislation, Without this action it is my conviction
that either we will be ordered by a court to establish a shorter
time period or the Congress will pass such a requirement, The
policy would also clarify the respective responsibilities of airport
operators, air carriers, aeronautical manufacturers, federal,
state, and local governments, and airport neighbors, By making
clear the Federal action plan and timetable, we would enable the
other parties to take the complementary actions called for in
the policy statement, including compatible land use planning,
zoning, and airport management measures, The policy also would
include important but non-controversial elements such as the
implementation of new airport development funding authorities,
which you signed into law last July., to enable the acquisition of
land around the airports and the purchase of noise suppressant
equipment, We would also set forth proposed Federal actions to
adopt new noise abatement takeoff and landing procedures and a
general policy on local-federal relationships in the establishment
of curfews and other airport use restrictions. Such a policy
statement would reduce substantially the immediate pPressure for
federal action and be viewed as federal leadership in resolving a
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controversial problem where all the parties -- the carriers, the
airport proprietors, the airport neighbors and public officials -
agree that the federal government has been unresponsive in doing

its part,

In addition the policy statement would include the

following:

1.

The Administration would propose a 2%
reduction in the domestic ticket tax, thus
capturing the initiative on this issue which
otherwise inevitably will be taken by members
of Congress or other parties.

We would indicate that additional financing

may be required to enable carriers to

purchase replacement aircraft by the deadlines
imposed by FAA regulation and that such
financing will be incorporated in the
Administration's proposed Aviation Bill

before the new Congress begins, The final
financing proposal would be designed to meet

the following criteria: consistency with regulatory
reform, the user should pay, equity among

the carriers, and minimum government involve-
ment in private sector investment decision making,

We would make clear that the U.S. noise require-
ments will not apply to international air carriers

for a four year period to enable the negotiation:

of an international solution through international
organizations, thus alleviating the substantial concern
of our European allies that the United States will

act unilaterally.




4. We would schedule a public hearing for either
October or November to enable carriers and
others to comment on how the financing proposal
should be formulated.

5. We would send a new Aviation Bill, including a
financing proposal, to the Hill in January.

The advantages of this compromise proposal are as follows':

1. You will resolve a long standing intra-governmental
controversy that has been widely publicized, and you
will establish the clear blueprint for combined
federal-local action that the Congress, carriers,
airport operators and environmentalists are all
calling for. Many of the elements in the plan are
technical but necessary to clarify the respective
responsibilities of each party.

2. Although EPA and the FAA have conducted numerous
hearings on all the noise requirements and positions
to be included in the policy statement, there has
not yet been an opportunity for public comment on
the financing proposals. Moreover, when the
parties are able to see the proposed federal action
plan and timetable, they will be in a better position
to make their own plans and to comment upon what
financial arrangements will be necessary. Thus,
it is entirely appropriate for you to seek public
comment and take this additional time to resolve
the financing issue after a public hearing.

3. You can reaffirm support for aviation regulatory
reform as the best long term solution to the
problem and -- by designing a financing formula
as a part of the new bill -- can help to broaden
the base of support for regulatory reform in the
next session of Congress,
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4. Although the Secretary of DOT would conduct
the public hearing, you could set up an
inter-agency task force to develop a financing
proposal after the hearing,

This compromise approach would represent decisive
leadership in aviation noise reduction while diffusing any liabilities
that may accrue from the financing formula, By providing for
the public hearing, however, there would be an opportunity to
raise all the Administration's concerns about the development
of new aerospace technology, the promotion of employment
opportunities in the industry, and improved fuel efficiency.

William T. Coleman, Jr.



























































































































































