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economical course for most two- and three-engine aircraft and for
the early 747s. DOT, however, invites the views of interested
persons on this issue as well as whether the national interést
would be better served by replacement rather than modification

of the 707s and DC-8s. Some of the major considerations bearing

on these issues include:
-The cost of replacement versus the cost of modification.

~The noise reduction achievable by modification compared to that
achievable by replacement, by either currently available aircraft

or by aircraft now in the design stage.

~Any benefits or detriments that could be realized under a replace-
ment program, with respect to overall efficiency in airline operations,
employment opportunities in the aerospace and related industries,
energy conservation resulting from improved fuel efficiency, aircraft
technological advancement, the advantage to the domestic aerospace

and related industries, and export opportunities in the world market

for aviation products.

~The long-run and the short-run economic and financial implications
for the consumer, the industry, and government of following any

specific course of action.
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-The advisability of limiting the application of funds to be
provided under any special financing arrangement to purchase

of new generation alrcraft.

What specific financing arrangements, should any be found necessary,

are most desirable.

-Should a financing mechanism involve the Government, or should it

be administered by the private sector?

-How can arrangements proposed by or involving the federal government

be designed to limit its involvement in decisions that should be

made in the private sector? How much of the cost of compliance should
be financed? How large an initial commitment is needed to enable
manufacturers to begin production of a more efficient aircraft, and

of this amount how much should a special financing provision contribute?
What are the normal financial requirements (sdch as down payment or
collateral) imposed by leading institutions on the airlines for purchase
of aircraft and how might these affect the carriers' ability to finance
replacement aircraft? Should the fund cover only replacement costs or
modification costs as well? Where should the funds come from and how
should they be disbursed? Do certain carriers need special consideration,
or should all carriers be treated equally? Should the government, the
airlines or some other party be the principal administrator of these
special financing arrangements? Under what conditions should the

existing ticket and waybill taxes be reduced and by how much?
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D. Whether foreign flag air carriers should be included in a

financing program.

~Should foreign flag carriers be made eligible for inclusion in any
special financing provision, either immediately or at such time as

the standards become applicable to them?

I1 - MATTERS BEARING ON THE ISSUES

A. Timing

A major purpose of the hearing is to help determine whether financing
arrangements may be necessary to ensure that all U.S. carriers meet the
standards in a timely fashion, and, if so, what those arrangements should
be. As stated above, the enactment of the Aviation Regulatory Reform Act
may solve the financial problem.

The joint FAA/DOT Aviation Noise Abatement Policy issued November 18,
1976 - sets forth the compliance schedules for wvarious types of aircraft.
These schedules, established on the basis of what is technologically

practicable and economically reasonable, are as follow:

Within Within Within
Four Years 8ix Years Eight Years
Alrcraft Class Affected (Before 1/1/81l) (Before 1/1/83) (Before 1/1/85)

o 4-engine airplanes 25% Compliance  50% Compliance 100% Compliance
with bypass ratio

less than 2, including
pure jets (707, DC-8).

o 4-engine airplanes with 507% Compliance 100% Compliance
bypass ratio greater
than 2 (747s).

o 2- and 3-engine 50% Compliance 1007 Compliance
airplanes
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B. Retrofit Compared to Retirement and Replacement

The least costly way to meet the noise standards, insofar as
capital outlays alone are concerned, is through modification of the
aircraft engine and engine nacelles.  "Retrofit" with sound absorbing
material is an achievable modification that will allow compliance
with Part 36 standards, and this method will probably be used when
aircraft are to be modified. For some aircraft, however, particularly
narrow—bodiedvfour—engine aircraft, it appears that in the lohg run

replacement would be more economical.

Aircraft equipped with JT3D (or JT4A) engines are the noisiest
in the fleet, and it is clearly in the national interest that they be
subject to the new noise regulations. They are also, however, the
oldest jets in the fleet, their operating costs increase as they age, and
many have already exceeded the normal lifetime of afrcraft in commercial
service. Retrofit would impose an operating cost penalty and would
not extend their physical life. 1In addition, retrofit for these
aircraft is quite expensive ($1.2 to $2.6 million or more for each
aircraft, depending on the number of retrofit kits to be produced)
because of the number of engines (four versus two or three) and the
extent of the modification.&/ For these reasons, replacement rather
than retrofit might be the more desirable alternative for these

four-engine aircraft, with the possible exception of stretched DC-8s.

1/ Two~ and three-engine aircraft with JT8D engines do not require as
nuch modification to meet the noise standards.
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Other important benefits would accrue from the early
replacement of older four-engine jets. These benefits are summarized
below. The cost benefit analysis accompanying the Final Environmental

Impact Statement provides a more extensive discussion and assessment.

- Replécement with new technology aircraft, as opposed to

retrofit or replacement by current models, will result in a

quieter aircraft fleet. New technology replacement aircraft

would be far quieter than the quietest existing alrcraft, which

in turn are substantially less noisy than retrofitted aircraft.

- Replacement would offer substantial fuel efficiency advantages

over the 707/720 and DC-8. Currently available replacement

models are 20 percent more efficient, while new technology
models would offer as much as a 30 percent improvement. These
compare to a possible fuel penalty of about 1 percent with

retrofit, an important consideration in light of the high

national priority assigned to energy conservation.

~ Replacement would give carriers a more economic and efficient

aircraft. The application of advanced concepts in a new
technology aircraft, including the incorporation of super
critical aerodynamic features in wing design, lighter propulsion
systems, improved flight control, and new high-bypass ratio
engines, will result in more efficient and safe operation, as

well as reduced noise emission.



- Replacement would strengthen the aerospace industry, increase

employment, and contribute to the development of technologically

advanced aviation products for export.

c. Cost of Compliance with the New Regulation

The Department's estimate of the costs of retrofitting each type

of aircraft are shown in the following table:

Retrofit Cost Per Aircraft ($000)
Adrcraft 1976 1982

Type Dollars Dollars2/
727 $225 $302

737 300 402

DC-9 ' : 255 342

747 250 335

DC-8, 707, 720 1,200 - 2,600 1,608 - 3,484

The unit cost of new technology aircraft having a capacity of
180-200 seats has been estimated at $20 million in 1976 dollars and
$26.8 in inflated (1982) dollars. It is assumed that the aircraft

not meeting the noise standard will be replaced on a one-for-one basis.

The total cost of meeting the new noise requirements will depend
not only on the cost of retrofit kits and their installation, but on
the number of aircraft to be retrofitted and replaced. Table I
following shows DOT's estimates of total costs under various assumptions
as to the number of aircraft to be retrofitted and the number to be

replaced with a new technology aircraft. The lowest cost alternative

2/ 1982 dollars calculated on a 5 percent amnugl inflation rate from 1976.
The year 1982 was taken as the median year of the peried in which most
of the capital expenditures for retorfit and replacement would take place.
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(from $700 million to $1.5 billion)‘is for retrofit of all aircraft;éf
the highest cost (from $7.7 billion to $9.7 billion) is for replacement
of all narrow-body, non-complying four-engine aircraft. The third
alternative, which probably represents the most realistic case,ﬁf

would cost the airlines from $5.8 to $7.9 billion, the range showing
the effect of the alternative projections for 707s and DC-8s at the

end of 1984. /Table I/

The 1984 fleet count is used in the calculation of costs, as we

believe it is reasonable to ascribe to the noise reduction reqﬁirement

3/ On the basis of this estimate and its analysis of the resulting
benefits the FAA has concluded that the cost of a full retrofit
program is economically reasonable. The requirement, of course,
will be spread over a number of years. See the FAA benefit-cost
analysis attached to the Final Environmental I
the %ew Part 36 compliance rule. © mpact Statement on

4/ Retrofit of the approximately 75 stretched DC-8s now in the fleet
is considered to be worthwhile.



Type of Aircraft

TABLE I

COST OF COMPLIANCE WITH NEW NOISE REGULATIONS BASED ON PROJECTION OF NON-
COMPLYING AIRCRAFT AT END OF 1984 (DOLLARSZL/ IN MILLIONS)

727
737
DC-9

Total 2 & 3
Engine

747

707 and Regular
DC-8

Stretched DC-8

TOTAL

Cost to Replace Cost to Replace
All Noncomplying Noncomplying 707s,
Narrow-Body 7208 and
Number of Aircraft Cost to Four-Engine Jets; "Short" DC-8s;
Not Meeting Retrofit All Retrofit Remainder Retrofit Remainder
FAR-36 Standards Noncomplying Aircraft of Noncomplying Fleet of Noncomplyinngleetgf
418 $126 $126 $126
145 58 58 58
288 98 98 98
851 $282 $282 $282
45 15 15 ' 15
200-275 322-958 5,360-7,370 5,360-7,370
75 121-261 2,010 121~261
1,171-1,246 $740-1,516 $7,667-9,677 $5,778-7,928

1/ 1982 dollars at 5 percent inflation per year.

2/ Including retrofit of the stretched DC-8s.

IT
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only those costs which stem from the replacement of the aircraft

that would, according to the expected aircraft retirement schedule,
still be in the fleet at the deadliné date. For purposes of comparison,
Table II shows the costs of retrofitting and/or replacing all aircraft

in the fleet as of the end of 1975. /Table II/

D. Ability of Carriers to Finance Retrofit and Replacement

It is the opinion of most industry and government experts that it
makes more economic sense to replace rather than retrofit the major
part of the 707 and DC-8 fleet. However, given the existing financial
circdmstances of the airline industry in generalyand of a few large
carriers in particular, a major issue to be addressed is whether the

alr carriers will be able to finance replacement instead of retrofit in

time to meet the deadline established by the new noise regulation.

In recent years many major airlines have experienced very serious
difficulty in obtaining from private capital markets the financing
necessary for equipment and other needs. Some have found themselves
short even of working capitél to continue operations. Between 1970
and 1975; the trunk carriers spent $14.6 billion on capital needs,
of which $§8.7 billion was for aircraft, equipment and property;
$1.7 billion for leases of aircraft and engines; and most of the rest

for debt service. The sources of this financing were mainly depreciation



TABLE I1

COST OF COMPLIANCE WITH NEW NOISE REGULATIONS BASED ON NONCOMPLYING
AIRCRAFT AT END OF 1975 (DOLLARSZ/ IN MILLIONS)

Cost to Replace Cost to Replace
All Noncomplying Noncomplying 707s
Narrow-Body 720s and
Number of Aircraft Cost to Four-Engine Jets; "Short" DC-8s;
Not Meeting Retrofit All Retrofit Remainder Retrofit Remainder
Type of Aircraft FAR-36 Standards Noncomplying Aircraft of Noncomplying Fleet of Noncomplying Fleet—
727 590 $178 $178 $178
737 157 63 63 ~ 63
DC-9 297 102 102 102
Total 2 & 3 :
Engine 1,044 $343 $ 343 $343
747 53 18 . 18 18
707 and Regular
DC-8 448 720-1,561 12,006 12,006
Stretched DC-8 75 121-261 2,010 121-261
TOTAL 1,620 $1,202-2,183 $14,377 $12,488-12,628

1/ 1982 dollars, at 5 percent inflation per year.

2/ Including retrofit of the stretched DC-8s.

ezl
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($5 billion to $7 billion) and new long term debt ($4 billion), with
earnings contributing only about $400 million. Equity financing was
insignificant in this period, and low earnings and existing high debt
levels forced some carriers to lease4rather than purchase new alrcraft.
In addition, because of their recent earnings records, conventional
sources of debt financing have been effectively foreclosed to some
vcarriers. Insurance companies and banks have been unwilling or unable
to make further‘financing commitments and in recent months have stated
publicly that until the airlines' financial situation is sufficiently
improved new loans will not be forthcoming., In that financially
strained economic environment some carriers were forced to resort to

exigting revolving credit arrangements to raise working capital.

The 1974/1975 period was particularly difficult for the industry.
The sudden and substantial increase in fuel prices that began in 1974,
accompanied by inflation in other cost categories, forced carriers to
raise fares sharply. This coincided, unfortunately, with the economic
recession of 1974-75 when demand was already softening, and traffic
levels were driven down even further. Moreover, many airlines in the
late 19608 had purchased equipment to meet a predicted traffic growth
that never occurred, leaving them for a time with substantlal excess
capacity. The airlines' financial problems were exacerbated by the

existing economic regulatory system which does not normally allow for
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timely fare increases, and denies the airlines the pricing and management

freedom available to other industries.

The airline industry's financial performance has been showing
éteady improvement since the end of the recession, however, and prospects
for increased earnings over the next few years are good. Traffic growth
is expected to resume, though at a long~term rate about equal to GNP
growth, in contrast to more rapid growth rates in the past. Since at
present the airlines have relatively few new aircraft on order, any
near term traffic growth will be accommodated largely through increases
in aircraft productivity. Load factors are likely to increase, earnings
should remain fairly stable at a relatively high level, and new capital

needs should be relatively modest until 1980.

After 1980, however, traffic growth will begin to press against
the fleet's capacity, and sirlines will begin to require new capital
to finance the replacement of aging aircraft and to meet the growth
demand. Leaving aside the new noise requirements, the Department
estimates that between 1976 and 1985 the trunk carriers will need
from 700 to 800 new aircraft and will require between $22 and $30
billion dollars to finance this acquisition (based on estimates by
Government and private sector financial analysts). About $6 billion
will be needed for debt repayment and other uses, A mid-range estimate

of total capital needs, therefore, would be $32 billion.
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Depreciation and sales of used aircrgft can be expected to generate
about $15 billion of this amount, leaving $17 billion to be financed
through earnings and external sources. If earnings in the period were
to rise to $6 billion (which implies a 9 percent return on equity, as
contrasted with the average 2.8 percent return of the past five years)
external financing needs would be $11 billion. The airlines would
probably be able to obtain this financing from conventional financial

gources. The following table summarizes these estimates:

Sources and Uses of Funds (Mid-range Estimate)

Uses of Funds: ($ Billions)
Property, Plant and Equipment $26
Debt Repayment and Other 6

$32

Sources of Funds:

Depreciation and Sales of

Used Alrcraft $15
Amount Required from Earnings

and External Sources $17
Earnings Assumption _6
"External Financing Reguirement $11

It is unlikely that capital needs can be met in this manner, however,
if the industry does not achieve $6 billion in earnings by the end of
1985, As indicated, this level of earnings implies an average annual
return on equity three times as large as that earned over the last five

years. It also assumes no unexpected negative developments, such as another
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recession or substantial new increases in fuel or other costs. These
or other events would materially reduce the ability of the industry to

5/

earn a 9 percent return on equity.=

Under ene scenario for meeting the new noise abatement

regulation schedule, the "regular'" 707s and DC-8s are retired and
replaced with new technology aircraft, and the stretched DC-8s and the
remainder of the noncomplying fleet are retrofitted. This would increase
the trunk carriers' capital requirements to 1985 by between $5.5 and

$7;6 billion, an increase of 20 to 27 percent more than the amount
required in the absence of the noise rule, as discussed above. An
incremental capital requirement of this magnitude would appear to be
clearly beyond the industry's ability to finance, given the other

financing burdens it will face in the early 1980s.

The Administration's aviation regulatory reform bill (the Aviation
Act of 1975) will be reintroduced by the Administration in early 1977
and when enacted would make it possible for the airlines to modify or
replace their non-Part 36 aircraft. If the carriers had been operating
under the regulatory environment envisioned in the proposed legislation,
they would not face major difficulties in adjusting prices to obtain

the needed capital investment requirements and to obtain the needed ’MJMW“\\
Lo By
S TN,
financing for the rule. Under the cost-based guidlines now used by /. <A
f o pe
\"‘a
4

the Civil Aeronautics Board in evaluating requests for fare increasééﬁ £

S, d
""’aw/

however, the capital outlay for new equipment, about a third of which

5/ It must be noted that the above estimates of financial needs and
sources are predicated on industry-wide estimates. Carriers that
are in a relatively inferior financial situation will have greater
difficulty in obtaining needed funds than will other carriers.
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is made before the ailrcraft is delivered,
cannot be recovered through fare increases-umtil the aircraft
is delivered and in operation. Thus in today's economic regulatory
environment it is virtually impossiblé for the industry to commit to
the manufacturers the substantial amounts of cash necessary to get a
new technology aircraft into production and delivered soon enough to
replace the DC-8/707 fleet by the end of 1984.8/ Complicating the
problem is the fact that a number of carriers are significantly weaker
than others. Some of these carriers are the owners of 1afge
numbers of noisy aircraft and thus face some of ﬁhe largest financing
requirements.

Timely passage of thé Aviation Act of 1977 will make a large
difference in the carriers' ability to finance new aircraft purchases.
However, thils very desirable change in regulatory policy may not go into
effect for at least a year, and 1f, as expected, its provisions are phased
to allow ampl@ time for adjustment to the new operating environment, its

full effect will not be felt for several years.

E. The Importance of a Prompt Start of Production of New Technology

Aircraft to the Achievement of the Noise Reduction Goals

If the airlines are to meet the noilse reduction goals by replacing

nolsy aircraft with new technology aircraft, their planned replacement

§j A large number of firm orders from U.S. air carriers is required by
manufacturers before they can start production of a new aircraft. The
cost of developing the new aircraft alone is put at $500 million to
$1 billion.
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schedules will have to be accelerated and firm purchase commitments will
have to be made to the manufacturers_by the end of 1977. The Department
understands that only with this kind of early commitment can the
manufacturers produce the aircraft in 1981 or 1982, and deliver the
needed number by the end of 1984. But, as noted previously, the present
financial condition of the industry as a whole does not permit it to
make‘this commitment. A special financing arrangement may be necessary
to overcome these problems and insure timely delivery of replacement

aircraft.

F. Aerospace Benefits Related to the Production of a New Generation

Aircraft

A major new air carrier aircraft has not been developed in the
United States for almost ten years. Since then, important design and
technological advances have been made--many specifically intended to
meet the new economic, operating and environmental constraints dictated
by rising labor costs, energy shortages, and changing market demands.
In the past, American manufacturers have been assured of enough
preproduction sales to U.S. airlines to ;rovide s0lid financing of
front-end costs and to insure a near breakeven position without foreign
sales. But U.S. airlines are financially unable to make this kind of
purchase commitment as present. They are replacing their older, inefficient
jets slowly and with existing model aircraft that are less expensive to

purchase;' There is also the fact that a properly sized U.S.-manufactured
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replacement for many markets served by four-engine aircraft is not now
available. Thus, while some replacement of older four-engine aircraft is
taking place, indications are that mény U.S. airlines would prefer to
wait for a new, high technology aircraft of U.S. manufacture, if it

were available within the next few years.

An early start on the production of a new technology aircraft
should enable the U.S. manufacturers to maintain a sizeable share of the
world market. The foreign market is far more important to them today
than in the past, and it will become even more lmportant in the future.
The air travel market Iin the United States is relatively mature, with
traffic now growing more in line with general economic trends, only a
percent or so faster than GNP. By contrast, the air travel market
in Europe and Japan is stili in a stage of rapid growth, and the market
in nonindustrial nations, while just beginning to stir, has great
potential. It is estimated that between 1975 and 1985, foreign require~

ments will account for about half of the total market for new aircraft.

While the demand side of the foreign market equation has increased,
the supply side has increased also to an even greater extent. Foreign
alrcraft manufacturers, in France and England particularly, but in

Germany and Japan as well, have been growing in size and competitive
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ability for some years. Foreign governments generally provide the risky
front-end development funds for their commercial aircraft manufacturers,
thereby providing foreign aircraft manufacturers with a competitive
price edge in price and delivery date over any new generation aircraft
produced by private industry in the United States. The quality of
foreign aircraft offerings has improved; while previous aircraft models
compared unfavorably with U.S. planes, some new foreign aircraft

are competitive in both operating costs and performance. As a further
complication for U.S. manufacturers, some major foreign airlines--

such as British Airways, Air France and Lufthansa, formerly steady
customers--are reportedly being directed by their governments to

buy aircraft from the government-supported or owned manufacturing
consortia. This trend may continue unless the U.S. manufacturers can

again offer a clearly superior product in time to meet the demand.

In combination, these developments may constitute a serious threat
to continued participation by the U.S. aerospace industry in expanding
foreign markets. The consequences of losing these markets, and the
technological leadership it has long enjoyed, would be most serious
not only to the United States aerospace industry but to a host of other
U.S. interests also. The aerospace industry has been, since the
1930's, a vital part of the U.S. economy, an important source of both
skilled people and new ideas applicable in other industries. However,

employment in the aerospace industry, comprised of many of the nation's
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most expert and sophisticated scientists, engineers and technicians,
contracted from about 1.5 million in 1968 to about 950,000 in 1975.
Production of a new aircraft and consequent increased sales would

generate much needed new employment and reverse this trend.

G. Criteria for a Financing Plan

The objective and design of any financing provisions needed to
encourage the early introduction of a new generation of air carrier

alrcraft should be consistent with the following criteria:

- The costs of meeting the noise standards should be borne by industry

and the users of air transportation (passenger and shippers) and not

the general public.

- Enough financing should be available to enable the carriers to

replace jets not meeting Part 36 requirements with new technology

aircraft, but not so much as to encourage the purchase of excesgs

capacity.

If not properly designed, a special financing provision could
result in carriers acquiring too much capacity, as has happened

in other re-equipment cycles. The growth in traffic, however,
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and the retirement of nolsy aircraft are likely to absorb all
capacity additions. Witnesses should give particular attention
to this problem in presenting views on appropriate financing

mechanisms.

The involvement or interference of the Government in management

and financial marketplace decisions should be limited, and the .

necessary incentives should be created for the industry to meet

the noise reduction objectives in an efficient and economical

manner.

Any financing plan or government involvement should be designed to
avoid rewarding inefficient carriers or "bailing out" a carrier
that might otherwise find itself In a difficult financial

situation.

Excessive cross subsidy should be avoided (although some redistri-

bution of income between carriers may have to be accepted).

In the absence of a special financing provision, rates eventually
would have to be increased to cover the additional costs of noise
compliance. Because fare and rate increases are approved on the
basis of increased industry-wide average costs, carriers with
relatively heavy requirements for retrbfit and replacement would not
be fully compensated for the additional costs, while carriers

with less than average need would enjoy a windfall. To counter

this problem, some financing proposals have included
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provisions for the sharing of a small portion of the

surcharge revenues through disbursement of the funds accordimg to
a set formula responding in part‘to the widely disparate needs of
the carriers. For example, sixty percent of the mon-Part 36
aircfaft are owned by four of the air carriers. Moreover, because
it does not appear appropriate to impose surcharges on international
revenues (as discussed in the following section), some carriers
such as Pan Am and TWA, with large aircraft financing needs and
relatively smaller proportions of domestic revenues, could receive
a greater amount than their contribution. Financing

plans to be proposed at the hearing may, of course, provide for a
redistribution of this kind, but the cross subsidy should be kept

within reasonable bounds.
I1I- COMPARISON OF SELECTED FINANCING OPTIONS

This section discusses several alternative financing provisions.
There are many other possible or desirable options that also may be
considered. Witnesses or respondents are invited to advance other

proposals.

Our primary concern at this hearing is the financing that will be
required to meet the noise requirements imposed on U.S. aircraft by
replacement as well as retrofit. The question of when internationally
operated aircraft must begin complying with the new nolse standards

has been deferred pending action by the International Civil Aviation
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Organization, making the problem of collecting surcharges from and remitting
funds to foreign carriers extremely complex. For this reason, we solicit
the views of witnesses and respondents on the feasibility of including

foreign carriers in the initial plan to be developed within the context

of the hearing.

Witnesses should also consider the possibility that the early
enactment of regulatory reform will obviate special financing. The
airline industry has long been burdened with an outmoded and inflexible
regulatory system that has hampered the industry's ability to respond
to change, to serve the needs of the public, and to achieve satisfactory
earnings levels. The Administration has proposed to reform that
regulatory system and to this end submitted the Aviation Act of 1975.
The Administration intends to submit an Aviation Act of 1977 which will

build upon the principles of our prior bill and other bills submitted.

" It appears, however, that regulatory reform might not take

effect soon enough to make special financing unnecessary. Early
enactment of an act that contains substantial regulatory reform in

the areas of pricing, entry and exit would create an environment in
which carriers could earn appropriate péofits. Such profits would
attract the capital needed by the industry, and the airlines could
finance the purchase of new aircraft without any special aid. Moreover,
cross subsidy would not be involved as it would in some financing

options, and the burden of the costs would be on the users of air
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transportation. But, although the Congress is likely to enact legislation
substantially reforming the regulato;y system affecting the airline
industry, there is no certainty that it will do so. Moreover, even if
legislation ié enacted at an early date, it probably would not go into
effect for a year or so, which would be too late to enable the carriers

to make the needed early commitment to a new aircraft.

Several of the options discussed pelow involve the uncommitted
$1.5 billion balance in the Airport and Airway Trust Fund (estimated
to be some $2 billion by 1980) or may involve imposition of a surcharge
accompanied by a reduction in the passenger ticket and freight waybill
taxes that produce revenues for the Fund. A reduction of two percentage
points in those taxes would leave the Trust Fund with enough revenues
to meet all Airport and Airway Development Program expenditures currently
authorized. The first type of financing arrangement noted below would
apply the surplus in the Airport and Airway Trust Fund directly to the
costs of replacement and/or retrofit. Other finaﬁcing plans could be
accompanied by a reduction in the taxes in the same amount as a surcharge
imposed to meet those costs, thus avolding an overall increase in the
cogt of air transportation to the consumer, Witnesses are invited to

comment on the desirability of this approach.

The following financing alternatives are among those that have

been considered by the Department. In evaluating these, or in proposing
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any other financing arrangement, respondents or witnesses should
consider at a minimum the issues relating to the form of special

financing provisions and the criteria set forth above.

Type 1. Funding from Uncommitted Balance in the Airport and Airway

Trust Fund

The Administration would seek legislation to allow the use of
uncommitted funds in the Airport and Airway Trust Fund. Each
airline would be directly reimbufsed a fixed percentage of its
cost of complying with the noise rule. A reduction in user charge

excise taxes probably would not be a part of  this plan.

Pros:

- The uncommitted balance in the Airport and Airway Trust Fund

($1.5 billion) could be applied to the reduction of noise.

- This plan is simpler than those involving special funds, with
possibly complicated disbursement formulas and administrative

provisions.

- This financing arrangement meets the criterion of putting the
burden on the users of air transportation because they provide

the revenues for Alrport and Airway Trust Fund through user

charges.
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Cons:

-~ The uncommitted balance in the Airport and Airway Trust Fund
might not be sufficient to achieve fully the goal of replacement

by 1984.

- Use of trust fund monies would require substantial government

involvement and management.

- Since the payout would not be proportionate to carriers'
contribution to the trust fund, there is an element of cross

" subsidy.

- The overall federal budget is in deficit and thus outlays from
the Airport and Airway Trust Fund would increase that deficit,
or make it more difficult to bring the federal budget inte

balance.

- The funds would be expended for purposes not authorized at the

time the revenues were collected from the users of air transportation.

Type 2. A gurcharge would be imposed on passenger tickets and waybills;

there would be a sharing of funds and disbursement would take

place under a formula that would be responsive to the need of

the individual carrier.

As an example of this approach, a surcharge on passenger tickets

and waybills could be imposed and could be coupled with an equal
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reduction in existing passenger and waybill taxes to avoid any
increase in the price of air transportation to its users. The
plan could be administered by the government, the airlines, or a
third party such as an escrow agent. Disbursement to airlines
would be accomplished under some formula that would take into
account the need of individual carriers. For example, the
disbursement formula could be based on system revenues, each
carrier being entitled to a share of the funds in proportion to
its share of the system (domestic and international passenger and
cargo) revenues, Under this formula, carriers with international
operations, which generally have the largest number of planes
not meeting Part 36 levels and which are among those carrxiers
that may face difficulty in securing sufficient private capital,
would gain more than they contribute. The resulting cross subsidy
(if found objectionable) could be reduced by calculating the
entitlement in such a way that each carrier receives half (or
some other proportion) of its contribution, with the rest of the
funds prorated according to system revenues. Payments to the
carriers could be limited to the entitlement as determined by
the retrofit costs and no more than one~third of the cost of
replacement. This requirement would discourage the purchase of
excess capacity and insure that the carriers have fo generate

two-thirds of the needed capital from private internal or normal
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external financing. Thus it would not support carriers that
could not obtain capital from private financial sources. It
would also be possible to pro§ide special tax treatment in the
use of the funds, in effect deferring taxes rather than reducing

them.

Pros:

- The surcharge could be at the level necessary to generate
sufficient revenue to stimulate the timely production of a

quieter, more efficient new technology aircraft.

- The surcharge places the same burden on each carrier and,
with the redistribution feature, equalizes to some degree
the 1mpact of the program. Because sixty percent of the
nonconforming aircraft are operated by four carriers, some of
which are currently facing financial difficulties, some limited

equalization seems desirable.
~ Users of air transportation would bear the cost burden.

~ The financing provision can be designed to limit government

involvement in management decisions.

- Cross subsidy can be limited.
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Cons:

- Sharing and redistribution of some of the revenues may reduce
carrier incentives to achieve a quiet fleet in as efficient .a
manner as possible. (Access to funds which might not otherwise
be available could result in implementing higher cost alternatives

of meeting the new noise standard).

- Redistribution of revenues (or cross subsidy) may be inequitable
to those carriers that have already taken steps to reduce aircraft

noise.

=~ The reduction of the ticket and waybill taxes would have an

adverse effect on the federal budget.

A variation of this type of plan would call for the collection
of enough funds to pay each carrier only for its retrofit costs.
The carriers could, at their option, apply the retrofit costs to
replacement., Such an approach would limit aid to the lowest

cost required to achieve compliance.

Another variation of this plan would be to use all or part of
the fund to provide loan guarantees. Entitlement to the
guarantee could be set according to some formula, as in the case

of cash disbursements.
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Type 3. A surcharge would be imposed, the revenues would be deposited

in an escrow fund, and each carrier's entitlement would be

equal to its contribution. Special taxing provisions would

be provided.

Thie plan differs from the previous one in that there is not any
redistribution of revenues. The advantages lie primarily in
favorable tax treatment, such as deferral of taxes and the

targeting of these funds for noise reduction purposes.

Pros:

Users of air transportation would bear the cost burden.
- The cross subsidy problem is avoided.

-~ The funds are earmarked and applicable solely to noise reduction

purposes.

Sufficient revenues could be provided to stimulate the timely

production of a new generation aircraft.

Government interference in managerial decisions can be limited.

Cons:

— Entitlements could provide a windfall for carriers without

a significant number of noisy aircraft.
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-~ The intended relief would be limited for carriers having little

or no tax liability.

Type 4. An aircraft operation charge (pollution tax) would be imposed

based on the amount of noise generated by non-Part 36 aircraft

operations, weighted by time of day at which the noise occurs.

™e revenues would be spent for noise reduction purposes.

Pros:

- The cost of noise reduction would be placed directly on the

operators (and ultimately the users) of noisy aircraft.

~ The tax would give air carriers maximum incentive to reduce

noise as quickly and inexpensively as possible.
~ The cross subsidy problem is avoided.
Cons:

— A pollution tax would place further burdens on an industry that
is already in poor financial condition, affecting most seriously
the financially distressed carriers with relatively large

numbers of noisy aircraft.
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- Revenues from the tax would probably not be sufficient to
stimulate the production of a new generation aircraft in

time to meet the new noise standards.

~ This type of plan would heavily involve the government in the

collection and disbursement of funds.

Type 5. Provide for government loan guarantees for purchase of

replacement aircraft.

Pros:

~ Would provide some financial incentive for airlines to order

and manufacturers to produce a new aircraft.

- This approach 1s simpler than the surcharge and redistribution

type of plan, yet provides funds where they are needed.

-~ In the absence of defaults on loans, the cost of meeting the

standard would be borne by users rather than the general public.

Cons;

- Financially distressed carriers may not qualify for guarantees,
assuming the traditional requirement of a showing that they

can repay the loan.

- There would be less certainty of meeting the noise reduction

compliance deadline if some carriers do not qualify for the

guarantees,
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~ Substantial government oversight would be required and

administrative costs would be incurred.

- The'plan would constitute a major long-term intrusion on behalf
of one industry into what has been traditionally viewed as
being in the realm of private sector financing. It would also
establish a further precedent for direct federal support to
private industry.

Issued at Washington, D.C., on November 18, 1976.
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William T. Coleman,'Jr.
Secretary of Transportation





