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Snapshot

Ron Messer is a faculty member in the School of Business at KPU whose research
interests focus broadly on management accounting and decision making. A graduate
of six universities, Ron holds undergraduate and graduate degrees in both public and
business administration. He is a Chartered Accountant and a Certified Management
Accountant with 25 years of working experience in financial planning, corporate finance,
and cost accounting. His essays have appeared in journals in Canada, the United States,
and the United Kingdom.

Key Research

Ron Messer's primary areas of interest include organizational strategy. financial planning,
and supply chain management (with an emphasis on logistics). To this end, he has
published in peer-reviewed academic journals (eleven essays), industry specific journals
(seven articles), and chapters in authoritative textbooks (two chapters in two texts).

Organizational Strategy:

- Based on his strategy research, Ron developed a method for charging airport landing
and terminal fees that optimizes the social welfare for both the travelling public and
private sector operators. In conjunction with this work, Ron also proposed a pricing
framework for private sector airports.

In the area of government, he suggested a renewed focus on organizational vision,
whereby the public sector adopts private sector values in the delivery of its services.

Financial Planning:

- In the area of financial planning, Ron proposed a budgeting method that
eliminates many of the problems encountered when companies

Ron Messer




- prepare their annual financial plans. He also created a process for identifying budget
‘cheaters’; this process allows for the creation of more realistic business plans and
thereby avoids the inefficient allocation of corporate capital.

Supply Chain Management:

- In an essay written more than a decade ago, ("Airports, Air Cargo and the Internet”)
Ron outlines the possible effects of e-commerce on airports as logistics hubs in the
supply chain. In this paper, Ron predicts that Internet enabled business models will
lead to increased air cargo and possible on-airport manufacturing facilities. Recent
evidence surrounding the development at Indian airports (with the production of off-
patent pharmaceuticals), the United Parcel Services aviation group (servicing laptop
computers), and the many ‘fulfillment’ centers under construction at, or near, airports
(Amazon) provides evidence to support this hypothesis.

Impact of Research

Ron Messer's essays on supply chain management and logistics describe the impact of
e-commerce on aviation globally. In the area of organizational strategy. Ron has proposed
a way in which university business programs can distinguish themselves and become
world-class institutions.

Overall, Ron's research is helping to develop strategies so that governments can deliver
public services more effectively, including airports operating in deregulated environments,
Moreover, his work is impacting the way private and public institutions operate by
proposing efficient methods that are globally relevant.

What's Next?

- Ron recently published a business case that will be used as part of a competition for
management accounting students across the United States (along with teaching notes,
which will be published separately).

- He is currently completing a paper that discusses enhanced teaching methods for
management accounting.

- His most ambitious project to date is examining decision making in speculative markets

in order to understand the underlying mechanisms that govern participant behaviors.
This involves analyzing large data sets and developing a number of heuristic models.

Check out Ron Online:

- ORGANIZATIONAL STRATEGY: A Strategy for Airport Pricing (2001),
Handbook of Airline Strategy - view attachement

- FINANCIAL PLANNING: Death of a Budget (2009),
Journal of Cost Management - view attachement

+ SUPPLY CHAIN MANAGEMENT: Airports, Air Cargo
and the Internet (2000), Airports International - view attachement

For further information please visit:
libguides.kpu.ca/kora and kpu.ca/research




DEATH OF A BUDGET: REPLACING A BUSINESS ICON

Ron Messer
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" DEATH OF A BUDGET:

This article discusses the idea that budgets are essentially a waste of time and effort because
they fall to accomplish thelr intended objectives. This happens when they Iincorrectly assume that
the future is knowable and when they confuse expectations with probabilities.

REPLACING A
BUSINESS ICON

34 :

RON MESSER
n 1949, Arthur Miller’s provoca-
tive play, Death of a Salesman,
about down-and-out huckster
Willy Loman poignantly illus-
trated the plight of a business
icon that no longer served a purpose. In

the play, Willy lives in a fantasy world where

he hides from the desperation of his exis-

. tence as a struggling salesman, unable to

make his numbers. The play explores
perceptions of success and failure in the
business world and concludes that when
an antiquated notion has outlived its
usefulness, it may be time to do away

: with illusions and face reality.

Budgets are used by almost every mod-
ern organization to plan for the finan-
cial future. As in the case of salesman Willy,

: when developing budgets it is important
. to clearly understand the illusions being

created. This includes evaluating the use-

: fulness of the processes used to develop
: and manage budgets and to assess new

approaches that may better achieve bud-

. geting’s intended objectives.

Companies have used budgets for

. decades as a tool for planning, control,

and reducing uncertainty by charting
the course of what is to come. Yet, those

: who have been involved in the budget-
. ing exercise realize the futility of trying

RON MESSER holds graduate degrees in both public and
business administration. He is also a Chartered Accoun-
tant and a Certified Management Accountant. Mr. Messer
has extensive experience in accounting, auditing, and
budgeting. His essays have appeared in journals in
Canada, the United States, and the United Kingdom.
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to predict the future. At best, a budget
is only an educated guess about what will
happen tomorrow, but more frequently
it degenerates into a fabrication created
by vested interests with hidden agendas.
Cynical? Perhaps. But many agree that bud-
gets frequently bring out the worst in
people.

Why do we budget?

Since the days that ancient Egyptian

Pharaohs used budgets to plan the com-

ing year’s harvest, the ostensible reasons

for the annual budgeting exercise include
the following.'

1. Budgets reduce uncertainty by
attempting to predict the outcome
of future events. In effect, a budget
is an attempt to view the future
based on past experiences and
expected occurrences.

2. Budgets are plans linked to corpo-
rate strategy. By gathering the best
information available about future
prospects, the steps needed to
achieve the goals and objectives
outlined in a company’s strategy
become easier to define. In this way
budgets become blueprints for the
future,

3. Budgets encourage goal congruence.
If they are reasonably attainable and
provide stretch targets, budgets are
useful in measuring the perfor-
mance of both individuals and the
company as a whole. Budgets also
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help to ensure that everyone in an

organization is working towards the

same goals and objectives. They do
this by linking performance and
rewards to financial targets.

4, Budgets provide control by creating
reference points to compare actual
activity to what is planned. In this
way a company can assess how well
it is doing in meeting its goals and
objectives and thereby implement-
ing its strategy. It is in this way, too,
that budgets monitor both how
companies spend money, as well as
how they earn it.

By setting financial targets that are
reasonably attainable and controllable,
budgets assign responsibility and help
achieve both control and accountabil-
ity. This ideal is seldom the reality.

Do budgets reduce uncertainty?’ Most
budgeting exercises involve two distinct
phases: budget development and budget
management. The budget development
cycle is based on the approach that a
company adopts when constructing its
annual financial blueprint. This can
include any, or all, of the following tech-
niques.

* Participatory budgeting, where those
responsible for meeting budget tar-
gets are involved in their develop-
ment.

+ Zero base budgeting, where every—
and all—budget expenditures must
be justified.

Incremental budgeting, which uses

the prior year’s financial results as a

baseline for the current year’s bud-

get.

+ Top-down and/or bottom-up budget-
ing, where business units and/or
senior management develop budgets
separately, or coterminously.

* Flexible/static budgeting, which
involves adjusting budgets based on
activity changes (e.g., sales), or
leaving them unadjusted and
explaining any variances that
occur.?

Common to all these budget devel-
opment methodologies is the involve-
ment of human actors working together
to collectively negotiate a common future.
In this context, perceived incentives
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become critical to understanding the :
actions of those involved in the process. :
Itis also important for interpreting why :
they do the things they do. Individuals :
responsible for spending money request :
more than they need creating a buffer :

to compensate for uncertain future events.

This leads to padding in subsequent years .
when organizations use an incremental :
budgeting approach. Similarly, those :
responsible for making money generally :
understate expected revenues so that :
they are not penalized, should condi- :
tions change unfavourably. This leads to :
problems in predicting cash flows, which :
affects both financing and investment :
decisions. In short, actors in the budget :
drama attempt to make their individual :
goals more achievable. As a result, instead :
of reducing uncertainty, budgets often :
make the future less certain as people :
manipulate expectations and attemptto :
maximize perceived rewards for those :

assigned with budget responsibilities.*

Are budgets plans? A plan is only use-
ful if it contains the best information :
available at the time it is put together. A :
budget determines a course of action :
that links both spending money and mak- :
ing money to corporate strategy. In the :
long run, companies succeed when they :
make more money than they spend. Senior :
managers are evaluated on this basis and :
consequently have a bottom-line focus. :
But unless every participant in the bud- :
get process shares this focus, developing :
a coordinated plan becomes a difficult, :
if not impossible exercise. If cost centers, -
revenue centers and profit centers are
used in place of a single corporate-wide :
responsibility center, the chance of cre- :
ating a realistic and attainable plan for :

the coming year’s financial activity is | gecounTABILITY.

unlikely.

Do budgets encourage goal congruencs?
Goal congruence only occurs if budget :
participants share the same incentives. :
But this seldom occurs because account- :
ability and control for revenues and :
expenses are assigned to individuals, :
who typically do not share the company’s :
goals—even when it may be in their best :
interest to do so. Budgets illustrate the :
classic prisoner’s dilemma where, through :
cooperation all players involved in bud- :
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BY SETTING
FINANCIAL TARGETS
THAT ARE
REASONABLY
ATTAINABLE AND
CONTROLLABLE,
BUDGETS ASSIGN
RESPONSIBILITY AND
MELP ACHIEVE BOTH
CONTROL AND

THIS IDEAL IS SELDOM
THE REALITY.
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geting can optimize their collective (but
not necessarily individual) welfare. This
requires that a level of trust exist among
those involved. In other words, if I am

going to tell you what I really expect to
. spend next year, you had better be hon-

est about your anticipated spending as

: well. This trust is seldom achieved because

responsibility center managers compete

. with each other both for scarce resources
. and to curry favor with those more senior

to them. Because budgets are constructed
at the level of the responsibility center,
they seldom achieve corporate goals and
objectives.

Do budgets provide contrei? A budget pro-

. vides a point of reference for compari-
. son with actual results. Explaining the
: difference between what was expected
: and what actually occurs is the essence

of budget management. But if budgets typ-
ically understate revenues and overstate
expenses, explaining variances from
actual results also needs to take these
fabrications into account. For this rea-

son using budgets as reference points is

of questionable value.®

Problems with budgets

Common complaints about budgets

include the following gripes:

+ Budgets are not tied to corporate
strategy.

+ Budgets are too time consuming to
develop and manage.

*+ Budgets are too political and
involve game playing.

+ Budgets are padded and contain
slush funds.

+ Budgets are too inflexible and do
not adapt to changing circum-
stances.

« Budgets are poor indicators of per-
formance.

+ Budgets are short term and there-
fore lead to poor long-term deci-
sions®
Popular solutions for fixing these bud-

: geting problems include using rolling
: forecasts (i.e., longer term financial
: plans), participatory techniques, reduc-

ing the amount of detail (i.e., line items)
in budgets, building direct links to strat-

egy, and using technology (especially

COST MANAGEMENT NOVEMBER/DECEMBER 2009

Web-based solutions) to streamline the
budget process.” While all of these
approaches are valid, they still do not
address the underlying assumption that
budgets are a) necessary and b) achieve
their intended objectives.®

The real reasons why budgets fail
Budgets fail for two fundamental rea-
sons: 1) the future is unknowable and
2) budgets confuse expectations with
probabilities. Budgets attempt to define
the future in the context of the present
by looking to the past for guidance. But
if the future could be predicted with cer-
tainty, instant and incredible wealth
would accrue to those gifted with such
prescience. Sophisticated capital mar-
kets can translate certainty about the
future into financial gains in the pre-
sent simply by having individuals adopt
appropriate long or short positions. How-
ever, as has been amply demonstrated
by studies of stock markets, future events
are random and therefore unpredictable.
So, why should the budget process pre-
tend that predicting the future reduces
uncertainty? At best, the notion that the
budget process is somehow clairvoyant
can only confound analyses of variances
between planned and actual results and
for this reason provide little analytical
utility, or genuine understanding.®
Budgets are statements about both
individual and collective ability to achieve
goals. As such, they have tremendous
behavioral implications. For this reason
they are best understood as games where
those involved attempt to maximize their
outcomes. However, this framework is
clearly at odds with the fundamental
intent of budgeting, which is to reduce
uncertainty. By providing a forum for
negotiating expectations about the future,
managed outcomes created by those par-
ticipating in the budgeting exercise
replace sound probability statements.
For example, knowing that there is a
ninety-five percent likelihood of an eco-
nomic downturn next year will not nec-
essarily resultin a significant reduction
in budgeted operating costs. The amount
and extent of reductions in expenditures
will be determined by the negotiating

DEATH OF A BUDGET
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skill of the parties involved in develop-
ing budgets, which has nothing whatso-
ever to do with what is likely to occur.”

Replacing the budget

As areplacement for budgets, and rather
than attempting to predict future events,
why not use prior years’ financial results
as a baseline for explaining what happens
in the future? While this will not reduce
uncertainty, it will also not create the
illusion of certainty, where revenues are
deliberately understated and expenses
overstated. In this way, a company’s finan-
cial plan becomes to achieve corporate
targets that are bottom line oriented. For
example, a target of five percent earnings
growth can be agreed upon in advance

DEATH OF A BUDGET

. Exhibit 1 Financial Planning Objectives: An Analysis
‘ _— P/Y Actual Resuits +
E - OQJGQt?Y e B udgets Bottom-line target
‘Reduce Create an illusion of Do riot Hide uncertainty, but instead _ oL
: . uricettainty certainty, inasmuch as explain differerices between two sets of
__revenues are typically actual events--a e., they work wnth
. o . understated and expenses-  certainty. -
'overstated to manage B .
-expectations. . By removing the ilusion of certainty,
greater objectivity can be achieved
Future events are random = - when evaluating:operating results and -
and therefore essentially manageérial performarce.
anknowable; consequently, ;
predicting hext year's events
g ) is a non-produciive exercise. e : Lo
“Provide a - ‘Link-strategy and findnces Focusing on variances from the prior
financial plan _ based on anticipated results, year and explaining these in.terms of
’ or anticipated levels of known factors in the internal and -
activity. When activity varles  external environment allows greater
from the plan, stratedy may  flexibility when adapting to future
be jeopardized. events.
<" Attain goal. - Cotporaté and responsibility A single bottom line onentallon ensures
congruence . center goals frequently do goal congruence. Free market
. ' not agree’because incentives, i.e., optimal results obtained
incentwes are not allgned ona corporate-wnde basis, promote goa}
L : congruence among organizational
decision-makers.
Provide - Explain variances from the ‘Explain differences between two:. -
control budget, which is known to be-  periods’ actual fingincial results. Control
_an inaccurate approximation  is-achieved by holding those who have
of the future, authority for financial performance
(including revenues and/or expenses)
accountable for corporate outcomes, If
these outcome variances are not clearly.
and credibly explained, appropriate '
consequences will follow.

based on a strategic objective of increas-
ing market share. In this framework,
those with revenue and spending respon-
sibility would explain variances from
the prior year’s operating results by refer-
ring to the company’s internal and exter-

nal environment. To the extent that :

revenues or expenses are controllable,
accountability is achieved.”

When discussing financial planning *

it is important to distinguish between

budgets and forecasts. Budgets typically :
relate to a single year, while forecasts :

apply to a number of future years, usu-

ally five to ten. Shareholders, investment :
analysts, and bond rating agencies use :
forecasts to make decisions about valu- :
ing, as well as buying and selling a com- :
pany’s securities. However, forecasts do :
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or Corporate
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Provide a .
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" Corporate

Corporate
strategy

Attain goal
congruence

" Individual

‘Performance

evaluation

Provide
control

Individual

Responsibility

accounting
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 nothave the same objectives as budgets.
: Through their link to corporate strat-

egy, forecasts are used for planning pur-

poses; they are also used to reduce

uncertainty about the future. But fore-
casts are not intended to be mechanisms
of control, or performance evaluation

. because 1) their time horizon is too far

into the future (and consequently less

predictable) and 2) they change fre-
: quently to reflect the dynamics of the

company’s environment.
Most articles about reforming finan-
cial planning have focused on convert-

: ing budgeting from an annual exercise
: to alonger-term process where forecasts

are updated frequently, typically quar-

- terly. Proponents of this practice dis-

cuss the merits of linking corporate
strategy, which is typically longer term

- tofinancial plans." But the link between
: forecasts and performance evaluation

and control is less clear. While it is a

: good practice to update financial plans
: frequently, to hold individuals account-
: able for long-term forecasts, which change
. quarterly, is both unfair and impracti-
. cal. To accomplish all of the objectives
. of financial planning, the budget process
. must be remade to address the two fun-
: damental flaws underlying current prac-
. tice: 1) the future is unknowable and 2)
. probabilities and expectations are very
. different things. Exhibit 1 analyzes the

objectives of financial planning, com-

paring the use of budgets with the sug-

NOVEMBER/DECEMBER 2009

gested method of using prior year’s (P/Y)
actual results.

Using the prior year’s financial results
as a reference point and linking next
year’s financial target to earnings or
some other bottom-line measure ensures
that goal congruence is achieved; this is
because all budget participants have the
same goal in sight. In this way, the finan-
cial plan becomes much simpler by allow-
ing those charged with implementing it
to make the necessary adjustments as
future events unfold, such as sales vary-
ing from expectations or expense over-
runs occurring. Once financial planning
is removed from a context where indi-
viduals must compete for scarce re-
sources, the prisoner’s dilemma mind-
set becomes inoperative as optimal results
for both the individual and the collec-
tive become inextricably linked to accom-
plishing a single corporate-wide goal."

Experience with budgets has shown
that individual and corporate objectives
do not mix. This is because individuals
cannot realistically be held accountable
for events that take place in the future.
The future is unknowable and therefore
uncontrollable. If individuals are held
responsible for future events, they will
attempt to obfuscate expectations and
probabilities when negotiating their bud-
gets. Failing to do so increases their
uncertainty about meeting budget tar-
gets, causing them to overstate planned
spending and understate expected rev-
enues." For this reason too, the finan-
cial planning linkages shown in Exhibit
2 are not realized. When corporate strat-
egy is based on long-term forecasts,
financial plans are too future-oriented
and, as a result, do not provide a rea-
sonable basis for developing a budget.

Using a company’s prior years’ actual
results as a baseline for planning both
spending and earning money provides
accountability and control for perfor-
mance by requiring managers to explain
deviations from known results. These
results should be associated with clearly
identified strategic objectives and out-
comes that link spending with revenues,
They will also be tied to nonfinancial
measures that reflect the organization’s
unique business drivers, such as cus-

DEATH OF A BUDGET
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. Exhibit3 Financial Planning Logic

PRESENT
{Year 2)
Actual
results

PAST

Approach (Vé';ﬁ)

Financial Planning Logic

Traditional | Budget
approach:

Understand the past (year 1) by referring to the
present (year 2) and then explain differences in
terms of expectations met or not met,
Understand the present (year 2) by referring to
the past (year 1) and then explain differencés in

results

Actual
results

Actual
results

Suggested
approach:

terms of corporate goals met or not met. )

tomer satisfaction. If a budget holder
spends more than in the prior year, it is
expected that 1) the extra spending will
be clearly linked to corporate strategy and
2) better outcomes will be achieved, such
as increased sales. If this does not hap-
pen, then the individual will be held
accountable for poor performance in
relation to known spending and known
results. Employee incentives will also be
tied to how well spending, earnings, and
outcomes are linked in achieving results
that are in line with corporate strategy,
focusing on a bottom-line measure, such
as net income. Exhibit 3 compares this
suggested approach to the traditional
budgeting logic.

By using this approach, developing
and managing a financial plan becomes
both easier and more relevant. Budget
development requires nothing more than
using prior year’s results as a baseline mea-
sure. Budget management simply involves
comparing current year earnings and
spending with last year’s numbers. This
approach is unlikely to result in obfus-
cation, because the incentives to confuse
and confound have been removed. With
the budget illusions dispelled, a useful new
approach that better achieves the objec-
tives of financial planning can be real-
ized. Exhibit 4 compares the use of budgets
and prior years’ actual results when
preparing a company’s financial plan.'

In memoriam

While there has been a great deal of crit-
icism concerning budgets, most orga-
nizations continue to use them as tools

DEATH OF A BUDGET

Exhibit 4 Financial Planning Objectives: An Assessment
Objective Budgets P/Y Actual Resuits +

Reduce Encourage padding  Encourage honesty

uricertainty v i

Provide a Focus on Focus on corporate

financial plan  responsibility centers  earnings

Attain goal - ,

congruence Individual focus Corpgrate focqs

Provide Reality vs. Guess Reality vs. Reality

control : a

for financial planning. There have been
several permutations of the traditional -
budgeting exercise, including rolling :
forecasts (which are essentially budgets :

that are updated more frequently than

once a year), simpler budgets with fewer :
line items, and an attempt to better link :
budgets with corporate strategy. Many :
articles have been written about these :
variations on financial planning and the :
companies that use them. However, no
organization has eliminated budgets :
entirely. Most companies use budgets :
primarily to control costs. But as noted, :
this is a futile exercise because of cer- :
tain fundamental errors in the assump- :
tions underlying the budgeting process. :
By clearly understanding these errors :
the focus shifts from trying to predict :

the future (as in traditional budgeting)

to explaining changes in a company’s f
operating results by referring to last :
year’s numbers and how they are affected :
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by changes in the external and internal
environment. This simple, but signifi-
cant shift in perspective better allows the
objectives of financial planning to be
realized, including more effective per-
formance evaluation, improved cost
cotrol, and reducing the uncertainty
associated with the financial plans
needed to achieve corporate goals and
objectives (i.e., the elusive link between
budgets and strategy).

For these reasons, it may be time to
change the script of the budget drama so
that its message is more clearly conveyed.
While some may think that eliminating
budgets is financial heresy, most would
agree that it is far better to see the world
clearly than to live in an illusion.

In the end, even Willy Loman real-
izes that his role is no longerrelevant to
the modern business world and that
while his passing is sad, it is ultimately
for a greater purpose. Like his son Biff,
those involved in the old budgeting par-
adigm can now say that they too had the
wrong dreams and that it is time to wake
up to reality. m

NOTES

' Reference can be made to Charles Horngren, Cost
Accounting, 3© Canadian Edition, (Prentice Hall:
2004), p. 191,

See note 1 above, p. 210 for a list of criticisms of
traditional budgeting and proposals for change.

3 See note 1 above, p. 236.

* To illustrate this problem, it is interesting to com-
pare favorable and unfavorable budget variances for
an organization over a ten-year period. Almost invari-
ably when this is done, the number of favorable vari-
ances greatly exceeds those that are unfavorable.
But, if events in the future occur randomly it would
be expected that the number of favorable variances
would approximate those that are unfavorable. Sur-
prisingly, when | have demonstrated this “phe-

2
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nomenon” to responsibility center managers they
have been puzzled by the results.

8 For purposes of achieving financial control, other
reference points can include: 1) prior years' actual
results; 2) standard costs; 3) benchmarks; and 4)
competitors’ financial results.

® See also, Leahy, Tad “The Top 10 Traps of Budget-
ing,” Business Finance, Nov. 2001,

7 Exampies of some of these articles are: Suutari, Ray
"Rethinking Strategy’, CMA Management Maga-
zine, Dec./Jan. 2001; Leahy, Tad "Necessary Evil,”
Business Finance, Nov. 1999; Jeh!se, Kathryn “Bud-
geting as a Competitive Advantage,” Strategic
Finance, Oct. 1999; Banham, Russ "Revolution in
Planning,” CFO Magazine, Aug. 1999; MclLemore,
Ivy "The New Frontier in Budget,” Controller Mag-
azine, Sept. 1997; McLemore, Ivy "Wining the Bat-
tle of the Budget,” Controller Magazine, Sept. 1996;
Downes, Frank “Reinventing the Budget Process,”
Controller Magazine, Sept. 1996,

s Compare Fearon, Craig " The Budgeting Nightmare,”
CMA Management, May 2000; Reason, Tim “Build-
ing Better Budgets,” CFO Magazine, Dec. 2000.

® See Schwitzer, Maurice and Ordonez, Lisa “Goal Set-
ting as a Motivator of Unethical Behavior," Acad-
emy of Management Journal, Jun. 2004.

85r an interesting discussion of probability and
decision making see Hsee, Christopher K. "Money,
Kisses and Electric Shocks: On the Affective Psy-
chology of Risk,” Capital Ideas, University of Chicago,
Sept. 2004.

11Budgets typically address the uncertainty associ-
ated with producing goods and services by estimating
next year's sales, so that an appropriate quantity
of inputs, i.e., materials and labor, will be available
for production. But, with recent advances in tech-
nology creating process improvements (for exam-
ple, e-procurement), just-in-time management of
production inputs makes predictions about future
sales less important when formulating a financial
plan. In addition, factor costs can be hedged in
futures markets for currency and other commodity
exposures.

2500 "Breaking the Budget Impasse,” Harvard Man-
agement Update, May 2003; "Budgeting in the Real
Worlid,” CFO Magazine, Jul, 2005,

3This approach to financial planning will not work in
a setting where budgets are used primarily to con-
trol spending and there is no direct link between
making money and spending it {i.e., the conflict
between political vs. economic incentives).

“Compare Jensen, Michael C. “Corporate Budgeting
is Broken," Harvard Business Review, Nov. 2001,

BEor other prescriptions on ‘fixing' budgeting, see
Libby, Theresa and Lindsay, Murray “Budgeting-An
Unnecessary Evil,” CMA Management, Apr. 2003;
Leahy, Tad “Should You Trash the Budget?"” Busi-
ness Finance, Oct. 2001,
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The Price Is Right (But Not Always):
A Strategy for Airport Pricing

About Strategy

Perception is strong and sight weak. In strategy it is

important to see distant things as if they were close

and to take a distanced view of close things.
—Miyamoto Musashi (1584-1645)

About Airport Pricing

In many countries, both airports and airlines have tra-
ditionally been viewed as state-owned enterprises
(SOE). The large capital investments required for
these businesses created significant barriers to entry
and allowed the SOEs to become monopolies. Owing
to widespread economic stagnation in the late 1970s

and 1980s, regulatory reforms, such as deregulation,

liberalization, and privatizations, were increasingly
embraced by numerous governments throughout the
world. As a result, recent trends within the airline

Ron Messer
Manager of Financial Services

Vancouver International Airport Authority

Vancouver, British Columbia
Canada

industry have seen a rapid increase in the number of
airlines being privatized.

Only more recently have airports privatized, pri-
marily because of governments” desire to reduce oper-
ating expenses. In addition, there was a realization
that huge capital outlays would be required to meet
the anticipated demand for air travel in the future.
Although airports still remain monopolies in many
respects, several forces have considerably reduced
their power, including bilateral air agreements,
improvements in other modes of transport, and
advances in information technology, such as e-mail,
fax, electronic file transfer, and video conferencing.

In the process of moving from state to private con-
trol, airports have become more businesslike. In
effect, they have moved from being airports to being
property management companies, holding a diverse
portfolio of real estate assets, including, among other

The views expressed in this chapter are those of the author and do not in any
way represent those of his employer or his employer’s subsidiary companies or
affiliates.
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things, airfields, shopping malls, office buildings,
theme parks, golf courses, racetracks, undeveloped
land, and vehicle parking facilities.!

Making pricing decisions for airports is a difficult
process and one not often made in isolation. Other
stakeholders can be involved in setting both the
prices for facilities and services offered for “sale,” as
well as the method used for determining those prices.
Given this dynamic environment, it is imperative that
a conceptually sound model be used when develop-
ing and implementing airport pricing strategies and
methodologies.

Airports and airlines are particularly likely to dis-
agree about the prices that should be charged (and
paid) for the use of airport facilities and services. This

situation has been exacerbated by privatized airport .

management structures, including publicly held com-
panies, local airport authorities, and professionally
managed but government-owned airports.2 As with
most private business enterprises, airport manage-
ment groups want autonomy in setting the prices
they charge.

Discussions about airport pricing with airlines have
recently focused on two main issues: (1) which costs
are to be recovered, including infrastructure develop-
ment, and (2) how nonaeronautical revenues are to be
shared.? Although traditional airport pricing is based
on either a residual-cost approach, whereby airlines
pay all costs, or a compensatory price model, whereby
airports may not recover all costs, other options are
available. The main claim of this chapter is that airport
pricing is done best when it is based on sound busi-
ness investment principles and when it is linked to
corporate goals and objectives. The major themes

Table 41-1
Sample of Revenue Sources and Facilities Provided

addressed are those of airport strategy—viewing air-
port operators as property developers and man-
agers—and public policy—in terms of understanding
the optimum economic relationship between airports
and airlines that maximizes total consumer welfare.

Pricing Is about Business Investment

An airport’s diverse revenue streams can be viewed
as a portfolio of business investments. By setting
prices for the use of its facilities and services, airports
implicitly realize a return on their invested capital.
Therefore, as is true for all investments, establishing
prices requires an understanding of the trade-offs
between risks and rewards.

Generally, the objective in making good invest-
ments is to maximize rewards while minimizing—or
effectively controlling—the risks involved. Although
some risks will always be associated with investing
funds, those risks can be either identified / quantified
and incorporated into the required rate of return or
managed through various means, such as hedging
strategies.

Pricing Is about Rewards

Among airports, revenue sources are fairly homoge-
neous, differing only in the relative importance
assigned to each source. These sources, along with the
facility /service being provided, are described in
Table 41-1.

Revenue Source Facility/Service Provided

Landing fees
General terminal fees
Specific terminal fees

Airport terminal buildings

Airside: runway and taxiway systems

Airport baggage systems, check-in counters, flight information display systems

(FIDS), de-icing facilities, and jet bridges

Retail and food and beverage
annual guarantee)
Passenger facility charges

Retail space (charges based on percentage of gross sales, usually with a minimum

Pixed charges per enplaned passenger (which can vary depending on the distance

traveled), providing passengers with access to the airport’s facilities (used to pay for
future airport capital improvements)

Vehicle parking Short-term, long-term, and premium (valet) parking, along with value-added services,
such as car detailing and mechanical repair
Office rents Premium office space and industrial storage

Land rents Developed and undeveloped properties
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Charges for the use of airport facilities and services
are derived in different ways. Landing and general
terminal fees are typically inherited from the govern-
ment and ostensibly determined by the budgetary
appropriations process and the legislative agenda.
Specific terminal fees are generally based on a recov-
ery of costs. Market-driven competitive forces deter-
mine concession revenues. Here, business operators
vie for the right to use space in conducting their busi-
nesses at the airport. Passenger facility charges relate
to the long-term infrastructure development plans of
an airport. Car parking rates are either competitively
determined or linked to other concession pricing
decisions, such as a “street,” or “fair,” pricing policy.
Office and land rents are set based on the price of
comparable space offerings in the nearby area and
linked to assessed land values.

Each revenue source is derived from a customer or
user group: the person(s) who “buys” the use of air-
port facilities and services. Each source is also broadly
governed by a different market structure: monopolis-
tic or competitive. Table 41-2 describes airport rev-
enues in terms of these categories.

Typically, governments become involved in the
economy when the private sector does not, or should
not, play a role, such as when people become worse
off because of free markets. Economists call these sit-
uations “market failures.” Monopolies are an exam-
ple of a market failure, whereby naturally occurring
competitive forces do not exist, as a result of signifi-
cant barriers to entry, such as the large capital invest-
ments required to build an airport.

Yet pure monopolies are as rare as pure competi-
tion. Both are artificial constructs economists use for
convenience to analyze more complex phenomena.

Table 41-2
Revenue Sources and Market Structure

So, although airlines paying landing fees are faced
with few alternatives—in terms of where they can do
business (a “monopolistic” market)—they neverthe-
less have options, albeit limited ones, available to
them, such as using nearby airports or road/rail
interlining. Similarly, although retail outlets can oper-
ate at many possible locations (a “competitive” mar-
ket), most metropolitan areas typically have only one
airport where they can conduct business.

Rewards for providing airport facilities and ser-
vices should be based on whether a market failure
(monopolistic conditions) exists. If competition is lim-
ited, regulation of prices is necessary to ensure that
excess economic “rents” are not extracted, which
results in a reduction in total economic welfare. If
competitive forces are in place, pricing should be
based on free-market principles and linked to corpo-
rate strategy.

Pricing Is about Risks

it is generally easy to identify the rewards associated
with investing. However, it is equally important to be
aware of investment risks. As risks deal with uncer-
tainties and as these can be multifaceted and interde-
pendent, identification, prioritization, and quantifica-
tion are critical to proper evaluation of any business
opportunity.

The risk associated with a business investment is
based on its relation to the existing activities of the
enterprise. For example, an airport’s core business is
managing a runway system and a terminal facility. If
an airport were considering an opportunity to enter
into a joint venture with another firm for an interna-
tional constriiction project, for example, this would

Market Structure

Revenue Source Custormer/User Groups Competitors/Substitutes
; Landing fees Airlines Monopolistic Other airports, other transport modes,
: video conferencing, Internet )
‘ , General terminal fees Airlines Monopolistic Other airports, other transport modes,
, . video conferencing, Internet _
§ Specific terminal fees Airlines Monopolistic Other airports, other transport modes,
P video conferencing, Internet
Retail and food and beverage Tenants Competitive Malls, downtown shopping
! Passenger facility charges Passengers Monopolistic Other airports, other transport modes, -
video conferencing, Internet
Vehicle parking Passengers Competitive Other parking lots, for-hire transport
Land rent Tenants Competitive Other landlords/property managers
Office rent Tenants Competitive Other landlords/property managers
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represent an above-average risk. The question of how
much additional risk, as measured by the volatility of
the forecast cash flows over time, such a venture rep-
resents can be answered in various ways:

® by using professional judgment,

® by relying on experienced financial consultants,

® by using statistical techniques to analyze the sta-
bility of returns for the same or similar interna-
tional construction projects, or

¢ through sophisticated statistical modeling tech-
niques, such as by using computer-generated sim-
ulations.

Uncertainty, or risk, is determined by historical—
and sometimes expected—volatility. In the case of air-
port pricing, uncertainty is caused by fluctuations in
external, uncontrollable variables, such as world eco-
nomic events, business cycles, and fuel prices. But
because airport prices are set in advance, they cannot
reflect these uncertainties. For this reason, risks
should be “priced into” the charges set by airports.

Pricing Is about Rewards and Risks

Broadly speaking, pricing involves determining all
the relevant costs associated with providing a good or
service, including a profit margin, or rate of return.
These cost elements include

® the cost of paying for operating expenses relating to
a business or investment opportunity, such as
employee salaries, utilities, taxes, and so on;

® the cost of paying for long-term assets, which have
a useful life in excess of one year, needed to oper-
ate the business or take advantage of an invest-
ment opportunity: capital costs;

Table 41-3
Airport Costs and Risks

e the cost of financing operating expenses and long-
term asset acquisitions;

® the opportunity cost associated with the invest-
ment—that is, if another business or investment
had been undertaken, how much money could
have been earned instead; and

® the refurn required on invested capital, based on an
assessment of business risks and a company’s cost
of capital.

These cost elements are then allocated to customers—
through the pricing mechanism—based on anticipated
demand, with a view to maximizing total revenues.
Activity drivers are used to unitize costs—create discrete
bundles of value—for purposes of pricing. Table 41-3
shows the risks and risk management strategies for
various cost elements, as well as the activity drivers
that airports can use to determine prices.

Typically, business investment decisions are made
based on a company’s riskless rate of return and the
risk premium associated with the opportunity. The
riskless rate of return, usually determined by the
yields on long-term bonds issued by national govern-
ments, represents the opportunity cost of passively
investing funds when there is absolutely no uncer-
tainty as to the rewards that will be received in the
future. Any additional risk, over and above that nor-
mally assumed by the enterprise in the normal course
of business, is referred to as the risk premium.

The risk premium is expressed as a percentage
added to the cost of capital, which is usually calculat-
ed as a weighted average for the company as a whole.
Calculating the risk premium for an investment is a
much more difficult exercise than determining either
the associated reward or the riskless rate of return.
But that calculation is one that is absolutely necessary
in order to make a fully informed decision about pric-

Risks (Uncertainty)

Risk Management

Cost Elements  Operating

Variance from actual costs will

Change prices annually.

Capital lead to excess profits or losses. Profit margin cushion.
Financing Control costs,
Opportunity “Pad” costs.

Rate of Return

Activity Drivers Passengers

Movements

Reduce costs; increase efficiencies.
Cross-subsidization of revenue streams.

Low passenger volume leads to loss.  Set low activity base.
Floor area Not all floor area can be leased.

Charge nonleased costs to tenants.

Movements below activity level set. Set low activity base.
Time Time duration below level set.

Set low activity base.
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ing for the use of an airport’s facilities and services.
By knowing the riskless rate of return and the risk
premium associated with a business investment, a
required rate of return—reward relative to risk—can
be determined.

In summary, airport prices should be based on an
assessment of both the rewards and the risks of mak-
ing various business investment decisions. The
greater the risk—uncertainty—of the venture, the
higher the related reward. Rewards are determined
by market conditions within a particular business. If
these are monopolistic, regulation is the economically
optimum pricing method; if these are competitive,
free-market forces should govern. In free-market situ-
ations, corporate strategy should be used to deter-
mine prices.

Pricing Is About Strategy

It is a huge conceptual leap to think about airport
charges as prices.* Landing fees and terminal charges,
for example, are more closely associated with the tra-
ditional view of airports as public utilities, operating
in a highly regulated environment. A price represents
more than just the cost of a good or service; it is a
measure of both value—in terms of consumer utili-
ty—and product/service choice—in terms of differ-
entiated commodities. Prices for products and ser-
vices can be used to both market a company’s offer-
ings and provide it with a strategic competitive
advantage. For most businesses, making good deci-
sions about pricing is critical to their survival. As a
result, corporate strategy and pricing are inextricably
linked.

Corporate strategy is also linked to an understand-
ing of a company’s internal and external environ-
ment. This involves an awareness of a business’s
strengths, weaknesses, opportunities, and threats
(SWOT analysis). Traditionally, airports have been
viewed as large public utilities where airlines carry
on their business. With the devolution of responsibil-
ity to the private sector, however, this paradigm has
changed, and airports have assumed a broader role as
property managers. This change, in turn, has led to sig-
nificant developments in most airports” food and
retail businesses, their land development businesses,
and their vehicle parking businesses. (The former
British Airports Authority—now BAA plc—is an
example of a private airport business that has done an
excellent job in developing its valuable real estate
assets, primarily retail properties.)> Table 41-4
describes the internal and external environment at a
typical airport when viewed as a property manage-

ment business—in terms of strengths, weaknesses,
opportunities, and threats (SWOT)—that is charged
with the development of its real estate holdings.6

Because corporate strategy should be based on an
assessment of a company’s internal and external envi-
ronment, the goal of operating and strategic decision
making should be to align revenues and expenses in
such a way that the relationship between prices and
costs matches corporate strategy. This leads to (1)
operating decisions about expenses—based on
costs—and (2) strategic decisions about revenues—
based on prices. Providing input into these decisions
is information obtained from an assessment of (1) the
internal and external environment and (2) costs and
related pricing alternatives.

For airports, three broad-based product/service-
costing strategies are possible: underrecovery, simple
recovery, and full recovery. Underrecovery includes
costs relating to operations, capital replacement
(depreciation), and financing. Simple recovery
includes these costs plus opportunity costs.
(Opportunity costs relate to any other airport business
venture, such as a hotel, which is foregone for the sake
of a particular investment.) Full recovery includes the
previous two cost categories, as well as the costs asso-
ciated with a required return on investment.”

Underrecovery is recommended as a costing strat-
egy when one revenue source can be used to cross-
subsidize another. This strategy would be adopted
when numerous competitors are in a particular line of
business. Simple recovery is used when there is some
competition from rivals and substitutes and other
revenue opportunities are available. Full recovery of
costs is used when there are no rivals or transporta-
tion substitutes in a market and no other opportuni-
ties are available, or demand for facilities and services
is not sensitive to price changes (demand is relatively
inelastic).

This framework for cost analysis leads to three
pricing strategies: loss leader, price taker, and price
maker. A loss-leader strategy is used when a cost
underrecovery strategy is adopted. In this case, prices
entice customers to an airport on the assumption that
they will spend money on another product/service
offering; for example, low landing fees can be cross-
subsidized by retail and food and beverage sales, as
in the case of the BAA. A price-taker strategy is used
when costs are either partially recovered or under-
recovered. In this situation, competitive forces will
determine prices, such as rivals or substitutes. Finally,
a price-maker strategy is used when costs are fully
recovered. A price maker is faced with customers
who are relatively insensitive to price changes, as
well as an external environment with few or no rivals
or substitutes.
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Table 41-4 :
Airport Strategic (SWOT) Analysis
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Internal Environment

External Environment

Strengths Weaknesses

Opportunities

Threats

Generally do not have fee
simple title to land (owned
by government)

Strategic location, typically
near central business
district

Revenue diversification
through property
development

International crises
(economic/political)

Good road access Local community
restrictions (zoning

bylaws)

Capitalize on competitive
advantage (location)

Reduced operating cash flows
(PFC phase-out; revenue bonds
maturing)

Limited commercial land
development experience

Significant drive-by traffic

Generate cash flow for
airport infrastructure
development program

Possible higher interest rates in
the future (for bond financing)

Nearby markets

Allow passenger facility
charges (PFC) phase-out

Commodity price fluctuations
and related impact on airlines
(fuel costs)

Available land in an area
where land resources are
generally scarce

Window of opportunity to
capitalize on new retailing
concepts, such as themed
entertainment

Business cycles (recessions)
both domestic and
international

Experience with retail
development (airport
concessions)

Newer commercial real
estate developments have
an advantage over older
projects because of their
attractiveness to shoppers
(fickle consumers)

Cost and price strategies relate to markets for
products and services. For airports, these markets can
be segmented along several dimensions—for exam-
ple, by aircraft type, passenger traffic, and tenant mix.
As a result, various combinations of cost and price
strategies are possible, based on the number of mar-
ket segments that exist. The more homogeneous the
customer base (airlines, passengers, tenants), the
fewer the opportunities for market segmentation that
will be available.

The salient point in this discussion is that pricing is
based on an analysis of costs and should be linked
with corporate strategy. Corporate strategy, in turn,
determines both cost (expense) and price (revenue)
decisions. This framework ensures that an airport’s
goals and objectives are achievable and that revenue
is maximized. Figure 41-1 summarizes this discussion
about airport pricing, illustrating that it is based on
business investment decisions that are carefully
aligned with corporate strategy.

About Pricing Right

To ensure that “the price is right,” it is important to
consider each business investment (revenue source)
at an airport separately, as well as its fit with the over-
all corporate strategy. Three broad categories of pric-
ing methods—distinct from pricing strategies—are pos-
sible:

1. regulated structure,
2. market-based, and
3. cost recovery.

(Note: Only a market-based pricing method can be
used with the strategic cost/price analysis framework
discussed.)

A regulated structure is best when a market failure
has occurred, as, for example, when airports can exer-
cise monopolistic power over pricing landing or ter-
minal fees. Market-based pricing mechanisms are
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Figure 41-1 A Strategy for Airport Pricing.

preferred in a competitive environment for the facili-
ties and services offered for sale, such as airport retail
outlets. Recently, many airports have decided to
either adopt, or move toward, a cost-recovery pricing
method. This approach describes, in detail, how air-
ports and airlines are to share the cost of running an
airport.

Table 41-5 examines each airport revenue stream in
terms of the market environment that exists for the
facility and/or service and the pricing method typi-
cally used. The table then compares this method with
the most appropriate one, noting the consequences
when the two are not the same.?

If price regulation is recommended because of a
market failure, using a cost-recovery pricing method-
ology will lead to inefficient operations because there
is no incentive to control costs, as would otherwise be
the case in a regulated environment. In a regulatory
environment, landing fees and general terminal fees

CONSIDER . ..

e.q. landing and temiinal fees

Costs: oparating, fnancing, capital replacetasnt, oppotiunity, rate of refum
Retivity: passengers, area, moverents, e

Cost strategy
Price strateqy

Revenue = Unit Price X {estintated) Quantity Sold
Rewards based on net cash tlows—i e, revenues less costs

Riskless Rate - hased on long-tem: govemnmient bonds
Risk Premiunt - based on judgement and technical analysis

use discounted cash flow techniques to evafuate

NeW revenue source
ongoing dynamic pricing in line with corporate strateqy

are typically allowed to increase only by the amount
of annual inflation. Also, in equity-financed, private-
ly managed airports, an efficiency factor can be includ-
ed in the calculation of aeronautical charges. This
forces airport management to rationalize costs in
order to generate a reasonable return from this part of
the business.

If a regulated pricing strategy is recommended and
prices are set based on the market, monopolistic
power may extract excess rents from airport cus-
tomers. Also, in the case of PFCs, if a regulated pric-
ing strategy is recommended and prices are set based
on market conditions, cross-subsidization may occur.
This means that one user group pays for part of the
costs of providing facilities or services for another
user group. (Here, the temptation is to pass on a large
portion of airport infrastructure development costs to
passengers, without charging airlines for their pro-
portionate share.)
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Table 41-5

Airport Revenues and the Consequences of Not Pricing Right

Revenue Source Market Usually is... Should be... Consequences

Landing fees Monopolistic Regulated Regulated —

General terminal fees Monopolistic Regulated Regulated —_

Specific terminal fees Monopolistic Cost recovery Regulated Potential efficiency loss

Retail and food and beverage Competitive Market Market —

Passenger facility charges* Monopolistic Market Regulated Potential that passengers sub-
sidize airlines

Vehicle parking Competitive Regulated Market Potential suboptimal revenues

Land rent Competitive Regulated Market Potential suboptimal revenues

Office rent Competitive Market Market —

*The charges set for PFCs in the United States are regulated by the federal government. In Canada, these charges are market based and set by airport management

groups.

When regulation exists in a market-driven compet-
itive environment, revenues may be lost. This would
be the case, for example, when car-parking charges
are regulated, because of the relatively inelastic
demand for this facility /service. Similarly, when cost-
recovery pricing is used in a competitive market, rev-
enues will not be maximized, and inefficiencies may
result because of inappropriate incentives.

Overall, cost-recovery models are not recommend-
ed for “right” pricing. Their primary benefit is that
they provide airports with greater certainty about
being able to pay for operating costs and new infra-
structure development. Air carriers also become more
certain about airport charges, for purposes of budget-
ing and long-term financial planning. But this reduc-
tion in uncertainty, or risk, results in inefficiencies
because there is no incentive to control spending
(such as a profit motive) under a cost-recovery
model.® In addition, cost-recovery models result in
less than optimal revenues because under this pricing
method, revenues are usually used to reduce airport
costs and not to maximize profits.

The Price Becomes Right

In 1960, Theodore Levitt of Harvard University sug-
gested that the primary reason for the demise of the
once mighty railroads in the United States was that
they failed to redefine their business models in a time
of rapid change. During the early 1900s, significant
investments were made in roads and air transport,
which presented a serious competitive threat to the
rail barons. Levitt argued that the railroads should
have redefined themselves as being in the transporta-
tion business rather than simply as railways.

As with the railroads, airports too must redefine
the nature of their business to stay attuned with
changing times. This means adjusting their business
paradigm to fit with the new reality of increased pri-
vatization of once government-owned and govern-
ment-operated facilities and services: in other words,
recognizing their new role as property managers and
developers.

The new airport business paradigm means that the
methods used by airports to price the use of their
facilities and services should match the market condi-
tions that exist for a particular type of business.
Except in situations of market failure—when monop-
olistic conditions exist—free-market pricing mecha-
nisms work best.

When airport pricing is based on an analysis of
each revenue source as a unique business investment
that is linked to corporate strategy, efficient opera-
tions and revenue maximization result. In turn, eco-
nomic welfare is maximized. As airports have
evolved from government-owned and government-
managed public utilities to private property manage-
ment companies, pricing for the use of facilities and
services has emerged as an important issue. When
viewed as a portfolio of real estate assets, airport facil-
ities and services should be priced using sound busi-
ness investment principles. This involves an under-
standing of the rewards and risks associated with
each business venture. Regulated prices minimize the
rewards and risks associated with a business invest-
ment. Market prices maximize rewards but also
increase risk.

This chapter has addressed the issue of pricing poli-
cies in terms of an airport’s strategic positioning as a
business rather than as a public utility, viewing mod-
ern-day airport operators as property managers rather
than as agents of government. In this environment,
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sound business investment principles should govern
corporate decision making; this covers all strategic ini-
tiatives, from traditional property development, such
as cargo facilities, to more exotic undertakings, such as
Formula One racecar tracks. By thinking about an air-
port as a portfolio of diverse real estate assets, free-
market principles best govern those parts of the busi-
ness not subject to monopolistic conditions, such as
runway operations and terminal buildings. This
involves taking a stand against the trend toward cost-
recovery methodologies being negotiated between
airports and airlines and suggests that making airport
operators masters of their own destinies is the best
course for achieving economic efficiency and maxi-
mizing total consumer welfare.

As airports and airlines negotiate charges for the
use of facilities and services, they should be aware of
this fundamental change in their environment, as
cost-recovery pricing can lead to inefficiency and sub-
optimal revenues. By adopting a cost-recovery model,
spending decisions will not be made strategically,
because pricing decisions are not strategic, and poor

business practices (inefficiencies) will result. As pri-

vate companies manage more airports, it is important
that efficiency and profitable business operations be
encouraged and rewarded. Otherwise, the burden of
providing increasingly vital transportation facilities
and services for the world’s “global village” will once
again fall on the shoulders of the lowly passenger.
This is indeed a shame, given the potential rewards
that are available to those operating an airport as a
true business.

In the past, the invisible hand of capitalism has
proved itself superior to other forms of economic
organization. To tamper with a proven winner would
be not only foolhardy but also unfair to both airports
and consumers.10

About Pricing...

The price is what you pay, the value is what you
receive.
—Author Unknown

Endnotes

1. Industry leaders in airport management include
the former British Airports Authority, now BAA
plc, and Amsterdam Schiphol Airport. Compare
“Airports Looking to Non-Aviation Revenue

Sources,” Aviation Daily, December 14, 1999, pp.
2-3.

. Examples of each type of corporate governance

structure are British Airports Authority (private
company issuing share capital), the Vancouver
International Airport Authority (local airport
authority), and Indianapolis Airport (conces-
sions managed by the BAA but airport owned
by the state government).

. An interesting example of this is the agreement

reached at the Tampa International Airport with
its air carriers.

. For a more in-depth analysis of airport pricing

and corporate strategy, see Ron Messer, “Pricing
Aeronautical Fees at Private Airports,”
Handbook of Airline Finance New York: McGraw-
Hill, 1999), pp. 469-91. The material for this sec-
tion has been excerpted from the text of that
chapter. For additional insights into pricing,
compare Christopher C. Eugster, Jatin N.
Kakkar, and Eric V. Roegner, “Bringing
Discipline to Pricing,” McKinsey Quarterly, 2000,
no. 1, pp. 132-39.

. Many airports control large land parcels, which

represent attractive opportunities for commer-
cial development. Calgary International
Airport, for example, has proposed developing
a large destination resort, including a 350-room
hotel, an 18-hole golf course, a sport and enter-
tainment complex centered on a state-of-the-art
horse racetrack, three soccer fields, and family
recreation areas. The British Airports Authority,
arguably the leader in innovative land develop-
ment at privately managed airports, operates an
amusement park, several hotels, and a business
center, as well as extensive retail facilities. (See
Charles Tyler, “From Dirt to Dollars,” Airport
World (Geneva, Switzerland: ACI, 1999), pp.
67-71. Compare Cyrus E Freidheim Jr. and B.
Thomas Hansson, “Airports as Engines of
Economic Development,” Strategy and Business
(New York: Booz, Allen and Hamilton), 3rd
quarter, 1999.

. Airports operate a capital-intensive business

requiring significant investments to maintain
their current infrastructure and to develop new
facilities to meet future levels of demand. As
such, cash for investment in noncore activities is
in short supply. However, many airports enjoy
the advantage of being strategically located
within the boundaries of growing and prosper-
ous municipalities. For this reason, nonairside
lands represent valuable real estate holdings
that can be used for development purposes. The
issues to be addressed are finding the best way
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to develop these lands, maximize an airport’s
return on investment, and minimize the need
for invested capital.

From a strategic perspective, most airports
are well positioned geographically to exploit
land development opportunities. At the same
time, a window of opportunity is available to
develop some of the newest concepts in retail-
ing, such as entertainment centers, which
include retail, food and beverage, and popular
entertainment, to compete directly with existing
retail complexes. Airports typically have the
land base and the population size to successful-
ly pursue such opportunities.

The alternatives available to an airport with
respect to land development include

doing nothing;

leasing the land;

negotiating a prepaid lease for the land;
entering into a joint venture, with the airport
contributing the land; and

¢ self-developing the land.

Appropriate discounted cash flow techniques
(such as net present value (NPV), internal rate of
return (IRR), or adjusted present value (APV))
can be used to determine the optimum invest-
ment choice, given the unique internal and
external environment facing each airport opera-
tor. Although it is possible to develop airport
lands for either industrial or commercial (retail)
use, because of the higher values typically asso-
clated with the latter, retail development pro-
vides a higher return on invested capital, given
a particular level of risk.

7. Capital costs, such as the cost to build a new
runway, will be recovered, according to this
classification scheme, through capital replace-
ment and financing costs. These costs will be
incurred over the life of the asset.

8. For detailed information about airport rates and
charges worldwide, refer to Symonds Travers
and Morgan’s annual survey of airport rates
and charges.

9. See James A. Brander, Government Policy Toward
Business (Toronto: Butterworths, 1998), p. 197,
regarding inefficiencies in monopolistic markets
and the need for price regulation.

10. Compare “Professor Studies Innovation (or
Lack Thereof) at U.S. Airports,” Aviation Daily,
May 16, 2000, pp. 2-5, where Scott Tarry, politi-
cal science professor at Southern Illinois
University, claims that “modern airports need to
shake a public utility mentality that is ill-suited
to the dynamics of today’s transport business.”
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Ron Messer explores the
possibilities offered by the Internet
for supply chain management
specifically in terms of airports.

dl

t is a considerable understatement to-say that
the Internet has revolutionised the way in which
business is conducted. Nervous corporate
executives either boldly ‘embrace the new

. technology and business model presented by
the networked world or, ostrich-like, bury their heads
in the sand and pretend that nothing has changed.
Judging by the stratospheric values investors have
given to dot.com companies, the expectation is that
the old business model will have significanfly reduced
relevance in the future.

The Internet and e-commerce present unique
opportunities to both producers and consumers,
primarily because of the way in which information is
relates to the
and the
needs/wants of customers. It does this by giving

managed. This information

products/services companies  sell
producers information about who is buying what and
providing consumers with detailed information about
planned purchases, including the best price available.

In this way, the Internet overcomes many
information asymmetries for both groups. What

remains fundamentally unchanged in the new

k The Supply
Chain

business model, however, is the requirement that
ti
goods and/or services be transferred from the person

Amazon price & selection)
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that “makes homethmg to the person that buys |
something. L 5 '

Supply chain managcment is thc dev clopmcm of
an integrated logistic system by means of a network of
organisations that link different processes and
activities to produce value in the form of products and
services offered to consumers. This formal definition
is summarised in the figure below.

Goods and/or produced by
manufacturers who then trade part of the value of

services are

their production in exchange for the risk of holding
inventories for resale. This is the primary reason why
wholesalers and retailers exist in the supply chain —
they assume the risk of warehousing, insuring and
wransporting stock from the manufacturer to the final
consumer.

This risk is information-based, inasmuch as the
quantities and types of goods desired by consumers is
only imprecisely known. Traditional middlemen
manage their risk exposure through proprietary
such as

information sales

distributors, agents and brokers.

systems, contacts,

Information technology has radically changed the
supply chain for many businesses. In this respect, the
Internet is not so much a revolution as a natural

Walmart (EDI/JIT)

Wholesaler:

 Retailer

Retailer

Costco ('big-box' retailers)






cvolution ‘of processrelated improvements (1). For
example:

® Wal-Mart and many of the auto manufacturers

ha meered and perfected the use of electronic
dava .erchange (EDI) and justin-time (JIT)
inventory systems to reduce costs and eliminate the
need forwholesalers in the supply chain

% Costco and other ‘big-box category killer’
wholesalers have virtually eliminated the need for
retailers of ‘commodity’ type items. They have done
this by consolidating suppliers and éffectively using
information technology to reduce costs through EDI
and JIT.

@ Amazon.com has used the Internet to remove
both wholesalers and ‘bricks and mortar’ retailers
from the supply chain.

These developments have resulted in large
benefits to consumers in terms of:

@ Reduced prices (because of reduced costs for
procucers/distributors)

® Larger selection (because of the elimination of
the need for ‘middle men’ in the supply chain—i.e.,
wholesalers and retailers, whose function is to ‘break
bulk’ and provide ‘place’ convenience).

Producers have also benefited because they are
able to make better resource allocation decisions by
using data about customer purchasing to more
intelligently make and stock products/services which
cor~mers need and want. (Note: This process
im :ment applies to both business-to-business and
business-to-customer e-commerce models).

In brief, technology has made the system of
exchange between producers and purchasers more

iles of Freight (millions) 1960 1965

el 000 1500 1,854
arCarrier, domestic, all services 553 2 1353

Air Cérrier change ‘!45%
AirCarrier % of Total  004%  0.07%
1ok, Intercity 285000 359,000
Class 1 Rail 572,309 697,878
:Dromerstic Water Transport
256,000 302 548
65,990 75,918
89,614 109,701
1,730 1.638

229,000 306,400

efficient by providing valuable data to both parties,
allowing them to reduce or eliminate their
in wtion-based risks (such as what/how much to
prowuce and what/how much to pay for goods
and/or services) (2).

For the producer, knowing more abqut buyer
choices and preferences has allowed a rationalisation
of production. As a result of the global reach of e-
commerce, this has created a situation where many

1970
2,206
2189
62%
0.10%
412,000
764,309

359,784
76,4186
155,816
1178
431,000

1975

2285
3,470

B9%
0.15%

- 454,000

754,252

315,848
68,617
180,399
1.222
507,600

ble One

Cargo

Transportation
Trends

~ Lommerce

goods and services have become (or, may soon
become) commodities - i.e. they are easily and readily
available to everyone and their only distinguishing
feature is price.

Under these circumstances, it becomes important
to reduce costs, which results in industry
consolidation as economies of scale are sought. This
means that the supply chain will both (a) shrink, as
the role of the ‘middleman’ is eliminated and (b)
become more concentrated, as producers align their
interests to reduce costs in order to compete more
effectively on the basis of price.

The missing element in the ‘new’ supply chain is
logistics—i.e. moving products from the person that
makes something to the person that buys something.
While electronic ‘goods’ can move easily and quickly
through networked distribution channels (e.g.,
computer software and music - with MP3
formatting), transportation of traditional goods
occurs by means of rail, road, water and air. The faster
the delivery time, the more expensive the mode of
transport, with air cargo being the costliest, fastest
and most rapidly growing.

Table one shows the level of air cargo activity,
measured in ton-miles of freight moved in the US,
between 1960 and 1996. The table illustrates that
while air cargo still comprises a very small part of the
total tonnage moved, it is a quickly growing mode of
transport. From 1970 to 1995 the ton-miles of
domestic freight movement for all transportation
modes increased by 65%. Air carrier’s ton-miles grew
the most rapidly, more than quintupling over the
period.

1980 1985 1995 1996
2989 2949 3608 3,739

4528 5156 12520 12,861

30% 14% 6% 3%

0.15% 0.17% 0.34% 0.34%

555,000 610,000- 921,000 - 986,000
918,958 §76,984 1,305,688 1,355,975

631,149 810,977 440,345 . 408,088
61,747 48,184 59,704 - 58,335
227,343 . 232,708 306,329 . 296,791
1.696 1,102 1,350 1,475
588,200 564,300 601,100 819,200

Source: US DOT

In general, air cargo travels twice as far as cargo
sent by other means and is significantly more
valuable, by weight.

Air freight moves via all-cargo carriers as well as by
air carriers that transport primarily passengers. In the
US., between 1980 and 1995, freight revenue ton-
miles by passenger carriers grew much faster in the
international market (173%) than in the domestic
market (88%). >
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<« Revenue ton-miles produced by the all-cargo
air carriers grew even faster. In 1995, the seven major
all-cargo air carriers (FedEx, UPS, etc.) flew 9.3 billion
revenue ton-miles, up 405% from 1980. In 1993,
nearly 13% of shipments of office, computing and
accounting machines moved by air (including truck
and air combination). In addition, about 27% of these
shipments moved by parcel, postal and courier
services—with some portion of this moved by air (3).

The following list shows some popular goods

shipped by air freight:

@ Computer semiconductors

@ Perishables, such as salmon, fruits and cut flowers
@ Telecommunications equipment
® Medical equipment

@ Electrical machinery

@ Human organs

@ Aircraft parts

The distinguishing features of these items are that,

(1) They have a very high value to weight-bulk ratio
i.e. they are relatively small, lightweight, primarily
high-tech products —with the exception of documents
and perishables (4).
-(2) They all have a time-value associated with them
e.g. aircraft parts which must arrive on time to prevent
expensive schedule delays and medicines/human
organs that can prevent life-threatening illnesses.

As noted, the important features of the Internet

" (and e-commerce) are that it overcomes information
asymmetries between producers and consumers, and
provides lower prices, greater selection and ‘place’
convenience.

The important features of air cargo are that it is
used primarily for time-sensitive products, and is used
for goods with a high value relative to their weight-bulk.

It is expected that with the increasing
commoditisation of goods/services because of better

information provided by e-commerce business

models, supply chain contraction and consolidation
will occur. As a result, major hub airports will likely
become even larger players in the global supply chain
because of:

@ The increased volume of air cargo. This results
from lower product costs for — and prices charged by
~ producers, justifying time convenience prices
charged to — and costs paid by — consumers for air
cargo transport and (5) more optimum capacity
utilisation by air carriers, stimulating all-cargo airline
activity. This in turn reduces transport costs, as
economies of scale are achieved.

® The general trend to increased use of air cargo to .

transport goods (as noted in Table One)
® The efficiency of the hub-and-spoke network
design to move air cargo.

A logical consequence of this reasoning is that
large dedicated-use warehouses — and possibly
manufacturing facilities ~ will be built at airports
for certain high value/low weight-bulk items.
Examples of these types of goods include
pharmaceuticals and microprocessors. In
essence, the front end of the supply chain will
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p juncture that airports, as logistics hubs, will
alr Car gO assume significantly greater importance.

Internet

shift to the logistics hub, that being the airport.

The commercial aspects of the Internet are
primarily concerned with supply chain management.
The Internet  provides a  standardised
communications  protocol  for  exchanging
information between producers and consumers. By
reducing or eliminating information-based risks, it
functions to replace traditional middlemen functions,
such as provided by wholesalers and retailers. This
event has revolutionised the process of transferring
producer value to consumers.

As e-commerce grows and greater efficiencies are
investments in technological
infrastructure, producer costs — and consumer prices

realised  from
—will decrease. These savings can then be transferred
to other value-enhancing propositions for consumers,
such as obtaining time/place convenience. It is at this

As product information becomes more
AND THE ubiquitous through the Internet, producers will be
forced to compete on the basis of price. As in most
commodities-based industries, consolidation will
This suggests

producers will centralise either their storage and/or

inevitably result. that certain
manufacturing facilities in close proximity to their
logistics hub, in order to gain greater supply chain
efficiencies.

The growth of e-commerce presents a unique
opportunity for airports to become significant players in
the management of the global supply chain. As a result
of technology-produced efficiencies in the processes for
moving things from those who ‘make’ to those who
‘take’, the supply chain has/will both become more
concentrated through producer consolidation and
collapse, as intermediaries such as brokers, agents and
other middlemen are eliminated (6).

This will increase the ‘value proposition’ for both
producers and consumers. If airports can recognise
these developments in their external environment
and act strategically to gain first-mover advantages (7)
they can reap the rewards from both new business
development as well as increased revenues from the
movement of air cargo, such as landing fees, land
rents and concession agreements (8).

End notes:

(1) See ATKearney, “Digital Pioneers”, wunv.athearney.com.

(2) See John Sviokla, *The Price
is Wrong”, wenv.contextmag.com and Lawrie J. Fiynn, “Let’s Make A Deal”, wnow.context,ag.com.

(3) Compare International Air Express, Cranfield Unijversity, 1999,

(4) - The value attvibuted 1o an item is based on buyer behaviour in_the destination market; for example,
Japanese consumers will pay significantly mare for salmon from British Columbia than will local
frchasers,

(5). Homegrocer.com, an on-line
e-commerce grocery slove’s strategic plan.call for using the.cost savings vealised on lower land prices for its
remole warchouses lo.offsel. delivery costs. (See Ric Mazereeuz, “One Fool:in the Door.com,
www.canbus.com, Ocl.. 8, 1999.) For business-lo-business.e-commerce, the trend towards shorter product

life. cycles and:shorter development times will-increase the valye-and use-of air ransport,

(6). Compare.“To Be.or Nol lo Be”, wunu, conlechnag.com.

(7) First mover advantages in the.e-commerce world include domination of an industyy, according to Brian
Arthur of the Sante Te Institute, who argues convincingly that:old cconomic models do ol apply 1o the
Internet. (See Jocl Kurizman, “An Interview with W, Brian Avthur, Slruley and Business,
wun.siralegy-business.com.

(8) See Barbara Cook, “Air Cmga Guc.s high Tﬂch s wow, an[zwhwl og.






