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Introduction

The govenmet of Nepd recetly took steps to end Royal Nepal Airlines (RNAC)
monopoly pogtion as the sole provider of domedtic ar sarvice in Nepd by regigering three
private airlines. Although this change can be viewed as pat of a broader economic
liberdization plan, it was ds0 intended to address catan problems in the domedtic aviaion
sector. For many years the tourig indudry has argued that the sarvice provided by RNAC,
chaatterized by a shortage of flights frequent cancdlaions, etc., discouraged tourigs from
coming to Nepd and discouraged those who did come from leaving the Kathmandu valey.
Private arlines and competition for RNAC were ssen as means to diract more (and bigger
goending) tourigds and to oread touriam beyond Kahmandu.

The United Saes Agency for Intermationd Devdopment Misson in Nepd, through its
contract with the IRIS Cater a the Univeraty of Mayland (Inditutiond Refom and the
Infoomd Sector) asked me to advie the Depatmett of Civil Aviaion in the Minidry of
Touriam on arline priang palicy for the new private arlines However, because | bdieve that
pricdng palicy cannot be viewed in isolaion from entry policy and subsdy pdlicy, dl three of
thee issues are dedt with beow.

To summaize my recommendaions Entry into the arline indudry and into particular
routes should be free.  Airlines should be free to charge whatever prices they wish to tourids
If a subddy for Nepali ar travelers is necessary, the government should edteblish the sarvice
Sandards that it deems appropriate (eg., flight frequency and fare) and solict bids from
carigs for the amount of subsdy that would be required. Economids today recognize that
makets ae not peafect. However, expeaience has convinced most economids that free
makets, with thar impefections, ae upeior to governmentt regulaion.

Entry
The issue of entry rdaes both to entry into the arline indusry and entry of exising
carigs into soedific routes Because sfety informetion is difficult for passengers to gaher



ad interpre, it is a legitimae rde of govenmet to st safely dandards that arlines mugt
demondrate an ability to meet to become licensad. (Licendng should be consdered digtinct
from regigraion. A potetid arline would regiger a the Depatment of Indudry like ay
other budness. However, the Depatment of Civil Avigion would then license the carier if it
demondrated the ability to operae sfdy.) However, the process of licendng should be as
trangparent as possble with published dandards deedlines for decisons, ec. Furthermore,
only minimd economic deta should be required for licensng. The purpose of licendng is to
make sure tha the carier can operate safdy. It should not be a guise for economic regulaion
of entry. Concans about the dleged degradation of ety in the face of competition (eg.,
simping on mantenance) should be dedt with dredly through vigorous sty regulaion,
raher then indirectly through entry (or price) regulaion.

Although licensing airlines for safety purposes makes sense, once a carrier has
demondrated that it can opearate sfdy, it should be dlowed to enter any route it wants This
recommendetion gpplies to dl types of caries stheduled, chater, and hdicopter. If there
ae routeedific safey requirements, then route licenang may be cdled for. The naure of
some arports and routes in Nepd is such that (or so some people | spoke with told me) there
mus be some ovadght by govenment. For example, the PokharaJomsom route involves
flying through a narow vdley with oy “room” for one flight & a time (regadless of
direction). This may reguire some govenment ovesght/coordination. Of course, a U.S-
dyle “dat” sygem is possble in which the govenment detemines the cgpadty of the route
based on sAety condderdtions and dlocaes thee rights to the caries involved. This
dlocation could be done in severd ways, but auctioning the rights has the goped that they
would go to the highes bidders--the arlines tha vaue the rights the mog-—and it would raise
revenue for the government.

Airline makets, like other makes will only support a given number of comptitors
Should the govenment or the market be the abiter of how many cariers and which cariers
save eech route? This is a task a which the marke excds and & which government-—-any



governmant ---does not. The quesion of how many firms a market can support is a question
only the market can answer. If the market hes too few competitors (and thus has high prices
and profits) other firms will enter in the quest for profits  Likewise, if a market has too many
firms some will exit in search of better opportunities dsawhere. Government, on the other
hand, can only sscond guess what a market outcome would be. Which paticular firms save a
market is ds0 best determined by the market. The make favors those firms that provide the
best product or sarvice a the lowest cos. The best a governmentt could do, once agan, is
second guess the market outcome. At wore, government could assgn rights to firms based on
politicd factors unrdaed to the effidency of the firms involved. When govenmat is in a
podtion to bestow profit opportunities on firms corruption is likdy to follow.

Entry policy and price paicy ae dosdy linked. The more freedom thet is granted in
pricing, the more important it is that entry be eesy. Government policy should be directed to
meking entry by new cariers (and by exiding cariers into new routes) as essy as possble
This condition has implications for access to foreign exchange, etc.

Pricing

The issue of pricdng can be divided into the issue of pricdng on tourig routes (and to
tourids in generd) and pricng for locds Pridng for locas is examined in the subsdy section
bdow, 0 this section deds only with pridng for tourig treffic. Private arlines (and RNAC)
should be dde to charge any price they wish to tourists. Why should arlines be different from
hotds? Although by lav the Nepdee govenment mud goprove RNAC’s fares | was told
that its tourig fares generdly are goproved as submitted as a mater of course The new arline
ovnas agree (patly, see bdow) they should have pricdng freedom. So do the user groups
who bdieve pridng fresdom will result in lower faes However, the owners want a floor
bdow which they may not price to prevent “chaos” Patly this reflects ther desre to reduce
competition.

Any fears tha arline operators would collude to st high prices should be dedt with



directly through sanctions for collusve behavior, rather then by fare regulaion, which often
resllts in a govenment sanctioned cartd in which price competition is forbidden.

Strict regulation of fares can lead to problems. Air trangportation is a complicated service
tha can be produced a differet levds of qudity. Perhgps the mogt importat  qudity

1it's impact on e propaoiiity triadt a passenger can get a

dmengon is r‘r'equency orFservioe ana
seat on the flight of his choice If fares ae tightly regulated, the only comptitive outlet is the
qudity of savice If fares ae st too high, cariers will compete by adding additiond flights
to dtract more passengers. The result of high fares will be high frequency sarvice with many
empty seds  If faes ae s too low, caries will reduce frequency meking it difficult for
passengers to obtain a seat of flights of thar choice If cariers ae free to sat fares, they can
compete on the bags of price and qudity, achieving the right combingtion of the two.

If some form of control of tourig fares is deemed necessary, | recommend a concept cdled
a “zone of ressondbleness, " which was used in the US during the trangtion from drict
reguidion to completle deregulaion. This goproach pedifies (by disance or by route) a
maximum pamissble fae ard a mnmum pamissble fae An arline may chage ay fae
that fdls within the zone without government goprovd. Airlines wishing to charge fares above
or bdow this zone would be required to pret a cae to the governmentt judifying thar
request. This zone could be worked out in great detal, or current RNAC fares could form the
bass (See bdow for ddals) If the zone were wide enough, caries would have enough
flexibility to innovae (eg., pesk peiod pricng, directiond pricng, tiers of sarvice) and adgpt
to chaging drcumgdances, and those who ssk some govenment reguldion would be
gppeased.

| have devdoped an example of such a fare foomula and zone of reesonadleness Table 1
shows the results of a regresson in which current RNAC fares are expressed as a function of
scheduled trip time (and a condant term). This indicates thet the line thet best fits the current
RNAC fares as a function of trave time is Fare = 21.85 + 0.987 Time Note that the R2 of
0.79 means that time explains 79 percat of the varidion in fares across routes, indicaing thet



other factors are ds0 important.  (Hight ditance would be a better varidble then time to use
for regulaory purposes (dnce it is not under arline contral), but | did not have access to that
data) In FHgure 1, | have plotted actud fares as a function of time (the scatter of * symboals),
the regresson line mentioned above, and the upper and lower bounds of a proposed zone of
reesonableness. This paticular zone is the regression line plus and minus 45 percent. This 45
percet figure is abitray. Howeve, | chose it as the narowest band tha induded dl the
fares currently charged by RNAC. Appendix A contains a lig of routes the current RNAC
fare, the regresson formula fare, and the upper and lower bound fares

With any fae formula even one initidly deived from current fares some mechanism
mus be avaldde to adjus the formula for changes in arline cods  In the U.S. this was done
by adjusing the origind formula bassd on changes in arlines cod per avalade seat mile
This could be done in Nepd, but would require further regulatory goparaius in which cariers
would have to submit finandd ddaa to govenment.  Alternativdly, a cuder goproach could
adjug the origind zone based on changes in fud cods labor cods ec, (as gahered by the
Radra Bank).

Subsidy
RNAC, as an indrument of government policy, charges two different fares on each route,

one for tourigs (quoted in U.S dollas) and the other (quoted in Rupees) for locdsand
foragners who have lived in Nepd for over 9x months are entitled to trave on locd fares

Locd fares range from deven pecent to thirty percent of tourigd faes RNAC dfedts this
subsdy through internd cross subgdization, i.e, profits from intenaiond routes and from
tourig routes are used to subgdize ar travd by Nepalis (and foreign resdents). Table 1 dso

shows a regresson of locd fares as a fundion of scheduled trip time. FHgure 2 plots the data
ad the regresson line With locd seets sling S0 chegaly (and in short supply), a black
maket has devedoped, where locas buy tickets in advance a the locd fae and resdl them a
higher prices to other locds whose plans necesstated waiting until no dterndive ticket source



was avaladble How importat this is is not known, but it is not a dl dear tha the
bendfidaries of the subddy are in fact the locd flying population.

Before discussng ways to effect a subsdy in the new compeitive environment, | would
like to address the economic effects of a subsdy. In a compditive environment  without
subsdy, prices equd cog (induding an gopropriste return on invested cepitd). A person
deciding to fly (or buy any good or sarvice) decides whether the trip is worth the expenditure.
When prices equd cod, this parson is (implicitly) comparing the benefit he will receive from
the trip with the codt to sodely of providing it. If the bendfits exceed the cod, he flies If
not, he uses an dterndive mode or does not travel. This ensures that sociely’s resources are
only dlocaed to endeavors that generate more benefits than the cogt to sodety of the resources
usad. With a subsdy this mechaniam bresks down. The consumer no longer faces prices that
reflect the cods of production. This will induce some consumes, for whom bendfits fdl short
of codts, to fly, even though the trip uses more of sodety’s resources than the bendfit they
receive. For example suppose the $61 tourig fae (goproximatdy 2800 Rupees) from
Kathmandu to Pokhara reflects the cost of providing sarvice The subsdized loce fare is 750
Rupess Suppose a travder vaues the trip by ar & 1000 Rupees. Without a subsdy he would
teke the bus or not travel. With a subddy he uses 2800 Rupees of sodety’s resources and
recaives a bendfit of 1000 Rupess--wadting 1800 Rupess.

There is however, an economic agumet in favor of subsdies If consumption of the
good or savice in quesion provides benefits beyond those enjoyed by the actud consumer, a
subsdy may be judified. In trangport the benefits that accrue to others (cdled externdities)
ae sad by some to be enhanced padliticd and culturd unity.  So, it may be that the parson in
the example above only vdues the trip from Kahmandu to Pokhara a 1000 Rupees but
ociety a large recaves an additiond bendfit of 1800 Rupees, S0 the benefits are not less than
the costs. Although it is possble tha such extand bendfits exid, they ae impossble to
cdculae.  Without ay means to quantify the magnitude of the bendfits to soady a lage, this
judification for subsdy can result in ay subddy beng “judified” So, it is prudent to be



Kepticd of such “judifications " In ay case it seams reasondble to limit subddy to those
routes where an dtandive to ar (other then waking) is not avaladle Fndly, with ay

subgdy, the quetion of its effect on the digribution of income aises | head from many
Nepalis, both in and out of governmernt, that Nepalis who fly-—-even a the subsdized rate--

are reesonably wel off-—-wdl off enough to aford the tourist fare so subsdy is not necessary.

Catanly, none of the pro-subsdy arguments goplies to foreigners who live in Nepd. Foreign
resdents of Nepd should not be digible to recaive any subddy.

If it is desmed agppropriade to subgdize locd passengars the issue is how to accomplish
this in as dfident a way as possble | propose tha the government set dandards of service
and faes (eg., one flight per week and a fare of 300 Rupees) and solicit bids from cariers for
what subsdy they would require to save each route.  This is the method usad in the US in
the Essatid Air Savice Program.  (Cariers could be reguired to submit proposds and
provide sarvice for a given number of flight hours per month, for which they would be pad,
thus ensuring that routes were, in fact, sarved) These subsdies could be funded by taxes on
tourids (see bdow) that would go into a trus fund that could only be usad to subddize locd
ar trangportaion. By “auctioning” the subsdy and having caries compete for the subsdy,
the cods of subgdizaion ae minimized. With a subddy, cariers would have an incative to
provide sarvice, which is not the case with intemd cross subgdization.  Alsp, with this plan
the subsdy is explidt, not hidden. This way its cods and bendits ae more likdy to be
compared with other government programs.  For example, would it be better to increase
subddization for route A or route B? Would the money et on subgdizing ar travd be
better used to subgdize food or to gpend more on education? With internd cross subddization
the subsdy is hidden and dterndive uses for the subsdy cannot be debated.

The funds to pay the subsdy to cariers could be generated by various taxes on tourigs that
would be pad into a trugt fund, which could only be used to fund the subddy. The ided tax is
one tha rases revenue without discouraging tourids from coming to Nepd in the fird place
This implies taxing wedthier tourids more then less afluet ones Snce messring wedth in
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this context is impossble the tax could be levied on tourig expenditures, with the more
dfluent tourids bang more likdy to gpend more There could be a tax on hotd rooms, a tax
on redaurant meds a tax on ar trave (by tourigs), ec.

The government proposa is to require the new arlines to fly 40 pecent of thar flight
hours on public sarvice routes (i.e, not profitable) in retun for the right to fly the remaning
60 percent of thar flignt hours on profitable tourid routes It is my undedanding tha the
govenment would not dictate which tourid or public savice routes a carier sarved.
Govenment is not sure what routes would be involved. Furthermore, they are not sure what
pricing policy to adopt for locds (on both the public sarvice routes and on the tourigt routes).
They have tdked about stting fares @ a breskeven levd, but have not decded how to
operdiondize such a concept. One arline owner suggested (whatever definition of breskeven
is usd) it be st equd to the breskeven levd for the highest codt carrier. This is a sure way to
legdae ineffidency. A beter solution (within kegping of this framework) is to st breskeven
fares a the average of each carier’s breskeven rae. This ds0 legidaes ineffiaency, but less
than the other goproach. However, it gopears that data collection and processing is vey
difficut and expendgve making such daa intendve regulaory methods difficult or expendve

Whatever subsdy scheme is usad, a bags for seting locd fares must be developed. A
ample goproach is to s them to a given percant of tourigt fares This would treat each route
equaly and st fares on a rationd bass rather than on an ad hoc palitical bess

Although the 60/40 rule has been proposd, little thought has been given to what time
period the 60/40 rule would gpply to. Would 40 percent of a carier's weekly schedule have
to be in the public sector (however defined) or should 40 percent of its anud schedule, or
somehing in bewea?? To the extent that locd routes and tourigt routes pesk a different times
of the year, if defined over a short time period, this rule would add unnesded capadity to locd
routes Imply because touris routes were pesking and, ironicdly, in nead of the capaaty.

The whole issue of subsdy and the 60/40 rule is confounded by the forthcoming entry of a
leest one chater carier (and a hdicopter carier). There is dissgreement whether charter



cariers can or should be subject to the 60/40 rule (or any other possble rule). I'm not sure
how feesble it is to have them subjett to the rule  On the other hand, the exigence of cariers
not subject to the rule may wdl undermine the internd cross subgdization on which the 60/40
rule is based. “Chate” carigs tha opeae in a fashion indiginguishable from scheduled
carigs may devdop to skirt the regulaion. With the expliadt subsdy proposa abov: this
problem would not deveop. Airlines can live with the 60/40 rule but dearly would prefer not
to. Usr groups see this rule as teking capadity away from the tourigd routes where it is
needed.

Miscellaneous

If atax on tourig tickets was used to fund a subgdy (or for any purpose) | recommend that
it (and current arport departure fees) be induded in the price of the tickets. Such fees exigt in
many pats of the world, but are induded in the ticke price Making passngers pay
sepaady a time of departure takes many people by surprise

Also, from what | learned about landing fees (charged to arlines) in Nepd, they are very
low. | beieve they should be rased to reflect the cost of the sarvice rendered.
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Table 1

Fare Regressions

LS // Dependent Variable is TOURI ST FARE (in US. dollars)
Nunber of observations: 102

VARI ABLE COEFFI Cl ENT STD. ERROR T- STAT. 2-TAIL SIG

C 21.851132 2. 2763459 9.5992141 0. 0000

TI ME 0. 9867938 0. 0505335 19. 527516 0. 0000
R-squared 0. 792240 Mean of dependent var 61. 27451
Adjusted R-squared 0. 790162 S.D. of dependent var 23. 18593
S E of regression 10.62103 Sum of squared resid 11280. 62
Log Iikelihood -384. 7310 F-statistic 381. 3239
Dur bi n- Wat son st at 1. 843585 Prob(F-statistic) 0. 000000

LS // Dependent Variable is LOCAL FARE (in Rupees)
Nunber of observations: 102

VARI ABLE COEFFI Cl ENT STD. ERROR T- STAT. 2-TAIL SIG
C  88.494316 21. 630359 4.0912089 0. 0001
TI ME 10. 154007 0. 4801809 21. 146214 0. 0000
R-squared 0.817239 Mean of dependent var 494. 1569
Adjusted R-squared 0. 815411 S.D. of dependent var 234.9034
S E  of regression 100. 9234 Sum of squared resid 1018554.
Log Ilikelihood -614. 3867 F-statistic 447.1623

Dur bi n- Wat son st at 1. 872876 Prob(F-statistic) 0. 000000
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Figure 1

lonship of Tourist Fares (dollars)
to Minutes of Flight
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Figure 2

Relationship of Local Fares (Rupees)

to Minutes of Flight
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Current

Rout e

Bagl ung- Kat hmandu
Bagl ung- Pokhar a

Bai t adi - Mahendr angar
Bai t adi - Nepal gun]

Baj hang- Dhangadbhi
Baj hang- Mahendr angar
Ba) hang- Nepal gun]

Baj ur a- Dhangadhi
Baj ur a- Nepal gunj

Bhai r awa- Kat hmandu
Bhar at pur - Kat hnandu

Bhoj pur - Bi r at nagar
Bhoj pur - Kat hmandu

Biratnagar-BhoLpur

Bi r at nagar - Kat hnandu
Bi r at nagar - Lam danda
Bi r at nagar - Phapl u

Bi r at nagar - Runm at ar
Bi r at nagar - Tapl ej ung
Bi r at nagar - Tunm i ngt ar

Chaur | hari - Dang
Chaur | hari - Nepal gun

Dang- Chaurj hari

Dar chul a- Dhangadbhi
Dar chul a- Nepal gun]

Dhangadhi - Baj hang
Dhangadhi - Baj ur a
Dhangadhi-Darchula
Dhangadhi - Kat hnmandu
Dhangadhi - Napal gunj
Dhangadhi - Sanf ebagar
Dhangadhi - Si | gadhi odot i

Dol pa- Nepal gun;

Janakupur - Kat hmandu
Janakupur - Runj at ar
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Appendi x A

Touri st Fares

and Formul a Fares

Current Formul a

Touri st Fare Fare
77 61
28 37
33 42
77 101
61 56
55 56
77 71
72 61
72 66
72 76
50 47
39 47
77 71
39 47
77 86
50 51
66 56
55 51
50 47
33 47
33 37
39 47
33 37
55 51
88 96
61 56
72 61
55 51
149 140
55 51
39 47
33 47
77 66
55 56
39 51

Lower Bound
Far e

34
20

23
55

31
31
39
34
36

42
26

26
39

26
47
28
31
28
26
26

20
26

20

28
53

31
34
28
77
28
26
26

36

31
28

Upper Bound
Fare

89
53

60
146

82
82
103

89
96

110
67

67
103

67
125
75
82
75
67
67

53
67

53
75
139
82
89
75
203
75

67
67

96

82
75



Rout e

Jonsum Pokhar a

Jumla-Kathmandu
Juni a- Napal gun]
Junt a- Sur khet

Kat hmandu- Bagl ung
Kat hmandu- Bhai r ana
Kat hmandu- Bhar at pur
Kat hmandu- Bhoj pur
Kathmandu-Biratnagar
Kat hmandu- Dhangadhi
Kat hmandu- Janakpur
Kat hmandu- Jum a

Kat hmandu- Lam danda
Kat hmandu- Lukl a

Kat hmandu- Meghaul
Kat hmandu- Nepal gunj
Kat hmandu- Phapl u

Kat hmandu- Pokhar a
Kat hmandu- Ramechhap
Kat hmandu- Rum at ar
Kat hmandu- Si mar a

Kat hmandu- Tum i ngt ar

Lam danda- Bi r at nagar
Lam danda- Kat hnmandu

Lukla-Kathmandu

Mahendr anagar - Bai t adi
Mahendr anagar - Baj hang
Mahendr anagar - Nepal gun

Mahendr anagar - Sanf ebagar

Manang- Pokhar a
Meghaul i - Kat hmandu

Nepal gunj - Bai t adi
Nepal gunj - Baj hang
Nepal gunj - Baj ura

Nepal gunj - Chaurj hari
Nepal gunj - Dar chul a
Nepal gunj - Dhangadhi
Nepal gunj - Dol pa
Nepal gunj - Jum a

Nepal gunj - Kat hmandu
Nepal gunj - Mahendr anagar
Nepal gunj - Sanf ebagar
Nepal gunj - Si | gadhi odot |
Nepal gunj - Si m kot
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Current Formul a
Tourist Fare Fare
50 47
127 121
44 66
50 51
77 71
72 76
50 47
77 71
77 86
149 140
55 56
127 121
66 56
83 61
72 56
99 116
77 56
61 61
39 47
55 47
44 47
44 76
50 51
66 56
83 61
33 42
55 56
77 66
50 51
50 47
72 56
77 66
77 71
72 66
39 47
88 96
55 51
77 66
44 66
99 116
77 66
61 56
66 61
88 76

Lower Bound
Far e

26

66
36
28

39
42
26
39
47
77
31
66
31
34
31
64
31
34
26
26
26
42

28
31

34

23
31
36
28

26
31

36
39
36
26
53
28
36
36
64
36
31
34
42

Upper Bound
Fare

67

175
96
75

103
110
67
103
125
203
82
175
82
89
82
168
82
89
67
67
67
110

75
82

89

60
82
96
75

67
82

96
103
96
67
139
75
96
96
168
96
82
89
110



Rout e

Phapl u- Bi r at nagar
Phapl u- Kat hmandu

Pokhar a- Bagl ung
Pokhar a- Jomsom
Pokhar a- Kat hmandu
Pokhar a- Manang
Ranechhap- Kat hnmandu

Runj at ar - Bi r at nagar

Rum) at ar - Janakpur

Run) at ar - Kat hmandu

Sanf ebagar - Dhangadhi
Sanf ebagar - Mahendr anagar
Sanfebagar-hbﬁalgum

Sanf ebagar - Ti kapur

Si | gadhi dot i - Dhangadhi
Si | gadhi dot i - Nepal gun;

Si mar a- Kat hmandu

Si m kot - Nepal gun]
Sur khet - Junt a

Tapl ej ung- Bi r at nagar
Ti kapur - Sanf ebagar

Tum i ngt ar - Bi r at nagar
Tum i ngt ar - Kat hmandu

-1
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Current For nul a

Tourist Fare Fare
66 56
77 56
28 37
50 47
61 61
50 47
39 47
55 51
39 51
55 56
39 47
50 51
61 56
39 47
33 47
66 61
44 47
88 76
50 51
50 47
39 a7
33 47
44 76

Lower Bound
Far e

31
32

20
26
34
26
26
28
28
31
26
28
31
26

26
34

26
42
28
26
26

26
42

Upper Bound

Far e

82
82

53
67
89
67
67
75
75
82
67
75
82
67

67
89

67
110
75
67
67

67
110



