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OVERVIEW 1

OVERVIEW

Intrastate aviation encompasses airline and general aviation activities within a state or territory.
Airline operations involve regular scheduled flights, primarily for transporting passengers and
freight. General aviation covers a wide range of other activities, including aerial spraying, survey
and photographic work, pilot training and charter operations.

Of the many hundreds of general aviation operators, most are small businesses with only a few
aircraft. Although charter work and some operations near state or territory borders can involve
interstate flights, most general aviation occurs within state or territory boundaries.

In contrast to general aviation, there are relatively few operators engaged in airline services. Most
operators providing airline services to small communities are themselves small, whereas intrastate
services linking regional centres to capital cities tend to be provided by larger businesses, some of
which conduct operations in a number of states. In Queensland, major intrastate routes are serviced
by the nation’s major domestic airlines.

Importance of efficient performance

Intrastate airline services form an integral part of Australia’s transport network. In many regions,
they supplement services provided by road, rail and, in some instances, coastal shipping. However,
in some remote areas, intrastate air services provide the only practicable means of transporting
inhabitants, tourists, food, medical supplies and other goods. Similarly, general aviation operators
provide services on which many rural communities are heavily reliant, such as crop dusting and
medical services.

Given their important role in Australia’s transport system, it is imperative that intrastate aviation
services are provided efficiently. If they are not, segments of the community may be disadvantaged
and the overall performance of the economy impaired.

In the Commission’s view, the intrastate aviation sector is currently not performing to its full
potential. Its present performance and future development is being hampered by a number of
factors which are subject to the control of governments in Australia. The most significant of these
is ‘economic’ regulation which continues to apply to intrastate airline operations in a number of
states. This encompasses restrictions on entry to (and exit from) the industry, as well as regulations
specifying conditions of service, such as fares, schedules, routes and even aircraft type.  The
Commission considers that all economic regulation should be dismantled.
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The performance of intrastate aviation is also affected by the efficiency of providers of airport
infrastructure and safety and air navigation services. These services also affect the performance of
interstate and international aviation.

Regulation by state and territory governments

Since the 1920s, intrastate aviation has been subject to extensive Commonwealth regulation and, in
most parts of Australia, regulation imposed by state and territory governments. Although regulation
has predominantly focussed on the activities of airline operators, this in itself has required the
regulation of some general aviation activities (for example, to prevent charter flights from eroding
traditional airline markets).

Following the Commonwealth’s decision to assess applications for licences to operate on commuter
routes on safety grounds only, regulation of most other areas of intrastate aviation has been in the
hands of state and territory governments since 1979.

In subsequent years, most governments followed the lead of the Commonwealth and relaxed or
withdrew regulation. Today, intrastate aviation in Victoria, South Australia and the Territories is no
longer subject to state or territory regulation. Minimal regulation remains in Queensland, while in
Western Australia only the relatively small non-jet network is regulated. The New South Wales
Government has announced that entry to most routes will continue to be restricted, but that an
additional operator will be permitted on some major routes. Licence conditions will continue to
specify the standard of service on some regulated routes. In Tasmania, intrastate aviation continues
to be subject to extensive regulation: scheduled intrastate airline services are currently provided by
a licensed monopolist - Airlines of Tasmania. Licences are also required for all other commercial
intrastate aviation activity, such as agricultural spraying, charter work and freight services.

The underlying rationale for the economic regulation of intrastate aviation has not always been
clearly enunciated. Over the years, it has been perceived as serving a range of objectives, including:
maintaining ‘essential’ services to rural communities; improving the quality of services; providing
services at ‘affordable’ prices; and increasing the stability of regional air services.

Over the past decade or so there have been significant developments in transport and
communications as new technology has been developed and as our economy has grown. For
example, extensions and improvements to the road network and in the range and quality of coach
services have provided many communities which formerly relied on intrastate air services with
relatively inexpensive alternatives. Consequently, some of the objectives underlying regulation of
intrastate aviation are now less relevant.

Nonetheless, some sectors of the community continue to benefit from regulation. For example,
regulation may help to ensure that services are maintained on some unprofitable ‘thin’ routes and,
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in some regions, it may provide a degree of stability. However, any benefits which result from
regulation need to be weighed against the costs.

Costs of regulation

The potential for costs derives mainly from the suppression of competition which underpins the
regulatory framework. The licensing provisions have in most instances given licence holders sole
rights to provide air services over a particular route or network. This insulates licensed operators
from competition and reduces market incentives and disciplines to keep costs and prices to a
minimum. It also mutes pressures to adapt to changing market conditions and to provide air
services which best suit the characteristics of the different aviation markets.

The practice of licensing two operators on some major routes - as occurs in New South Wales - has
the potential to create some competitive pressures. However, the experience of the two-airline
policy in interstate aviation suggests that the prospects of achieving meaningful competition with a
regulated duopoly are small.

State regulations have generally required licence holders to provide a specified minimum frequency
of service on designated routes, or specified levels of service (involving, for example, the use of
large or even jet aircraft), which would normally be uneconomic to provide. This has involved
‘cross-subsidisation’: in the absence of competition, higher than normal profits can be made on
some routes to support the provision of ‘subsidised’ services on lightly trafficked routes. In effect,
the pattern of charges and services is distorted from that which reflects the underlying economic
characteristics and potential of the aviation market. In the longer term, this may be compounded by
investment decisions which divert scarce capital to less productive uses (such as aviation
infrastructure which is dependent on subsidisation).

The effect of deregulation on fare levels and the characteristics of air services cannot be predicted
with any accuracy. However, analysis undertaken by the Commission - as well as independent
studies and the majority of information submitted by participants - suggests that fares are likely to
fall if free entry is permitted. Similarly, experience both in Australia and overseas suggests that air
services will in most cases better reflect users’ preferences if they are not constrained by regulation.
It also suggests that many regions currently served by regulated carriers are forgoing the growth in
traffic and associated tourist activity which has frequently accompanied deregulation elsewhere.

Deregulation

The Commission recognises that the circumstances of each state which regulates intrastate air
services vary. Nonetheless, it considers that in most cases concerns about existing services being
terminated or failing to meet users’ requirements - concerns which underlie continuing regulation -
are misplaced. Australian and overseas experience suggests that thin routes will generally continue



INTRASTATE
AVIATION

4

to be serviced following deregulation. Although smaller aircraft may be employed, associated
increases in the frequency of service are commonly regarded as improvements in the quality of
service.

Accordingly, the Commission’s assessment is that the costs of continuing to regulate intrastate air
services outweigh the benefits. It recommends that all state and territory government regulation of
intrastate aviation activity be abolished.

In many instances, the removal of regulatory barriers to entry will result in direct competition on
routes formerly licensed to a sole operator. This would increase pressures for efficient operation,
and provide strong incentives for airline operators to be responsive to users’ needs and to utilise
opportunities to promote innovative fare packages. Some routes are too small to sustain more than
one operator. However, as long as there is the potential for competition from a new entrant (that is,
routes are ‘contestable’), sole operators face strong incentives to operate efficiently.

The Commission recognises that the removal of the regulatory framework, and its scope for cross-
subsidisation, could result in air services to some small communities being discontinued. Where
these services are judged to be essential, they should be provided for by means of direct
government subsidies. This form of support would avoid the adverse effects which accompany
restrictions on competition. Similarly, concerns about airport congestion that could arise from
deregulation of intrastate aviation would, in the short term, be more efficiently addressed directly,
using measures which apply to all airport users, not just intrastate aviation operators.

Provision and operations of airports

With a few exceptions, Australian airports are government owned. The major airports are owned
and operated by the Federal Airports Corporation (FAC). Some of the remainder are owned and
operated by the Commonwealth Government, but the majority are the responsibility of local
authorities.

If airport services are not efficiently provided or are priced inappropriately, the economic
performance of intrastate aviation operators will be impaired, as will the performance of
international and interstate operators. However, there is a limited basis for assessing airport
performance. As almost all airports are government owned, they are not subject to market
disciplines (such as threat of takeover or insolvency) that encourage efficient management of most
commercial ventures. Moreover, geographical separation limits the scope for competition between
airports, and alternative transport modes. In those instances where competition between airports
may be possible (say between Tullamarine and Essendon airports), common ownership militates
against competition. Consequently, airport owners enjoy considerable flexibility in setting prices
and determining how airports operate.
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Commercial requirements

The Commission believes that it is in the community’s interest that airports be run on a commercial
basis. The creation of the FAC and measures to transfer ownership and responsibility for the
operations of other airports to local authorities should facilitate the achievement of this objective.

As with other commercial organisations, publicly owned airports should be required to earn a real
rate of return on assets and pay a dividend. The rate of return - which should be set before interest
and tax - should apply only to assets required for airports to perform their functions efficiently.
Because of the lumpiness of airport investments and fluctuations in demand conditions, airport
managers should be required to achieve the rate of return target on average over a number of years,
rather than to achieve it each year.

If a rate of return target is to be an effective indicator of performance, airport assets - and in
particular airport land - must be valued appropriately. The assessed value of airport assets should
reflect the greater of either the assets’ current use or the highest valued alternative use (less any
development costs and an allowance for risk).

A rate of return target on its own may do little, however, to compensate for the lack of competitive
pressures to which the FAC (and airports generally) are exposed. It needs to be augmented by other
financial and non-financial indicators of performance to help identify whether costs and charges are
appropriate. A set of ‘benchmark’ indicators would facilitate comparisons of performance, not only
among Australian airports, but also between Australian airports and their overseas counterparts.

Two other measures would promote efficient airport performance.

• First, some FAC secondary airports should be leased or sold to state or local governments or,
subject to adequate regulatory safeguards, to private sector operators. This would help align
airport services with the needs of the communities they serve. In some regions, it may also
allow for competition to develop between airports. An evaluation of the performance of those
airports initially transferred could serve as a basis for determining whether further transfers are
warranted.

• Second, irrespective of ownership, all aspects of airport operations should be subject to the
general provisions of the Trade Practices Act and the Prices Surveillance Act. These changes
would expose airport operators to government disciplines that apply to private enterprise
generally.

FAC charging policies and practices

Since its inception, the FAC has progressively brought its charges more closely into line with costs.
Nonetheless, under current policies: the majority of FAC airports operate at a loss; there is under
recovery of aeronautical costs at all airports; and charges paid by general aviation bear little
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relationship to their use of smaller FAC airports. Charges which do not adequately reflect the cost
of services provided can lead to the inefficient use of airports and inappropriate investment
decisions.

A closer relationship between airport charges and the services used by aircraft operators could be
achieved if the FAC and other airport owners review their charging policies with a view to ensuring
that, in the medium term, each airport operates profitably and under-recovery of aeronautical
charges is eliminated. In the case of the FAC, this would require a departure from its practice of
applying uniform landing charges at most FAC airports. It would also require that the FAC make
wider use of specific landing charges in place of the general aviation infrastructure tariff (GAIT)
which is unrelated to the frequency of use of FAC airports. To the extent that GAIT charges
remain, they should be airport specific and the level of charge set so that general aviation operators
make an appropriate contribution towards the costs of the airports they use.

In principle, the use of peak period surcharges is an efficient means of addressing congestion
problems. However, in view of changes in operating procedures at Kingsford Smith Airport
introduced at about the same time as the surcharges, it is not clear that the charges and the periods
to which they currently apply are appropriate. Given the significant impact of the surcharges on
intrastate aviation operators and the concerns expressed to the Commission by a broad spectrum of
the industry, it is important to demonstrate the need for them. Accordingly, the Commission
suggests that the issue be re-examined, preferably by an independent consultant, and that the report
be made available to the public.

Safety and air navigation services

Safety and navigation services are almost entirely the responsibility of the Civil Aviation Authority
(CAA), a Commonwealth Government business enterprise. CAA charges for safety and air
navigation services can constitute up to 15 per cent of commuter airline costs. Consequently, it is
important that the matters subject to regulation are appropriate, and that the enforcement of
regulation and the provision of airways services are performed as efficiently as possible.

As the CAA is a ‘sole supplier’, it is difficult to assess its performance. However, the requirement
that it operate on a commercial basis has provided significant impetus for change. For instance, the
CAA has devolved some tasks to the private sector and is reducing its staff by around 50 per cent
over a five year period.

The requirement that the CAA meet a real rate of return target and pay an appropriate dividend to
Government  - neither of which has been achieved to date - will assist in improving the CAA’s
financial performance. As with the FAC, the Authority’s rate of return target should be before
interest and tax, and should relate to all assets required for the efficient discharge of its functions,
including safety-related services.
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The incentive for the CAA to operate efficiently would be further increased if it were exposed to
competitive pressures. While natural monopoly characteristics preclude the development of
meaningful competition in some CAA activities, overseas experience indicates that competition is
possible for air traffic services at individual aerodromes. Allowing multiple suppliers could erode
some economies associated with supply by a single organisation. This is only likely to be of
overriding importance at the eight major airports that will be fully integrated into the new
Australian Advanced Air Traffic System. The Commission considers that at other airports the
benefits from competition between alternative suppliers, coupled with the potential for airport
operators to reduce costs by combining air traffic control tasks with conventional airport functions,
should outweigh any costs associated with removing the CAA’s sole supplier status.

CAA charging policies

To date, the major focus of initiatives to improve the CAA’s efficiency has been on measures to
decrease costs and improve productivity. Considerably less emphasis appears to have been given to
ensuring that pricing practices are efficient. This probably reflects the less visible improvements
which result from more efficient pricing and the additional administrative costs which may be
associated with it.

Most CAA charges are set on a network basis, with uniform charges applying across broad classes
of users. While administratively convenient, this results in cross-subsidisation between users and a
consequent reduction  in efficiency. As the CAA has yet to develop fully a basis for allocating
revenue and costs at its various locations between different classes of users, it is not possible to
gauge the extent of cross-subsidisation.

To encourage a more efficient use of CAA facilities and services, charges should be modified to
better reflect the services provided to different users. This will require the development of
comprehensive information on revenue and costs categorised by location, route and class of user.

The costs of most CAA services to avgas aircraft are recouped by means of a fuel levy. This results
in all aircraft paying a charge proportional to fuel usage, even if they never use CAA services and
facilities. Consequently, the charges need bear no relation to the use by avgas aircraft of CAA
services. Some improvement could be achieved by extending usage-based charging to a greater
number of aerodromes and, in respect of CAA enroute charges, exempting those classes of aircraft
which do not use enroute services (such as agricultural spraying aircraft). As fire and rescue
services which exist at some airports are installed primarily for the benefit of the larger airlines,
there is also a strong case for permitting small aircraft operators to elect to pay on a usage basis.
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FINDINGS AND RECOMMENDATIONS

1. The Commission considers that the major factor subject to influence by governments in
Australia which leads to inefficient resource use in intrastate aviation is the economic
regulation that continues to apply in some states.

2. The institutional arrangements and operations of some government instrumentalities engaged in
the provision of airport infrastructure, safety regulation and air navigation services, impair the
efficiency with which such services are provided, as well as the efficiency of aircraft operators
and aviation users generally.

Removing regulation

3. To improve the efficiency of intrastate aviation services, the Commission considers that, in
those states where intrastate aviation remains subject to economic regulation (namely
Tasmania, New South Wales, Western Australia and, to a minor extent, Queensland), each
government should:

- repeal all economic regulation of intrastate aviation by 31 December 1993, after giving 12
months notice; and

- where necessary, support the provision of services deemed essential by direct government
subsidy. The operator and the extent of the subsidy should be decided by a tender process
and relate to a specified period of not longer than 3 years.

Improving airport services

4. To improve the efficiency with which airport infrastructure and related services are provided by
the Federal Airports Corporation:

- the real rate of return target should be based on earnings before interest and tax, and relate
only to assets which are necessary to allow it to perform its functions efficiently;

- the value of airport land and other assets should reflect the greater of either the value of
assets in their current use or their highest valued alternative use (less appropriate
development costs and an allowance for risk);

- the Corporation should be fully compensated by means of direct payments for complying
with ministerial directions, including matters ‘in accordance with government policy’;
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- consideration should be given to separating the responsibility for the administration of
aviation policy and responsibility for the performance of the Federal Airports Corporation;

- some smaller Federal Airports Corporation airports should be leased or sold to State
government or private interests;

- each airport should, over time, recover all costs and meet a real rate of return target;

- under-recovery of aeronautical services should, as far as is practicable, be eliminated;

- the peak and shoulder period surcharges that apply at Kingsford Smith Airport should be
reviewed, preferably by an independent body, to ascertain whether surcharges are
necessary to alleviate congestion and, if so, the appropriate level and time periods that
should apply;

- the exemption from shoulder period landing charges at Kingsford Smith Airport that
currently applies to aircraft providing regular public transport services should be removed
if shoulder period surcharges are found justified;

- all airport activity should be subject to the general provisions of the Trade Practices Act
and the Prices Surveillance Act;

- weight-based landing charges should be extended to include those Federal Airports
Corporation airports where the administrative cost is small relative to total airport costs. At
other airports, the existing general aviation infrastructure tariff should be replaced with an
access fee that is airport specific and set at a level consistent with each airport recovering
all costs and meeting a rate of return target; and

- common access facilities should, where viable, be provided at all major airport terminals.

5. To improve the efficiency with which airport infrastructure and related services are provided at
non-Federal Airports Corporation airports:

- the Commonwealth should expedite the transfer of ownership and full responsibility for the
funding of airport operations to local authorities;

- state governments should place on a fully commercial basis all bodies under their control
which operate airports. This would require that such bodies pay all relevant taxes and, in
lieu of paying Commonwealth taxes, an equivalent amount to state treasuries. They should
also be required to meet a real rate of return target based on earnings, before interest and
tax, on assets necessary to allow them to perform their functions efficiently, and remit
dividends to state treasuries or, where relevant, to the appropriate local government
authority; and
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- all airport activity should be subject to the general provisions of the Trade Practices Act
and the Prices Surveillance Act.

Improving safety and air navigation

6. To improve the efficiency of aviation safety and air navigation services provided by the Civil
Aviation Authority:

- the real rate of return target should be based on earnings before interest and tax, and relate
only to assets which are necessary to allow it to perform its functions efficiently, including
the provision of safety-related services;

- subject to compliance with the appropriate regulations and standards, any organisation
should be permitted to provide air traffic control services at Australian airports other than
the six major capital city airports, Cairns and Coolangatta. This arrangement should be
reviewed within five years;

- charges should be modified so as to eliminate, as far as is practicable, cross-subsidisation
between users and more closely reflect the cost of services provided to different groups of
users;

- terminal navigation charges applying to aircraft powered by aviation gasoline at major
capital city airports should be extended to include those airports where any extra
administrative cost would be small relative to the Authority’s airport costs;

- aviation gasoline aircraft used for agricultural purposes and any other aircraft readily
identifiable as not requiring, or having access to, Civil Aviation Authority enroute services,
should receive a rebate of that part of the excise on aviation gasoline attributed to the cost
of providing enroute services; and

- general aviation aircraft operators should be permitted to pay for rescue and fire fighting
services according to use.

Social and environmental consequences

7. The implementation of the Commission’s recommendations would not result in any significant
adverse social or environmental consequences. To the extent that deregulation may result in the
termination of essential air services to some small communities, the provision of explicit
government subsidies, as recommended, would adequately address such concerns.
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1 INTRODUCTION

Intrastate aviation provides important services to many regions in Australia. Users of
these services, including tourist and rural businesses, are directly affected by the
efficiency with which they are provided. This report provides an opportunity to
consider factors which influence the efficient provision of intrastate aviation services,
in particular the economic regulation that is employed by some state governments and
the provision of airport infrastructure and related aviation services.

This report responds to a reference asking the Commission to report on factors ‘subject to the
influence of governments which lead to inefficient resource use’ in intrastate aviation, and to advise
on ‘courses of action to remove such inefficiencies’. The terms of reference, which were prepared
in consultation with state and territory governments, are shown in full on page x.

The Commission’s approach

For the purposes of this report, the Commission has interpreted the term ‘intrastate aviation’ to
include all forms of aviation activity undertaken within states or territories. Thus, it encompasses
the passenger, freight and other commercial aviation activities of enterprises providing scheduled
intrastate airline services. Although relatively little information was submitted by participants about
intrastate freight and most general aviation activities - such as agricultural spraying, charter
operations, aerial survey and photographic work - these activities also fall within the scope of the
reference.

At present, the efficiency of intrastate aviation services in some parts of Australia is directly
affected by state government regulation which limits competition and mandates particular market
outcomes (such as the level of service and maximum fare levels). However, as emphasised by
many participants, the efficiency of intrastate aviation is also dependent upon the extent and
operation of infrastructure necessary to support aviation services. Consequently, this report also
examines issues relating to the provision of airport facilities and safety and air navigation services.
Intrastate aviation services have been subject to considerable change over the past three or four
years.

• In some states (eg Queensland and Western Australia), regulation has been largely removed or
relaxed to allow competition on routes previously protected by licensing arrangements.
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• The establishment of the Federal Airports Corporation (FAC) and the Civil Aviation Authority
(CAA) has led to procedural changes and initiatives to recover costs for most services provided
by these Commonwealth Government agencies.

• The deregulation of interstate aviation in October 1990 has blurred the demarcation between
interstate and intrastate operators, led to a greater concentration of airline ownership and
exerted pressure on regional operators to reduce fares.

• The imposition of peak period landing surcharges at Sydney's Kingsford Smith Airport (KSA)
has significantly increased the cost of regional airlines using the nation's major airport during
peak periods. Landing charges at many country airports have also increased significantly.

• Activity levels on many regional routes were affected by the pilots' dispute and, more recently,
by the general downturn in economic conditions.

In the wake of these events, the inquiry comes at an opportune time. It provides an opportunity to
review the nature of the changes that have occurred, to consider their effect on intrastate aviation
services and to re-assess the economic regulation employed in some states. It also provides an
opportunity to consider whether further changes to improve efficiency are warranted.

In addressing these matters, the Commission's policy guidelines require it to have regard to the
desire of the Commonwealth Government to encourage the development of efficient industries,
facilitate structural adjustment, reduce unnecessary industry regulation, and recognise the interests
of other industries and consumers generally. The Commission is also required to report on the
social and environmental consequences of any recommendations it makes.

In accordance with these guidelines, existing regulation and institutional arrangements are
evaluated from the perspective of the economy as a whole rather than simply that of the aviation
industry. In this context, the Commission recognises that intrastate aviation provides an important
service to the rural community and the tourist industry in a number of states. However, to the
extent that demand for intrastate aviation services adds to the need to construct more publicly
funded airport facilities and associated infrastructure (eg improved access roads to airports), and to
the extent that such additions impose environmental costs on some regions, intrastate aviation is an
issue which concerns a broader spectrum of the community than just users of air services and the
aviation industry itself.

Inquiry procedures

In preparing this report, the Commission has benefited greatly from participants' written
submissions, information tendered at public hearings and discussions with aircraft operators and
users, and with government agencies responsible for aviation policy and infrastructure provision.
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Two rounds of public hearings were conducted. Hearings were held in Melbourne, Sydney,
Adelaide and Canberra in late October and early November 1991 to enable participants to comment
on matters raised in the Commission’s Issues Paper and on other matters which they considered
relevant to the inquiry. In May 1992, a second round of public hearings was held in Launceston,
Sydney, Perth and Canberra to allow participants to respond to the Commission’s draft report.

Submissions were received from 59 participants. A list of those who provided written submissions,
attended public hearings or had discussions with the Commission is at Appendix A.
Structure of the report

The next chapter briefly outlines the nature and significance of the aviation sector and its markets.
As a backdrop for discussion of intrastate aviation issues, Chapter 3 describes the development of
interstate aviation policy and outlines government regulation presently applying to intrastate
aviation in each state and territory. Chapter 4 considers the merit of government regulation of
intrastate aviation. Chapter 5 discusses ownership and management of airports, while the final
chapter focuses on the regulatory framework for aviation safety.



INDUSTRY
STRUCTURE AND
MARKETS

17

2 INDUSTRY STRUCTURE AND MARKETS

The domestic aviation sector in Australia currently consists of two major airlines with
national networks, about a dozen enterprises that have well developed routes in more
than one state and hundreds of small airline and general aviation businesses.
Intrastate activity accounts for about one-third of all passenger movements
undertaken by airlines and the majority of general aviation activity. The current
market structure reflects barriers to entry, as well as economies of scale and density.
The deregulation of interstate aviation, increases in government charges and the
decline in general economic activity have all impacted on intrastate aviation in the
last year or so.

In 1991, there were over 9000 non-military aircraft registered in Australia. Most were small aircraft
operating within a state or territory.

Intrastate flights account for the majority of aircraft movements at most Australian airports, other
than at major capital city airports. The majority of airports are owned by local government
authorities or the Commonwealth Government. A small number are owned by private organisations
(eg Broome) and state government authorities, such as the Cairns Port Authority. Most major
airports, however, are owned and operated by the FAC.

There are relatively little data on the size and composition of aviation in Australia. According to
the most recent ABS data, the air transport industry accounted for 1 per cent of Australia’s GDP
and 0.8 per cent of the national wage and salary bill in 1986-87.1 Employment in the air transport
industry in March 1991 was estimated at 37 700 persons - less than half a per cent of Australia’s
total workforce.

2.1 Structure of domestic aviation

The structure of the Australian aviation industry has been influenced by many factors, including the
nature of demand for air services, the regulatory environment and a range of financial, technical
and demographic features. Thus, the scale and form of operations undertaken varies considerably -
from small privately owned operations serving local regions, to large airlines with nation-wide (and
international) markets and annual revenues in excess of a billion dollars.

                                             
1 Air transport industry figures include international and domestic aviation. However, they exclude

establishments providing services to air transport (eg airport and air navigation facilities).



INTRASTATE
AVIATION

18

This section outlines broad operational categories which can be applied to domestic aviation and,
subsequently, some important characteristics of the industry. These include, first, the extensive
ownership links that have developed between the major operators and, second, the varying degree
of accessibility of domestic aviation markets to new operators.

Classification of domestic aviation activities

Operators within the domestic aviation industry are not generally classified according to whether or
not flights transcend state or territory borders. Instead, the industry has traditionally been
categorised according to operational parameters such as aircraft size, route networks and flight
schedules. These parameters have been influenced by the regulatory environment.

The two broadest categories within domestic aviation - airlines and general aviation - are delineated
according to the type and frequency of the services they provide. Airlines provide regular public
transport (RPT) flights in accordance with fixed schedules, to and from terminals and over
specified routes. As shown in Box 2.1, they can be further classified as either trunk, regional or
commuter airlines. Operators in the general aviation sector provide a wide range of air services, but
not according to regular and published flight schedules.

Box 2.1: Classifications within the domestic aviation industry

                                                RPT                                                           non-RPT

                                   low
                              capacity

high
capacity

trunk                      non-trunk
     routes                             routes

Domestic Aviation

Airlines General Aviation

commuter

trunk regional

training

charter

other
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Airlines

As part of the two-airline policy, domestic airlines were classified according to capacity constraints
applied by the Commonwealth Government. Although that policy has now been abandoned, the
former classifications are still commonly used to categorise airlines in Australia. The three airline
groupings are:

• Trunk airlines - This originally referred to airlines which were able to import `high-capacity'

aircraft suitable for service on trunk routes.2 Trunk routes include those between state and
territory capitals, as well as intrastate connections to Cairns, Townsville, Mackay,
Rockhampton, Mount Isa, Coolangatta, Proserpine, Launceston, Alice Springs and Gove.
Trunk routes continue to be serviced mainly by the two traditional operators - Ansett and
Australian. For the 12 months to December 1991, major trunk routes were also serviced by
Compass Airlines. In 1990-91, trunk airlines accounted for 74 per cent of all domestic
passenger embarkations (see Table 2.1).

Table 2.1: Passenger embarkations by airline category, 1985-86 to 1990-91 a

(percentage)

Year
Airline Category

1985-86 1986-87 1987-88 1988-89 1989-90 1990-91

Trunk 74.8 76.3 77.6 77.8 75.4 a 74.3

Regional 16.9 15.2 14.2 13.5 11.0 13.6

Commuter   8.3  .5  8.2  8.7 13.6 12.1

a An industrial dispute with the Australian Federation of Airline Pilots (the ‘pilots’ dispute) severely restricted the operations of
Ansett, Australian and some related airlines between August 1989 and April 1990. During that time, some international and
military aircraft were employed on trunk routes.

Source: DOTAC (various years).

• Regional airlines - Under the two-airline agreement, this category included airlines which were
restricted in their ability to import equipment suitable for operation on trunk routes, although
their fleets contained high-capacity aircraft. Regional airlines have traditionally provided the
bulk of intrastate airline services, linking major rural population centres with the state or
territory capital (BTCE 1988). Under this classification, regional airlines presently include
East-west, Ansett WA, Ansett Express and Australian Air Link, although East-west is
progressively becoming integrated with Ansett.

                                             
2 High-capacity is defined as aircraft of over 38 seat capacity or 4200 kg payload.
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• Commuter airlines - This includes airlines which utilise low-capacity aircraft to service short-
haul, low-density routes. Commuter routes are generally intrastate, although some involve
interstate flights. Large commuter airlines, such as Eastern Australia and Kendell, employ over
200 people and have ticket sales in excess of $40 million. However, the majority of commuter
airlines are considerably smaller, operating 2 to 6 relatively small aircraft (ie seating 9
passengers or less). Together with the regional airlines, commuters have accounted for around
25 per cent of passenger embarkations in recent years.

The operations of most airlines changed considerably following the abandonment of the two-airline
policy in October 1990 - for some, change occurred prior to this. As observed by the CAA (sub. 25,
p. 19):

The regional airlines have been steadily withdrawing from many rural routes for several years now, seeking to
redefine their niche in the overall aviation industry, possibly in recognition of the fact that, in many cases, the
aircraft they were operating were a little too large given the operating frequencies needed for the markets they
were serving. The markets they have abandoned have been taken up by commuter airlines ... [which] are better
suited to the levels of demand in the markets they are serving.

As a consequence, the airline categories of trunk, regional and commuter have become less
applicable. For the purpose of air operators' certificates, however, the CAA still distinguishes
between high and low capacity aircraft, and it is on this basis that airline statistics are collected and
reported by the Department of Transport and Communications (DOTAC).

General aviation

The general aviation sector accounts for the majority of aircraft in Australia. Compared with
overseas, Australia has a very large general aviation sector, largely reflecting its geographic size
and low population density.

General aviation activities can be classified according to the following groups (DOTAC 1992):

• Aerial work - all aerial survey and photography, spotting, aerial stock mustering, search and
rescue, ambulance, fire fighting and coastal surveillance.

• Agriculture - operations involving the carriage and spreading of chemicals, seed, fertilisers or
other substances for agricultural purposes.

• Business - flying by aircraft owners, their employees or hirers of aircraft for business or
professional reasons.

• Charter - carriage of cargo or passengers on non-scheduled operations on a hire-and-reward
basis.

• Private - flying of aircraft for non-business purposes (eg recreation or sport).
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• Test and ferry - flying associated with the testing of an aircraft, its delivery or movement to
another location for maintenance, hire or other planned use.

• Training - flying under instruction for the issue or renewal of a licence or rating.

Passenger movements by general aviation operators are not an appropriate measure of the level of
activity in the sector. Comparisons between the general aviation sector and the airlines are
therefore generally based on hours flown per annum and aircraft movements.

In terms of hours flown, general aviation accounted for over 80 per cent of domestic aviation
activity during 1991, with training and charter activities being the most prominent (see Table 2.2).
In terms of aircraft movements, the general aviation sector is again dominant within domestic
aviation. Airports such as Bankstown, Moorabbin, Parafield and Jandakot -- which are all mainly
concerned with general aviation activity -- each cater for over 300 000 aircraft movements per
annum. This is substantially more than the total movements of all domestic and international traffic
into KSA, which is Australia's busiest passenger airport.

Table 2.2: Hours flown by industry sector and activity, 1991

Industry & Hours    Change over Share of total
flying activity flown 1990    hours

’000 % %
Airlines

trunk and regional 316.6 24.2 13.9
commuter 209.2   3.2   9.2

General Aviation

training 452.6   -5.6 19.8
charter 386.5   -3.2 16.9
aerial work 282.7   -3.9 12.4
private 261.7 -11.7 11.5
business 240.3 -13.2 10.5
agriculture 101.3 -33.1   4.5
test and ferry   29.7   -8.3   1.3

TOTAL 2280.6   -4.5       100.0

Source: DOTAC (1992). Survey of Hours flown

Concentration of ownership

Whereas ownership of general aviation operations is highly fragmented, the airline segment of the
domestic aviation industry is characterised by a high degree of market concentration. Apart from
dominating the domestic trunk market, Ansett and Australian have extensive ownership links with
regional and commuter airlines (see Figure 2.1). Furthermore, it has recently been announced that
Australian is to be acquired by Qantas.
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The purchase of regional operators by the major airlines began in the 1950s, although the
movement into the commuter sector of the industry has mainly occurred over the last 5 years. At
present, all regional operators and all but two of the major commuter airlines - Flight West and
Hazelton - have ownership links with either Ansett or Australian.

Figure 2.1: Ownership links between affiliates of Ansett and Australian a

  50%  50%

 Ansett   Eastwest  Kendell Airlines
 Australia

 Ansett   Skywest  Aeropelican Air
 Express   Airlines  Services

 Ansett WA

  Sunstate Airlines

  Southern Australia
  Airlines

  Australian Regional
  Airlines (Qld)

  Eastern Australia 
  Airlines

  Australian Airlink

a Unless otherwise indicated, all ownership links represent 100 per cent equity.
b Qantas is to acquire all of Australian and its subsidiary companies.
Source: Adapted from BTCE (1991a).
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A range of factors other than regulation has contributed to the present level of concentration. These
include: cost savings associated with the operation of larger aircraft or bigger fleets (economies of
scale); advantages from increasing passenger density on routes (economies of density); and the
greater accessibility of larger airlines to terminal infrastructure.

Economies of scale

In most commercial activities, increasing the scale or size of operation permits firms to operate at
lower per-unit cost than smaller firms. In the airline industry, the scale of operation is related to the
average size of aircraft and the number of aircraft employed. According to the Bureau of Transport
and Communication Economics (BTCE 1988), larger aircraft achieve scale economies through
lower costs per available seat-kilometre in the areas of fuel, maintenance and, within prescribed
limits, crewing costs. Although these expected costs savings were not found to be significant under
Australian conditions, more recent empirical work suggests they are important in some overseas
markets (BTCE 1991b).

Cost advantages may also be achieved by airlines with large fleets. A larger fleet may, for example,
provide an airline with greater flexibility in matching aircraft with demand on routes within its
network. The Commonwealth Treasury (1985) reported empirical evidence suggesting that the
minimum efficient size for an airline fleet was around five aircraft.

The existence of scale economies associated with larger aircraft and fleets is not altogether
consistent with the current structure of the industry engaged in intrastate aviation. For example, in
some cases, aircraft of very different size currently operate over the same route - in Western
Australia, Skywest operates 18 seat turboprop aircraft in competition with much larger jet aircraft.
Similarly, the notion of fleet economies has not precluded many operators with small fleets
competing in the commuter and charter sectors. As observed by BTCE (1988, p. 70):

... experience in the South Australian market has seen several operators successfully maintain niche operations
over competitive routes for many years with as few as two aircraft. This suggests that economies of fleet size are
probably not particularly significant in relation to intrastate air service provision.

Economies of density

In a study of United States airline costs, Caves, Christensen and Tretheway (1984) found that
savings could be attained by increasing passenger movements between two ports. Under the same
route structure, the authors concluded that, if airlines could increase passenger flows by 10 per
cent, the resulting increase in costs would only be 8 per cent. Moreover, these cost advantages --
termed ‘economies of density’ -- were found to be more significant than economies of scale.
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The concept of economies of density is illustrated by the ‘hub-and-spoke’ networks that have
developed in the United States since deregulation. As shown in Figure 2.2, rather than offer direct
flights, passengers within a region are flown to an intermediate hub before flying on to their final
destination. In the example, an airline operating within the hub-and-spoke arrangement is able to
reduce the number of flights from 16 to 8, while still servicing the same ports (ie the load factor
increases). These benefits may be eroded, however, if a significant portion of passengers travelling
via the hub consider the trip inconvenient and choose to travel by alternative transport.

Figure 2.2 Indicative air transport networks

spokes

16 flights 8 Flights
Linear Network Hub-and-spoke Network

On-carriage Network

Source: Adapted from BTCE (1991b).
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A B
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In Australia, where large cities are relatively few and widely dispersed, the development of hub-
and-spoke networks is limited. Hence, trunk operators have relied on on-carriage arrangements
with regional and commuter airlines to increase density on major routes. On-carriage generally
involves the ‘feeding’ of regional and commuter passengers into ports so as to link-up with flights
by larger operators (see Figure 2.2). Unlike the hub-and-spoke arrangement, a large portion of the
passengers feeding into airport ‘A’ will not continue on to port ‘B’. Information from participants
suggests that between 8 and 20 per cent of regional passengers flying to trunk ports are on-carried
by trunk operators.’

The benefits of on-carriage arrangements provide a clear incentive for trunk operators to develop
close relations with regional and commuter airlines. Harris (1988 Advisory group on Australian
Airlines) estimated that on-carriage links with regional and commuter operators accounted for 2 to
3 per cent of total passenger revenue for the major airlines. Although this may be achieved through
commercial contracts, direct ownership links provide greater security of on-carriage for larger
airlines.

Provision of infrastructure

Ownership links with the major airlines can assist smaller regional and commuter airlines to gain
access to aviation infrastructure or reduce the cost of such facilities. Indeed, some consider it
essential for commercial success to develop strong ties with trunk airlines. As expressed by the
former owner of Kendell Airlines (BTCE 1991a, p. 121):

... it will become increasingly difficult for an independent regional operator to survive without the support and
perhaps protection of a major domestic partner.

The enhanced ability to share infrastructure available to airlines with common ownership has
provided a strong incentive for smaller airlines to become associated with Ansett or Australian.

Access to aviation markets

Entry to the domestic aviation industry is impeded by some costs which apply to potential
competitors but not incumbents. In addition, there are costs and other influences which, although
not constituting barriers to entry as such, also affect a firm's decision to enter aviation markets. The
collective impact of these factors varies between industry sectors, although there is some
relationship with market size. This has been reflected in the differences in industry structure and
turnover of operators:

• Trunk airlines - For many years, regulatory barriers to entry reserved major trunk routes for
Ansett and Australian. Compass Airlines has been the only new operator to commence services
since interstate deregulation in October 1990. Compass has since been acquired by Southern
Cross Airlines. The new venture, which will trade as Compass, is expected to commence
operations on 31 August 1992. A number of other operators are considering entering trunk and
intrastate markets.
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• Regional airlines - Excluding acquisitions and name changes, this sector has, over the last 10
years, witnessed: the commencement and cessation of two airlines (Air Queensland and Ansett
NT); the demise of another two (Northern Airlines and Airlines of South Australia); and the
commencement of Australian Air Link.

• Commuter airlines - Between 1979-80 and 1990-91, the number of commuter operators fell
from 55 to 41. However, only 10 airlines operating during 1990-91 were also operating in
1979-80.

• General aviation - Although figures are unavailable, several inquiry participants indicated that
turnover within this sector is substantially higher than for any other area of domestic aviation.

The major factors explaining the incidence of entry and exit from aviation markets include:
government regulation, `sunk' costs, access to infrastructure, product differentiation and responses
by incumbents.

Government regulation

Government regulation has severely limited entry into the airline sector of the industry. From the
mid-1960s to October 1990, Commonwealth Government regulation prevented new entrants on
trunk routes. The Northern Territory and most state governments have also restricted entry to many
intrastate routes. The nature and extent of regulation by governments is central to this inquiry and
is addressed in the next chapter.

Sunk costs

Sunk costs are those costs which cannot be recouped in the event of an enterprise failing. Where
sunk costs are high, the risk facing a potential entrant is increased, and will need to be offset by
higher expected profits. For the incumbent, however, the issue of sunk costs are no longer an
influence on decision-making.

The significance of sunk costs in the aviation industry would appear to be limited. For example,
there is a well developed market for buying and selling aircraft - the main capital item for many
aviation enterprises. Nevertheless, to the extent that sunk costs exist in the aviation industry, they
are considerably less for smaller operators. For example, start-up (sunk) costs such as crew training
and licence fees are less for a general aviation operator than for a prospective airline. In addition,
access to markets for second-hand or leased small aircraft is easier than is the case for larger
aircraft. It is possible, for instance, to both acquire and dispose of a wide range of smaller aircraft
locally. Airlines seeking to deal in larger aircraft must usually access international markets.
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Access to infrastructure

Problems associated with access to aviation infrastructure also influence industry structure.

• Terminals - At most major city airports, there is currently limited terminal space for new
entrants. Although common-user facilities exist at some airports, a new airline operator may
have to rely initially on facilities owned and operated by Ansett or Australian (although, in the
longer term, new operators may be able to provide their own terminals or have access to
common-user terminals which are to be constructed at some airports). Under the present
agreement with the Commonwealth Government, the major airlines are required to provide
only limited access (see Chapter 5). This may pose a more significant problem for a large
airline than for an operator that does not compete directly with Ansett or Australian. Australian
North West Airlines - a new airline which intends to compete with the major domestic carriers -
supported this view during the draft report hearings. It stated (transcript, p. 318):

They [Ansett] lease terminal space like everybody else, but the terminals were modified or built ... for basically one
major user. It’s OK for minor smaller users, but if you’re going to compete with an incumbent, you have to be able to
offer an equivalent service ...

• Landing facilities - Congestion at airports can also arise if runway capacity is insufficient to
accommodate demand. If landing `slots' are unavailable, the entry of a new airline is impeded.
In Australia, only KSA has experienced considerable congestion problems (see Chapter 5).
Moreover, the main instrument of demand management at KSA has been peak-period pricing
rather than the allocation of landing slots. This reduces the possibility of congestion being a
barrier to entry. However, as the current peak period charges are based on a fixed charge per
aircraft, their impact has been greatest on airlines operating small aircraft.

• Computer Reservation Systems (CRS) - Problems associated with CRSs can also deter entry
into the aviation market. In the United States, for example, claims of unfair access to the
system and biased displays of information have resulted in extensive litigation between airline
companies. In Australia, it is not yet clear if similar problems will arise following interstate
deregulation. The Trade Practices Commission (TPC) has recently sanctioned a merger
between the three companies which own the marketing rights to the major CRSs employed in
Australia. As the companies are owned by the three major airlines - Qantas, Ansett and
Australian - authorisation has been subject to a code of conduct which is intended to prevent
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the major airlines from using ownership and control over CRSs to reduce competition between
airlines. Nevertheless, an independently owned airline, Hazelton, was sceptical of the position
of the majors with respect to fair access to CRSs. In its submission to the draft report hearings
(sub. 72, p. 6), it stated:

... be assured that the major airlines within Australia are already using ownership and control over CRSs to give
unfair access or biased displays of information in Australia.

Hazelton, which is hosted on Australian’s CRS, is concerned that Australian affiliates may be
given priority on CRS booking screens when inquiries are made. Hazelton suggests this
severely restricts its ability to compete on routes serviced by airlines such as Eastern and
Southern Australia.

• Travel agencies - It is estimated that approximately 50 per cent of domestic airline reservations
are now made through travel agents. Following interstate deregulation, the two major airlines
have taken equity holdings in major travel agencies. While this arrangement could result in a
travel agent promoting the airline with an equity interest in its business, the extent to which
such integrated arrangements restrict entry and influence industry structure is unclear. It is
possible that the size of commission payments is a more important determinant of sales patterns
than are equity links. Indeed, in a recent study of Compass Airlines, the TPC (1992, p. 33)
found `no indication of a systematic bias in the allocation of reservations by travel agents
arising from equity links between airlines and travel agents'.

Product differentiation

The establishment of a good safety and on-time departure record provides incumbent airlines with a
high level of `goodwill'. To capture sufficient market share, new entrants may therefore need to
promote their services through advertising campaigns, special introductory offers and the like. This
can be costly and time consuming.

Largely because they are the most heavily patronised, the trunk route operators have the greatest
degree of brand identification and customer loyalty. In recent years, attempts have been made to
enable affiliated airlines of Ansett and Australian to appropriate some of this goodwill. This has
been achieved, for example, by sharing aircraft livery (eg Australia's kangaroo symbol), flight
information facilities and marketing strategies, such as the Frequent Flyer Scheme.

Although some small airlines serving niche markets have a strong local identity, issues of customer
loyalty do not affect small commuter airlines and general aviation operators to the same extent as
larger airlines.
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Responses by incumbents

The prospect of successful entry by a new airline is reduced if established airlines can significantly
reduce price or increase capacity on particular routes. The ability to do so is most pronounced in
markets where the incumbents are well established with considerable financial backing.

This issue was raised by Flight West (sub. 13, p. 10):

... specific routes [have been] flooded with capacity in the short term ... [this] is an indication of the uneconomic
activity in which both Ansett and Australian are prepared to engage in order to destroy any initiative they see as
competitive to route structures they have developed in the inefficient environment of the two airline policy.

It is difficult to determine if a price or capacity response is ‘unfair’ competition - and thus a barrier
to entry - or normal commercial behaviour. However, airline operators are subject to the provisions
of the Trade Practices Act (TPA) relating to ‘predatory’ responses by incumbent firms. This
provides some deterrent against the pursuit of predatory policies by incumbent firms.

2.2 Intrastate aviation markets

In 1990-91, just under one-third of all domestic passenger movements were between intrastate
ports (see Table 2.3).3 In 1990-91, airlines controlled by TNT-News Limited accounted for almost
half of intrastate passenger movements, while the Australian group of airlines accounted for around
one-third.

Although Eastwest carried more passengers overall, Ansett WA was the most prominent regional
airline in terms of intrastate movements. Among commuter operators, Eastern Australia, Kendell,
Hazelton and Sunstate were the major operators in terms of all passenger movements in 1990-91.
Collectively, they accounted for approximately 20 per cent of the intrastate market in that year.

                                             
3 Data for alternative measures of intrastate RPT activity (eg passenger revenue-kilometres and available

seat-kilometres) are not available.
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Table 2.3: Passenger markets for principal airlines, 1990-91 a

Operator Major Total Intrastate Interstate    Intrastate
Market(s) Passengers Passengers Passengers 

b
       Market Share

’000 ’000 % ’000 % %
Trunk

Australian National 5 973 921 15.4 5 052 84.6 18.3
Ansett National 5 654 615 10.9 5 039 89.1 12.2
Compass National 525 20 3.8 505 96.2 0.4

Regional

Eastwest National 1 000 299 29.9 701 71.1 6.0
Ansett WA WA 752 680 90.4 72 9.6 13.5
Ansett Express NSW, Qld 730 424 58.0
Ansett NT 

c
NT 139 112 80.7 27 19.3 2.2

Australian Airlink

Commuter

Eastern Australia NSW 421 304 72.2 117 27.8 6.0
Kendell Vic, SA 357 195 54.7 162 45.3 3.9
Hazelton 

d
NSW 285 275 96.4 10 3.6 5.5

Sunstate (Qld) 
d

Qld 256 256 99.9 - 0.1 5.1

Australian Regional
 d

Qld 193 193 100.0 0 0 3.8

Flight West 
d

Qld 128 125 98.0 3 2.0 2.5
Aeropelican NSW 83 83 100.0 0 0 1.7
Skywest WA 82 82 100.0 0 0 1.6
Airlines of Tasmania Tas 68 50 73.5 18 26.5 1.0
Southern Australia Vic 42 35 84.0 7 16.0 0.7

Other 
d

413 355 86.1 57 13.9 7.1

All Operators 
d
 17 101 5 024  12 077     100.0

a Passenger statistics are based on ‘traffic on board by stages’.
b Includes traffic between Canberra and Sydney.
c Ceased operations in May 1991.
d Estimates based on provisional data.
Source: DOTAC estimates.

Among the states and territories, Queensland is the most important market for intrastate aviation.
This is largely due to the popularity of routes between Brisbane and Cairns, Townsville and
Rockhampton - all of which are serviced by trunk airlines (see Table 2.4). On the other hand,
Western Australia and New South Wales are important intrastate markets for regional and
commuter airlines. Victoria is less dependent on intrastate air services, mainly because it is
relatively small and has a well developed road system.
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Table 2.4: Major intrastate routes, 1990-91

Intrastate Route Passengers Operator
Rank Status

1 Brisbane - Cairns 408 567 trunk
2 Brisbane - Townsville 337 829 trunk
3 Brisbane - Rockhampton 176 915 trunk
4 Alice Springs – Darwin 168 852 trunk
5 Karratha - Perth 107 929 regional
6 Coffs Harbour - Sydney 101 405 regional
7 Brisbane - Mackay   91 287 trunk
8 Belmont - Sydney   83 466 commuter
9 Alice Springs - Ayers Rock   81 659 trunk
10 Dubbo - Sydney   77 822

 a
regional/commuter

11 Sydney - Wagga   72 535 regional/commuter
12 Kalgoorlie - Perth   70 898 regional/commuter
13 Adelaide - Port Lincoln   69 517 commuter
14 Brisbane - Hamilton Island   69 140 trunk
15 Cairns - Townsville   68 914 trunk

a Estimated figure.
Source: DOTAC estimates.

As with airline activity, the majority of general aviation movements takes place in New South
Wales and Queensland although, on a per capita basis, the highest level of activity is in the
Northern Territory (see Table 2.5). Total hours flown by general aviation aircraft during 1991 fell
by 9 per cent, with the decline being greatest in Tasmania and New South Wales. During 1991,
landings by commuter and general aviation operators also declined by .... per cent.

Table 2.5: Hours flown by general aviation aircraft by state and territory, 1988  to 1991 a

State or Thousand Hours Flown Hours Flown
Territory ___________________________________________________ per thousand

people (1991)
1988 1989 1990 1991

New South Wales 506.1 559.0 592.0 505.1   85.7
Victoria 311.8 346.9 353.3 320.7   72.4
Queensland 409.7 438.1 418.3 400.4 134.7
South Australia 118.8 131.2 133.3 124.2   85.3
Western Australia 249.9 276.5 265.0 257.9 154.8
Tasmania   29.6   30.6   37.4   26.3   57.1
Northern Territory 109.1 114.5 104.0   94.4 564.5
ACT   27.7   30.9   27.3   25.8   88.0

Australia 1762.6 1927.6 1930.8 1754.7 101.2

a State and territory refers to location of home base of aircraft. It is assumed that the majority of general aviation activity occurs within
the aircraft’s home state or territory (see BTE 1980, p. 96).
Sources: DOTAC (1992) Survey of Hours flown; ABS (1991).
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Factors affecting demand for intrastate services

A range of factors has recently affected the demand for intrastate aviation services. Many are the
result of events elsewhere in the economy. The major impacts on domestic aviation markets are
outlined below.

Deregulation of interstate aviation

Although primarily impacting on the operations of trunk airlines, interstate deregulation has greatly
affected demand - and in some cases supply - for aviation services. Firstly, it has enabled some
regional and commuter airlines to service routes which were previously unavailable to them, such
as niche holiday markets. Secondly, increases in demand within the trunk market, which followed
greater competitive pressures and associated falls in air fares, have spilt over into regional and
commuter markets. Demand on many intrastate routes has recently been stimulated by discounts
and a greater variety of fares offered by smaller airlines.

Developments affecting alternative transport modes

The demand for air travel is dependent on the relative cost of road, rail or water transport. This
relationship has been affected by developments in a number of areas, including:

• Road quality - The quality of many Australian roads has improved considerably in recent years.
This has been partially due to road construction under the Bicentennial Roads Program.
Reduced travelling times have thus rendered some intrastate routes unviable. For example, the
abandonment of the Perth-Bunbury route by Skywest and subsequent failed attempts by the
State Department of Transport to re-establish a service, can be partly attributed to road
improvements between the two ports. Check KWs complaints on Bunbury - he said rail
increased and another Bunbury service was included

• Technological advancements - Improvements in alternative modes of transport, particularly in
the areas of speed and comfort, have impacted on the economical provision of air services to
some centres. For example, air services to Rottnest Island in Western Australia have decreased
from several commuter operators servicing the island to one commuter and a helicopter
service??. This rationalisation is largely attributable to improvements in the ferry service
between Perth and the Island. A further example is the extension and improvement of XPT
services in New South Wales which has enabled rail transport to be more competitive on some
traditional intrastate air routes.

• Deregulation - In some states, the removal of protection from some transport services has
lowered the cost of travel. For example, the removal of restrictions limiting competition on
some coach routes has led to a fall in fares which has made coach travel more competitive.
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While these changes have made some alternative forms of transport more attractive, they have to
some extent been offset by new fare packages introduced by regional and commuter airlines over
the last year or so.

General economic activity

Demand for air services is closely linked with the level of activity within the economy. In the case
of most regional and commuter airlines, traffic volumes are largely dependent on demand in
regional centres. Consequently, the present economic downturn has impacted directly on the
financial viability of commuter and, to a lesser extent, regional airlines. For example, Skywest
stated (transcript, p. 226):

Over our routes, numbers [of passengers] have declined, but that decline is a result of the economic
circumstances within the country, not due to any level of air service.

Government charges

Actions by the Commonwealth Government and its agencies to recover the cost of aviation
infrastructure have had a significant impact on fares, as well as airline and general aviation activity.
For example:

• The corporatisation of government agencies such as the FAC and CAA has resulted in costs
being funded through a user pays arrangement rather than from consolidated revenue. The
peak-period surcharge introduced at KSA in 1991, has also affected many intrastate operators
in New South Wales.

• The Commonwealth Government's decision to encourage local ownership has resulted in a
considerable increase in landing charges and taxes at many smaller aerodromes.

These matters are dealt with in later chapters of this report.
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3 THE POLICY ENVIRONMENT

Government regulation of intrastate aviation has involved a mixture of
Commonwealth and state legislation. The involvement of two tiers of government has,
to some extent, reflected debate about the powers which each level of government can
exercise. Ownership by the Commonwealth of capital city and many regional airports
continues to influence intrastate aviation operators. However, following the
termination of the two-airline policy in 1990 -  elements of which directly impacted on
intrastate aviation - the Commonwealth now directly regulates only matters relating
to safety. Regulation of other aspects of intrastate aviation by state and territory
governments has reduced in recent years, although significant regulation remains in
some states.

The present regulatory environment for intrastate aviation has evolved over many years in response
to the legislative actions of governments at the Commonwealth, state and territory levels. This
chapter initially identifies the roles which have been performed by the different levels of
government. Subsequent sections outline the development of the two-airline policy and the
regulatory environment in which intrastate aviation in each state and territory is presently
conducted.

3.1 The powers of the Commonwealth and states/territories

Ever since aviation activity commenced in Australia, in the early years of this century, there has
been considerable debate about the respective powers of the Commonwealth, state and territory
governments to control intrastate aviation activity.

In 1920, the Commonwealth passed legislation (the Air Navigation Act) which was intended to
allow it to regulate most facets of intrastate aviation. However, following a number of High Court
challenges, it has been held that the Commonwealth has no power to regulate entry into, and the
conduct of, intrastate aviation, other than in respect of matters concerning the safety, regularity and
efficiency of air navigation. The court has ruled that the states have the power to regulate all other
matters relating to entry into and the conduct of intrastate aviation. 1

                                             
1 There has, however, been continuing speculation that Commonwealth legislation has precedence over state
regulation. For example, Poulton (1981, p. 62) has argued that the Tasmanian licensing system has been
invalid since 1964.
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The Commonwealth’s power to regulate safety and related matters stems from the external affairs
powers provided it under the Constitution. These empower the Commonwealth to make laws with
respect to treaties dealing with internationally agreed conventions and codes of practice. Using
these powers, the Commonwealth implemented the provisions of the Paris Convention (1922) and
the Chicago Convention (1944), both of which primarily dealt with air navigation and safety
matters. Commonwealth regulations encompassing these matters, which apply uniformly to
aviation activity throughout Australia, are currently administered by the CAA.

For some years the Commonwealth, using its corporations powers, also regulated air fares under
the Independent Air Fares Committee Act 1981. The Act, which applied to virtually all interstate
and intrastate airline operations, was repealed when the regulation of interstate aviation was
terminated in October 1990.

Although the Commonwealth’s power to regulate aspects of intrastate regulation, other than matters
relating to safety, was found to be limited following court action in 1936, subsequent consultations
between the Commonwealth and state governments resulted in all states passing uniform legislation
which mirrored existing Commonwealth legislation. This had the effect of applying federal law
equally to all aspects of air navigation (including economic regulation), whether interstate,
intrastate or territorial. In practice, this effectively permitted the Commonwealth to exercise control
over virtually all aspects of domestic aviation.

Between 1967 and 1979, the Commonwealth issued exemptions authorising commuter operations
on routes over which trunk or regional airlines did not operate. It was considered inequitable to
allow commuter services to compete with airlines as they were exempted from the need to meet the
more stringent and therefore more costly standards required of holders of airline licences.
However, in 1979 the Commonwealth decided to assess applications for commuter operations on
safety grounds only. This change in policy has been interpreted by some as constituting the
deregulation by the Commonwealth of the commuter aviation industry. Since that time, economic
regulation of intrastate aviation has been primarily a matter for individual states and territories.

3.2 Regulation of interstate aviation

While this inquiry is concerned with issues relating to intrastate aviation, there are important
linkages between the intrastate and interstate sectors of the aviation industry. For example, a
number of Queensland and Tasmanian intrastate routes form part of the recently deregulated
interstate network; many commuter airlines fly on routes which cross state boundaries; there is a
considerable amount of on-carriage of passengers between the two sectors of the industry; the
sectors share services provided by the CAA; and intrastate and interstate operators frequently share
common infrastructure, such as airports and terminals. In addition, there are some parallels between
the regulations previously employed to regulate interstate aviation and those presently applicable to
intrastate aviation in some areas of Australia.
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Consequently, before looking at intrastate aviation policy in Australia, this section briefly outlines
the development of the two-airline policy for interstate aviation, the reasons for its abandonment in
1990, and the implications this has had for intrastate aviation policy. (More information on the
development of interstate aviation policy is provided at Appendix B.)

The two-airline policy

A Commonwealth Government owned airline, Trans Australia Airlines (TAA), was established in
1946 to counter the possibility of a private monopoly arising from the merging of private airlines,
the largest one being Australian National Airways (ANA). However, by 1951 TAA was itself in a
dominant position in the domestic aviation market. This reflected substantial financial assistance
from the Government, the privileged allocation of airport facilities, favourable rentals, lower
airport and airways charges, a monopoly on government business and the transfer to it of the
Queensland routes then operated by Qantas.

The Government decided in 1952 to enter into an agreement with ANA which guaranteed it a share
in government passenger and mail business, and provided guarantees for the repayment of loans for
the purchase of aircraft. Ansett Airways, the other major interstate operator, was excluded from the
agreement, as were other smaller operators. This agreement, the 1952 Airlines Agreement, marked
the beginning of what became known as the ‘two-airline policy’ which was to dominate the
development and operation of interstate aviation in Australia for 38 years.

The agreement was intended to operate for 15 years, and required ANA and TAA to consult on the
‘rationalisation’ of matters such as routes, timetables, fares and freight rates. Rationalisation was
seen as appropriate to: prevent unnecessary overlapping of services and wasteful competition;
provide the most effective and economical services bearing in mind the public interest; and bring
earnings into a ‘proper’ relation to overall costs.

The ‘Airlines Agreements’

The 1952 agreement was the first of six Airlines Agreements found necessary to keep the two-
airline policy in operation, and to cope with developments in the domestic aviation industry.

• The 1957 Airlines Agreement formalised the position of Ansett (which had taken over ANA in
1957) and companies under its control as the only commercial operator on trunk routes. In
practice, entry to trunk routes was barred by the Government's commitment to restrict by means
of Customs Regulations the importation of aircraft which could be used on trunk routes. Other
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legislation prevented the importation of aircraft which could have given one airline a
competitive edge leading to possible instability in the industry. Capacity restrictions were also
placed on the airlines to ensure that available capacity was evenly divided between them.

• The 1962 Airlines Agreement introduced requirements that the airlines operate fleets of similar
aircraft and operate under comparable cost structures. The latter requirement was met by
specifying in considerable detail the matters which could be referred to a Rationalisation
Committee. These encompassed: timetables; frequencies; stopping places; aircraft types and
capacities; fares; freight rates; load factors; and any other matters affecting the efficient and
economical operation of air services.

• The 1972 Airlines Agreement clarified some aspects of the two-airline policy following public
and Government criticism of operational matters including parallel scheduling, poor freight and
rural services, and low cost recovery payments to the Government.

• The 1973 Airlines Agreement substantially increased air navigation charges to improve
aviation cost recovery.

• The 1981 Agreement was the last of the six agreements. It followed the 1979 Domestic Air
Transport Policy (DATP) Review (DOT 1979) and the 1981 Independent Inquiry into
Domestic Air Fares (the Holcroft Inquiry). Both reviews had their genesis in continuing
concerns that the two-airline policy was not providing the expected level of benefits and
services to the community. The DATP Review recommended significant changes to the policy
to allow for some competition and innovation in the industry.

• The Holcroft Inquiry proposed changes to the method of setting domestic air fares. The 1981
Airlines Agreement was incorporated in the 1981 Domestic Aviation Legislation Package
which introduced measures intended to increase the potential for competition between the
major airlines. The Package also established the Independent Air Fares Committee (IAFC) to
regulate the air fares of RPT operators.

Termination of the two-airline policy

In 1985, the Independent Review of Economic Regulation of Domestic Aviation (the May Review)
was commissioned to review the regulation of domestic aviation and to report on options for the
future. The report was critical of existing arrangements in the domestic aviation industry and
supported the widespread view that it worked to the disadvantage of consumers.

The Review found that the regulatory framework had:
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• discouraged the major airlines from seeking new markets and developing existing markets;

• encouraged the airlines to employ excessive numbers of aircraft relative to the size of the
market;

• provided an incentive for the airlines to concentrate on the business travel sector to the
detriment of those wishing to travel on discount fares; and

• given rise to administrative problems because much of the regulation was cumbersome and
internally inconsistent.

The Review also found that Australian aviation was characterised by relatively low productivity
and high and stable profit levels in comparison with aviation activity in other countries.

To overcome these shortcomings, the May Review identified five alternative policy options,
ranging from the maintenance of the status quo to complete deregulation of the industry.

The Commonwealth Government responded in October 1987, announcing that the 1981 Airlines
Agreement would terminate in October 1990 and that, as a result, it would: remove controls over
the importation of aircraft under Customs Regulations; withdraw from the detailed determination of
passenger capacity; abolish the IAFC; and remove constraints on the entry of new domestic
operators to trunk routes.

Other decisions announced by the Government at that time included: allowing Qantas to carry
passengers of other international airlines on domestic sectors of Qantas' international services
(interlining); reducing restrictions on the import of large jet aircraft for domestic charter flights;
issuing new guidelines for international freight and passenger operations; and foreshadowing
extensive changes to the role of Australian Airlines (formerly TAA).

The termination of the two-airline policy was widely perceived to have effectively `deregulated'
interstate aviation. However, this was not the case - a number of restrictions remained. First,
legislative barriers continued to deny Qantas and other international airlines access to the domestic
market, with the single exception that Qantas was provided with interlining rights. Second, foreign
investment guidelines applicable at that time inhibited investment by foreign international airlines.
Investment was limited to a maximum of 15 per cent in any one domestic operator.

Since that time, the restrictions have been eased. In 1991, the Government's foreign investment
guidelines were modified to allow foreign carriers flying into Australia to acquire up to 25 per cent
equity in any single domestic operator, or up to 40 per cent in aggregate, provided the investment is
not judged to be contrary to the national interest. The new guidelines indicated that, in special
circumstances, proposals involving higher equity levels by foreign airlines flying to Australia
would be considered.
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In February 1992, the Government announced a range of policies to accelerate changes in the
Australian and Australasian aviation markets. The new measures affected both international and
domestic aviation and impacted on: ownership links between Qantas and other domestic airlines;
the ability of Qantas to operate on domestic routes (and domestic carriers to operate on some
international routes); and the scope for New Zealand carriers to operate within Australia.

Further to the changes outlined in February 1992, the Government announced in June of that year
that:

• Qantas would acquire 100 per cent of Australian Airlines for $400 million. The sale is expected
to be finalised by the end of September 1992, after which Australian Airlines will become a
wholly-owned subsidiary of Qantas;

• all of the newly merged airline will be offered for sale;

• an International Air Services Commission would be established to allocate capacity rights on
international routes among designated Australian international carriers;

• following negotiation with the New Zealand Government, the trans-Tasman market will be
gradually opened to competition over a period of three years commencing November 1992,
from which time Australasian carriers other than Qantas and Air New Zealand (eg Ansett) will
be permitted to service trans-Tasman routes. Any new international carriers will only be
allowed access to three Australia-New Zealand city pairs in the first year; and

• treaty arrangements will be completed which, from November 1994, will enable airlines of
either country to operate domestic services in the other country.

While foreign airlines flying into Australia (other than New Zealand carriers) will still be unable to
carry Australian domestic passengers, these changes should significantly increase competition on
interstate and some intrastate routes.

Effects of interstate deregulation on intrastate aviation

The impact of interstate `deregulation' on intrastate aviation was evident well before its actual
commencement in October 1990. Following the Government's announcement in October 1987 that
it would abandon the two-airline policy, the two major airlines introduced new business strategies
in anticipation of increased competition. This `repositioning' in the market impacted on intrastate
aviation in a number of ways.

First, the major airlines consolidated their links with some of the regional and commuter airlines in
order to secure the on-carriage of passengers. This occurred through the major airlines either
purchasing, or increasing their equity in, regional and commuter airlines (eg Australian Airlines'
acquisition of Eastern and Sunstate airlines, and Ansett's purchase of Kendell, Eastwest and
Skywest airlines); and by them establishing links with the remaining regional and commuter
airlines through commercial contracts.
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Second, the major airlines withdrew from a number of the thinner routes (eg Melbourne-Wynyard),
surrendering them to affiliated regional airlines, many of which also operated intrastate air services.
This led to some ‘downsizing’ in aircraft size on these routes.

The deregulation of the trunk routes also served to remove restrictions on intrastate aviation
operators. For instance, interstate deregulation removed restrictions on the provision of air services
between trunk ports. It also removed the requirement that intrastate economy and discount fares be
approved by the IAFC, and removed constraints on the importing of larger aircraft.

Some of the benefits of removing restrictions on the provision of air services between trunk route
ports were realised immediately. For instance, considerable change occurred in Queensland, where
a large number of centres were previously designated as trunk route ports (ie Cairns, Townsville,
Mt Isa, Mackay, Rockhampton, Proserpine, Brisbane and Coolangatta). Deregulation has resulted
in a significant expansion of services on many of these routes. The Queensland Government (sub.
41, p. 11) stated that:

Since November 1990, passenger traffic on this [the Brisbane-Cairns] route has increased by some 80 percent and
average fare levels have decreased considerably.

Deregulation of interstate aviation has created opportunities for the regional and commuter airlines
to reorganise their air transport networks. Eastwest Airlines, for instance, has restructured its
activities and expanded its services between tourist destinations. While such services are aimed
primarily at leisure travellers, they also provide intrastate air services for the residents of the local
regions.

The impact on intrastate aviation of other changes to route networks will take longer to assess.
However, following interstate deregulation, regional and commuter airlines can now integrate their
intrastate networks with trunk route destinations. For example, Flight West Airlines, which
operates regional air services within Queensland, provided, for a time, a direct flight service
between Coolangatta and Canberra, which was well outside its usual operating area. This option
may provide an airline with a greater utilisation of aircraft capacity, thereby allowing it to reduce
fares across its entire network, including intrastate legs. In addition, new airlines intending to
compete with Ansett and Australian between the major centres may choose to operate initially over
intrastate routes. Such a strategy may allow a new airline to reduce start-up problems (eg
reservation systems and terminal access) whilst operating on a smaller scale.

The effectiveness of such strategies may in practice be limited by contrasting aircraft requirements
of interstate and intrastate aviation. Experience indicates that aircraft of over 38 seats generally are
the most efficient for interstate routes whereas, for intrastate routes, smaller aircraft have generally
been found to be more appropriate. The BTCE (1988, p. 94) suggested that the scope for the



INTRATSTATE
AVIATION

42

efficient use of the one aircraft over both inter- and intrastate routes may be confined to ‘the long-
haul Western Australian routes to the Pilbara’. TransContinental Airlines, which has yet to begin
commercial operations, has indicated its intention to compete on these routes prior to operating
interstate services.

Another effect of interstate deregulation has been a weakening of the market power of the major
airlines and their affiliates. Removal of the regulatory barriers, which previously excluded other
airlines from operating the trunk routes, has subjected the major airlines to the threat of
competition, in addition to the direct competition experienced during the period that Compass was
operating. In other words, the interstate aviation market has become contestable (see Chapter 4).

As noted in the next chapter, deregulation has resulted in significant decreases in air fares on
interstate routes. However, fare reductions offered by the major airlines have also stimulated
expectations that discount air fares should be available over intrastate routes. Thus, the operators of
intrastate air services have not been insulated from the effects of the lower interstate air fares.

Following the announcement of interstate deregulation, terminal leases for the major airlines were
renegotiated. The new leases have provided the major airlines with security of tenure over their
existing terminals and adjacent land in return for them accepting the responsibility for terminal
development and making some gates available for any new interstate airlines. These new
arrangements have made it more difficult for the operators of intrastate air services to remain
independent from the major airlines.

Coinciding with interstate deregulation, there has also been an increase in the level of cost recovery
for aviation infrastructure. This has resulted in higher CAA air navigation charges, as well as
increased FAC landing and other airport charges. These issues are discussed more fully in
subsequent chapters.

In summary, the impact on intrastate aviation of removing many of the restrictions on interstate
aviation has been significant. Change has occurred not only because a number of the trunk routes
connect intrastate destinations, but also because deregulation has reduced the market power of the
major airlines and has expanded the opportunities for regional and commuter airlines. However, the
longer term ramifications of interstate deregulation on intrastate aviation will not be clear for some
time.

3.3 State and territory licensing systems

The extent of state and territory regulation of intrastate aviation has varied markedly. For example,
in South Australia and the Australian Capital Territory, only Commonwealth Government
regulations have applied. In contrast, extensive regulatory controls have in the past applied in most
parts of Australia. Although regulation has generally been reduced, considerable regulation remains
in Tasmania and New South Wales, with some regulation remaining in Western Australia and
Queensland (see Box 3.1).
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Box 3.1: Summary of intrastate licensing requirements, 1992

State Licensing requirements

NSW Most routes presently have single-operator licences issued for 3 year periods. However, changes
to the licensing arrangements will result in multiple operators on major routes.
No restrictions on entry apply on new routes, or those which have been abandoned by licence
holders.

Victoria No licence requirements.

Queensland Licences are required, although most services are open to competition. An exclusive licence has
been issued for two routes ex Cairns. A subsidised single operator has been granted a non-
exclusive licence to provide services in Western Queensland.

SA No licence requirements.

WA No restrictions on licences to operate on the jet network and the Perth-Rottnest Island (non-jet)
route. Non-exclusive licences are issued for other parts of the non-jet network, which are serviced
by single operators. Exclusive licences are issued to operators of remote subsidised services in the
north of the State.

Tasmania All commercial aircraft operations are subject to licensing provisions. Airlines of Tasmania is the
sole licensed RPT operator on routes currently serviced.

NT All services were deregulated in January 1992. Licences are still required by commercial
operators.

ACT No licence requirements.

New South Wales

Intrastate air transport in New South Wales is regulated under the Air Transport Act 1964. The Act
requires that a licence be obtained before an operator can commence RPT or charter services on an
intrastate route.

The present licensing system was introduced in 1987 following a series of amendments to the Act.
The most important of these amendments: removed the requirement to consider the impact of
intrastate air services on the state railways; deregulated the carriage of freight; allowed more than
one operator to be licensed on any one route; allowed Australian Airlines to operate on intrastate
routes; and established the Air Transport Council to administer the licensing of intrastate passenger
transport.
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The Air Transport Council makes recommendations to the State Minister on the award of licences,
having regard to the suitability and viability of operators, the needs of the public, and the
comparative merits of competing applicants. In the past, licences for RPT services have been issued
on the basis of one operator per route, except on a few major routes where competition has been
considered by the Council to be viable. Services linking Sydney with Albury, Dubbo, Lord Howe
Island, Tamworth and Cooma (in winter) are currently operated by two licence holders.

The licences usually contain conditions relating to aircraft type, frequency of operation, timetables
and insurance cover. About 70 licences for intrastate RPT services currently exist, with expiry
dates ranging up to November 1994. Licences are issued for three year periods with no automatic
right of renewal. Licensees of charter operations must not fly scheduled services and, until the
restriction was lifted in 1992 (see below), were not permitted to fly more than 4 times in 28 days
over the same route.

Since the termination of the IAFC, no control has been exercised over the level of airfares on any
intrastate air services in the State.

Licence application fees are $100 for RPT licences and $150 for charter licences. These fees are
deducted from the first annual licence fee of one quarter of one per cent of gross air service
income. The New South Wales Department of Transport estimated that licence fees payable by
RPT operators in 1990-91 were in the order of $275 000.

In 1990, the New South Wales Business Deregulation Unit reviewed the regulation and licensing of
air service operators within New South Wales and issued a report (NSW Business Deregulation
Unit 1990) which concluded that:

• regulation and licensing was no longer necessary, since the Commonwealth regulatory
framework applying to interstate aviation had been removed;

• continued regulation would limit the benefits of Commonwealth deregulation and hinder the
development of air services in country areas;

• not more than three years' notice should be given before abolishing the regulatory framework;
and

• local government airport owners and other airport operators should be free to regulate access to
their airports.

In September 1991, following the withdrawal of Hazelton Airlines from 14 ports in New South
Wales country areas, the New South Wales Minister for Transport stated (sub. 32, pp. 2-3) that
restrictions on entry would be removed to allow charter aircraft operators to enter routes
relinquished by Hazelton or subsequently by other operators:

Such routes are now effectively deregulated, and any further withdrawal of airline services will automatically extend
entry to the routes concerned. ... [These] changes are interim measures for routes where operators withdraw. ...
Commencing in May 1992, all remaining routes in the state which are served under long-term licences will be
reviewed as licences expire.
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Licence conditions relating to the approval of timetables were also lifted at that time.

The State Government subsequently released a discussion paper (NSW Department of Transport
and Air Transport Council 1991) which canvassed options for the deregulation of intrastate
aviation. The Department and the Council held discussions in six country towns with shire councils
and local chambers of commerce during October 1991. This took place in the context of a regular
process of community consultation. A final report on the outcome of the consultative process was
submitted to the New South Wales Government in November 1991.

The Government stated in June 1992 that, while it supported total deregulation of intrastate
services, it was not feasible to allow unlimited competition within the State because of congestion
at KSA, and because the removal of all regulation could jeopardise services to some smaller
communities.

While the majority of routes to KSA will remain licensed to single operators, the Government
announced that additional operators would be permitted on a further six major routes. Second
operators will be allowed on the routes from Sydney (KSA) to Armidale, Coffs Harbour, Port
Macquarie, Wagga and Ballina/Lismore/Casino commencing January 1993, while a third operator
will be licensed on the Sydney-Lord Howe Island route from October 1992.

Competition will be considered on cross-State routes (which do not include Sydney), and routes
terminating at Sydney ports other than KSA (such as Bankstown), provided there is no likelihood
of the diversion of passengers from one licensed operator to another. Competition will be allowed
on routes to smaller towns where existing operators downgrade or discontinue services, as well as
on any new country routes which are established. The removal of restrictions on charter operators
which presently prohibit them from flying to particular destinations more than four times a month
will also allow increased competition on some routes.

While some licensing conditions will be simplified, on some routes controls will be retained on
requirements such as minimum aircraft size, seat capacity and frequency of service. For example,
the Air Transport Council will not consider applications for licences for multiple operator routes
involving the use of aircraft of less than 18 seat capacity. The Government has indicated that it will
attempt to avoid involvement in detailed scheduling decisions for both competitive and non-
competitive routes, and will give local councils greater opportunity to consult with licensed airlines
about changing schedules to meet consumer needs.

The Air Transport Council will review during 1992 virtually all routes terminating at KSA, and has
extended licences due for renewal in 1992 until the end of the review. Although licences for some
routes will not expire until well into 1993, appropriate ports will be grouped for review at the same
time to facilitate consideration of network development. It is anticipated that new licences will be
valid for three years, with most dating from January 1993.
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Victoria

The Victorian Government operated an intrastate aviation licensing system under the Transport Act
1951 for 4 years to 1953. This system regulated the operations of intrastate air services in
accordance with perceptions of the public need, and attached conditions to aircraft licences relating
to routes, timetables, charges, records and other matters considered appropriate.

Following the passing of the Transport Regulation Act 1955 and the termination of the licensing
system, there has been no requirement for a state licence to operate intrastate air services in
Victoria since 1953. Consequently, because the Commonwealth decided in 1979 to license
commuter operations on the basis of safety requirements only, intrastate aviation in Victoria has
been effectively deregulated since that time.

Queensland

Prior to the mid 1980s, the Queensland Government operated a licensing system for intrastate
aviation. The State Transport Act 1960 authorised the Commissioner for Transport to issue licences
taking account of the public interest, and to set conditions relating to fares, routes, timetables and
numbers of aircraft used. The licensing arrangements were intended to provide a mechanism for
ensuring that commercial air services met appropriate community standards. To this end, they
permitted restrictions to be placed on particular routes.

In January 1986, the Queensland Government commenced the deregulation of intrastate air routes
to provide a more competitive environment among air service operators and a better choice for
travellers. This process began with the decision to allow Eastwest Airlines to enter the state’s trunk
routes, which until then had been reserved for the two major airlines, Australian and Ansett.

The Queensland Government adopted an ‘open skies’ policy on 11 May 1987. This deregulated
most of Queensland’s internal RPT operations, except for the services mentioned below. Although
there remains a requirement to acquire a licence, most commercial air transport services in
Queensland are now open to competition: there is no restriction on the number of licences granted
to operate scheduled or non-scheduled services on most routes.

In its submission to this inquiry, the Queensland Government stated (sub. 41, p. 6) that its policy is:

... to pursue economic deregulation ‘as far as is practically possible’. This policy is being applied in the area of
intrastate air services with the confirmed need for existing regulation being assessed.
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The criteria currently applied to applicants for intrastate air service licences by the Queensland
Government require them to possess:

• adequate insurance cover involving compliance with State and Commonwealth carriers'
liability Acts;

• `good character and repute';

• satisfactory baggage handling, reservations systems and terminal access; and

• a letter from an accountant or bank testifying to `adequate financial capacity'.

Licences are restricted to a single unsubsidised operator on the Cairns-Weipa and Cairns-Horn
Island routes. Restriction of access to these routes is contingent on the operator providing a daily
jet service on the Cairns-Weipa route and a Dash-8 service on the Cairns-Horn Island route, and
charging fares approved by the Queensland Department of Transport. The licences for these
services expire at the end of 1992.

A single operator - Flight West Airlines - is paid an annual subsidy of approximately $2.7 million
to provide scheduled services to 15 ports on the following routes in Western Queensland: Brisbane-
Birdsville; Brisbane-Winton; and Townsville-Mt Isa. There is no restriction on the provision of
non-scheduled services by other operators on these routes.

The Queensland Government has recently initiated reviews of the licensed services from Cairns
and the subsidised services to western Queensland. The reviews are being undertaken by the
Department of Transport in consultation with other government departments, industry participants,
community groups and users. The findings of the reviews are expected later this year.

The direct costs associated with the Queensland Government's licensing of intrastate air services
are somewhat less than $100 000 per year. Receipts from licence fees from the aviation industry
amounted to approximately $36 000 in the 12 months to 31 October 1991. The Queensland
Government stated that the fees relate to the types of services provided, not the number of aircraft
operated. Current annual licence fees are $131 for non-scheduled air service licences, $261 for
scheduled commuter air services with aircraft of up to 36 seats, and $1699 for scheduled airline
services with aircraft having more than 36 seats. The Government stated that the option of
removing licence fees is under consideration.

South Australia

South Australia is unique in that it has never implemented any form of state licensing of intrastate
aviation. Thus, there is no requirement for a state licence to operate intrastate air services in South
Australia. As is the case in Victoria, intrastate aviation in South Australia has been effectively
deregulated since 1979.
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Western Australia

The Western Australian Government operates a licensing system for intrastate aviation under the
Transport Co-ordination Act 1966 which provides for the review, control and licensing of transport
services in the state. The Act enables the Minister for Transport to grant licences to operate air
services, to impose conditions on licences, collect aircraft licence fees and pay subsidies to
operators. Before a licence is issued, the Act requires that a number of matters be taken into
account, including:

• the effect of proposed services on existing services;

• the possibility of improving existing services;

• the benefits to the public of the proposed service;

• the condition of airports to be used; and

• the `character, qualifications and financial stability' of the licence applicant.

Jet routes

Prior to 1983, a single operator was licensed for each non-trunk intrastate jet route. However, in
1983, four routes of the jet network linking Perth to Kalgoorlie, Geraldton, Port Hedland and
Karratha were opened to competition. In the mid-1980s, Ansett WA faced competition from
Eastwest, which operated jet aircraft on two routes. However, since the takeover of Eastwest by the
Ansett group in 1987, and the termination of its operations in the Pilbara in 1988, Ansett WA has
been the only operator of intrastate jet services. Some competition is provided by Skywest (which
is also a member of the Ansett group) which operates turbo-prop aircraft on the Kalgoorlie and
Geraldton routes.

Following expressions of interest from several airlines wishing to operate on the jet network in
competition with Ansett WA, all of the intrastate jet network was opened to competition in March
1991. In addition to the four ports mentioned above, the deregulated jet network now comprises the
medium density ports of Broome, Kununurra, Paraburdoo and Newman, and the low density ports
of Carnarvon, Learmonth and Derby.

According to the Western Australian Government, its present policy enables any operator to obtain
a licence to operate over all or part of the existing jet network, regardless of the type of aircraft
used. Nevertheless, Ansett WA is still the only operator of jet aircraft on the jet network.

At the draft report hearings, the Western Australian Government stated that approximately 90-95
per cent of all intrastate passengers now fly on deregulated routes.

With regard to the ongoing need for a licensing system, the Government stated in its initial
submission (sub. 31, pp. 4-5) that:
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The continuing need to obtain a licence recognises that some parts of the [jet] network are lightly trafficked, and
as a result, there may need to be some government intervention in certain circumstances in order to maintain
acceptable levels of service and cost. ... Any intervention that did occur would probably involve some control
over fare setting on certain routes and would be aimed at ensuring that community services were maintained at
levels acceptable to local communities.

The following conditions are attached to a licence to operate on the jet network:

• the service has to be operated according to timetables, fares and freight rates approved by the
Minister for Transport;

• 30 days' notice is required to be given of any intention to withdraw passenger services from any
part of the network; and

• a statement of gross earnings is to be submitted regularly.

Licence holders are required to pay an annual licence fee of 1 per cent of gross earnings.

The Government stated that, under normal circumstances, controls over timetables, fares and
freight rates will not be exercised on those routes where there is effective competition. In these
cases, airlines are only required to advise of changes in these matters without the need to obtain
prior approval.

At the draft report hearings, the Government said that, because of the lack of competition on the
state's jet routes, it is actively involved in fare control and, to a lesser extent, in looking for
additional operators to provide services on these routes (transcript, p. 265).

We have in the past even sought expressions of interest from prospective operators to operate a network, and ...
the search for another operator is still ongoing ...

The Government said that it would withdraw from the control of fares once direct competition
emerged.

Commuter routes

Except for the Perth-Rottnest Island route, the non-jet network consists of routes serviced by single
operators licensed on a non-exclusive basis. The major licence holder is Skywest, which has
licences for 9 regulated routes. Skywest stated that there had been a recent unsuccessful application
for a second operator on the Perth-Esperance route (sub. 71, p. 5):

... the State Department of Transport undertook extensive research into the effect a second operator
may have on existing services. It also sought the opinions of the local Esperance community on the
introduction of competition into their air services. The State Government concluded that granting a
second licence would have a detrimental effect on the level of service provided.

Under the licensing arrangements, fare increases and timetable changes require specific approval.
Other licensing requirements are essentially the same as those for jet services. This regulatory
policy will be reviewed by the Department of Transport in 1992-93.
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The Western Australian Government subsidises commuter airlines on three routes licensed to sole
operators in the West Kimberleys, the Pilbara and to Kalbarri and Denham (see Appendix C).

Charter services

Considerable restrictions are placed on charter flight licences in order to protect the operations of
providers of RPT services. Specific flights cannot be advertised; the cost of flights must generally
be paid in a lump sum as distinct from individual fares; and flights may not operate more than once
a week over RPT routes.

Tasmania

In accordance with the State’s Traffic Act 1925, the use of all forms of transport within Tasmania as
public vehicles, including aircraft used for intrastate transport, requires State Government
authorisation. Consequently, a licensing arrangement applies to commercial operations, such as
agricultural spraying, charter operations and the carriage of freight, as well as to RPT passenger
services. Although licences do not provide exclusive rights, the administration of the system has
resulted in Airlines of Tasmania being virtually the sole provider of RPT passenger and freight
services on all intrastate routes since 1982.

The Tasmanian Transport Commission, which is responsible for issuing licences, has the power
under Section 17 of the Act to impose conditions and restrictions on licences to ensure that:

• conditions of service of employees are consistent with public safety and the efficiency of the
service;

• fares and freight rates are `reasonable';

• `wasteful competition' with alternative forms of transport is avoided;

• timetables and ports of call comply with the Commission's requirements; and

• the `safety and convenience' of the public with respect to the use of aircraft is generally secure.

Further, the Commission is required under Section 58 of the Act to have regard to:

• the `suitability' of the routes on which a service shall be provided under the licence;

• the extent, if any, to which the needs of the proposed routes are already `adequately served';

• the extent to which the proposed service is `necessary or desirable in the public interest';

• the `needs' of the district or locality as a whole in relation to traffic; and
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• the `suitability and fitness' of the applicant to hold the licence.

The Tasmanian Department of Premier and Cabinet stated that applicants who wish to provide
intrastate services are free to apply for a licence under the Traffic Act. If there are no objections, a
three-year licence would normally be granted.

In recent years, most applications have been opposed by Airlines of Tasmania on the grounds that
the introduction of competition would lead to a reduction in the viability of services, both for the
applicant and Airlines of Tasmania. Opposition to new entrants has even applied to a route where
there was no existing service, viz Devonport-Flinders Island.

Intrastate aviation (and other public vehicle) licences are subject to a three yearly review. The last
licence period expired on 30 June 1992.

There is provision for appeal to a tribunal against a refusal to issue a new licence. Applicants who
unsuccessfully appeal are required to pay the costs of the successful party as well as their own
costs.

Information concerning licence applications supplied by the Tasmanian Department of Roads and
Transport indicates that five licences for intrastate RPT services have been issued since 1982.
Licences have been issued to :

• Eastwest, November 1983 (for the Devonport-Wynyard route);

• Eastwest, July 1985 (Hobart-Devonport on Saturdays and Sundays);

• Aus-Air, December 1987 (Smithton-King Island);

• Par Avion, December 1987 (Launceston-Lady Barron); and

• Trans Continental, a potential entrant in the deregulated interstate aviation market, March 1991
(Hobart-Launceston).

The decision to issue a licence to Aus-Air was overturned by the Public Vehicle Licensing Appeal
Tribunal in April 1988. Par Avion's licence was not officially endorsed because, according to the
Department of Roads and Transport, CAA approval was not confirmed. The remaining RPT
licences are current, although no RPT services are presently provided by the licence holders.

The latest application known to the Commission was made in August 1991, when King Island
Airlines applied to operate a service between Launceston and King Island in conjunction with its
Melbourne-King Island service. The application was rejected by the Tasmanian Transport
Commission on the grounds that:

• the applicant did not demonstrate that the current service was inadequate in terms of timetable,
fares or aircraft;

• the applicant did not demonstrate to the Commission's satisfaction that the stated new travel
demand was real;
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• the applicant did not demonstrate that any new service would be viable in the long term; and

• the proposed service would have a potentially serious impact on the existing operator, Airlines
of Tasmania.

King Island Airlines lodged an appeal against this decision, but the appeal was not proceeded with
on technical/legal grounds. The company stated that it has subsequently lodged a new licence
application.

In view of the administration of the current licensing provisions, the only scope for direct
competition from other RPT operators on Tasmanian intrastate routes is where the intrastate
journey forms part of an interstate trip. For example, Promair provides a service from Port
Welshpool in Victoria to Launceston via Flinders Island. Promair is allowed to carry passengers on
the intrastate leg between Flinders Island and Launceston, but only if this journey forms part of an
interstate trip. Intending passengers must prove that they are undertaking an interstate trip before
commencing their journey.

Airlines of Tasmania's monopoly over intrastate air services does not extend to general aviation
services such as joy flights and charter work. In these cases, special condition licences are issued if
it is determined that they would not undermine the general viability of Airlines of Tasmania and the
provision of its services. According to Airlines of Tasmania (sub 46, p. 2), charter operators:

... continuously operate services across our RPT route, both carrying passengers and freight ...

Airlines of Tasmania stated that its airfare increases are subject to the approval of Transport
Tasmania, and that detailed costings have to be supplied to support requests for an increase in air
fares.

The Tasmanian Development Authority stated in a letter to the Commission that Airlines of
Tasmania was receiving financial assistance in the form of a fully secured loan of $150 000 granted
in 1984. The Authority stated that interest rates for term loans in November 1991 were 1 to 1.5 per
cent higher than the rate paid by Airlines of Tasmania (13.5 per cent fixed), so that the airline was
in receipt of an after-tax concession equivalent to 5 cents per passenger trip. At the draft report
hearings, Airlines of Tasmania informed the Commission that, in accordance with the loan
provisions, interest on the loan was capitalised for a number of years. This drew the loan out to
over $300 000. According to the Tasmanian Development Authority, the outstanding balance of the
loan was $348 482 as at 14 November 1991.

Airlines of Tasmania stated that, as the fixed interest rate of the loan now exceeds the rates
applicable to term loans, the interest terms attached to the loan could no longer be considered
concessional. However, the current differential between the loan rate and commercial interest rates
is not a relevant measure of the subsidy component in the Government's loan to the airline. The
appropriate measure is the average margin between the rate of the loan and the rate that a borrower
comparable to the airline would have paid to a bank for a similar facility over the period since
1984.
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Northern Territory

All commuter air services in the Northern Territory were deregulated in January 1992. Prior to this,
the licensing of intrastate aviation was subject to the Northern Territory Aviation Act 1980. This
Act gave the Director of Transport and Works wide ranging powers to grant licences to aircraft
operators offering scheduled, charter or aerial work services.

Section 9 of the Act required the Director to take account of:

• the necessity for the service proposed to be provided and the convenience that would be
afforded to the public by the provision of the proposed service;

• the adequacy of the existing service for the conveyance of passengers or goods upon the routes,
or within the area, to be served;

• the effect of the proposed service on the existing service;

• the character, qualifications and financial situation of the applicant; and

• any other matters that may be considered relevant.

No application or licence fees were applied.

Intra-territorial air transport routes in the Northern Territory can be divided into three categories:
Darwin to Yulara via Katherine, Tennant Creek, and Alice Springs; Darwin to Gove, Groote
Eylandt and Jabiru; and a number of services to remote communities.

Darwin-Yulara route

The Department of Transport and Works stated that Ansett NT was granted a five-year exclusive
licence from August 1988 to operate not only the lucrative Alice Springs-Yulara route, but also the
less attractive Darwin-Alice Springs route with the two intermediate stops. Several of these
exclusive routes had additional operators providing supplementary RPT services, with the approval
of Ansett NT.

In 1991, competition from interstate flights into Yulara operated by Australian Airlines caused
Ansett NT to withdraw from the Darwin-Alice Springs service. Another operator was then licensed
to operate the Darwin-Alice Springs service.

Darwin to Jabiru, Gove and Groote Eylandt

Services from Darwin to Groote Eylandt and Gove were licensed on an exclusive basis to Ansett
NT between 1981 and 1988. No other operator was permitted to operate over this route without the
permission of that company. Ansett NT, which was the only applicant when competitive tenders
were called in 1988, surrendered its five-year licence for the route in 1991.
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The Darwin-Jabiru route was deregulated in 1985 to encourage greater tourist traffic to Kakadu
National Park. The traffic volume on this route is low owing to the relatively short distance
between the centres and the improved road between them.

Remote area services

All other RPT routes in the Northern Territory were licensed to single operators prior to January
1992. Under the terms of the Northern Territory Aviation Act 1980, the RPT operators were also
licensed as sole charter operators on the respective routes. However, the practice developed over
time for the licensed charter operators to sub-let their operations for a percentage of the charter fee.

Deregulation of RPT services

The Northern Territory Government announced in July 1991 (Northern Territory Minister for
Transport and Works 1991) that all commuter services would be deregulated as from January 1992.
It is expected that the Northern Territory Aviation Act will be repealed later in 1992. Until the Act
is repealed, there will continue to be a requirement for all air service operators to have a licence
issued under the terms of the Act.

Australian Capital Territory

Intrastate aviation within the ACT is limited mainly to training and recreational flying. There has
never been any licensing requirement for aviation conducted within the territory. Intrastate aviation
in the ACT was effectively deregulated by the Commonwealth in 1979.
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4 ECONOMIC REGULATION OF INTRASTATE 
AVIATION

A desire to provide stable and regular services at affordable prices underlies much of
the regulation of intrastate aviation which has been introduced by state and territory
governments. Although the extent of regulation has been reduced, varying degrees of
control remain in several states. Such regulation benefits some operators and users of
intrastate aviation services, but imposes costs on other users and on some other
sections of the community. Deregulation would improve efficiency, provide users with
air services which are more attuned to changing market conditions and enhance
economic performance generally.

Consistent with developments in interstate aviation and in other countries, regulation of intrastate
aviation by state and territory governments has been reduced over the last decade. Nonetheless, in
Tasmania, New South Wales, and to a lesser extent Western Australia, significant ‘economic’
regulation of intrastate aviation remains (see Chapter 3). Such regulation restricts entry to (and exit
from) the industry and stipulates conditions of service, including fare levels and structures, aircraft
type, schedules and routes. State or territory regulation does not directly encompass safety matters.
These are the responsibility of the Commonwealth Government (mainly the CAA) and are
discussed in Chapter 6.

In assessing the case for intrastate regulation, this chapter considers the major objectives
underlying regulation, examines aviation performance under varying regulatory environments,
considers costs that result from regulation and draws conclusions regarding desirable changes.
While the approach is to consider the key issues in turn rather than provide a case-by-case
examination of each regulated state, the particular circumstances of individual states are
considered. In so doing, it is recognised that the regulatory environment has been shaped by the
considerable variation in geographical and demographic characteristics, the composition and
structure of industry, and economic circumstances existing between the states.

4.1 Objectives of regulation

Economic regulation of intrastate aviation has existed for many decades. For example, in Tasmania
it stems from the Traffic Act 1925 which was enacted to ensure that, among other things, fares and
freight rates were reasonable and that ‘wasteful competition’ with alternative transport modes was



INTRASTATE
AVIATION

56

avoided. While some participants considered that these objectives are equally relevant today, others
viewed regulation as a means of fulfilling broader economic and social objectives. In contrast,
some participants considered that regulation can no longer be justified on any of these grounds.

This chapter initially focuses on the major objectives of regulation of intrastate aviation. These
relate to: the provision of essential services; stability; quality; fare minimisation; airport
congestion; and safety. In some instances, these factors are perceived benefits stemming from
regulation rather than being the primary motivation for its introduction.

Provision of ‘essential’ services

Governments have argued that some air services are ‘essential’. While it is not clear precisely what
criteria have been used to categorise a service as ‘essential’, the routes in question have generally
been those serving sparsely populated areas. In some areas where roads are poor or non-existent,
air transport provides the only realistic means of travelling to the closest regional centre. Examples
include King and Flinders Islands and remote areas on the mainland such as the Channel country in
western Queensland, remote properties in central Australia and northern parts of Western Australia.
It is argued that it is essential that such areas have access to air services and that, in the absence of
government intervention, no air service would be provided or, alternatively, that the service would
not be adequate for the region’s needs.

Fears that adequate air services will not be provided are generally based on one of two premises:

• The volume of traffic is small or irregular. Consequently, without government intervention it is
contended that the potential returns will not be sufficient to entice an airline operator to provide
a service.

• The volume of traffic is more than sufficient to enable a single airline operator to generate an
adequate return, but insufficient to support two operators. Consequently, there is a concern that,
in the absence of entry restrictions, more than one operator would wish to operate the service.
In these circumstances, `destructive' competition could result in neither operator being able to
operate profitably, leading to the eventual withdrawal of the service.

For example, the Tasmanian Government (sub. 33, p. 1) stated:

In the field of regulated passenger services, the Tasmanian Government’s primary aim is to encourage the stable
promotion of a basic level of service to a number of remote areas of the State. At present, the carrier Airlines of
Tasmania is the sole provider of regular intrastate passenger and freight services. The rationale for this situation is
that the routes to be serviced within Tasmania are too thin to support competition.

Similarly, the Western Australian Government (sub. 31, p. 3) commented:
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The Government’s policy for the non-jet network is aimed at encouraging initiatives which will result in greater
opportunities for air travel. ... it has been judged that there is a legitimate need to regulate entry in order to
maintain reliable, efficient and viable air services to and within regional areas of the State.

The Queensland Government (sub. 41, p. 6) stated:

The Queensland Government position is that, whilst the provision of intrastate air services on an open and
competitive basis is generally the appropriate means to ensure the most efficient and effective provision of such
services, in some circumstances Government intervention will be required to ensure that small or isolated
communities receive adequate air services ...

In some instances, governments have supported services to remote areas by providing subsidies.
These services have mainly been to very small isolated communities and have involved relatively
modest budgetary outlays. (The nature and extent of these are discussed in Appendix C.) However,
essential service objectives in respect of more populated areas have been addressed mainly by
regulation.

Regulation may, in principle, permit a service to be viable in one or both of two ways.

• Regulation may eliminate actual or potential competition and thus allow fares to be maintained
at levels sufficient to generate a satisfactory rate of return. For example, regulation can confer
exclusive rights on an operator to service a designated route. This may allow the operator to set
and maintain fares at levels sufficient to make at least a `normal' profit.

• Regulation may entail providing an operator with exclusive rights over a network of routes, but
with an accompanying requirement that all routes be serviced at a specified minimum level,
including `essential' routes. By constraining competition over the network of routes, this
arrangement permits an operator to cross-subsidise one or more thin routes by thick profitable
routes. In simple terms, this can result in air fares on thin routes being below the incremental
cost of providing the service, with fares on thick routes being above full cost. Thus, higher than
normal profit margins on parts of the network enable an operator to provide other, less
profitable (or even loss-making) services which, in the absence of regulation, would not be
provided.

However, it need not follow that regulation is necessary, nor that it is the most efficient way of
providing `essential' services. In an unregulated environment, services deemed to be essential may
well be provided, and at a lower cost. Recent events in New South Wales, the results of
deregulation in South Australia in 1979 and experience in other countries provide some support for
this proposition.

In New South Wales, Hazelton Airlines has for some time been licensed to operate an extensive
network of routes, a number of which involve services to relatively small towns (eg Brewarrina,
Coonamble and Quirindi). However, in September 1991, Hazelton withdrew services from fourteen
of the smaller ports in its network. The Government subsequently opened these routes to
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competition. Despite fears to the contrary, this has not resulted in services being terminated (see
Appendix F). Indeed, the New South Wales Department of State Development (DSD) advised the
Commission that not only have no centres lost their air services, but fares have decreased on almost
every route. (Fare levels are discussed in greater detail in subsequent sections of this chapter.)

Since deregulation in South Australia in 1979, the provision of services has changed: four ports
served by scheduled services in 1977-78 are no longer served, but there were services to six
additional ports in 1990-91. Looking specifically at those regions with the thinnest routes in the
State, a similar situation has existed. The number of small ports served increased significantly
immediately after deregulation. While there was a decline subsequently, the number of small ports
served in 1990-91 remains higher than that prior to deregulation (see Table 4.1).

Table 4.1: Service provision on thin routes in South Australia a

Region Passengers Ports served from Adelaide 
b

1990-91 1977-78 1982-83 1986-87 1990-91

Iron Triangle 6 245 2 3 1 2
Lower Eyre 6 455 0 2 2 2
Renmark/Mildura 5 086 1 2 2 2
South East       0 0 3 0 0
Upper Eyre 7 204 2 5 4 4
Upper North 11 421 5 5 3 3
Total Ports 36411      10      20       12       13

a Includes Mildura.
b Direct and indirect services.
Source: DOTAC estimates.

Most of the information available to the Commission about deregulation in other countries suggests
that thin routes generally continue to be served (see Appendix D). For example, services formerly
provided by the trunk carrier in New Zealand were replaced by expanded services provided by
regional operators using smaller aircraft. In Canada, lower density routes were devolved to feeder
carriers operating more frequent services with smaller aircraft.

The concern about ‘destructive’ competition is that, in the absence of barriers to entry, competitors
will enter and exit a market causing the incumbent’s or their own financial failure, possibly
resulting in no service being provided at all. However, this overlooks the dynamics of markets too
small for more than one operator. Entry will only occur if a competitor believes it can displace the
incumbent. New competitors may enter, some succeeding, some failing, some bringing down the
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incumbent as well as themselves - but the underlying route characteristics will mean that there will
always be scope for one operator to provide a viable service. In the medium term, it is likely that
this will be recognised by both the existing operator and potential entrants. In the case of the
existing operator, it would most likely be reflected in ‘competitive’ market behaviour which is
intended to deter entry. This would involve the incumbent operator adjusting services so as to best
meet users’ requirements while containing fare increases. In the case of potential entrants, past
failures and the performance of the incumbent are likely to strongly influence decisions about
entry.

While these considerations suggest that the contribution that regulation can make to the provision
of air services on ‘essential’ routes may be overstated, it cannot be denied that regulation may in
some circumstances facilitate the provision of services that would otherwise not be viable. Equally,
however, it is important to recognise that the use of economic regulation to provide such services
can entail significant costs to the community. The costs associated with regulation are considered
in Section 4.2.

Stability

Regulation of intrastate aviation is credited by many with creating ‘stability’ within the industry.
For example, Airlines of Tasmania (sub. 14, p. 11) stated:

Effective licensing provisions and other controls have achieved in Tasmania the objectives of the Act, ie to
provide stable, efficient, economical air services to all areas of the Tasmanian community by protecting prime
routes ...

Stability may refer to various aspects of aviation services including the network (in terms of service
provision), ownership and service quality. It is seen as important because Australia’s low
population density has resulted in services to many areas being supplied by sole operators. Thus,
any changes introduced, or forced upon, the sole operator can have significant repercussions for
users as they do not have access to an alternative provider of air services. However, as noted in
Section 4.2, changes in ownership, scheduling and quality are not unique to aviation - such changes
are common in most other sectors of the economy.

So long as the regulated operator remains viable, regulation may promote stability in the sense of
certainty of service provision and consistency of service quality. By restricting competition,
regulation can, for example, eliminate one factor contributing to operator turnover. Similarly, in
some jurisdictions there is a licensing requirement preventing immediate exit from a route (for
example, notice of 30 days is required in Western Australia). Yet, whatever the regulatory
environment, the nature of the industry tends to be one of change. This is particularly so in the
commuter sector where, like small businesses elsewhere in the economy, there is a significant
turnover of operators. The withdrawal of Hazelton Airlines from many regulated routes in New
South Wales illustrates that, even with regulation, it is not possible to guarantee that a service will
continue to be provided by the one operator. Neither is this desirable in itself. What is presumably
of most importance in assessing stability is the nature of the service provided to the community, not
who provides it.
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In both unregulated and regulated states, operators have frequently changed, and service quality has
varied.

• Australia-wide, the total number of commuter operators declined from 55 in
1979-80 to 41 in 1990-91. Only ten airlines remained continuously in operation throughout this
period.

• From 1972 to 1989, during which time interstate aviation was extensively regulated, the
number of ports served by the trunk operators (Ansett and Australian) decreased from over 300
to less than 50, and those served by commuter airlines increased from around 150 to close to
330.

• Following deregulation in South Australia in 1979, there has been a rapid turnover of operators
- of the 10 operators in the South Australian market in 1991, only three were flying prior to
deregulation (and trading under different names).

The extent of networks has not altered markedly as a consequence of operator turnover, although in
most cases there has been a trend towards the use of smaller aircraft and some associated changes
in the frequency of service. In some cases, withdrawing operators have not been replaced, leaving
ports or routes unserviced. Nowhere has there been total stability.

As economic conditions change and as new transport technologies are introduced within states and
in particular regions, it seems logical that the demand and supply of air services may also need to
change, irrespective of whether services are regulated or not. For example, in Western Australia,
Bunbury is no longer serviced by RPT operators, partly because of the competition provided by
improved rail and road services to Perth. Similarly, the introduction of a faster ferry service has
significantly reduced demand for air services between Perth and Rottnest Island. Indeed, it can be
argued that, by deferring adjustment to change, regulation can sometimes result in the effects of
change being concentrated in a relatively short period of time, and thus being more disruptive than
would be the case if adjustments were not impeded by regulation.

Airlines of Tasmania (sub. 14, p.ÿ9) claimed that the deregulation of Tasmanian aviation would
bring about `total destabilisation':

... such an impact, considering the very poor economies, would result in ad hoc air services, disjointed charter
operations and would ultimately lead to the winding down of a regional airline in this State.

Similarly, Hazelton Airlines (sub. 72, p. 1) argued that:

... deregulation ... will destabilise the aviation industry and cause irreversible damage to the aviation
infrastructure within this state.
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However, given the mobility of resources in intrastate aviation, this scenario is questionable. For
example, the NSW Farmers’ Association (sub. 21, p. 8) argued:

The air routes abandoned by Hazelton Airlines quickly received an alternative service. Whilst it is possible that
over time there will be some rationalisation on these routes, the experience does show that air service resources
can move relatively freely between operations.

This judgment is shared by the CAA (sub. 25, p. 18) which noted that:

The commuter airline sector has a history of instability ... the regulation of intrastate aviation does not seem to
have avoided instability within the sectors servicing those markets.

If the current licensing provisions were removed, some instability may occur in the short term as
operators adjusted to the new environment. But, as discussed earlier, this could be expected to
settle down as industry participants assess the nature of the market and the scope for profitable
operations on different routes. This accords with the experience of those states and overseas
countries which are totally unregulated, and even those partially deregulated. For example, despite
some changes in operators, continuous service has been provided on most thin routes in South
Australia since deregulation in 1979  (see Appendix F).

Quality

Regulation has been used to ensure the provision of services at what has been perceived as a higher
(and more suitable) ‘quality’ than would otherwise occur - in terms of scheduling, equipment and
reliability. For example, in announcing the maintenance of entry restrictions on intrastate routes
into KSA, the New South Wales Government (sub. 80, p. 1) stated that:

... there is concern in many areas of the State that, in practice, [competition] would have an adverse effect on the
levels and standards of service currently available.

The New South Wales Air Transport Council (1992, p. 5) subsequently released information on
arrangements for future intrastate licences which stated:

... Aircraft proposed for use should generally be modern and pressurised... Preference will be given to jet aircraft
on routes that can sustain them.

Similarly, the Queensland Government provides exclusive licences to the operators of services on
the Cairns-Horn Island and Cairns-Weipa routes, contingent on there being a daily service by a
specified type of aircraft (a Dash 8 and a jet aircraft respectively).

The question must be asked, though, whether government is well-placed to assess what quality of
service will best accommodate users’ demand. Can it adequately assess users’ valuation of the
tradeoffs between quality and fare levels? What constitutes quality of service: does it, for example,
relate primarily to aircraft characteristics, frequency of service, reliability of service, or to all three?
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Grafton City Council (sub. 10, p. 3) stated that an air service ‘must be relevant to the community it
serves, and meet all the criteria of frequency, punctuality, safety and comfort at the least minimum
cost to consumer’. However, these dimensions of quality of service are highly interdependent. For
instance, while the replacement of jet aircraft by non-jet aircraft on a particular route would
increase flight times, it could also lead to more frequent flights and lower prices. This has been the
experience following the deregulation of routes in a number of states. For example, since
deregulation in South Australia, service quality has risen in terms of increased flight frequency and
lower average load factors, but the average aircraft size is now smaller. At the initial hearings, the
General Aviation Association (transcript, pp. 302-3) stated that most South Australian consumers
would regard this as an improvement in the quality of service.

The form of regulation in some states suggests that governments view quality as being closely
related to aircraft type. In particular, service by larger aircraft has been preferred (typified by the
New South Wales Government’s latest policy). However, the experience in South Australia implies
that, on the basis of what users are prepared to pay, smaller aircraft and a more frequent service are
preferred to the larger aircraft (and lower frequencies) which were formerly required by regulation
in that State. For example, Duldig and Findlay (1990, p. 6) state:

... while average aircraft size has fallen by nearly a third since 1978 (and nearly halved since 1973), frequency has
risen and load factors fallen. These outcomes suggest that the regulatory process prior to 1979 had the effect of
severely distorting the available combination of aircraft size, frequency and loads. That system, we suggest, led to
a bias towards a choice of relatively large aircraft. Consumer preferences appear to involve a shift towards
smaller aircraft, despite the rise in costs per seat/km, in return for higher frequency.

At the draft report hearings, Hazelton Airlines agreed that, given the choice, passengers prefer
more frequent services in smaller aircraft - but only to a certain point. It noted the existence of
‘white-knuckled fliers’ who could never be persuaded to fly in nine-seater aircraft.

Some inquiry participants questioned the capacity of regulation to improve the quality of intrastate
aviation. For instance, the Municipality of Flinders (sub. 5, p. 2) commented on regulation and its
effect on the quality of intrastate aviation in Tasmania.

Under the current licensing system the holder of the monopoly is given no incentive to offer a better quality of
service above the basic, upgrade type of aircraft used or [offer] attractive fare structures at various times. In short
there is no incentive for the operator to smarten up his/her act.

On the other hand, some fear that a market-based approach would invariably lead to a deterioration
in quality. However, there is some evidence to the contrary. While it is recognised that concurrent
changes in other factors can also explain variations in quality, the following examples suggest that
deregulation can lead to improvements in the range of service features.
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• Evidence from South Australia suggests that, in that State, frequency actually increased under
deregulation, and that bunching of services (parallel scheduling by competing operators) has
not occurred.

• The Queensland Government (sub. 41, p.ÿ11) reported improved aircraft quality following
deregulation:

Since deregulation of intrastate aviation in 1987 there has been significant expansion of services on many routes.
Queensland regional airlines have increased services and re-equipped their fleets with larger, more sophisticated
aircraft.

• Similarly, with some exceptions, the experience of interstate deregulation is one of improved
overall service quality. As stated by the Bureau of Transport and Communications Economics
(BTCE 1991b, p. 59):

After one year of deregulation consumers have benefited from increased quality of service with respect to:
frequency of flights; non-stop services; on-time performance; choice of operators; and in-cabin and on-ground
service. There has been a small decrease in quality of service for some consumers due to higher load factors and
reduced accessibility to RPT services on some non-trunk routes.

Pending the commencement of operations by Southern Cross Airlines, the choice of operators
has been limited to two since the collapse of Compass Airlines, but other improvements appear
to have been maintained.

The evidence in various overseas countries is also of improved service quality following
deregulation. For example, deregulation in New Zealand has resulted in more flexible and
competitive fares, improved scheduling and an expanded route network (BTCE and Jarden Morgan
1991).

Fare minimisation

An argument commonly advanced in favour of regulation is that it enables price - in this case air
fares - to be minimised or controlled to the benefit of consumers. This argument is dependent upon
regulation minimising costs (and thus fares) by shielding licensed operators from competition so as
to enable them to realise economies of scale in aircraft size and economies of density. It is also
dependent on there being sufficient incentive for sole operators to minimise costs, and on the
existence of mechanisms to prevent sole operators from exploiting market power and increasing
prices so as to make `monopoly' profits.

As is the case with other individual objectives, fare minimisation may involve a tradeoff with other
goals. For example, the achievement of minimum fares may not be compatible with government
objectives in relation to the desired quality of service (eg aircraft type or frequency).
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Conflicting evidence

In submissions to the first round of hearings and also to the draft report hearings, a number of
claims and counterclaims were made by airline operators about comparative fare levels. For
example, Airlines of Tasmania (sub. 14, p. 4) provided data on air fares, on the basis of which it
concluded:

Our air fare structures and freight rate structures are the lowest of all regional carriers in Australia. This has been
brought about by the fact that regulation of our very low density routes allows such air fare levels to apply.

While the Tasmanian Government (sub. 85, p. 3) also concluded that Airlines of Tasmania’s fares
were lower on average than those of other commuter airlines, it commented:

While [the analysis] may cast doubt on the relevance of the Commission’s findings on pre- and post-deregulation
prices in Tasmania’s case, the Government is nonetheless of the view that it would be more appropriate for
competitive pressures in the market place to determine prices.

Claims that Airlines of Tasmania’ fares were low were disputed by Promair. It claimed that the
comparisons were invalid because they failed to take account of significant differences in aircraft
types on the services for which fare comparisons were provided. In turn, King Island Airlines (sub.
54) supplied data to show that its fares (on a per-kilometre basis), and its freight rates in particular,
were less than those available from Airlines of Tasmania.

Conflicting claims based on comparisons of air fares on regulated and unregulated routes were also
made by other airlines, including Eastern Australia, Kendell, Hazelton and Skywest.

There are two major areas of difficulty in evaluating these claims. First, it is not clear that the
routes selected for comparison are representative of the operations of the designated carriers.
Second, the different findings of those participants who supplied comparative fare data may, to a
significant extent, be explained by differences in factors which are not reflected in the comparisons.
These factors include: sector length, equipment size and quality, load factors, airport congestion,
airport charges, route densities, frequency, scheduling, extent of network, freight business, seating
density and, perhaps most importantly, the extent to which the actual average fare paid varies from
the ‘standard’ listed fare. In assessing the influence of the regulatory environment (and the number
of competitors) on fares, it is important to compare reasonably like services.

Selection biases may be less likely where data on comparative fare levels are supplied by an
independent party. Two participants that fall into this category are DOTAC and the New South
Wales DSD:
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• Based on a range of fare comparisons, DOTAC (sub. 30) concluded that there is some evidence
to suggest that fares on deregulated intrastate routes were lower than fares on routes of similar
lengths in regulated markets.

• The DSD surveyed air fares on those routes relinquished by Hazelton Airlines in September
1991, all of which were subsequently opened up to competition. Immediately after this change,
it found that fares were the same on three services, but that on all other routes fares had
declined, by margins of up to 14 per cent. A subsequent survey in April 1992 showed that,
compared with standard fare levels prior to the change, fares on two routes were higher, fares
were the same on one route, and fares on all other routes were lower than the fares existing at
the time Hazelton withdrew. By July 1992, fares on five routes had fallen further, with no
change in fares on other routes.

While these comparisons may overcome selection biases, they do not take account of the other
factors which can influence fare levels.

Commission survey

In practice, it is not possible to take account of all factors which determine air fares. However, in
an attempt to make more meaningful fare comparisons than those by participants, the Commission
obtained additional data from a survey of intrastate airline operators. In particular, information was
obtained on average fares (ie the revenue yield) in August 1991 on major intrastate routes. This
provides a more meaningful measure of fares than can be obtained by using a single fare (standard
or discount) for specific routes. Information was also sought on other factors which influence fares
(eg aircraft type, load factors and landing fees).

Data were supplied on a confidential basis by twelve intrastate airline operators. The data were
collected from each operator in respect of each of its most heavily patronised routes. The data
covered both regulated and unregulated routes.

Analysis of the data demonstrates that regulation had a significant effect on air fares. Taking
account of distance and, where possible, other factors which affect fare levels, the analysis suggests
that, on average, fares were about ten per cent higher on regulated routes relative to unregulated
routes. (Further details about the analysis are outlined in Appendix E.)

Other studies

A number of independent studies have also examined the impact of regulation on air fares. The
studies generally support the proposition that air fares are, on average, likely to be lower if air
routes are competitive.

Duldig, Findlay and Wong (1990) undertook a study for the NSW Business Deregulation Unit. At a
similar time, Crowley and Findlay (1990) prepared a report for the South Australian Director
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General of Transport. The studies show that, between 1978 and 1987, fares increased in real terms
in New South Wales by 18 per cent, double the increase in South Australia where no state
regulation applied. Crowley and Findlay (1990, p. 55) reported that short-haul fares on regulated
routes increased much more than those in South Australia. Australia-wide, short-haul fares rose in
real terms by 56 per cent between 1978 and 1987, primarily reflecting the adjustments to the short-
haul fare formula in 1981 following the Holcroft Inquiry. Over the same period, fares in South
Australia increased by only 9 per cent.1

The Western Australian Department of Transport submitted an illustrative analysis of aircraft costs
for thin routes which it said were representative of a triangulated route serviced by, first, a sole
regulated operator and, second, by two competing operators. The analysis suggested that aircraft
costs - and hence fares - would be around 1 per cent lower if the routes were serviced by a sole
(licensed) operator. As recognised by the Department (sub. 82, p. 6), the outcome is ‘hypothetical
and makes a number of assumptions’. More importantly, the analysis takes no account of costs
other than aircraft operating costs. For example, it abstracts from terminal costs, administrative
expenses and overheads. It could be argued that, because of scale economies, these costs would be
lower if there was a sole operator. However, the experience since deregulation of interstate aviation
suggests that competition (or the threat of competition) is likely to have a far greater effect in
reducing non-aircraft costs than would the achievement of scale economies in a protected
environment.

The long-term effects of deregulation of interstate aviation are not yet evident. However, the Prices
Surveillance Authority, which has monitored air fare data on trunk routes since deregulation, has
reported significant falls in average air fares (measured as average cents per passenger-kilometre)
on most interstate routes. The PSA (1992a, 1992b) found that average fares fell most on those
routes on which competition was most intense (ie routes flown by Compass Airlines). Although
average fares on trunk routes have increased since the failure of Compass, in the March 1992
quarter they were still some 23 per cent below the level of the September 1990 quarter, the period
immediately prior to the abandonment of the two-airline policy.

The effects on fares of deregulation overseas are consistent with the Australian experience to date
and suggest that, in the long-term, lower fares will be sustained. The evidence from Canada, for
instance, is of varied fare changes dependent upon market conditions. After deregulation, air fares
generally fell considerably in the more densely populated southern part of Canada. In contrast, in

                                             
1 The extent of the difference between fares in South Australia and the remainder of Australia is probably
understated because the comparison is based on economy class fares and takes no account of the greater
range of discount fares available in South Australia at that time.
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the sparsely populated areas of the north, where new services were introduced, the availability of
discount air fares was significantly less. Nonetheless, according to one study (Oum, Stanbury and
Tretheway 1991), average fare yields fell by 18 per cent in real terms between 1978 and 1989.
Similarly, air fares in the US generally decreased significantly after deregulation. One study (Kahn
1988) found that average yields fell in real terms by 30 per cent between 1979 and 1987.

Airport congestion

Several participants claimed that regulation is warranted to control the build-up of congestion at
KSA. For example, the New South Wales Government (sub. 80, p. 8) stated that:

Access to KSA runways and to appropriate terminal facilities is insufficient to meet demands. In a
deregulated situation, competition would be inhibited thereby limiting new entrant activity as well
as the capacity for expansion by existing operators. Having regard to these factors, general
deregulation could severely disrupt commuter services across the State.

The Government’s stance was supported by the Rural Airlink Action Group (sub. 12, p. 2) which
stated:

Whilst [New South Wales] deregulation could bring benefits of cheaper fares and more frequent services to NSW
rural centres, there is a real danger that the shoulder periods, either side of the peaks at Sydney Airport, will
become saturated and cause the FAC to extend their surcharges into those shoulder periods. Consequently, small
regional services will not be able to afford to operate in these shoulder periods, and access to Sydney Airport will
be severely restricted to country travellers.

The argument is not so much one for regulation, but one against any significant change pending
initiatives to alleviate capacity constraints in New South Wales or other areas where infrastructure
congestion is a concern. Eastern Australia Airlines (sub. 17, pp. 7-8) expressed deeper concerns:

The prospect of imposing significantly higher levels of demand on access to Sydney Airport through immediate
or sudden deregulation of intrastate routes is alarming. It would have serious consequences on all airline
operations through Sydney. ... Therefore we strongly recommend that the timing of a possible change to a
deregulated intrastate aviation industry is geared to coincide with the availability of additional capacity at
Kingsford Smith Airport. This will most likely first occur when a third runway is built.

The majority of movements at KSA are not associated primarily with intrastate aviation, but with
the now-deregulated interstate aviation market. In principle, if congestion problems were to be
addressed by using regulation to suppress demand, it could be argued that such regulation should
apply equally to interstate and international flights. This is not an option in view of recent aviation
policy changes. In any case, if airport congestion is a problem, regulation to limit intrastate aviation
activity is unlikely to be an efficient solution. The problem of congestion at KSA, and efficient
means of dealing with it, is discussed in some detail in Chapter 5.
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Safety

An argument for regulation frequently advanced in the context of airline deregulation in the United
States, but only identified in this inquiry by the Australian Federation of Air Pilots, is that stronger
competitive pressures under a deregulated environment may lead to less safety-related expenditure.
The argument presumes that deregulation forces operators to seek cost reductions, and that this will
be reflected in reduced expenditure on maintenance, training and other safety-enhancing items,
particularly those where any immediate decline is unlikely to affect safety in the short or even
medium-term.

The opposite view is also advanced, commonly by airline management, that given the illegality,
costs and implications for market share and ultimately for the financial viability of aircraft
operators of being ‘unsafe’, safety will not be compromised. This argument presumes a strong link
between the operator’s viability and safety record.

Although a priori arguments exist both for and against any tradeoff between profitability and
safety, Motha (1991, p. 1) concludes that:

... The substantial body of theory taken in conjunction with available anecdotal evidence and the results of some
empirical studies suggest that it is very likely that in general, safety deteriorates to some extent under financial
pressure. However, in the final analysis, the safety-profitability issue has to be analysed empirically.

Studies investigating the profitability-safety link in the United States generally have yielded
inconclusive results, although Rose (1990) found a statistically significant link: lower profitability
was correlated with higher accident and incident rates, particularly for the smaller (by United
States’ standard) carriers. On the other hand, evidence from the United States suggests that aviation
deregulation and the resulting increased passenger and aircraft activity has been accompanied by a
steady decline in the accident rate (Moses and Savage 1990). Rose (1989) shows that, if anything,
the rate of improvement has accelerated since deregulation.

It is widely recognised that the safety performance of airlines in Australia is exceedingly good.
This largely reflects the safety regulation and also the favourable flying conditions in Australia (in
terms of weather and traffic density) compared with many other parts of the world. While the
contribution of economic regulation to Australia’s safety record cannot be determined, safety
regulation should be sufficient to ensure that safety cannot be compromised, regardless of the
economic regulatory environment. To the extent that greater competition provides an incentive for
some operators not to comply fully with safety requirements, there may be a case for strengthening
enforcement procedures. Chapter 6 considers the role of the CAA in providing regulatory and
safety services in Australia.
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4.2 Costs of regulation

The considerations outlined in the preceding section suggest that regulation has partially satisfied
some of its objectives and realised some of the benefits attributed to it. However, evaluation of the
overall effects of intrastate aviation regulation must also take account of the costs of regulation.
Regulation constrains the manner in which intrastate aviation activities are undertaken and
modifies the market environment in which such activities take place. In particular, regulation
depends on the suppression of competition to achieve its objectives. This in turn removes a factor
which, in most areas of the economy, provides a strong and continuing incentive for improved
performance. Consequently, there is considerable potential for regulation to impose significant
costs on users of aviation services and on the community generally, as well as on the industry itself.
In particular, regulation of intrastate aviation may result in: operating inefficiencies and higher
fares; cross-subsidisation; reduced consumer choice; limited adjustment to change; and
administrative and other costs.

Operating inefficiencies and higher fares

The incentives provided by competition, or the threat of competition, to operate efficiently and to
provide services that best accommodate users’ demands were recognised by a number of airline
operators at the draft report hearings. For example, King Island Airlines (transcript, p. 21) stated
that:

... we shift according to the market and we have to maintain our edge, as it were, over our competitors. If we don’t
shift in response to the market then the market shifts from us.

In contrast to a competitive environment, regulatory barriers to entry provide the licensed operator
with a protected market. There is no immediate danger that business will be lost to a competitor, or
of price competition threatening the operator’s financial viability (other than that which may be
encountered from alternative transport modes). As a result, the incentive to provide services of any
given quality at minimum cost can be reduced. Unwarranted cost increases can occur which,
depending on the nature of any price monitoring, can be passed on to users in the form of higher
prices.

At the draft report hearings, airlines protected from competition by licensing arrangements stated
that there is pressure on them to perform efficiently. They indicated that their operations were
subject to ongoing government scrutiny and that poor performance could lead to the revocation of
their licences. Some operators pointed out that they do not hold exclusive licences and that other
airline operators could apply for a licence to compete on their routes at any time. Skywest and
Airlines of Tasmania also stressed that, as full verification of fare increases is an important
component of government monitoring procedures, there is no scope for unwarranted fare increases.
Skywest (transcript, p. 235) commented on these issues in the following terms:
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... we enter into a market place as if we had competition. Now, if we abuse that privilege then we can expect
competition and the State Government is not going to sit around and allow us to do that. The State Government is
very mindful of the level of service and the level of air fare that we offer ...

Administrative mechanisms such as those outlined above undoubtedly subject licence holders to
some disciplines to perform efficiently. However, their effectiveness depends on government
monitors having access to detailed information not only about incumbent operators’ performance,
but also about their potential to improve, as well as about the likely performance of alternative
operators and about users’ preferences. These information requirements are highly demanding and,
in practice,  unlikely to be realised. Consequently, administrative mechanisms cannot be adequate
surrogates for competitive pressure.

This is supported by developments in interstate aviation. Under the two-airline policy, Ansett and
Australian were subjected to extensive regulation and performance monitoring procedures to
ensure that they operated efficiently. The arrangements included rationalisation processes which
were intended to optimise aircraft utilisation and airline operations generally, and fare-setting
procedures which were designed to ensure that air fares reflected only efficient operating costs and
were not determined on a cost-plus basis. Nevertheless, since the announcement of the cessation of
that policy, and the emergence of competitive pressures, the major interstate airlines have
succeeded in reducing both costs and air fares significantly (while also incurring significant
financial losses in the process).

The Commission also considers that, under current licensing procedures in Tasmania and those that
apply to the non-jet routes in Western Australia, the likelihood of another airline obtaining a
licence to allow it to compete with an incumbent operator can be overstated. This is largely
because, in assessing licence applications, account is required to be taken of the effect of proposed
new services on the existing operator and existing services. Indeed, consistent with the prescribed
licensing criteria, one of the grounds for Transport Tasmania’s rejecting a recent licence application
by King Island Airlines was that the ‘proposed services would have a potentially serious impact on
the existing operator, Airlines of Tasmania.’ King Island Airlines (sub 77, p. 3) stated that:

... the one stumbling block was always the argument of Airlines of Tasmania that we not be granted a licence
because to do so would have a detrimental effect on their business. If this is not the ultimate power of "veto", we
do not know what is.

Even if account is taken of additional demand that would most likely be generated by a new
operator, it is difficult, if not impossible, for a potential entrant to demonstrate that the incumbent’s
activities will not be adversely affected. The use of such a criterion - which in Tasmania was
originally justified in the context of government provision of transport services - was interpreted by
some participants as serving primarily the interest of the incumbent operator rather than the interest
of the public.
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The need for regulators to consider whether a particular route has enough traffic to accommodate
an additional operator without impacting adversely on the incumbent not only considerably reduces
the potential for entry, but could have the perverse effect of leading the incumbent to adopt pricing
or scheduling strategies which restrict market growth to a ‘safe’ (entry-free) level. In this respect it
is of some interest that traffic growth on unregulated routes has generally increased more (or
market contraction has been less) than on comparable regulated routes (see Appendix F).

Contestability

As noted previously, the removal of regulatory barriers to entry need not lead to the emergence of
direct competition on each and every route. The volume of traffic required to sustain more than one
operator will vary. For example, where significant quantities of freight are carried - as is the case
with King and Flinders Islands - passenger volumes needed to sustain competition would be less
than on routes where limited freight is carried. Information provided in Appendix F shows that in
many instances annual passenger volumes of less than 15 000 are sufficient to support more than
one operator. This is substantially less than the figure of around 25ÿ000 identified by the BTCE
(1988) and endorsed by Airlines of Tasmania. It is also significantly less than the volume of traffic
on the routes between King and Flinders Islands and the Tasmanian mainland which are
exclusively serviced by Airlines of Tasmania. Indeed, on the route between Flinders Island and
Melbourne, Airlines of Tasmania competes with Aus-Air, yet the total number of passengers
carried is less than 5000 a year.

It is nevertheless likely that many country routes may be too small to sustain competing operators.
Some participants saw this as a problem. They considered that, unless deregulation resulted in an
increase in the number of operators, there could be no gains because nothing would have changed.
This reveals a fundamental misunderstanding of the nature of competition in open markets. As long
as an air route can be serviced by any operator who considers it potentially profitable to do so,
there is a very powerful discipline on an incumbent to perform efficiently and keep prices low. It is
the potential for entry (known as market `contestability' - see Box 4.1) that is the underlying source
of competitive pressure. This was recognised by the NSW Farmers' Association (sub. 21, pp. 8-9)
which argued:

If entry to and from a particular market is relatively free, then the market is contestable and the threat of entry
will keep the incumbent ‘honest’. The problem with the [NSW] regulated system is that the market has been
neither competitive nor contestable.

Similarly, Kendell Airlines (sub. 26, p. 2) commented:

In Kendell’s experience, competition, either actual competition or threatened competition, ensures we operate our
services as efficiently as possible. That pressure is not brought to bear on the protected operators, especially
where they are able to operate with a cost plus regime devoid of fare control.
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Box 4.1: Concentration, contestability and ‘effective’ competition

In discussion about aviation policy, as in many other areas, there is considerable confusion about
what is needed for ‘effective’ competition - that is, the circumstances in which firms have little or
no power to charge prices higher than warranted by the efficient costs of supply.

The textbook ideal of pure competition - involving many sellers of identical products - seldom
corresponds to the reality of markets. In small economies, such as Australia, there will inevitably
be many markets with few firms (high ‘concentration’). Whether or not this is associated with
significant market power essentially depends on how readily other firms can ‘contest’ the
incumbent’s market.

The ‘contestability’ of a market depends on the nature and extent of barriers to entry (and exit).
This refers to any influences or arrangements that would impose costs on an entrant which do not
apply to incumbents. The greater the freedom to enter and exit a market, the greater the
competitive pressure on an incumbent to minimise costs and keep prices down. Failure to do so
would create a profit opportunity which potential entrants would soon seek to exploit. In a
contestable market, therefore, even a sole operator has very little market power.

In the case of aviation, the main barriers to entry - and thus to effective competition - have
generally been of a regulatory nature, or to do with access to airport facilities under government
control.

King Island Airlines observed at the draft report hearings (transcript, p. 38) that, in an open market,
a firm’s own clients, if dissatisfied, may actually encourage a potential entrant:

So even if you have got the route on your own, if you don’t keep the standards up there’s always the threat that
somebody can come in from outside - be brought in by a major customer ... a big business that might have a lot of
freight to send or a lot of people to move that [an entrant] can use as a nucleus to set ... up on a route and grow
from there.

Comparison of air fares on unregulated routes serviced by a single operator with those serviced by
competing airlines support the premise that competitive pressures apply, provided there is threat of
entry. For example, in the South Australian context, Starkie and Starrs (1984) argue that, with
unrestricted entry, there is no apparent difference in the structure of fares on multifirm and single-
firm routes. Crowley and Findlay (1990, p. 55) confirm this for later years, concluding:

... there is no significant difference between fare levels on routes with one operator and those with more than one
operator, once allowance has been made for distance.

The contestability of Australian aviation markets varies. Clearly, those intrastate routes on which
entry is presently precluded by regulation are not contestable. In the absence of such regulation, it
emerged from Section 2.1 that the principal remaining barriers to entry are the limited availability
of terminal facilities at some ports and sunk costs associated with investments required prior to
commencing operations, such as in airport facilities and in staff training. The extent to which these
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pose a problem for potential entrants varies among different segments of the market, being of least
relevance to small airline and general aviation operators. It is widely acknowledged that short-haul
intrastate aviation routes are generally highly contestable if unregulated. This is supported by the
on-going entry and exit of operators observed in the commuter sector.

In intrastate aviation markets which are regulated and thus not contestable, there is reduced
pressure to minimise costs. In the absence of effective price controls, fares are likely to be higher -
not only because costs may be higher, but also because an operator protected from competition is in
a position to use market power to increase fares and profit levels.

The evidence on air fares reported in Section 4.1 indicates that, in practice, fares are lower on
average in a deregulated market environment. There is little doubt that deregulation would have a
similar effect on air fares in the remaining regulated states of Australia. This is not to deny that in
some instances fares could increase. One area where this could occur is on those routes which have
benefited from cross-subsidisation under licensing arrangements.

Cross-subsidisation

The use of regulation to preserve or enhance certain services can also lead to considerable
economic costs by creating the potential for ‘cross-subsidisation’ (Box 4.2).

Box 4.2: Cross-subsidisation

Cross-subsidisation commonly refers to excess charges paid by some consumers of a given product (such
as air services) being used to subsidise other consumers. This raises the question of what is meant by
‘subsidise’. The economic literature generally defines this in relation to the cost of production and selling,
or alternatively, in relation to the price which could be attained in a competitive market. In the short term,
a product can be regarded as subsidised if the returns achieved do not cover the marginal costs of its
production. Explicit or implicit cross-subsidies can arise either as a result of different prices being paid
for the same product by different consumers, or because a uniform price is paid for a product regardless
of variations in the costs of delivery to different consumers.

For further discussion see IAC (1989, Volume 3, Appendix I, Attachment 1).

Cross-subsidisation can involve ‘thick’ profitable routes being used as an incentive to entice the
licensed operator to upgrade services on thin routes to a standard which otherwise would not be
provided. If this occurs, users of upgraded services are subsidised by users of other services who
are overcharged. In turn, misleading prices affect patterns of supply and demand and, perhaps more
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importantly, can in the longer term result in inappropriate investment decisions by aircraft
operators and infrastructure providers. For example, it is possible that subsidisation could lead to
investment at airports which would otherwise not be undertaken. Such investment could be at the
expense of other airports which have more economically-sound investment opportunities.

In practice, it is difficult to identify where cross-subsidisation actually occurs. No detailed financial
evidence was available which would allow the Commission to conclusively demonstrate that
economic regulation of intrastate aviation is resulting in cross-subsidisation. However, other
information suggests that cross-subsidisation has been a common means of ensuring service
provision over some thinner routes. For example:

• The New South Wales Department of Transport and the Air Transport Council (1991, p. 3)
stated that the regulation in New South Wales:

... can provide support for marginal services by cross-subsidisation from profitable routes.

• In its submission, the New South Wales Department of Transport (sub. 32, p.ÿ 2) stated:

The changes announced by the New South Wales Government recognise that removing the previous restrictions
on route entry will make it more difficult for cross-subsidisation to distort the intrastate aviation market.

• Ansett stated in the initial hearings (transcript, p.ÿ 120) that:

... the fares in Western Australia ... are set according to a regime which is designed to have network revenues
cover network costs so that providing services throughout that network is viable. ... there are some implicit cross-
subsidies there ...

• Skywest Airlines stated at the draft report hearings (transcript, pp. 228-9) that its Perth-
Esperance route (which lost $250 000 in the last financial year) is being cross-subsidised by
other businesses:

They’re getting a level of air service which they wouldn’t get if it was deregulated.

• Kendell Airlines (sub. 26, p. 1) alleged that economic regulation in New South Wales and
Tasmania has resulted in cross-subsidisation between regulated and unregulated routes:

... operators licensed by [the New South Wales and Tasmanian] Governments are effectively able to charge fares
on a protected monopoly or duopoly basis. Operators who have the benefit of such protection are not restricted
from engaging in air transport activities elsewhere, particularly in interstate markets. Indeed, it is apparent they
have used this protected position to cross-subsidise competitive activities against operators without such a
comparative advantage.

Reduced consumer choice

The licensing requirements employed in some states have embodied implicit assessments by
government of the type or `quality' of service that should be provided on regulated routes. As
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already noted, quality is a nebulous concept that encompasses aircraft type, frequency of service,
scheduling of flights and reliability, as well as network configuration and even the flexibility of
fares. Decisions about quality invariably involve tradeoffs because of the interdependence between
the various components of air services which contribute to quality. In most markets, consumers
make such decisions themselves, for the compelling reason that they are best placed to evaluate the
tradeoffs.

If governments are unable to assess adequately the combination of service characteristics which
best satisfies users’ requirements on each route, additional costs will be borne by users in the form
of unwarranted service and higher than necessary fares. The NSW Farmers’ Association (sub. 21, p.
9) stated:

In effect, the [New South Wales] Air Transport Council has attempted to duplicate some of the functions being
undertaken by the aviation industry itself. The individual airlines operating in NSW will already be assessing
markets to determine the types of planes required and the frequency of flights necessary to service the markets.
The Air Transport Council is either making the same decisions that the airlines would under deregulation or (as is
more likely) is forcing the airlines to provide a service which they would not otherwise provide. This would
impose a cost which inevitably is carried by travellers.

In the New South Wales context, the recent decision requiring aircraft of at least 18-seat capacity to
be used for intrastate services to KSA, and jet aircraft to be used on some routes, reduces the
prospects of competition on those routes licensed to more than one operator. In effect, the
restriction constrains operators’ ability to compete on the basis of aircraft size. It also denies users
the chance of flying in smaller aircraft with a greater choice of flight times.

The cost associated with governments making inappropriate decisions about users’ preferences can
be avoided by increasing the scope for the type of service to be determined by users themselves.
This can be achieved by removing regulatory restrictions and allowing airline operators the
freedom to determine how best to meet market requirements. In these circumstances, if enough
consumers want alternative schedules to those offered, there is scope for a competitor to enter and
operate revised schedules. This does not necessarily mean that services appropriate to market needs
will always be provided. However, competitive pressures associated with a deregulated
environment would create a strong incentive for airline operators to provide services which best
meet users’ requirements. If they do not, they risk losing market share and face the prospect of
being forced out of business. With a guaranteed market, there is less incentive for operators to
modify their service in response to changes in demand patterns. As reported earlier, the increased
responsiveness of aviation operators to users’ needs under deregulation has been demonstrated both
in Australia and overseas and, together with lower fares, has led to an expansion in the number of
passengers carried (see Appendix F).
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Limited adjustment to change

Any stability in intrastate aviation achieved by regulation is not costless. In particular, costs may
arise because restrictions on entry reduce the necessity for operators to adapt to changed
circumstances as quickly as they would in a competitive market. In other words, by moderating
pressures for change, the achievement of stability may of itself impose costs.

Licensing provisions employed by state and territory governments have commonly specified
routes, aircraft types and frequencies. This limits the flexibility of intrastate aviation operators to
respond to changes in market conditions. This in turn can impede the adoption of cost savings
strategies and the adjustment to services and fares required to meet changing market requirements.
A discussion paper prepared by the New South Wales Department of Transport and the Air
Transport Council (1991, p. 3) recognised that the licensing arrangements in New South Wales are
inflexible and can prevent operators adjusting their operations so as to properly cater for seasonal
and other fluctuations in demand. It stated:

A regulatory system is inflexible in the present day high-cost equipment and operating environment. Operators
are inhibited in their ability to quickly make substitutions and switch aircraft to more productive routes where
losses or low load factors are encountered on licensed services.

Change - or at least the potential for such - is a normal feature of competitive markets and, indeed,
is an important ingredient in economic growth. Changes in ownership, services and quality are
common in most other sectors of the economy, particularly in those characterised by a large
number of small businesses. The capacity for a market to absorb change allows new technologies to
be introduced and new initiatives to emerge. However, if operators are insulated from competition,
there is reduced pressure for change: innovations such as new fare packages or the introduction of
new aircraft types may not occur as quickly as in competitive markets, or indeed at all.

Administrative and other costs

Significant costs may also be associated with the operation of a regulatory system. For one thing,
there is a cost associated with the administration of licensing schemes and with aviation operators
complying with regulatory requirements. In some states, licence fees appear to bear little
relationship to administrative costs. For example, the annual licence fee in Western Australia is one
per cent of gross earnings. Such fees are effectively taxes as they provide revenue in excess of that
needed to administer the regulation. Australia North West Airlines (sub. 68, p. 5) argued that the
licence fee comprises a significant tax:

The IATA world average profit for airlines is 3-5% of revenue, so the 1% levy on revenue is effectively a tax
equivalent to 20-33.33% on profit, ie the highest in the land.



ECONOMIC
REGULATION OF
INTRASTATE
AVIATION

77

The New South Wales Department of Transport estimated that licence fees payable by RPT
operators in New South Wales totalled about $275 000 in 1990-91.

The administrative cost incurred by governments substantially understates the total cost as it takes
no account of the costs incurred by airline operators in communicating with regulators, preparing
applications and contesting licensing determinations. For example, King Island Airlines which
operates interstate flights between King Island and Victoria in competition with two other
operators, presented evidence relating to its application to operate intrastate flights between King
Island, Launceston and Wynyard/Burnie. It stated, and substantiated with appropriate
documentation, that the total cost to the company of the process of licence application and initial
hearing was in the order of $18ÿ000 - primarily relating to legal expenses. Airlines of Tasmania
stated that its costs in opposing the application were around $5000 or $6000. The extremely
subjective nature of some licensing requirements militates against a quick (and relatively low cost)
resolution of many applications and appeals.2

Compliance costs are related to a more general phenomenon occurring in regulated markets known
as `rent seeking'. If a firm's prospects can be significantly affected by a regulatory system, or
changes to that system, it is inevitable that managerial and other resources will be diverted from
normal productive activities to lobbying and communicating with government. Such activities,
even where profitable for a firm, represent a waste of the economy's resources. This cost is very
difficult to quantify but, in some cases, would be substantial (see Buchanan, Tollison and Tullock
1980).

A further `systemic' problem that has often been observed in regulated markets is a tendency for the
regulator to identify more closely with the client industry's needs than with the interests of the
wider community, and to unwittingly support incumbent firms over potential entrants (Stigler
1988). This can be reflected in the exercise of discretion under existing regulations and in the
maintenance and evolution of the regulatory system itself. The extent to which this may have
occurred in regulated intrastate aviation markets in Australia is unclear. The monitoring procedures
employed in Western Australia and Tasmania do, however, provide opportunities for such
relationships to develop. According to Skywest and Airlines of Tasmania, there is frequent contact
between airline management and state bureaucrats. For example, Airlines of Tasmania stated at the
draft report hearings (transcript, p. 116) that:

... because we have that loan with the government ... a small committee ... meets twice a year and is made up of
treasury, tourism and transport; a group of people where we sit down and look at all the problems and/or
whatever is deemed necessary for the airline.

                                             
2 For example, to obtain a licence in Queensland, applicants are required to be of ‘good character and repute’.
Similarly, in Western Australia, account must be taken of the ‘character, qualifications and financial stability
of the licence applicant’.
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4.3 Conclusions

Intrastate aviation in South Australia, Victoria and the territories is no longer subject to economic
regulation. However, in Tasmania all commercial aviation activity is regulated. Considerable
regulation remains in New South Wales. The non-jet network in Western Australia, which accounts
for about five per cent of passenger movements in the State, is also regulated.

The objectives of economic regulation of intrastate aviation have not always been clear. There is
also some ambiguity about the success of regulation in meeting the objectives that it is most
commonly perceived as serving. More importantly, any benefits provided must be weighed against
the potential for regulation - and the associated diminution in competitive pressure - to impose
considerable costs. Costs which may result from regulation impact significantly on intrastate air
travellers  - mainly in the form of higher fares and levels of service which do not adequately reflect
users’ requirements. In addition, to the extent that intrastate aviation operations are not undertaken
at least cost, resources which could be used productively elsewhere in the economy are wasted, to
the detriment of the community generally.

The relevance and effectiveness of economic regulation of intrastate aviation in the present day
environment is particularly questionable. The aviation industry is now more mature than it was a
decade or so ago. The demand for aviation services has expanded considerably. Changes in
competitive transport modes have also affected intrastate aviation. For example, improved roads
have made private and public road transport more attractive in many areas of Australia. The
deregulation of bus and coach transport in some states has led to increased competition from this
sector of the market. Similarly, the deregulation of interstate aviation has created an expectation
within the community that all aviation operators - including intrastate operators - should provide a
low cost service and be more responsive to users’ demands.

These developments have combined to change significantly the nature of the market for intrastate
aviation services. In conjunction with increased ownership links between operators of interstate and
intrastate services, they have led to the development of what is in effect a national aviation market.
This has resulted not only in a larger market, but a more competitive and efficient one. Recent
decisions by the Commonwealth Government to merge Qantas and Australian Airlines and to form
a single Australasian aviation market will accelerate these trends. These changes in aviation policy
are consistent with the broader policy objective of increasing competitiveness in the economy
generally by removing barriers to entry and constraints which impede the formation of integrated
national markets.

Several states and the Northern Territory have recognised the gains of deregulation. However, on-
going regulation in New South Wales, Tasmania and, to a lesser extent, Western Australia is
retarding the capacity of intrastate aviation operators to respond to the changes that are occurring.
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Judging from experience in other countries and from the recent deregulation of interstate aviation,
on-going regulation is also holding back the stimulus to the air transport industry and to economic
growth in regional centres that would accompany deregulation. Examples of the lower traffic
growth on regulated commuter routes compared to unregulated routes, reported in Appendix F,
support this contention.

Concerns of individual states

Governments and licence holders in each remaining regulated state generally perceive special
circumstances in their state which warrant the maintenance of at least some degree of regulation. In
the case of Tasmania and Western Australia, the claim primarily centres around the need to
guarantee stable air service to isolated communities which have limited alternative transport
options (eg King and Flinders Islands in Bass Strait and Esperance and Norseman in Western
Australia). It is argued that traffic on such routes is insufficient to support more than one operator
and that removing existing regulation would consequently disrupt air services, and possibly result
in no services being provided. For example, in the case of Western Australia, Skywest Airlines
(sub. 71, p. 7) claimed that:

While deregulation may have proven successful in the smaller, more populous states of Australia, evidence
suggests that the success would not be repeated in Western Australia considering its size and long-haul, thinly-
populated routes. The State Government’s current policy reflects a clear understanding of these unique conditions.

While each state clearly has an overall set of circumstances which can be said to be unique, all
have individual features in common with some other states. For example, outlying communities in
South Australia (such as Coober Pedy and Ceduna) can claim to be as isolated as some
communities presently serviced by regulated operators in Western Australia and Tasmania.
However, regulation has not been necessary to support air services to these isolated communities in
South Australia - and there has not been on-going disruption. As noted previously, the experience
in South Australia after deregulation in 1979 shows that while there has been some change in
operators, the intrastate network has remained relatively stable.

Some of the regulated routes in Western Australia and Tasmania are relatively thin routes and
traffic volumes may not support more than one operator. However, the Commission does not
consider that this in itself justifies regulation. As discussed above, it is the contestability of a
market (route), not the number of operators, which underlies incentives to improve performance.
Consequently, for most commuter routes, the removal of regulatory barriers to entry would result in
services being subject to competitive pressures, even if the service continued to be provided by a
sole operator.

In any case, the volume of traffic required to support more than one operator can be overstated. For
example, Airlines of Tasmania, which stated that all of its routes operate on a stand-alone basis
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(including Queenstown which had a total of 1993 passenger movements in 1990-91), claims that
intrastate traffic volumes to King and Flinders Islands (around 13 000 to 15 000 passengers
annually in recent years to each island) are insufficient to sustain more than one operator. However,
the Melbourne-King Island route (with a similar annual traffic volume) is presently serviced by
three operators (Aus-Air, Kendell Airlines and King Island Airlines). Appendix F shows that there
are many other routes throughout the country with passenger numbers below 15 000 which support
more than one operator. It is also interesting to note the experience in New South Wales where the
routes which have been opened to competition over the last year have been among the State’s
thinnest routes. Of the fourteen affected ports, the largest total annual number of passenger
movements is 5000. Routes to five of the ports serve less than 1500 passengers annually. All of
these routes are currently served by one and, in some cases, two or three operators.

In the case of Western Australia and Tasmania, it was also argued that strict monitoring procedures
and the possibility that licences would be revoked or not renewed prevents licence holders from
exploiting the monopoly power provided them by the licensing arrangements. The Commission
agrees that these administrative mechanisms can help to reduce costs which might otherwise arise
from regulation, but for reasons given previously, does not consider that they can provide the same
discipline that competition brings.

Airlines of Tasmania informed the Commission that it is not only subject to performance
monitoring and fare approval by government authorities, but also has its shareholders concentrated
in one of its main markets, Flinders Island (with 48 per cent of total paid-up capital). The
Managing Director of Airlines of Tasmania observed at the initial public hearings (transcript, p.
61):

... I am under great pressure to justify all costs because those shareholders too have to live with the other
members of the community, and so we see ourselves as part of the community ...

While this factor undoubtedly has some influence on the airline’s performance, at least in respect of
its Flinders Island service, it cannot provide ongoing discipline equivalent to that provided by
competition. In addition, the advanced age of some of Airlines of Tasmania’s aircraft suggests that
there may soon be a need to raise additional capital for replacement equipment. If so, this could
dilute the shareholding of Flinders Island residents further and result in an increase in both costs
and fares. It is also relevant that the Commission was informed at the initial hearings that some 200
members of the Flinders Island community (about 30 per cent of the voting population) petitioned
the Tasmanian Government in support of a licence application for a second operator to the island
(transcript, p. 86).

In defending the current regulatory environment, Airlines of Tasmania (sub. 46, p. 2) argued that
‘... prior to 1982 extensive deregulation existed within Tasmania’ and claimed that the experience
had proven unsatisfactory. While it is true that intrastate RPT services were provided by more than
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one operator prior to 1982, it is not correct to equate this with deregulation. Intrastate aviation was
(and still is) subject to the Traffic Act 1925. Thus, RPT services could only be supplied by
operators licensed by the State, and the prospect of additional entry was thus heavily constrained. It
should also be noted that the failure of an airline is not an indictment of deregulation. Entry, exit
and business failure are all normal features of a competitive market, the outcome of which is that
the most efficient firms, delivering the best service, will generally prevail. Such an environment
has never existed in intrastate aviation in Tasmania. It is therefore inappropriate to draw parallels
between the experience prior to 1982 and that which could be expected if the current regulations
were repealed.

In New South Wales, the changes announced in June 1992 will potentially allow greater
competition, but the number of operators on major routes will be limited to two - except for the
Lord Howe Island route on which three are to be permitted. The New South Wales Government
(NSW Minister for Transport 1992) has not supported full deregulation at this stage because it:

... would result in unacceptable congestion at Sydney Airport and jeopardise services to some smaller
communities.

To the extent that the new measures in New South Wales lead to effective competition among the
licensed duopolists - an important proviso - they should improve efficiency. However, the case for
not proceeding to full deregulation is not convincing. The experience of the two-airline policy
which applied to interstate aviation until 1990 suggests that the prospects of meaningful
competition are small.

The desire to protect the interests of small communities is subject to the observations made in
relation to Western Australia and Tasmania - in other words, there is little to suggest that air
services would deteriorate, especially as many of the licensed New South Wales routes carry over
20ÿ000 passengers annually. Moreover, there would appear to be some inconsistency in permitting
open competition on those routes relinquished by licensees (such as occurred with the thin routes
vacated by Hazelton Airlines), but preserving regulation on other thin routes which the regulated
operator wishes to maintain. One interpretation of this approach is that the new policy is oriented
more towards the interests of existing licence holders than the communities they service.

If governments determine that a particular route requires some form of intervention in order to
maintain services or, as appears to be the case with many New South Wales routes, to ensure a
specified level of service, this is most efficiently achieved by means of a direct subsidy rather than
restrictive licensing arrangements. Direct funding avoids the potential for cross-subsidisation, is not
reliant on entry restrictions and, being incorporated in a government's annual budget process, is
more transparent. The New South Wales Government, however, does not consider direct funding
appropriate. It stated (sub. 80, p. 2) that:
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Rather than paying subsidies, full costs should be recovered from the users not Government. ... Provided that ...
cross-subsidisation is avoided, and travellers from small towns are prepared to pay an appropriate premium for
their chosen level of service, there is no reason why these services should not receive a measure of protection.

The Commission disagrees with this proposition. In circumstances where licences are allocated
against criteria which encompass fare levels, and where licence holders are allocated licences for
quite extensive networks and routes (as has occurred in New South Wales), the probability of
avoiding cross-subsidisation between routes is small. Moreover, if it is considered that individual
communities are willing to pay ‘an appropriate premium for their chosen level of service’, why
would the service not also be viable in the absence of restrictions on entry? If a route can be
operated profitably by a licensed operator without resort to cross-subsidisation, it should also be
capable of being serviced in an unregulated environment.

The Commission’s views about congestion are outlined elsewhere in this chapter. In essence, it
considers that maintaining a degree of regulation on part of New South Wales’ intrastate aviation
network is not an appropriate or efficient way of addressing congestion problems. To the extent
that deregulation would lead to increased congestion at KSA, it is more efficient for priorities to be
allocated by market mechanisms - such as peak period pricing - rather than have them imposed by
regulation which, by necessity, reflects administrators’ perceptions of airport priorities.

The Commission accepts that there is considerable variation in circumstances between the states.
Nevertheless, it considers that the costs of continuing to regulate intrastate aviation outweigh the
benefits. It considers that the removal of all economic regulation would improve efficiency and
lead to the provision of intrastate air services which are more closely attuned to users’
requirements.

This view is consistent with the recent deregulation of interstate aviation and initiatives to remove
or relax regulation in most states and territories of Australia (as well as overseas). Deregulation was
also the preferred option of most participants in this inquiry that expressed views on the issue.

Licensing

In some states (eg Queensland and New South Wales), a requirement to obtain a licence continues
to apply to ‘deregulated’ routes. In each state, licence criteria encompass both financial and
technical requirements.

The licensing criteria are exceedingly difficult for administrators to apply objectively and there is
no evidence to suggest that licensing criteria have prevented or reduced the incidence of corporate
failure in the airline industry. The provisions of the Corporations Law ought to impose sufficient
discipline on operators to ensure responsible financial conduct. Similarly, concerns to protect


